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. STATEMENT BY SENATOR JAMF B. PEARSON

Mr. Chairman, I wish to take this oportunity to state my views re-
garding.the use of the investment tax credit to encourage rural devel-
opment and balanced national growth. Specifically I propose that an
additional 3-percent investment tax credit be made available to those
job-creating industries locating in rural nonmetropolitan areas and
in certain core city areas which are experiencing a severe loss of jobs
and population.

Last year I introduced the Balanced Growth Tax Credit Act of
1975-9S. 1594. I intend to offer a slightly mo(lified version of S. 1594
as an amendment to H.R. 10612. 1 believe that the investment tax credit
can be used to influence economic growth patterns. I am convinced
that the effort to achieve a more balanced economic population growth
is a legitimate and worthwhile national goal.

Over the past several years there have been many expressions of
concern in the Congress an'd across the country about the imbalance in
the distribution of our Nation's population ; that too many of our
people are concentrated in too few metropolitan agglomerations. Many
of us have argued that this tilt in the population balance away from
the countryside and the small town toward the large cities is economi-
callv inefficient, environmentally unsound, and socially undesirable.
And we have argued that this imbalance will worsen unless steps are
taken to counter it.

Congress has forinally recognized the problem anid declared a coni-
mitinent to policies of ruiral-urban balance. Title X of the Agricultural
Act of 1970 states:

The Congress commits itself to a sound balance between rural and urban
America. The Congress considers this balance so essential to the peace, prosperity
and welfare of all our citizens that the highest priority must be given to the
i evitalization and development of rural areas.

And title VII of the Housing and Urban Developiient Act of 1970
declares:

The Congress finds that the rapid growth of urbin population and uneven
expansion of urban development in the United States, together with a decline
in farm population, slower growth in rural areas, and migration to the cities, has
created an imbalance between the Nation's needs and resources and seriously
threatens our physical environment and that the economic and social develop-
ment of the Nation, the proper conservation of our natural resources and the
achievement of satisfactory living standards depend upon the sound, orderly,

-and more balanced development of all areas of the Nation.
These are bold declarations. I believe the intent they embody is

sound; that the achievement of a more rational, balanced growth is
essential to the Nation's health and welfare.

Yet the gap between these broad (leclarations and the concrete pro-
grams to achieve them is enormous. We did adopt the Rural Develop-
ment Act of 1972. This was a significant legislative achievement, al-
though the implementation of this act has been far from satisfactory.

(2913)
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And in the Housing and Community Development Act of 1974 we
adopted several measures, particularly in the area of housing which
will further the cause of rural development. There have been other
actions favorable to the cause of rural development, at least indirectly.
But all in all the record of concrete action is painfully disappointing.

Mr. Chairman, given the nature of ow Federal system and our aver-
sion to centralized planning, it is not likely that we will ever imple-
ment a con prehensive, unified balanced growth policy as such.

It is not likely that we will, at least in the near future, emulate the
rather comprehensive balanced growth policies that many of the Euro-
pean countries have already adopted. But certainly we can and must
take additional steps to advance the cause of balanced growth. The
legislation I propose today is one such step, a step which I believe is
timely and essential.

Specifically, I propose that section 801 of H.R. 10612, be amended
to provide an additional 3-percent investmenLtax credit for job-creat-
ing industries locating in designated "balanced growth areas". That is,
qualified investments would receive a tax credit of 13 percent from day
of enactment to January 1, 1981, and a 10-percent tax credit thereafter.

Mr. Chairman, the special investment tax credit provided for in
this bill applies to the manufacturing, processing, assembling, and dis-
tribution of personal property only. It does not apply to retailing,
extractive industries, and agriculture.

Mr. Chairman, this proposal defines two types of balanced growth
areas. First, are the nonmetropolitan, or rural counties. These are
counties which are not a part of a standard metropolitan statistical
area. which for the most part means they do not contain a city of over
50,000 people. There is one exception. Nonmetropolitan areas within
-20 miles of cities of over 250,000 would be excluded.

Second, certain portions of urban counties which are suffering a
serious decline in population could be designated as eligible balanced
growth areas. This provision is made in recognition of the fact that
while the primary problem is an imbalance between metropolitan and
nonmetropolitan America, there is also a growing imbalance within
some of our metropolitan communities. The movement of jobs from
the central cities to the suburbs has created a great economic imbalance
which needs to be addressed.

In summary, most nonmetropolitan areas and some metropolitan
areas are potentially eligible for designation as balanced growth areas
and, therefore, job-creating industries locating in these areas would
be eligible for the special balanced growth tax credit.

One very important, provision of this legislation involves State gov-
ernments in the decisionmaking process as to how the system of bal-
anced growth tax credits is to be used.

Specifically, areas which meet the definitions provided for in this
legislation will not, actually become eligible until they are formally
designated as balanced- growth areas by the individual State
governments.

In other words, the State would have the option of desi ,natine all,
some. or none of the areas within its boundaries which meet the defini-
tional standards of the legislation. I would anticipate that some States
wQuld designate all potential balanced growth areas to be eligible.
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Other States which have already developed some land use and balanced
growth planning mechanisms would be selective and would designate
only certain areas to be eligible for balanced growth tax credit. And,
it might be, that some States would decide not to participate in the
program at alL

In any case, this gives to the States an important responsibility.
It would, I believe, provide an important stimulus to the development
of land use and economic growth planning within each State. And,
certainly, it would encourage a greater dialog between the State gov-
ernments and the local communities. In this connection, this legisla-
tion provides that States shall designate the eligible balanced growth
areas consistent with the State's goals of balanced growth and land
use and in-accordance with the expressed desires of the affected local
communities.

One further comment in regard to the possible designation of bal-
anced growth areas in metropolitan communities. If a county in a
standard metropolitan statistical area has shown a net decline in
population over the past 5 years, portions or all of that county may be
designated as a balanced growth area. However, the State in aesignat-
ing balanced growth areas within metropolitan areas may not desig-
nate metropolitan balanced growth areas which contain a total popu-
lation greater than the total population contained in designated non-
metropolitan balanced growth areas.

Over the years that I have advanced this proposal, I have found
broad-based public support for this concept. At one time or another
the use of tax incentives to encourage more dispersed population and
economic growth patterns has been endorsed by such varied organi-
zations and groups as the Advisory Commission on Intergovernmental
Relations, the National Governors Conference, the National Advisory
Commission on Rural Poverty, the National Advisory Commission on
Civil Disorders, and many other groups and individuals interested in-
rural development and balanced national growth. One of the most
recent and persuasive endorsements comes from the Science Advisory
Panel to the Committee on Public Works of the House of
Representatives.

This broad-based support has been manifested in the fact that pro-
posals similar to the one I introduce today have twice, in 1969 and 1971,
passed the Senate.

Mr. Chairman, later this year the tax-writing committees in both
Houses will undertake comprehensive hearings on general tax refQrm.
This will provide the proper forum for a full and detailed considera-
tion of the use of tax credits to stimulate the rural development and
balanced national growth. A full hearing of the issues involved may
result in suggestions to modify the specifics of the bill I introduce
today. On the other hand, I am fully convinced that a full and fair
hearing of this issue will generate widespread support for the general
proposition that the goal of rural development is a desirable one and
that tax incentives can be used effectively to advance that goal.

Mr. Chairman, this proposal builds on the established principle
that investment tax credits can be used to stimulate the development
of new jobs. It proposes to use this tool to encourage the development
of new jobs in areas which will contribute to the goal of balanced na-
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tional growth. And, of particular importance, it brings the States into
the decisionmaking process. This proposal provides them a powerful
new tool that they can use to shape the growth patterns within their
boundaries. Thus, while contributing to the goal of balanced national
growth, this legislation I believe, also, would help to strengthen our
Federal system.

STATEMENT OF THE AsSOCIATION OF MEDIA PRODUCERS

The Association of Media Producers is a professional and trade
association representing producers and distributors of educational
media and companies offering services to the educational media in-
dustry. Educational media includes motion pictures. filmstrips, film
loops, and video programs. The materials produced by our member
companies are an integral part of all aspects of educational develop-
ment. Educators have come to rely upon the learning resources pro-
duced by the educational media industry and continue to demand thesematerials.

The Association of Media Producers' interest in H.R. 10612 focuses
on the investment tax credit in the case of movie and television film.

Under the present law certain taxpayers are entitled to receive an
investment tax credit for tangible personal property, often referred to
as section 38 property produced by the taxpayer. Several years ago a
court decision established that films are tangible personal property
and as such are entitled to the investment credit; the Revenue Act of
1971 subsequently confirmed the court's decision.

However, recent action by the House of Representatives has ex-
cluded certain kinds of film materials because they are primarily
topical in nature and have a useful life of less than 3 years. In H.R.
10612, section 802(K) (b) states. " * * * the term qualified film means
any motion picture film, or videotape created primarily for use as
public entertainment. Such term does not. include any film or tape the
market for which is primarily topical or transitory in nature."

Educational media are n6t'topical or transitory in nature. Quite the
contrary. Educational media typically have a life which far exceeds 3
years. Unfortunately, the specific reference to qualified films as those
designed primarily for public entertainment effectively excludes edu-
cational media from eligibility for the tax credit currently permitted
them.

The investment in educational films, filmstrips, and videotapes is a
high-risk decision. An educational film, for example, may take several
years to develop from the planning stages--research and writing-to
the actual filming and marketing.- These materials are designed to
.serve either curriculum or supplementary educational needs. They are
not presold, and, like entertainment motion pictures, they require
vigorous advertising, promotion, and marketing programs to return
the investor's risk capital.

Because of the manner in which educational media are used in the
schools, and because of the rather limited market for these materials,
rarely could an* educational media producer afford to create a product
with a useful life of less than 3 years. While schools usually purchase
textbooks on the basis of one per pupil, for example, educational film
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materials are more likely sold on the basis of one or two per school dis-
trict. The very unique character of the marketplace and the distribu-
tion patterns for educational media forces a delay on investment re-
turns of from 2 to 4 years. Generally, it will take at least 7 years for
an educational film to return approximately 95 percent of its revenue
potential, and a large proportion of educational films have a useful
life of 10 to 20 years. To withdraw a film from the market in less than
3 years would result in substantial loss to the producers. In addition,
schools could not afford to purchase these materials if their value were
limited to 3 years of use. As it is, a significant portion of educational
media is purchased by schools with Federal funds under the Ele-
mentary and Secondary Education Act.

In aildition to the investment risk taken by educational media
producers, it should be noted that most of these producers are very
small companies with annual sales of less than $1 million. Because oi
their small size, it is harder for them to secure capital for their invest-
ment since credit is harder to obtain. The costs of producing educa-
tional media have risen rapidly over the past few years, and the con-
tinued escalation of these costs has created problems for both pro-
ducers and school purchasers. Quite obviously, the unavailability of
the investment credit could drastically affect most educational pro-
ducers. Some would go out of business, and others would be forced to
sharply cutback production and increase prices. In these instances,
there would be a decline in employment, since the need for researchers,
script writers, filmmnkers, and the like would be ratably reduced. This
effect on the schools should not be underestimated because instruc-
tional materials are an integral part of educational curriculum.

With respect to subject matter, and whether or not. educational films
can be considered topical or transitory in nature, the distinguishing
feature of which media is topical or transitory depends upon the
original purpose for which it was produced. In" this regard., a news
program, or a documentary about a current. event produced originally
for television, or an industrial training film all may be products which
have extremely short lives. In the case of an industrial training film,
this may or may not be true depending upon the original purpose forwhich it was intended. For example, a manufacturer has a film made
on how to use a particular product, but that produce is constantly
modified. In this case, the film would have to be continually revised to
reflect changes made in the primary product itself. A television news
program or a documentary concerning current affairs falls into thesame category; these films are more easily described as topical or
transitory.

However, as stated previously, educational media does not lend
itself to such a description: the expense of film production, the result-
ing expense of films purchased by schools, the limited resources of
schools for suct purchases, and the small size of the production com-
panies are factors which obviate production of educational media
with useful lives of less than 7 years.

The Internal Revenue Service. as a result of litigation and the 1971
law, does not dispute the fact that film qualifies as personal tangible
property for purposes of the investment credit. Nor does it disputethe viability of educational films versus entertainment films for credit
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eligibility. The issues of dispute center on what constitutes "useful"
dominant foreign use of a film. These issues, which the Tax Reform
Act will attempt to resolve, have been raised by IRS with both enter-
tainment filmmakers and educational filmmakers. Not since the Court
ruling and the 1971 Revenue Act has there been an effort to disqualify
a film from eligibility for the credit on the basis of subject matter. It
was during deliberations of the House Ways and Means Committee
on H.R. 10612, that subject matter became an issue. -

It may be that this issue was raised in an attempt to clarify the
"useful life" problem. H.R. 10612 would permit taxpayers to claim
two-thirds of a full credit for all of their films regardless of the useful
life of any particular film. Although a film with a useful life of less
than 3 years, if judged separately, would not be eligible for the
credit-under present law-filmmakers who produce only films with
a useful life of less than 3 years would be eligible for a two-thirds
credit under the new rule, when previously they could not take a credit
at all. In this regard, the committee's attempt to exclude TV news
shows or tapes of sports events is understandable. However, educa-
tional media do not fall into this category.

For this reason, we believe that a lack of understanding about the
characteristics of educational media led to labeling such, media as
transitory or topical in nature. Clearly, this does not correspond with
surveys of large school districts which reveal that even with more
funds than are available in smaller districts, 75 percent to 80 percent
of the film materials used in the larger districts are over 5 years old.

At no time do we contend that entertainment films are topical or
transitory in nature. However, there is no question about the fact that
educational media should be included in the category of "qualified
films" and should receive the same investment credit as accrues to
the entertainment films.

With this in mind we propose that fI.R. 10612 be amended by adding
the following as an additional phrase of the first sentence under sec-
tion 48(k) (1) (B) as added by section 802(a) of the bill: "or for-4is-
tribution to any organization described in Section 170(b) ((1) (A) (i),
(ii). (iii). or (v)."

It may be that the inclusion of this language would require addi-
tibnal conforming amendments. The Finance Committee may wish to
refer to code section 461 (a) (6), which would be added by section 101
of the bill, and code section 464. which would be added b , section 207
of the bill.

The Association of Media Producers strongly urges the Senate Fi-
nance Committee to correct the inequity contained in II.R. 10612 and
to include educational fin materials as items eligible for the invest-
mnent tax credit.

STATEMENT BY MACHINERY DEALERS NATIONAL -ASSOCJATIOX

I. INTRODUCTION

This statement is submitted by the Maciinerv Dealers National As-
sociation (MDNA), which is a national trade association composed of
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350 small business companies who have joined together to promote
the growth of the used machine tool industry and the modernization
of the businesses who are dependent on used machinery. MDNA is
speaking on behalf of the 115,000 metalworking firms in the United
States, each of which employ fewer than 100 persons. These small busi-
nesses represent 87 percent of the firms in the metalworking industry
and operate approximately 40 percent of the machine tools in use.

MDNA strongly supports proposals to expand the application of
the investment tax credit. We believe, however, that tax equity for
modernization of small business dema-nds that the application of the
investment tax credit also be expanded with respect to used machine
tools as well as new capital equipment. Specifically, MDNA requests
that the present $100.000 limitation on the value of used property eli-
gible for the credit be eliminated to cover the increased prices of capital
equipment.

Apart from the expanded application of the investment tax credit
to used section 38 property, MDNA supports the following proposals:

(a) the permanent availability of an investment tax credit of equal
size for new and used capital equipment to encourage capital formation
in the ITnited States;

(b) additional first-year depreciationn allowances for small businesses
under section 179 of the code;

Sc) an increase in the corporate surtax exemption to $100,000; and
d) an expansion of the asset depreciation range from 20 percent to

40 percent

-IT. WHY EXPAND) TiE INVESTMENT TAX CREDIT FOR USED CAPITAL
EQUIPMENT?

The purpose of the investment tax credit is to stimulate capital in-
vestment. By investing in used machinery and equipment four bene-
ficial results are obtained:

(a) the competitive position of small businesses who are dependent
upon used machinery for plant modernization is improved ,

(b) such a credit stimulates employment in the most labor-intensive
portion of the capital equipment industry;

(c) the short-run inflationary impact of the credit is avoided; and
(d) the position of the U.S. balance of trade is improved.

The &e&Mpetitive position of small businesses
It is recognized that the impact of the current recession has been

particularly devastating for small businesses due to their inability to
ride out the pressures of recession as well as their larger conetitors.
The buyers of used machines, which tend to be medium and small en-
terprises, have been particularly hard hit by the current combination
of recession, inflation, and high interest. rates in the IU.S. economy.
The primary purchasers of used machines include small motor manu-
facturers of automotive accessories. These companies rely heavily on
the credit. to permit them to compete with large corporations possess-
ing mass producing. mass marketing. and broad financial capabilities.
Large corporations buy new machine tools that are either highly au-
tomated multi-operation machines or numerically-controlled equip-
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ment. Increasing the investment credit for new equipment, then, helps
primarily the largest enterprises who need the credit the least; increas-
ing the investment credit for used equipment helps primarily small
business enterprises competing in fields dominated by a handful of
giant corporations. When one thinks of the computer industry, for ex-
ample, the name IBM immediately comes to mind, yet there are 65 firms
with assets under $1 million also making various types of computers.

A The metal can field has 93 firms in the small assets brackets fighting toremain competitive with three dominant corporations. There are 111 of
the same small asset group competing against. 5 giants in the farm im-
plement industry. The above examples are merely illustrative of the
difficulties confronting small businesses in heavily concentrated mar-
kets in the U.S. economy.

Full modernization of a plant, or development of a production line,
requires the purchase of multiple pieces of machinery. The small
businessman simply cannot afford to purchase new capital equipment
costing from $100,000 to $1 million. By liberalizing the investment
credit for used machinery, the Government would be taking a long
step toward eliminating the corporate caste system it has heretofore
fostered, and would provide meaningful support for the small and
medium sized manufacturer who wishes to grow and competW in a
free and open market.
An expanded invetment credit for u8ed machinery would be job

creating for the economy
A tax credit should stimulate employment for the economy as well

as stimulate investment. This is a particularly important objective
at the present time, with unemployment in the Nation's economy at
the 7.5-percent mark. The investment credit for used machinery has a
uniquely job-creiting impact on the economy, because the purchasers
of used machinery are obtaining machinery that is less complex than
the new multioperation machines or numerically controlled equipment
purchased by large corporations. lArge )lants, for example, have 86
percent of the automatic assembly machines and 90 percent of the
special way-type and transfer machines in the United States--(see
appendix A., The objective of the latter sophisticated, automated
equipment is to reduce the size of the work force required to complete
a task; the used machines that are purchased, on t lie other hand, re-
quire men or women to operate them, not control stations. As the in-
vestment credit encourages the medium or small company to purchase
machines, it also works to increase employment in a direct relation-
ship to their expansion program.
The i1i vetment credit and inflation

The investment credit is, in the long rui. antiinflationary, because
it operates to produce more supplies for consumer demand. In the
short run, however, the credit has an inflationary impact with respect
to new capital equipment due to increases in the prices of scarce
supplies required to produce the equipment. and a substantial lag in
the impact of the credit in causing more supplies to be produced.

IAmerican Machinist, Oct. 29. 1978, at p. 156.
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While endorsing the efficacy of the credit as a potent tool for stimulat-
ing capital investment, Klein and Taubman have pointed out that
many decisions to invest in production equipment require up to two
years to implement, and in the case of plant facilities, the lags are
much longer, usually extending from 12 to 36 months.2 The investment
credit for used property, on the other hand, avoids the inflationary
impact of the credit. First, since used machines by definition are al-
ready built, there is no immediate inflationary impact from the bid-
ding up of materials to build the needed equipment. Secondly, since
used machines are simpler to install, and typically immediately ready
for installation, there is virtually no lag in producing additional
supplies for the economy.

Thus, while the investment credit is essential for new equipment, it
is also critical for used property and greatly assists the Nation's
economy.
The credit and the U.S. balance of trade

Due to the energy crisis, the U.S. balance of trade is facing a pro-
longed period of being in deficit. The outflow last year alone for pe-
troleum was $25 billion. In this context, it is essential to reduce the
negative aspect of the capital equipment trade account. This can be
done if the credit for used machinery is expanded, since used U.S.
machine tools do not compete with new domestic machine tools, but
compete in the areas of quality, price, size, and power with foreign
mach ine tools. The growth of the foreign machine tool influx is dem-
onstrated by the increase in imports from $25 million in 1961-pre-
investment credit-to $216 million in 1974, or from 2 percent of the
domestic market in 1961 to 10.6 percent in 1974. Stated another way,
sales of foreign machine tools have increased by a factor of 10 since
the initiation of the investment tax credit, while sales of used U.S.
equipment have increased only by a factor of 3. The adverse effect on
the i.S. balance of trade is obvious.

The used domestic machine market is placed at a decided competi-
tive disadvantage with comparable foreign machinery which qualifies
for the full tax credit on unlimited capital purchases. MDNA does not
ask for preferential treatment but rather asks only for equal treatment
in the marketplace.

III. THE LIMITATION ON USED PROPERTY SHOULD BE EIMI NATED

The investment tax credit began in 1962 as an effort to stimulate
modernization of plant and facilities. In recognition of the need for all
business, including small business, to modernize, the House Ways and
Means Committee in 1962 qualified certain used property for the in-
vestment tax credit with the following explanation :'

The bill, by limiting the credit principally to property which Is new in use,
will limit the Investment stimulant primarily to provision for new productive

I Lawrence R. Klein and Paul Taubman, "Estimating Effects Within a Complete Econo.
metric Model." In "Tax Incentives and Capital Spending," ed., Gary Fromm (The Brook.
Ins Institution: Washiniton. D.C.. 191), at pp. 239, 240.

' H. Rept. No. 1944, 88th Cong., 2d seas. (194).
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facilities. However, because of the great dependence of small business on used
property, a limited credit is also made available.

The investment credit allowed to used property in 1962 was limited
to $50,000 annually with no provision for a carry-back or carry-for-
ward. This limitation was inadequate and arbitrary at the time, a fact
that was recognized by the House Select Committee on Small Busi-
ness in 1964 when it reported and recommended that:4

On the other hand, the House Small Business Committee. in its final report
of the 87th Congress, pointed out that the limitations of $50,000 for purchase of
used property in any one year and to property with a useful life of at least 4
years, excludes many businessmen from the operation of the 7-percent tax credit.
It was recommended that changes in these limitations be considered by the ap-
propriate legislative committee so as to permit the investment credit to be used
to a greater extent by small business.

The inadequacy of the $50,000 limitation was recognized by the Sen-
ate Finance Committee in 1975, when it recommended the complete
elimination of the limitation on used property eligible for the invest-
ment credit. Under the House bill, the limitation would have been in-
creased from $50,000 to $75,000. The two Chambers compromised by
agreeing to a $100,000 limitation on the amount ofused property eligi-
ble for the investment tax credit.

The inadequacy of the $100,000 limitation agreed upon in 1975 is
even more evident today due to increased inflationary pressures and
improvement in technology in the used capital equipment industry.
In an effort to quantify the increased costs of used machine tools be-
tween the years 1962 and 1975, MDNA has made an extensive survey
of the prices of used capital equipment as advertised in the Industrial
Machinery News. This survey was based upon a sampling of 40 repre-
sentative items including cylindrical grinders, turret lathes, centerless
grinders, toolroom and production milling machines, shapers, engine
lathes, radial drills, vertical turret lathes, automatic screw machines,
gear hobbers, presses, and sawing machines. In each case, MDNA com-
pared the 1962 market price of a used machine tool manufactured be-
tween the years 1940 and 1945 with the 1975 used market price of the
same model machine-or its successive model--produced by the same
manufacturer between the years 1951 and 1957. Our sut rey-see ap-
pendix B, attached-indicates that prices of used machine tools in
january 1975, were 231 percent higher than those of the equivalent

machinery as advertised in 1962. Accordingly, the limitation on the
investment credit for used equipment should be eliminated to take ac-
count of the impact of increased prices in the used equipment market.
The revenue impact of the elimination of the limitation on used prop-
erty eligible for the credit would be minimal; based on estimates sup-
pli d bv the Treasury Department and accepted by the Senate Fi-
nance Committee in 1975, the removal of the limitation would produce
a revenue loss of substantially less than the $90 million projected in
1975 by the Congress. The $100.000 limitation agreed upon in 1975 by
the Congress is a step in the right direction, but is inadequate to meet
the capital equipment needs of small businesses in the United States.

6 Id.
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IV. CONSIDERATION SHOULD BE GIVEN TO A FIVE-YEAR CARRY FORWARD FOR
ELIGIBLE USED PROPERTY IF THE LIMITATION ON SUCH PROPERTY IS NOT
REMOVED

If the limitation on eligible used property is not removed, then con-
sideration should be given to the enactment of a 5-year carry forward
for such property. New property has an investment credit carry back

-to each of the 3 taxable years preceding the unused credit year, and
an investment credit to each of the 7 taxable years following the un-
used credit year for unused credits. Used property has no correlative
carryback or carryover provisions. Equity also demands carryforward
provisions for eligible used property if the $100,000 limitation on used
property qualifying for the credit is not eliminated. Such a carryover
period should be of at least a 5-year duration. Our proposal would not
result in the revenue losses that would be associated with the applica-
tion of carryback provisions. Thus, let us assume that $150,000 of used
equipment is purchased in a given taxable year. Under MIDNA's
proposals:

(a) $100,000 of the used property would qualify for the credit in the
year of purchase (assuming the current limitation level is kept); and

(b) there would be a carryforward of $50,000 toward the $100,000
limitation for the next year.

V. SUMMARY

MDNA strongly supports the proposals made to increase the appli-
cation of the investment tax credit. We urge, however, that additional
consideration be given to techniques to increase the effectiveness of
the credit for purchases of used equipment. Such purchases assist small
businesses, create jobs, eliminate the short-term inflationary impact
of the credit, and assist the U.S. balance of trade. Specifically, MDNA
urges the elimination of the limitation for eligible used property, and
enactment of an investment tax credit of equal size for new and used
capital equipment on a permanent basis.

MDNA is fully prepared and willing to assist the Treasury De-
partment, or the staff of this committee, in any way to resolve this
serious problem facing small business in the United States.

PLANT-SIZE ANALYSIS: SMALL PLANTS PLAY KEY ROLE

SMALL PLANTS HAVD HIGHER CONCENTRATION OF EQUIPMENT AND DO
BETTER JOB OF KEEPING THEIR MACHINES UP TO DATE; LARGE PLANTS,
HOWEVERP LEAD IN SOME MACHINE TYPES

A plant-size factor was again used in calculations on the 11th in-
ventory. Such a factor was used for the first time in 1968 and has made
possible the development of data showing the relationship between
plant size and machine-tool holdings.

Plants are classified in three size groups: tinder 50 employees, 50 to
99 employees, and 100 or more. These divisions were chosen originally
because they provided suitable dividing lines for statistical purposes.
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It was believed that there was an essentially homogeneous relationship
between the number of employees and the equipment in these groups.
The primary purpose of the plant-size factor was to keep large plants,
from which a larger percentage return was anticipated, from unduly
biasing the results.

Further, it was thought that small plants have a higher concentration
of machine tools in relation to employees than large plants (as indeed
they do) :It was also learned when this division was first made that the
small plants have newer equipment than the larger ones.

Both relationships are confirmed in the 11th Inventory. The plant-
size data are summarized on the facing page, where the number of
units of each major type of equipment is shown in each plant-size
group along with the percentage of units under 10 and over 20 years
old in each case.
Biggest plant8 are oldest

A special run was made this time of the plants with more than
1,000 employees to see if they differed substantially from the plants
with 100 to 1,000 employees. The program did not. permit doing this
for individual machine types, but it was done for metalcutting as a
whole, metalforming as a whole, joining, and "other equipment."

In the case of metalcutting machines, 37 percent of the machines are
less than 10 years old, both in the smallest plants and in those with 50
to 99 employees. The percentage of young machines drops to 31 per-
cent in plants with 100 or more employees. It drops to 30 percent in
the plants with 1,000 and more employees.

At the other end of the life span. 23 percent of the metalcutting
machines are more than 20 years old in the two smallest plant-size
groups. The percentage of machines more than 20 years old rises to
32 percent in plants with more than 100 employees and to 37 percent in
plants with more than LOW.

Plants with more than 1,000 employees thus have a little less new
equipment but are holding on to more of their 20-year-old machines.

With metalforming machines, the percentage under 10 years is 31
percent in the smallest plants, 29 percent in the next size, 30 percent
in the plants with more than 100 workers, and also 30 percent in those
with more than 1,000 workers. This does not indicate any clear size-
related trend.

However, in the case of metalforming machines more than 20 years
old, the proportion is 26 percent in the smallest size group, 28 percent
in the next larger size, 30 percent in the next size, and 33 percent in
the largest plants.

For joining equipment, the percentages under 10 years old are (from
small plants to large) 54, 50, 52, and 49. Again, a clear trend toward
less modern equipment in the larger plants. At the other end of the
scale, the percentage of joining equipment over 20 years old is 11 per-
cent in the smallest plants. drols to only 9 percent in the plants with
50-99 employees, then jumps to 12 percent in the plants with 100 or
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more workers and to 16 percent in the plants with 1,000 workers or
more.

The trends are similar with "other equipment," covered in the fourth
major section of this study. The percent of units under 10 years old,
which is 49 percent for plants with more than 100 employees drops to
45 percent for the plants with more than 1,000 employees. Conversely.
the 15 percent of units more than 20 years old in the 100 worker and
up plants jumps up to 20 percent in the plants with more than 1,000
employees.
Small-plant concentration

In the metalworking universe used for the 11th inventory, there are
105,000 plants with less than 50 employees. They employ 1 million peo-
ple. These plants have 9 percent of the employees. They also have 32
percent of the metalcutting machine tools; 25 percent of the metalform-
ing machines, 22 percent of the joining equipment, and 20 percent of
the other equipment.

In the medium group, the plants with 50 to 99 workers, there -are
10,000 plants with 661.000 employees. This is 6 percent of the workers
in metalworking. Thesa.4pant.have 11 percent of the metalcutting and
joining equipment, 12 percent of the metalforming equipment, and
9 percent of the other equipment.

The groupwith the largest plants, those with 100 or more employees,
includes nearly 17,000 plants with 9.3 million employees. This is 85
percent of the workers in metalworking. These plants have 57 percent
of the metalcutting machines,. 63 percent of the metalforming ma-
chines, 67 percent of the joining equipment, and 71 percent of the other
equipment.

These generalizations do not apply in every case. The large plants
have 86 percent of the automatic assembly machines, and 66 percent
of these machines are less than 10 years old against only 61 percent
young in the smaller plants.

The large plants have 90 percent of the special way-type and transfer
machines, but the limited number of these machines'in the plants of
the smallest size have a lower average age; 67 percent are less than
10 years against 55 percent in the large plants.

Broaching machines, planers, gearcutting equipment. mechanical
presses, and forging machines are all categories in which the machines
are somewhat more concentrated in large plants, though in no case is it
in proportion to employment, and the percentage of these machines
tinder 10 years old is higher in the large plants than in the smaller
ones. However, in all these categories, the equipment averages much
older than it does for most other types of machines.

The final exception is riveting machines. which, in the large plants.
are younger than average, with 40 percent being under 10 years old,
and these plants have 73 percent of the machines.

In all the other categories, the general nile holds true: The percent-
age of young machines is much higher in the smaller plants.

With turning machines, the percentage under 10 years old is 32 per-
cent in the small plants but only 29 percent in the large ones.
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1. Summary of 11th Inventory by plant size
(bs46d an mmiwneof oyes)

UnIO s0np. 5049 suP. 100 o mo e onip. Total

Tnwv ahbwll a

WOW~ mawNN68

Tapoew mMa*

CuntowoawlnglMgehw

LoNA ow" waCachi

OsavFulW'e& lbi a mhkws

o.W at*acaa moth wo

TOW mesauem"n a~
Oending A @mn mChkwompoe

Merclaaln Pr*~ 0155.9W

Ptnclwag & ~r4owin mchnot>owq
Forg&n mMno
W*o and a Mo 4ftnef tMin

O@Xer iowlOrmin man

TOWal machie bwst

gOedf usig r ring AcMw~es

flam cuSlg ormceswc

eTow WAA .q,4

MaaU4 mwng .echwna
blupSw a macn

ToWno & f~mov O

TOI U" Ow TOW UM t.ei Owr ToWl UMd OM
wift 191r. 26yr. unla 101r. 26yr. unt 1@yt. 20yr.

57.46 57%
1IMP$ 32
12.694 33

143.430 35
1OS.1U 44

3.970 83
ONs 97

1.35 67
13.722 40

3.165 20
2.756 4
I0.5 10
6*37 33

71.021 r
146.53 41
7.76 4c
3.570 54

36." 32
W.T11 so"

3.870 &1
690 33

32.454
14.717
640034
26.724
4.702
70301

7.604

31
34
41
is
36
24
30
34
36

3% M.230
26 $3.66
31 4.441
21 U.113
It 33.M3
2 1.4U2
4 415

2 1.153
1 4.64
34 1.617
42 1.122
73 $4386 2.707

20 2.338
Is 25.150
Is 50.42

11 2.067
6 1.211
34 10.616
47 3.510
1 626
6 3S6

26
22
16
33
24
42
22
16#
14

64.445
13.456
7.416

34.106
11.144

3A,11
4.077
S.064
5.347

37M
32
33
35
40
is

44
20
t0
3
6

20
43
41
47
I7
40
16

47

26
34
44

22
31
2
31
33
40'

23%
30

2s

22

19
S

14

14
34
24
1

Itis
14
It
47

19

to
24
Is
33
27
4.
41
Is
I&

1.346.3M3
270.640
36.e*3

260.172
149.190

t.276
13.430
14*35
17.973

3.111
10503

12.402

290.124
10.177
6.31

62.425
306098

6.377
14.407

$2.401
64.658

49.15S
16224
14.647
40.407
MIR?2

31%
it
at
as
33
is

34

43
46

3I

29
26

0

41
2?
31
24
20
40
41

911. 016 4 23 W.S S" i4 1.7111.7% 31

20.173
1.150
4A51

1.104

74.43
6$A06
1.15

12.773
10IM
10.i66

30.768

141111716

54
So
32
47
10
724

37

71
17

40
44

s73,

1'1
6

21
I7
12
2

67.238
42.462
11.176

ILOU
470
443

16 RIM6
7, 1.043
8 4,575

I1 5.360
11 6 .467

6 16.206

It 4160.08

50
54

14

4O47

O
1
16

10
a

it

H 10

40 7'

60 4
44 I
53 1
50

64) 21

240.211
72.501
51,14
S.It47.142
2.611
3.944

so
14
41
50
,.
75
4.

S19.273 46

&.241 46
42.5171 50

64AN8 35
41.1342 4
67.039 52

Told U . -IOin=
saitlo ~re. 26w. loggaiadt

3t% 2.53.26
33 493.447
33 s.16e
40 463.710
30 2M.I5

6 14.M72
$1 14.04
43 17.290
26 36.340
37 1s.r45
37 14.20
66l 7.611
60 2645
27 23 84
27 165.317
30 46.60
is 20.723
to 13.220
27 110.316
35 41.39?
1 11,176

so 15.459

30
24
21
3.
33
42
37

24

06.311
711.799

290.11"

27.747

36.797

34%
30
30

36I
17

S

36
36

31
34
41

as

I3
24

77

31
34

21%
1

32
32
IN
S

11II
5

36

at

21
26
IS
16

20
34
2
74

24
20
33
29
43
3
IT
22

32 WSJ4.54 33 2

10

lS

10

14

12

2.432.IT 36 1

468.663
303.020103.652

14.156
4,717
S.563

340.366

11.219

146.03

3.043.651

l2

S

47'

44

$1

6

61
54
3

44

SI37

11
I

121

4
10

14
S
6

12
25

12i

67

61So

17

92

93
41

11

65
65

49

S6

7

?3

SI

1

63

53

70

64
17
75
71

Go
15
73

77
91
63
15

Someodem Mod&, 11 6 1 bo y



2927

Plant-size analysis

8. How uetalworking equipment ages
% under 10 years old
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For drilling machines, it is 35 percent in the small plants and only
25 percent in the large.

For milling machines, it is 43 percent for the young machines in
the small plants and only 33 percent in the large.

Grinding machines are 41 percent less than 10 in the small plants,
only 33 percent less than 10 in the large plants.

Among the newest types of machines, the large plants have only
.57 percent of the electrical machining units. Of these, 73 percent are
less than 10 years old. In the smaller plants, the. percentage of ma-
chines less than 10 years old rises to 81 percent in the plants with less
than 50 workers and to 84 percent in the plants with 50 to 99 workers.

It seems likely that in many cases the particular machines installed
in large plants may be larger and more expensive than those-of the
same type in small plants. Thus, the division of investment in terms
of value will not be the same in every case as it is in units. Some
indication of this may be gained from a study of the individual
machine types within each category. A larger proportion of profile
mills than of vertical ram-type mills, for example, will be found in
the large plants.

But even when allowances are made for this, the evidence is conclu-
sive that plants with less than 100 employees are equipped with sub-
stantially more modern machine tools than are plants with more than
100 employees.

And consider the case of multifunction machines. These are the
modern, expensive, sophisticated machining centers. Plants with more
than 100 employees have 63 percent of the multifunction machines.
and 75 percent of them are less than 10 years old. However, plants
with 50 to 99 employees have 10 percent of ihe multifunction machines.
and 76 percent of them are under 10 years old. Finally, the plants
with less than 50 workers-plants that. have only 9 percent of the
employees--have 27 percent of the multifunction machines, and 83
percent, of these machines iire less than 10 years old.

And on all types of NC machines and equipment covered by the
inventory, the division by plant size is 72 percent for the plants with
more than 100 workers, 6 pereent for those with 50 to 99 employees,
and 22 percent. for the plants with less than 50 employees.

The distribution of equipment between plants with more than 100
workers and those with less is the same as it was in the 10th inventory
in 1968. However, in the plants with under 100 workers. the smaller
group now includes 9 percent of the total workers, whereas it was 8
percent 5 years ago. These plants now have 32 percent of the
nietalcutting machines instead of the 30 percent they had then. They
now have only 25 percent of the metalforining machines. They had
-28 percent in 1968.
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APPENDIX 8

1951 194019751 19621
Used capital equipment 1957 1915

Landis 6 x 30 PLOD gr .......................................................... $4,950 $1,000
W & S No. 3 turret .............................................................. 6,250 3,250
Cinn 10 x 18 OD PL ............................................................. 12,500 3,500
Cinn No. 2 centerless ............................................................ 11,950 3,950
K & T No. 4H PL mill ........................................................... 24,500 9,750
Cirin 24-in shaper ............................................................... 4,950 2.250
K & T 3K univ mill .............................................. . 13,500 6,450
K T 3K vert mill .............................................................. 14,750 6,9508 & S No. 2 vert mill ............................................................ 4,250 2,950
W & S No. 5 turret .............................................................. 9,950 2,500
J & L No. 4 turret ............................................................... 10,950 4,950
W & S No. 3 turret ........................................................... 6.950 3,250
W & S No. 1A turret ........................................................... 37,500 2,950
Gisholt No. 2L turret ........................................................... 17. 500 2,850
Cinn No. 3 vert mill ............................................................. 22, 500 6,450
Cinn No. 5 vert mill ............................................................. 34,500 9,450
K & T No. 4K PL mill ............................................................ 24.500 9,750
Cinn No. 4-48 simplex mill ...................................................... 14,500 3,950
Gish)lt No. 5 turret .............................................................. 4.950 4,950
Monarch IL ft x 30-in lathe ...................................................... 5, 950 2, 750
Cinn 2-24 simpex mill .......................................................... 11,500 3,500
B & S No. 50.V., r ............................................................. 7,950 2,750
Kent-Owens No. 2-20 mill ........................................................ 4,950 1,650
Cinn No. 1-18 plain prod mill .................................................... 5, 950 975
Cinn No. 2 cnterless r ............................................ 12, 500 3,950
Cinn-Bickford 5 ft 13 in radial drill ............. ......................... 19,500 6. 500
Bullard 36 in VTL ............................................................... 29, 500 5,250
B & S No. 26 automatic ........................................................... 15.500 5,950
B-C No. A gear hob ............................................................. 13,750 1, 950
Cinn loin x 18 In PL OD &r ............. .............................. 7,950 1,650
DoAII 16 In band saw ................... ............................ 3,950 950
Cinn No. 2 centerless ............................................................ 12, 500 3,475
8 & S No. 2G automatic .......................................................... 15,500 4,950
e & S No. OOG automatic ........................................................ 5,950 2,450
B & S No. OG automatic ......................................................... 7,950 2,950
B-C No. 3 geas hobber ......................................................... 5,950 2,950
Cinn No. 2 centerless ......... ..................................... 10,950 4, 950
B & S No. OOG automatic ........................................................ 11.950 5,025
BJIIard 36 in VTL ............................................................... 32,500 4,950
Bliss No. 21 OBF ............................................................. 3,950 850

Total .................................................................... 527, 550 159, 475

STATEMENT OF J. W. VAN' GORKOM, PRESIDENT, TRANS UNIO', CORP.,

LINCOJ,NSIIIRE, ILl1 .

('APITAL IN FOR.MA'I'ION AND INV ESTMENT TAX CRI)IT

Two major tax incentives have been created to encourage business-
men to invest in capital equipment: (1) Accelerated depreciation. (2)
Investment. tax credit.

In our company, and in many other-, the way in which these incen-
tives function actually creates a disincentive a1lid has discouraged us
from building or acqiring capital equipment. Now Congress has in-
creased the investment, tax credit and, instead of helping us, this
increase will discourage us even more, so far as additional investment
is concerned. I wish to explain why this has happened and to support.
the Treasury Department's proposal made in 1974 for correcting this
anamaly.

69-516 0 - 76 - pt.7 - 4
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Trans Union Corp. Has been in existence since 1891. It owns over
$500 million of various assets which it leases to a broad spectrum of
users. For example, it owns some 37,000 railway cars which it leases
to petroleum, chemical, fertilizer, and food companies. It owns irri-gation systems that are leased to farmers, medical equipment leased to
hospitals, ships leased to offshore drilling suppliers, and many other
types of equipment. In a recent period of 18 months ending in June
1975, Trans Union invested almost $200 million in the construction
and acquisition of these various types of capital equipment.

The guidelines for accelerated depreciation were adopted in 1962,
and, in liberalized form, given express statutory sanction by Congress
in 1971. These depreciation incentives permitted a faster vriteoff of
capital assets for tax purposes and thereby permitted a postponement
in the payment of income taxes. This increased the cash flow from the
assets and reduced the cost of owning them.

The essential point is this: This saving in the cost of ownership was
promptly passed on to our lessees by a reduction in rental rates. The
leasing industry is highly sensitive to cash flows and very highly com-
petitive. Changes in cashi flows due to changes in tax laws quickly find
their way into the rental rates.

When the investment tax credit was created, the same thing oc-
durred. The rental rate structure of the industry quickly adjusted-to
reflect the economic benefits of the ITC. We did not retain those bene-
fits; we passed them on in the form of lower rental rates.

The ITC, however, can only be used to the extent that it offsets one-
half of a company's income tax. This means that to obtain the full
economic benefit of the ITC, a company's net taxable income generally
must be somewhat greater than foux times the ITC itself. We are
unable to meet that requirement and, therefore, we cannot use all of
the ITC that we generate. Nevertheless, the rents we charge are based
on the assumption that we can use the entire credit. and when we can't,
our return on the assets involved is reduced to a point that discourages
further investment therein.

There can be several reasons why a taxpayer's taxable income is too
low to use all of the ITC. In our industry, and in particular in our
company, it results largely from our very rapid growth and our
heavy investment in capital equi pment in recent years.

The rents we receive for our leased equipment are never sufficient
to show a taxable profit in the early yearA of an asset's life because
of the accelerated depreciation and "the heavy interest costs in those
early years. As to any particular piece of leased equipment, a taxable
loss'is produced for several years after its construction or acquisition.
In ordinary times, however, our older equipment provides enough
taxable income to permit us to use the ITC. Recently, however, we
had added enormously to our leased equipment and tlis has given us
an unusually large investment in new equipment as compared to older
equipment. 'his unbalanced condition of our investment will make it
impossible for us to use the ITC that we have produced.

This situation is also exacerbated by our shipping operation. En-
couraged by Congress to buy ships in the UJnited States we had three



2931

large vessels built here and took delivery in 1974 and 1975. They pro-
duced additional ITC but their depreciation and interest charges will
greatly exceed their net operating revenues, for tax purposes, thereby
producing more negative taxable income in the next several years.

If the ITC generated in 1 year cannot be used immediately, it can
be carried forward for 7 years. This does not help us sufficiently be-
cause, if our growth continues, even at a reduced pace, it is now clear
that we will be unable to use all of the credit even in the extended
period. Furthermore when receipt of the credit is delayed, its benefit
is reduced, and a delay of 7 years would mean a loss of half of the
economic benefit.

We are also permitted to pass the entire credit on to the lessee under
certain circumstances, and we do this whenever we can. Unfortunately,
many of our lessees are also unable to use the ITC. They insist that
we retain it and provide them with a lower -rental rate.

It might at first seem unreasonable for us to complain of our inabil-
ity to use the ITC if we are presently paying little or no taxes because
of our heavy depreciation and interest charges. However, it must be
remembered that the economic benefit of both the higher depreciation
and the ITC have already been passed on to our lessees. The rental
rates we charge are based on the assumption that we can use both the
accelerated depreciation and the ITC. If we only obtain one of them,
then our costs are out of line with our revenues and we incur a disin-
centive to build and lease the equipment we supply to American busi-
ness. We cannot change the industry's rental rates and we simply do
not obtain sufficient income if the ITC is denied us. Because ot the
tax law we are put at a competitive disadvantage with lessors who are
in a position to use the ITC to the fullest.

The point is especially important now that the ITC has been in-
creased. It means that rental rates may drop even further because of
an assumed drop in ownership costs and this will create a greater
disincentive to us and to many in our industry. These companies can-
not use the ITC they have already generated under the old lower rate,
and the increase will merely bring pressure on the rental rates without
any offsetting benefit. This will definitely discourage further invest-
ment and thereby do just the opposite of what Congress intended by
the increase.

SOLUTION

In 1974 the Treasury Department., apparently recognizing the dis-
crimination against taxpayers with little or no taxable income and in
favor of highly profitable enterprises, proposed a simple solution to
this problem. The Treasury recommended that if a taxpayer was
unable to use his ITC for 3 years after it was generated, then le would
receive a cash refund fromthe Treasury for the unused portion. This
would certainly be a great improvement over the present limitations.
The taxpayer would lose over 20 percent of the benefit by having to
wait 3 years for his credit, but it would assure him that he would
ultimately receive it. We could live with this proposal. Iut, obviously,
an even greater incentive would be provided ii the otedit were paid
shortly after the year in which it was earned.
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WFSTERN UNION TELEGRAPH CO.,
Washington, D.C., April 1, 1976.Hon. RUSSELL B. LoG,

Chairman, Committee on Finance, U.S. Senate,
Dirksen Senate Office Building, Washington, D.C.

DEAR MR. CHAIRMAN: I shall appreciate having the attached
statement incorporated into the record of the current 'hearings on
tax reform and extension and revision in present tax reduction pro-
visions (including H.R. 10612) relating to the subject of Tax Treat-
ment of Public Utilities and Capital Forimation.

The Tax Reduction Act of 1975 temporarily eliminated the dis-
crimination against public utilities by providing a uniform 10%
investment tax credit for all industries, including public utilities,
during the period January 22, 1975, through December 31, 1976.

We urge the enactment of further legislation eliminating the dual
rate investment tax credit system and establishing for the future a
permanent. single uniform investment tax credit applicable to all
industries, both public utilities (including telegraph companies) and
nonpublic utilities alike.Very truly yours, RICHARD L. CALLAGHAN.

Attachment.

STATEMENT OF THE WESTERN UNION TELEGRAPH CO.

INVESTMENT TAX CREDIT

When the investment tax credit was originally enacted, public
utilities were placed together in a special class that was granted
only a 3 percent rather than the general 7 percent investment tax
credit. Upon the restoration of the investment tax credit in 1971, the
credit was increased to 4 percent for this special class.

Thus, prior to the Tax Reduction Act of 1975, the investment tax
credit was 4 percent for public utilities and 7 percent for all other
industries.

The 1975 Act increased the investment tax credit to 10 percent for
all industries, including public utilities. 'T'his uniform 10 percent credit
will remain in effect for only a limited period of time however; in the
absence of new legislation, the former 7 percent and 4 percent credits
will again become effective with respect to property acquired or placed
in service after December 31, 1976.

A return to the dual rate system of investment tax credit. where-
under the 4 percent credit provided for public utilities is 43 percent
less than the 7 percent credit provided for all other industries would
be unfair and inequitable to the public utilities. The (iscriminatory
feature of the dual rate system was recognized by the House Com-
mittee on Ways and Means and by the Senate Pinance Committee
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during their consideration of the Tax Reduction Act of 1975, the
reports of both Committees stating that:

"Under existing law, a 4-percent investor ent credit is provided for most public
utilities, as compared to the 7-percent investment credit which applies generally.
This lower investment credit for public utilities discriminates against investment
in utilities and impedes such invezfntent at a time when the public utilities need
large amounts of capital to build up their capacity to meet the growth in demand
for their services."

The 1975 Act temporarily cured this discrimination by providing a
single uniform 10 percent investment tax credit for all ind ustries,
inc tding public utilities, during the period January 22, 1975, through
December 31, 1976.

The cure should now be made permanent by the enactment of
further legislation eliminating the dual rate investment tax credit
system and establishing for the future a permanent single uniform
investment tax credit applicable to all industries, both public utilities
(including telegraph companies) and nonpublic utilities alike. There is
no rational basis for granting, for example, a higher investment tax
credit to a manufacturing company than to a telegraph company.
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TRANSPORTATlON ASSOCIATION OF AMERICA
JM1107. n M)ThSTMET.1NW.' WASHI4GTON. D.C. 20036' (2022962470

March 10, 1976

Honorable Russell B. Long
Chairman
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

I understand that your Cuittee will begin consideration on
March 17 of H.R. 10612, the tax reform proposal passed by the House.

Certain provisions of this legislation pertaining to the invest-
ment tax credit are of very considerable interest to the Transportation
Association of America (TAA) and its members. In their behalf, I would
like to offer some pertinent observations on this question.

TMA Is a national non-profit organization whose membership includes
not only carriers of all modes of transportation (air, motor, rail, water,
pipeline and freight forwarder), but also users of the services of those
carriers and investors in the transportation industry. The purpose of
TAA is to act as a forum wherein the diverse views of these several in-
terests may be reconciled on issues of major transportation importance
for the good of the industry as a whole. A list of the TAA Board of
Directors is enclosed for your information.-

In its present form, H.R. 10612 would extend for a period of four
years the temporary increase, to 10%, in the investment tax credit. TAA

.strongly supports this proposal as the minims relief that should be'
granted in this area, but also wishes to urge that consideration be given
to further relief. Specifically, we note that, in consideration last year
of H.Rt. 6860, energy-related legislation, it was proposed to increase the
basic investment tax credit applicable to energy-intensive areas of economic
activity to 12%, with an additional 1 credit available for those companies
which offer employee stock option plans. We believe there was a good deal
of merit in this proposal, and urge that it be carefully studied for possible
inclusion in the tax package being developed by your Comittee.

As you are no doubt aware, the transportation industry is currently
facing a serious problem in capital formation. During the past 25 years
there has been a steady decline in capital investment in the transportation
industry relative to investment in other economic sectors; expenditures
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Honorable Russell B. Long
March 10, 1976
Page Two

for new plant and equipment in transportation during 1974 (the last year
for which we have full data) amounted to under 6% of the total U.S. in-
vestment level, which is about half of transportation's 1950 share of
investment dollars. Over this same span of years the railroads have
seen their share of U.S. capital investment decline even more steeply,
from 5.8 in 1950 to 2.31 in 1974.

Present indications are that current capital investment in transpor-
tation must be very nearly doubled if the industry's needs are to be met
with for the balance of this decade. I am enclosing for your information
a tabulation of estimated annual capital requirements of the transportation
industry over the period 1975-1979, together with figures demonstrating the
actual outlays in the 1970-1974 period. Even ignoring inflation, it appears
that transportation carriers msat average nearly $10 billion in constant
1973 dollars for the balance of this decade in order to fully meet their
capital needs; their actual 1970-1974 investment averaged only about $5.4
billion annually in the same constant 1973 dollars. Not a single mode of
transportation was able, during 1970-1974, to generate investment equal to
its 1975-1979 level of need.

Given these facts, it is very clear that the ability of the transporta-
tion industry to meet its capital requirements - and thus assure its ability
to continue to respond adequately and efficiently to the nation's ever-
increasing demand for transportation service - is in significant part depend-
ent on the tax status of its investment program. We believe the seriousness
of the problems being encountered by the transportation industry in this area
fully warrants an increase in the investment tax credit to 12., as was con-
templated in H.R. 6860.

There is one other area upon which we wish to touch. This concerns the
status of the tax credits which have been earned by industry, but which,
by virtue of other financial problems encountered by particular companies,
have remained unused and are now about to expire.

It Is our understanding that more than half of all such expiring credits
were earned within the transportation sector of the economy. This again
vividly points up both the capital-intensivity of transportation as an industry
and the serious economic problems the industry is encountering. It is for this
reason that this Association has adopted a policy that such earned, but unused
and expiring, investment credits should be treated as refundable overpayments
of tax.

It is ironic that current tax laws should serve to discourage capital
investment by precisely those companies which need the most - that is,
companies encountering serious financial difficulties. In order to provide
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Honorable Russell B. Long
March 10, 1976
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adequate, efficient and economical transportation service to a nation
which depends upon that service, transportation carriers must constantly
revitalize their operations with fresh infusions of capital investment.
Certain major carriers, especially in the rail and air sectors, are
currently either bankrupt or verging upon bankruptcy. If these carriers
are to continue to meet the public demand for transportation service, and
to resuscitate their own ailing financial structures, they must be in a
position to generate substantial capital investment. Yet current tax
policy serves to discourage their cing so, by denying them the relief
that is accorded their more prosperous brethren.

Not only as a matter of simple equity, but also in recognition of
the extraordinarily urgent needs of these insolvent and marginal carriers,
ve believe they are entitled to the same relief that is accorded other com-
panies in our economy. In our view, it is both unreasonable and counter-
productive to deny any transportation carriers use of investment tax credit
provisions of the 4aw simply because that carrier does not earn sufficient
profits to enable it to make full use of earned investment credits. The
critical public interest role of the transportation industry demands, in
our opinion, that every possible incentive be accorded transportation
carriers to meet their investment needs, and we believe current tax law
should be amended to extend that incentive as broadly as possible.

For these reasons, we urge that you and your Committee give full
consideration to incorporation of Lhe described amendments in any tax
legislation that is reported to the Senate for action.

Thank you very much for your interest and attention. We would like
to request that this letter be made a part of the permanent record of
hearings on this legislation.

Sincerely,

PT/dk

Enclosures (2)
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ESTIMATED ANNUAL CAPITAL REQUIREMENTS
OF PUBLIC INTERCITY CARRIERS

1975-1979

(Millions of Constant 1973 Dollars)

Railroads
Airlines

Motor Carriers
Oil Pipelines

Water Carriers
Intercity Bus Lines

TOTALS

Replacement

2,742

1,021

I,565
133

207

80

5,748

Expansion

1,067

1,106

579
1,205

203

10

4,170

Total

3,809

2,127
2,144

1,338

410

90

9,918

Annual Outlays
1970-1974

2,062

"1,439

1,079

467
315

80

5,442
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STATEMENT OF THE COUNCIL FOR FINANCIAL AID TO EDUCATION

TAX REVISION

The Council for Financial Aid to Education is concerned about the
likelihood that private, voluntary financial support of American insti-
tutions of higher education willbe reduced substantially as a result
of legislation that would weaken the tax incentives of individuals and
corporations to make gifts, grants, and bequests to the colleges of their
choice.

The voluntary support of higher education is a critical factor in the
financial structure of both public and private institutions; the urgent
need, therefore, is for more voluntary support, not less. Yet the incen-
tives for voluntary giving to higher education are in danger of being
seriously weakened by various legislative proposals that would di-
rectly or indirectly impinge on the way in which the contributions
deduction operates.

The concern of the council is set forth fully in its publication "Vol-
untarism, Tax Reform, and Higher Education." 1975 edition, a copy
of which is attached hereto and incorporated into this statement.

The contributions deduction should not be compared with other
personal deductions. Charitable giving results from voluntary and
discretionary decisions on the part of the taxpayer which are not moti-
vated by personal financial gain. Other tax deductions normally pro-
vide the taxpayer with some tax relief for involuntary expenditures or
provide him with a partial offset to some expenses for which he receives
a benefit. Charitable contributions constitute a voluntary transfer of
income from the taxpayer to nonprofit organizations. organizations
which perform vital and essential services to our society. The volun-
tary support of higher education is an income transfer of precisely
this kind. since our colleges and universities are providing educational,
research. and other public service functions of immeasurable value to
the Nation. In sum. the contributions deduction is not a tax shelter, not
a tax avoidance gimmick, not a loophole; rather it is an incentive
to taxpayers to increase the share of their incomes which they allocate
to activities that arc very much in the national interest.

Taxpayers do react to such incentives and are sensitive to the
charitable deduction and to economic circumstances when they make
their decisions about hilanthropic living. This is especially true of
voluntary giving to educational institutions. An authoritative source
of information in this area is the "Survey of Voluntary Support of
Education" conducted hv the Council for Financial Aid to Education
for the past 20 years. This annual survey is now cosponsored by the
Council for Advaneement and Support of Education and the National
.Association of Independent Schools. Advance data from the most
recent survey, covering the academic year 1974-75. is submitted to this

(2935)



2936

committee at this time as evidence of the amounts, sources, and pur-
poses of the voluntary support of educational institutions, and as evi-
dence of the sensitivity of certain groups of donors to incentives for
providing such support.

As indicated on table 8, the two categories of individual donors,
alumni and nonalumni, reduced their educational support about 6
percent in 1973-74 and by an equal amount in 1974-75. Since the two
categories of individual donors taken together account for about half
of the total amount of voluntary support, the 12 percent decrease since
1972-73 is a matter of consequence. The survey also reveals that nearly
all of this decline was accounted for by reduced giving for capital
purposes, including endowments. Since capital support is provided
primarily by large contributions in the form of appreciated property,
it is believed that the decrease was due to the prolonged and deep
decline in the securities markets during 1973-74 and 1974-75.

Such sensitivity to the economic climate by major contributors to
the institutions of higher education is illustrative of the way in which
individuals react to changes in their incentives to give. There is no
doubt that they would react in a similar way to any weakening of the
tax incentives'for educational and charitable giving.

The Committee for Economic Development issued in October 1973, a
policy statement titled, "The Management and Financing of Col-
leges." One of their recommendations is:

We urge that the existing tax Incentives for voluntary support of higher edu-
cation be maintained and, to the extent not incompatible with other objectives,
expanded in order to strengthen the base of financial support of all colleges and
universities.

The council endorses fully this statement. More specifically, it
respectfully urges this committee, in considering various proposals for
a minimum tax, to exclude the charitable contributions deduction from
such legislation, so that the existing tax incentives for voluntary
philanthropy are preserved.

TABLE I.-SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, ALL INSTITUTIONS REPORTING

[Dollar amounts In thousandsl

1973-74 1 1974-75
Percent

Number Amount Number Amount change

Major private universities ...................... 69 $703,106 69 648 477 -7.8
Private men's colleges ......................... 12 23, 906 13 17,860 -2. 3

ivate wom en's colleges ...................... 77 67,761 80 64,460 -4.9
Private coeducational colleges .................. 465 458, 916 4S3 426.579 -7. 1
Professional and special schools ................ 52 8,202 54 69. 327 -21.4

Total, prvate 4-yr ....................... 675 1,341,891 669 1,226,703 -8.6
Public Institutions (4-yr) ................... 206 386.161 207 430,831 +11.6

Total, 4-yr .............................. 881 1,728.052 876 1,657, 534 -4. 1
Junior college ................................ 107 18,799 110 17, 009 -9.5

Grand total ............................. 988 1,746,851 9*6 1.674,543 -4.1

Average per institution ............................ 1,768 ... .... 1,698 -4.0

I Figures shown differ slightly from those published in the 1973-74 survey report; S Institutions have been reclassified
and the amount of support reported by them In 1973-74 has been allcatd to the class In which they reported in 1914-75.
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TABLE 2.-SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, 827 INSTITUTIONS IN 2 SURVEYS

(Dollar amounts in thousands)

PercentNumber 1973-74 1974-75 change

Maj r private universities ............................ 68 $700,037 $645,069 -7.9
Pr vats men's college ............................... 11 22,106 17,390 -21.3
Private women's colleges ............................ 71 62,836 62,200 -1.0
Private coeducational colleges ....................... 396 4C6, 506 399, 620 -1.7
Professional and special schools ....................... 45 79,130 65, 144 -17.7

Total, private 4-yr ............................. 591 1,270,615 1,189, 423 -6. 4
Pubklc institutions (4-yr) ........................... 160 334,856 366,357 +9. 4

Total, 4-yr ................................... 751 1,605,471 1,555, 780 -3.1
Junior colleges ..................................... 76 14,986 13,708 -8.5

Grand total ................................... 827 1, 620,457 1,569,488 -3.1

Total support of this group as percent of all Institutions
reporting ....................................................... 92.8 93.7 ..............

TABLE 3.-SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, BY SOURCE, ALL I NSTITUTIONS
REPORTING

IDoltar amounts in thousands)

1973-74 1974-75
Percent

Amount Percent Amount Percent change

Foundations .................................. $416,924 23.9 $384,500 23.0 -7.8
Nonalumni individuals ......................... 433,489 24.8 399, 814 23.9 -7.8
Alumni ...................................... 396,866 22. 7 377, 376 22. 5 -4.9
Business corporations ......................... 276, 192 15.8 275, 905 16.5 -. 1
Religious denominations ....................... 90,511 5.2 87,694 5.2 -3.1
Other ........................................ 132,870 7.6 149,254 8.9 +12.3

Total .................................. 1,746, 851 100. 0 1,674, 543 100.0 -4.1

Memo: All individuals ................... 830, 355 47. 5 777, 190 46.4 -6.4

Bequests ..................................... 267,123 32.2 213,842 27.5 -20.0
Deferred gifts ................................. 56,904 6.9 61,220 7.9 +7.6
Other gifts by living donors ..................... 506, 328 60.9 502, 128 64.6 -. 8

TABLE 4.-SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, BY SOURCE, 827 INSTITUTIONS IN
SURVEYS

IDollar amounts in thousandsl

1973-74 1974-75
Percent

Amount Percent Amount Percent change

Foundations ...................................
Nxmilumni individuals ..........................
Alumni ......................................
Business corporations .........................
Religious denominations .......................
Other .......................... .............

$2, 715
402,086
380,872
250,932

75,504
118,348

24.2
24.8
23.5
15.5
4.7
7.3

$32, 756 23.1
315,996 24.0
362, 189 23.1
256,881 16.4
79,374 5.1

132,293 8. 3

Total .................................. 1,620,457 100.0 1.569,488 100.0 -3.1

Total support of this group as percent of all in.
stitutions repti "a ............ 92.8 ............. 93.7 ..........

Memo: AN individuals ............... ..... 782,958.......... 738,185 .......... -5.7

69.516 0 - 76 - pt. 7 - s

-7.6
-6.5
-4.9
+2.4+5. 1

+ 11.8
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TABLE 5.-SURVEY OF VOLUNTARY SUPPORT, 1974-75; SUPPORT RECEIVED FROM
OF BEQUESTS, ALL INSTITUTIONS REPORTING

INDIVIDUALS IN THE FORM

(Dollar amounts in thousands]

Percent
1973-74 1974-75 change

Major private universities .......................................... $141,677 $11,779 -21. 1
Private men's colleges ............................................. 2,826 2,968 +5.0
Private women's colleges .......................................... 13,958 10,358 -25.6
Private coeducational colleges ...................................... 61,219 49,885 -18. 5
Professional and special schools .................................... 13, 064 4,620 -64.6

Total, private 4-yr ........................................... 232, 744 179,637 -22.8
Public Institutions (4.yr) ................................. 33, 026 32,123 -2.7

Total, 4-yr .................................................. 265, 770 211,760 -20.3
Junior colleges ......................................... 1,353 2,082 +53.9

Grand total ............................................... 267,123 213,842 -20.0

Bequests as a percentage of total voluntary support received by all
institutions.................................................... 15.3 12.8 ..............

TABLE 6.-SURVEY OF VOLUNTARY SUPPORT, 1974-75; TOTAL SUPPORT, BY PURPOSE, ALL INSTITUTIONS
REPORTING

(Dollar amounts In thousands

1973-74 1974-75
Percent

Amount Percent Amount Percent change

Unrestricted .................................. $579, 995 33.2 $40, 218 32.3 -6.9
Physical plant ................................ 302,336 17.3 258,669 15.4 -14.4
Research ..................................... 227,957 13.0 251,252 15.0 +10.2
Student aid ................................... 227,832 13.0 222,675 13.3 -2.3
Faulty compensation .......................... 107.480 6. 2 104,833 6. 3 -2.5
Other ........................................ 301,251 17.2 296,896 17.7 -1.5

Total .................................. 1,746,851 100.0 1,674, 543 100.0 -4.1

Current ...................................... 969,031 55.5 1,019,741 60.9 +5.2
Capital ....................................... 777,820 44.5 654,802 39.1 -15.8

TABLE 7.-SURVEY OF VOLUNTARY SUPPORT, 1974-75-ESTIMATED TOTAL SUPPORT RELATIVE TO ENROLLMENT
AND PURCHASING POWER

Perent
All higher education chage.

1969-70 to
1969-70 1970-71 1971-72 1972-73 1973-74 1974-75 1974-75

Total estimated support (millions) .......... $1,780 $1,860 $2,020 $2, 240 $2, 240 $2,160 +21.3Enrollment (thousands) ...................... 1 99215 9 10 2 +27. 7
Support per student ..................... $2 $217 $26 '43 $33 21 -5.0
Price index (1967-100) ................. 13.1 118.81713S3S l zi. 2 140.4 154.5 +36.6

Support per student In 1967 dollars .......... 6 $183 $ 18 166 $137 -30.1
Totexpenditures (billions) ................. $27.1 .2 $31.4 $40.2 +2.8
Total expenditures per student ............... $3,090 $3,160 $3,260 $3,400 645 930 +27.2
Tota Iexpenditures pa stdent In 1967 dollars.. $2,730 $2 660 $2.640 $. 630 V: 600 U, 540 -7.0
Estimated support as percetap of expen-.

ditures ................................... 7.2 6.8 6.9 7.1 6.3 5.4

TABLE 8.-SURVEY OF VOLUNTARY SUPPORT, 1974-75-ESTIMATED TOTAL SUPPORT BY SOURCE
[In miltionsl

Percent change, 1974-75
versms-

1972-73 1973-74 1974-75 1973-74 1972-73

Foundations ............................. $524 $535 $497 -7. 1 -5. 2
Nonalumni individuals ........................ 600 556 516 -7.2 -14.0
Alumni ....................................... 536 509 486 -4.5 -9.3
Business corporation ....................... .320 354 357 +.8 +11.6
Religious denominations ........................ 99 116 112 -3.4 +13.1
Other .......................................... 161 170 192 +12.9 +19.3

Total voluntary support .................... 2,240 2,240 2,160 -3.6 -3.6
Memo:All indivduals.............................. , 136 1,065 1,002 -5.9 -11.8
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The Councff for Financial Aid to Education (CFAE) is
a nonprofit service organization established in 1952
through the efforts of five prominent businessmen:
Frank W. Abrams, Irving S. Olds, Walter P. Paepcke,
Henning W. Prentis, Jr., and Alfred P. Sloan, Jr. It
was originally supported by four major foundations:
the Carnegie Corporation of New York; the Ford
Foundation; the Rockefeller Foundation; and the
Alfred P. Sloan Foundation. It is now financed by
over 350 leading corporations. CFAE's purpose is to
encourage the widest possible voluntary support of
institutions of higher learning, especially by business.
It promotes, but neither solicits nor disburses, funds
for higher education. its unique program consists of
studies in educational philanthropy, both business and
college oriented; a corporation and academic consul.
station service; publications directly useful to corporate
contributions oi cers; a national public service adver-
tising campaign utilizing the now familiar theme of
"Give to the College of Your Choice. Now."; informa.
tional publications to broaden the base of college sup.
port; national key city and key industry leadership
meetings for business executives; and periodic sym.
posiums for corporate and college administrators.
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Charily is not a loophole...
"A loophole is an anibiguity o omission i, a
statute tt peitits evasion of tie intent
of the statute." -- I ebste'p

Synopsis

The voluntary contribution of time, effort, and money is one of the hallmarks of
American society. This concept, which stands in opposition to an exclusive reliance
on government for the achievement of social goals, has been vital in the establish-
ment and preservation of many treasured American institutions.

In particular, voluntary initiative and voluntary support have been of funda-
mental importance in the establishment and development of the system of higher
education in the United States. Much of the superior quality of higher education is
due to its diversity and its freedom from outside control. Voluntary financial support
is one of the vital factors responsible for the independence of educational institu-
tions, public and private alike.

However, voluntarism is now being challenged through the consideration of
several proposals for changing the present tax treatment of private philanthropy.
Those who advocate such changes do so in part on grounds of political philosophy
and in part on grounds of equity. Some argue that the contributions deduction en-
courages taxpayers to spend money that rightfully belongs to the public treasury,
and others hold that the "'benefits" of the deduction favor the wealthy vis-a-vis all
other taxpayers.

The first of these views is contrary to the fundamental beliefs which gave rise
to the system of voluntary action for the public good; the second argument reflects
a misinterpretation of the operation of the tax incentives for educational and chari-
table contributions and a lack of understanding of who it is that benefits from such
voluntary giving.

Among the proposals for altering the tax treatment of charitable gifts are:
1. a reduction in the contribution deduction for gifts of appreciated property,
2. a limitation on the estate tax charitable deduction,
3. a minimum income tax that eff ectively reduces the maximum contributions

deduction (and in some cases eliminates it entirely) for certain high-income
taxpayers.

Although these proposals are advanced in the name of greater tax equity, their
principal effect would be not to enhance tax equity but to reduce the flow of volun-
tar), philanthropy.

The importance of tax incentives in the growth of voluntary support of higher
education is indicated by the historical record. Private gifts and grants to colleges
and universities increased from $2.3 million in 1909-10 to more than $2.2 billion in
1973-74. The initial upsurge in educational philanthropy prior to 1929-30 coincided
with the adoption of the income tax and the charitable contributions deduction, and

the extraordinary growth since 1939-40 has taken place against a background of
relatively high tax rates,

Since 1965-66 the rate of growth of voluntary support has been only about half
the prior postwar level. The upward push on institutionial costs from inflation and
growing enrollment has been greater in the last eight years than previously; this in
combination with a slowing of income growth has produced a widespread financial
crisis among colleges and universities. The proposals for tax reform, therefore,

5
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would be seriously damaging to higher education since the need now is for more
private support, not less.

Voluntarism should be encouraged, not discouraged. Philanthropy has served
as an effective instrument of public policy in channelling private funds to education
and other desirable areas, and it has helped to preserve the pluralistic society that
is so greatly valued in the United States. Any decrease in the tax incentives for chari-
table giving will lead to reduced private support of the institutions of higher educa.
tion, thus endangering their solvency and their capacity to serve society. The sub-
stitution of additional government appropriations for philanthropic support is both
unlikely and undesirable. Reliance on public funding for a disproportionate share
of academic income would weaken the values inherent in diversity, jeopardize the
freedom and independence of the institutions of higher education, and attenuate
the quality and effectiveness of educational programs.

The achievements of higher education in contributing to the progress and wel.
fare of American society have been made possible in large part by the voluntary
initiatives of countless individuals who have given their money to support the col-
leges of their choice. It is imperative that voluntary support should continue to be
encouraged by public policy, and that the provisions of the Internal Revenue Code
which provide tax incentives for such support should be maintained and
strengthened.

6
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1. The Challenge to Voluntarism Summarized

One of the characteristics of American society that has so clearly distinguished it
from other societies is its reliance on individual initiative and voluntary action in
the achievement of national goals. Unlike the autocratic societies of the past and the
collective societies of the present, in which a central authority makes all the deci-
sions that relate to ends and means, American society has held fast to the notion that
it is the aggregate of its citizens, functioning individually and cooperatively, that
determine objectives and the appropriate ways for reaching them. This character-
istic, the propensity for voluntary responsibility and voluntary action, has never
quite been matched by any other society in modern times.

Voluntary responsibility and voluntary action inevitably include the practice
of free-will giving to charitable endeavors in response to perceived need. Volunta.
rism in this sense has become a basic part of American heritage and the American
system of free enterprise, and like that heritage and that system it is uniquely Amer-
ican. In no other country has voluntarism taken root and flourished as it has in the
United States, in no other country has private philanthropy for the public good be-
come such a vital part of the national culture and such a deeply-ingrained custom
as it has in the United States.

As with other elements of culture and other customs, there is a tendency to
take voluntarism for granted and to forget the fact that it has been at the foundation
of many of the country's most important and valued institutions. Voluntarism has
been responsible for the creation and maintenance of churches, schools, colleges,
hospitals, libraries, museums, and the performing arts; voluntarism has given rise
to the private health and welfare systems and many other functions and services
that are now such an integral part of American civilization and culture.

Tax Reform and Charitable Gifts
Despite its obvious contributions to this country's growth and greatness, this unique
system of voluntarism is now being challenged through several proposals for "tax
reform" which would fundamentally alter the tax treatment of charitable gifts and
contributions. These proposals would, in effect, penalize those who voluntarily sup-
port education and other philanthropic activities. As Dr. Jonas Salk, of polio vaccine
fame, stated recently in testimony before the House Ways and Means Committee,

"... I come before you ... as a scientist who has been enabled through the Amer-
ican system of private philanthropy to carry out his work in a manner that
would not have been possible had this system not existed. A rather paradoxical
situation is developing in which the system that has been responsible for the
success of this country in the war against disease is in the process of being weak-
ened and destroyed.".. ."The paradox to which I refer is the contemplation of
legislation to reduce incentive [for private giving] at a time when Federal fund-
ing.... is being diminished."

Voluntarism, as a part of the American free enterprise system, now involves
in one way or another the wealth, the interest, and the personal service of over 70

7
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million people. Although it developed long before the Federal income, gift, and
estate taxes came into being, it has for more than a half a century been stimulated
and encouraged by those provisions of the tax laws which explicitly recognize that
the donor makes a personal sacrifice and contributes to the general welfare when
he provides financial support to the philanthropy of his choice. In enacting these
provisions, the Congress took into account the incentive effects on voluntary giving
and endorsed the view tht- the citizen has an obligation to support charitable, reli-
gious, and educational causes. As they are now written, the tax laws do not bestow
any financial benefits on the donors of voluntary funds, rather they eliminate some
of the penalties which would otherwise bear on philanthropically-minded taxpayers.

As Norman A. Sugarman, a private attorney and former official of the Internal
Revenue Service, said in his testimony to the house Ways and Means Committee
on behalf of the Council of Jewish Federations and Welfare Funds, "Charity is not
a loophole Charitable contributions are voluntary and discretionary, and should
not be lumped with other deductions with which they have no relationship in regard
to character or policy." "The need exists," he continued, "for greater participation,
at all levels, in the support of voluntary philanthropy. The tax laws should encour-
age all people to meet this need rather than discourage their support of voluntary
philanthropy."

The Basis for the Challenge

The attack on voluntarism comes from a number of sources, the most important of
which are those who object to the tax treatment of philanthropy on grounds of poli-
tical philosophy. They view the tax savings involved in the contributions deduction
as an expenditure of what would otherwise be public revenue, without the appro-
priate legislative debate and administrative control. Under the existing law, it is
said, the taxpayers may spend funds that rightly belong to the public treasury, and
this enables individuals and corporations to direct the use of "public" funds accord-
ing to their own inclinations, preferences, or whims, and often in ways that are
inconsistent with national priorities. As such, this argument reflects the belief that
all functions and services that are in some sense "public" should be carried out by
government, a view that runs counter to the fundamental philosophy which gave
rise to and fostered the concept of voluntarism.

There are others who have attacked voluntarism indirectly, and often uninten-
tionally, in the mistaken belief that a taxpayer derives some fin2,icial benefit from
the provisions which encourage philanthropic giving, and that the size of the bene-
fit is greater for wealthy persons than it is for those in the middle and lower income
brackets. This view reflects the notion that while it is equitable to tax increasing in-
comes at increasing rates, it is somehow inequitable to allow a commensurate tax
reduction for that part of income given to charity.

Some are simply unaware or unconvinced of the vast and irreversible changes
to American culture and living patterns that would occur if the traditions of volun-
tarism were to be weakened or eliminated. Others, in their zeal for additional Fed-
eral and state funding for vital programs, have lost sight of the crucially important
role of private giving in the maintenance of a free society. Whatever the views of
those who actively seek to change the tax treatment of philanthropic giving, or of

8
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those who would passively allow such changes to occur, the net result of these tax
proposals, if enacted, would be catastrophic for American social organization and
life. The voluntary society as it is known today might well disappear. In its place
would arise an expansion in the power and responsibility of government, an increas-
ing centralization of authority, and a further enlargement of bureaucratic control
over many elements of social activity.

It is clear that changes in the tax laws affecting the incentives for voluntary giv.
ing would have an impact far beyond the flow of philanthropic funds between indi-
viduals and corporations on the one hand and the legion of voluntary agencies,
organizations, and institutions on the other. Although total giving in 1972 is
estimated to have exceeded $22 billion, of which $2.02 billion went to higher educa-
tion, these figures represent only the contributions of money and property. Great
numbers of people, 70 million or more, give of their energy and time, as well as their
money, on behalf of human needs. Volunteer service is often inspired by and tied
to the financial support provided by individual and corporate donors. The dollar
value of these volunteer services is incalculable. It follows, therefore, that the dis-
couragement of charitable contributions could have a chilling effect upon all aspects
of voluntarism.

The Congress has, for more than 50 years, provided a succession of new provi-
sions in the tax laws aimed at giving further encouragement to private philanthropy
for the public good. The Administration has endorsed the view that these provisions
should not now be replaced by deterrents to voluntary giving. In a statement pre-
sented to the House Ways and Means Committee on April 30, 1973, George P.
Schultz, Secretary of the Treasury, said:

"We urge that you do nothing which will jeopardize the vitality of our volun-
tary charities, which depend heavily on gifts and bequests. These organizations
arc an important influence for diversity and a bulwark against over-reliance on
big government. The tax privileges extended to these institutions were purged
of abuse in 1969, and we believe the existing deductions for charitable gifts and
bequests are an appropriate way to encourage these institutions. We believe
the public accepts them as fair."

Voluntarism and Higher Education
Although voluntarism impinges upon nearly every field of human endeavor, it has
been, and is, particularly rnplicable and especially important to higher education.
Voluntary action was chiefly responsible for the establishment of almost all Ameri-
can colleges and universities until the Civil War. In the last hundred years volun-
tary action and voluntary support preserved, maintained, and strengthened both
private and public institutions of higher education. And voluntary financial support
currently provides a vital part of the critical resources that are needed by all colleges
and universities in the United States. This source of funds has been a major factor
in the development of American higher education and in elevating it to a position
of excellence.

The Committee for Economic Development, in a recent policy statement,'

I The Mesapmfatt and FW,"'wn of Co/llge. New York. N.Y., October 1913.
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noted that".. the flow of private support is essential to the diversity, strength, and
vitality of the nation's colleges and universities. It provides a means of achieving
the high degree of independence and freedom indispensable to the attainment and
preservation of superior quality in education. We therefore conclude that the en-
couragement of private support is very much in the national interest." The state-
ment concluded with the following recommendation: "We urge that the existing
tax incentives for voluntary support of higher education be maintained and, to the
extent not incompatible with other objectives, expanded in order to strengthen the
base of financial support of all colleges and universities."

In view of the historical relationship between voluntarism and higher educa-
tion, and because of the importance of voluntary support to colleges and universities
and their students, the current proposals for revising the provisions of the tax laws
that affect the contributions deduction are potentially of far-reaching consequence
to higher education and to American society.

10
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II. How Proposed Tax Ref orm--Threatens
Voluntarism, Particularly with Respect
to Higher Education

It is clear that the long-standing public policy of encouraging private philanthropy
through tax incentives is now being seriously questioned, and that some of the pro-
visions of the tax laws which give expression to this policy are in danger of being
modified or eliminate.. Many proposals have been put forth for changing the pro-
visions of the present law regarding the tax treatment of charitable gifts, and some
of these proposals have been embodied in proposed legislation. These developments
merit close scrutiny.

Tax Complexity and Equity
The history of the Internal Revenue Code is one of increasing complexity. The Act
of 1954, as amended to include 1974 legislation, is a ponderous document. Its pro-
visions deal with income taxes, employment taxes, estate and gift taxes, excise taxes,
and many questions of administration and procedure. Scattered throughout the
Code are innumerable definitions and cross-references, the principal purpose of
which is to make the law as precise as possible in the context of the complexities of
modern economic life. As written, the Code is now so long and complicated that it
is doubtful whether any one human being could comprehend it fully.

The increase in the complexity of the Code reflects the social, political, and
economic changes that have taken place since the Sixteenth Amendment was
adopted in 1913. The income tax itself was initially adopted as a means of securing
an adequate revenue for the Federal government, and it reflected a widely-held
belief that "income" was an appropriate measure of the taxpayer's ability to pay.
The approach to income taxation, however, recognized that the tax should not be
applied to gross income, but to some concept of taxable income which allows for
certain exclusions and deductions. As time passed, the definition of income itself
became increasingly complex, and the exclusions and deductions were re-defined
and enlarged in order to provide fully for the special circumstances affecting vari-
ous groups of taxpayers. Many other provisions were added to implement particular
public policies that had nothing whatever to do with taxation as a means of obtain-
ing revenue.

A disproportionate part of the complexity of the Code is contained in the legis.
lation that was enacted after 1939, the reason being that tax rates, which had been
relatively low, were sharply increased during the early forties. The continuation of
relatively high rates in the post-war years generated urgent concerns with the
question of tax equity. Taxpayers' incentives to minimize their taxes also gave rise
to numerous tax avoidance arrangements, many of which became the subjects of
tax revision because of the undesirable features involved and the amounts of in.
come that were escaping taxation.
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Tax Simplification and Reform

The increase in the complexity of the Code and the proliferation of special provi-
sions ultimately generated interest in tax simplification and tax reform. In the late
sixties, for example, it became known that a number of high-income persons had
so arranged their affairs that they paid little or no tax; in some cases this resulted
from the fact that the, income was derived from tax-exempt sources, in other cases
the taxpayers had qualified for the unlimited charitable deduction and had made
sufficient contributions that no taxable income remained, and in yet other cases
other special provisions of the tax law were involved. In addition, many specialists
in tax law and tax policy recommended simplifying and restructuring many of the
complex provisions of the Code.

Public interest in an overhaul of the tax structure, and the concerns of legisla-
tors with respect to the questions of tax abuse, tax complexity, and tax equity, ulti-
mately led to a major effort at tax reform in 1969. Even though the Tax Reform Act
of 1969 did make a number of significant changes in some of the key provisions of
the Code, it did not materially revise the structure of the law. Indeed, it made the
law even more complex through the addition of special provisions relating to pri-
vate foundations and the creation of new forms of preferential income subject to
differential tax treatment. Interest in the question of tax reform did not diminish
as a result of this Act; on the contrary, tax critics advocated even more strongly the
need for a thorough overhaul of the entire tax system.

The Views of the Tax Critics

In its broadest form, the attack on the charitable contributions deduction and
other provisions of the Code is part of a general objection to the use of tax incentives
to implement various elements of public policy. The argument is that all the special
exemptions, deductions, and tax credits, including the provisions relating to chari-
table giving, are really nothing more than government subsidies of certain activities
which are determined outside the normal appropriations process. Some $91 billion
in such "tax expenditures" were identified in fiscal year 1974, including nearly $5 bil-
lion due to the deductibility of charitable contributions.

In weighing tax expenditures versus direct budget appropriations, the tax cri.
tics contend, among other things, that tax incentives permit windfalls by paying
taxpayers for doing what they would do anyway, and that tax incentives are in-
equitable in that they are worth more to the high-income taxpayer than the low-
income taxpayer. These objections have become most appealing, and the charitable
contributions deduction has been attacked principally on these grounds.

Most of the tax critics regard the special income exclusions, the preferential
forms of income, and the personal deductions as "loopholes" through which some
persons manage to avoid paying their "fair share" of taxes. In this context, the chari-
table contributions deduction, and particularly the provisions regarding gifts of
appreciated property, is typically attacked as a loophole" on the grounds that the
deduction bestows an economic benefit on high-income taxpayers that exceeds the
benefit available to low-income taxpayers. They would advocate, as an alternative,
either a system of Federal matching grants in which the amount of the matching
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payment would be independent of the taxpayer's tax rate, or a system of tax credits
in which the amount of the credit would be equal for all taxpayers.

The arguments advanced by the tax reformers rest on a premise that does not
accord with the traditional political philosophy of American society. They view any
exclusion from income taxation, and particularly the personal deduction for chari-
table gifts, as though it were a largesse bestowed on the taxpayer by the government
for doing something that is largely a matter of personal choice. They argue that this
"special favor" is unwarranted as a matter of propriety and equity. They view phil.
anthropic gifts as a form of discretionary spending, like other personal consumption
outlays, to be made out of income remaining after taxes. On this interpretation, no
taxpayer should have the privilege of making a charitable gift, tax-free.

That this view is contrary to the traditional American concept, which holds that
a person should not be taxed on that part of his income given for philanthropic pur-
poses, is amply demonstrated by the continuity of past legislation reaffirming and
expanding the tax incentive for charitable giving.

Congressional Interest in Tax Reform
Congressional interest in further tax reform has been evidenced repeatedly since
1971. It was a major issue in the 1972 elections, and the platforms of both major
political parties contained strong statements favoring tax equity and tax simplifica-
tion. Many candidates took positive positions on the tax reform issue as a matter
of high priority, and several have since urged numerous specific revisions of the
Code. Some of the proposals affecting the charitable contributions deduction are
identical to those considered and rejected during the debates on the Tax Reform
Act of 1969.

The House Ways and Means Committee held public hearings on the subject
of tax reform during the spring of 1973. While those hearings covered all areas of
the Internal Revenue Code, the Committee expressed particular interest in 20 major
subjects, including estate and gift tax revision (" . . . changes in the unlimited
charitable deduction . .") and the income tax treatment of foundations and charita-
ble contributions.

After the hearings, the Committee turned its attention to other subjects, and
it took no action on tax reform until late spring, 1974. Along with other questions,
many of the specific proposals which would aflect the tax incentives for charitable
giving were given serious consideration during the "mark-up" sessions held during
the summer and fall. Although the final bill did not contain any changes in the tax
law that would have had an adverse effect on the contributions deduction, it was
not reported out to the floor of the house and the 93rd Congress adjourned without
enacting any major tax legislation.

Tax reform was again a political issue during the 1974 Congressional elections,
and many candidates made it the major element in their appeals to the voters. The
outcome of the election has materially altered the prospects for tax legislation in
1975-76. A significant number of new, young, reformed-minded legislators were
voted into office, and as a consequence of their influence the operational structure
of the House, including the committee system, was substantially altered. In par.
ticular, the Committee on Ways and Means was expanded to 37 members, and it
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was reorganized for the first time into small sub-committees to deal with the major
areas of Committee responsibility. The entire Ways and Means Committee, how-
ever, constitutes the Sub-committee on Taxation, and it has announced a firm inten-
tion of reporting out a tax reform bill in 1975. In addition, the 75 "freshman"
Democrats in the House have established a study group on tax reform, and this is
widely taken as a sign of the determination of the Congress to accomplish funda-
mental reforms of the tax structure before the end of the 94th Congress in 1976.

As of early June, 1975, there was some uncertainty about the Ways and Means
Committee's timetable for tax reform. Plans were pending for some three weeks
of additional hearings, but the opening session continued to be postponed under
the pressure of other business. While it is likely that a comprehensive package of
tax reforra will not emerge until 1976, it is very possible that some small tax reform
bills will be completed and sent to the floor of the House in the fall of 1975 and
that one or more of such bills will have some impact on the tax incentives for
charitable giving.

The prospects for legislative action affecting the charitable contributions de-
duction hinge to some extent on the report and recommendations of the Commission
on Private Philanthropy and Public Needs (the Filer Commission) which are
expected to be published in the fall of 1975. This group, composed of private
citizens, was formed'in late summer of 1973 with the cooperation of the Secretary
of the Treasury and the Chairman of the House Ways and Means Committee.
Among its purposes, the Filer Commission is examining the role of private philan-
thropy in American life and the structure and operation of the tax incentives for
charitable giving. In its brief existence, it has commissioned a large number of
study papers, surveys, statistical analyses, and other projects, many of which bear
on the various proposals for tax reform affecting the charitable contributions
deduction.

Proposals for Tax Reform Affecting Cifts to Higher Education
In the past three or four years, a large number of specific proposals for tax reform
have been drawn up and many of them have been embodied in proposed legislation.
Among the proposals which would directly alter the structure of present tax incen-
tives for private philanthropy are:

1. repeal of the charitable contributions deduction,
2. substitution of a tax credit for the charitable contributions deduction or for

all personal deductions,
3. reduction of the allowable deduction for charitable gifts of long-term appre-

ciated property by one-half the amount of appreciation,
4. inclusion of the unrealized appreciation in gifts of property as an item of

preference income for the minimum tax,
5. restriction of the contributions deduction to amounts in excess of some

percentage of adjusted gross income, or "floor",
6. limitation on the estate tax charitable deduction to 50M of the adjusted gross

estate, and
7. taxation of unrealized appreciation of property at death without exception

for property bequeathed to charity.
In addition, there are several proposals which would have indirect effects on

14



2952

the operation of the contributions deduction. One such proposal would put a limit
on the total of items designated as "tax preferences". To the extent that any part
of charitable contributions, such as gifts of appreciated property, might be desig-
nated as preference income, the limitation would have the effect of reducing the
tax incentive for charitable giving in those cases where taxpayers have large
amounts of other tax preference income. Somewhat akin to this is the Treasury's
Minimum Taxable Income proposal (see below).

An illustration of the way in which some of these measures have been woven
into proposed legislation is contained in a bill introduced by Rep. James C. Corman
(D-Calif.) early in 1975.' In addition to many sweeping and complex changes
affecting other parts of the tax law, there are several provisions in this bill that
would greatly weaken the tax incentives for charitable giving. It repeals all personal
exemptions and deductions, including the deduction for charitable contributions,
from adjusted gross income and substitutes for them a tax credit equal to 24% of the
total of personal exemptions and deductions. It repeals the preferential tax treat-
ment of long-term capital gains, thereby making all capital gains taxable as ordinary
income. Although i6, provides for an adjustment to the tax basis of appreciated
property to give recognition to the fact that some of the appreciation is due merely
to inflation, it limits the deduction for gifts of appreciated property to the amount
of the adjusted basis rather than the fair market value at the time of gift. It adds
five new items to the list of items of tax preference income and it reduces the
allowable deductions from the total of tax preferences in the calculation of the
minimum tax. It imposes a gift tax on the interest transferred to charity in certain
cases where a donor makes a transfer of property to a charity and a third party at
the same time. And it limits the estate tax charitable deduction to 50M of the ad.
justed gross estate.

In the light of this bill and other indications of continuing Congressional
interest, much importance attaches to those proposals that are likely to be given
seribus consideration by the tax-writing committees. Included are those proposals
that would alter the income tax treatment of gifts of appreciated property and the
estate tax treatment of charitable bequests, and those proposals designed to ensure
that all individuals should pay some minimum tax regardless of exclusions and
deductions (Minimum Taxable Income proposals). All these subjects merit close
examination, in part because they have been singled out by tax critics as provisions
for which reform is most urgent and necessary, and in part because they affect such
a large part of the flow of voluntary support to the institutions of higher education.

Gifts of Appreciated Property

Under the present law, a taxpayer may make a charitable gift in the form of prop-
erty other than cash. If the property is a capital asset (other than inventory) that
the taxpayer has held for more than six months, then he may claim the fair market
value of the gift for his contributions deduction, even if the property has a fair
market value in excess of its cast (or other tax "basis). This is a typical situation
in instances where charitable gifts of a substantial size are involved. And such gifts,
although small in number, represent a very significant share of the total amount of

I HR 1040, the "rax Equity Act of 1975."
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individual giving, particularly in support of higher education, as will be shown
below.

According to the critics, the tax treatment of gifts of appreciated property to
charity constitutes a particularly egregious inequity in the tax law. The alleged in.
equity arises from the belief that the taxpayers who have appreciated property, and
who are thus in a position to take advantage of this option, are those in the top in-
come brackets. These individuals, it is said, not only get the "'benefit" of a reduction
in taxes on their ordinary incomes, which is taxed at the highest end of the rate
structure, they also avoid paying taxes on the capital gains which would have been
due if they had sold their properties instead of given them to charity. Further, it
is claimed that in practice such gifts typically involve property for which the tax
basis (or cost) is very low, perhaps even zero, and thut in such cases it is possible
*to make money by giving it away."

The question is a matter of fundamental importance to the entire voluntary
sector and especially to higher education. There are really two separate issues in.
volved, (1) whether the argument of the tax critics is technically valid, and if so
under what conditions, and (2) whether the provisions of the present law serve
the public interest to such an extent as to outweigh the revenue "loss" to the Treas-
ury and other similar considerations.

It is probably true that most charitable gifts in the form of appreciated property
are made by taxpayers in the upper brackets. It does not follow, however, that the
law discriminates against the lower income taxpayers or that it is in any other way
inequitable. Although charitable gifts do reduce the taxes paid by donors, there is
no financial gain to the individual taxpayers as a result; rather, there is typically a
reduction in the donors' wealth that is larger than their tax "savings." This excess,
as well as the tax savings proper, accrues to the benefit of charitable donees. In
shot, the diversion of tax revenues from the Treasury goes not to the taxpayers but
to philanthropy, and hence to the public good.

The purpose of this provision of the Code is simply to encourage voluntary
giving in the public interest, and this particular tax incentive is responsible for a
very large portion of gifts by individuals to higher education and other charitable
recipients. Since the benefits of voluntary giving-accrue to the charitable and educa.
tonal institutions rather than to the taxpayers who make the gifts, there can be no
economic discrimination or inequity in favor of the wealthy in this arrangement. 3

The assertion that it is possible to make money by giving it away depends upon
a specific assumption about the taxpayers' alternatives. The tax critics take the posi.
tion that wealthy persons typically must sell long-term capital gain property in
order to raise the cash they need to pay the taxes due on their ordinary income.
Using a hypothetical case in which such property has a zero basis, and in which the
taxpayer's tax rates are at a maximum, it is then shown that by giving the property
to charity the total Federal tax "savings" can exceed the fair market value of the
property itself by about 5%.

1 Since voluntarTiS,1 i an alternatiir to reliance on go% errment, charitable gift$ ma.y be thought o as a volun-
tary tea which. like the rwore.sii., Incowe tax itself. result sn a redistr tionn o income fwm the rid, to the poor.
Most charitable giving directly or indirecly benefts the low and middle mconma segnents of society more thani
the wealth). Therefore. by stimulating the wealthy to give more. this provimon in the tAX law results in bCi-
ial dtciruilnation in favor cl the low-income taxpayers and those whose incomes are to k they pay no taes

at all.
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While such cases may conceivably exist, the extreme technical requirements
would make them very iare. Furthermore, it is highly questionable whether indi-
vidual taxpayers must make a choice only between the sale or the gift of their
property. Hligh income taxpayers typically do not use appreciated assets to pay the
taxes Jue on ordinary income, so they are not forced to sell long-term capital gain
property for this particular reason. The alternative and more relevant choice, then,
is for them either to give the property away or to retain it. In the overwhelming
majority of cases, it will cost the taxpayer more to make the gift and save something
in taxes than not to make the gift and save nothing in taxes. That is. the individual
will be worse off, in the sense that his net wealth will be less, alter he makes a chari-
table gift than he would be if he ,vere to keep his property. This is true even beyond
the reduction in net wealth, for by making a gift in the form of securities, real estate,
or other income-producing property the taxpayer also gives up the future income
that he would enjoy if he kept the property in his possession.

The principal proposal for tax reform in this area is to reduce the amount of
the charitable deduction by one-half of the unreali/.ed appreciation on the property.
The taxpayer would still have some incentive to make contributions in the form of
appreciated property, but instead of taking 10MYi of the fair market value of the
property as a deduction, he would take the fair market value of the property less
50 of the unrealized appreciation as his deduction. One of the provisions in the
Tax Reform Act of 1969 made this change with respect to the deduction for gifts
of appreciated property to private fou idations.' While the extension of this rule
to gifts of appreciated property to public charities would remove the remote possi-
bility that a taxpayer might "make money by giving it away" (assuming that his
only alternative is to sell the property), it would also greatly reduce the incentives
for making such gifts. A reduction in the incentives for voluntary giving would re-
duce the flow of individual contributions to educational and charitable recipients,
and the loss of contributions income to the voluntary sector would exceed by an
astronomical margin any conceivable gain that might accrue from the change as a
matter of "equity."

In terms of the public interest, the provisions of the present law have in fact
resulted in a flow of charitable and educational gifts in the form of appreciated
property that is substantial in amount and important in impact. The testimony on
this particular point at the public hearings on tax reform in April, 1973, brought out
repeatedly that, for the agencies and organi ,ations in health, education, welfare,
and other voluntary fields, these kinds of gifts are particularly vital as a component
of total contributions income.

In the case of higher education, it is estimated that gifts of appreciated prop-
erty account for about one-fourth of total voluntary support from all sources. In
1971-72, for example, roughly $500 million out of the estimated total of $2.02 billion
of voluntary support from all sources consisted of gifts of property other than cash.
With respect to gifts and bequests from individuals, contributions in the form of
property make up about 45% of the total, and more than 60M of the total for gifts
of $5,000 or more.3 Corporate gifts of appreciated property are much less important

6 An ezception is proided in the case of loundatns making qualmed ditibutions of such gifts %ithin a
six-tified time limit.

%Juhan If . I ci and Sheldon !liho4 Strinlbsch, ?Piticrri of G19 ing to Highc Education It. Washington. D.C..
American Council on Education.
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in the context of total corporate support of higher education, yet they involve tens
of millions of dollars worth of assets of significant value to the recipient institutions.

It is clear that the present tax treatment of gifts of appreciated property has re-
suited in a very considerable tax incentive for charitable giving on the part of those
who have such property, and that gifts in this form constitute an important part
of the total voluntary support of higher education. The proposed change in the
tax law amounts to the imposition of a tax on the donor by reason of his having
made the gift. If they wish, taxpayers can avoid this tax by simply not making gifts.
It is probable, therefore, that the proposed legislation, if enacted, would very
drastically reduce the flow of large gifts in the form of appreciated property. And
since the property not contributed is merely retained by the taxpayer, the capital
gains would continue to lw unrealized.'

Under these circumstances, it is difficult to envision how the public interest
would be served by the proposal with respect to gifts of appreciated property. There
would be little or no increase in tax revenue to the government, yet there would
almost certainly be a large decrease in the voluntary support of higher education
and other public charities. In view of the increasing financial difficulties of colleges
and universities, such a decrease in voluntary support could well make the differ-
ence between survival and extinction for some institutions. It would clearly reduce
the quality of education at most institutions, public and private alike, or increase
the burden of governmental support of higher education, or both.

Charitable Bequests
Udlder the present estate tax law, there is no ceiling on the amount of a charitable
bequest which may be deducted from the gross value of the estate for tax purposes.
One may, therefore, bequeath his entire estate to charitable recipients, in which
case the taxable estate would be zero and no estate tax liability would arise. Any
part of the estate may be taken as a charitable deduction in arriving at the taxable
estate, and the gift may be in the form of either a specific bequest or a residual
bequest.

In recent years there has been a significant upsurge in the total amount of char-
itable bequests. In 1950, for example, they amounted to $274 million; by 1960 they
had risen to $951 million, and by 1972 they had reached an estimated level of more
than $2.7 billion. The factors accounting for this ten-fold increase include (a) an
increase in the number of estates of taxable size, (b) an increase in the total value
of estates for which tax returns have been filed, and (c) the fact that charitable
bequests have been rising as a percentage of total estates. Much Of this reflects the
fact that increasing proportions of the population are reaching the senior age groups
in a state of economic independence and affluence. In addition, there is the effect of
inflation on the value of property vis-a-vis the constant exclusions and deductions
in the estate tax law.

This dramatic rise in the total amount of charitable bequests has served to call
attention to instances in which wealthy persons bequeath very large fortunes to
both private foundations and public charities. The question posed by the tax critics

& Under the present law, such gains may never be taxed as such. For estate tax purposes. the "value at time of
death" I moarnally used for all of a decedent's property, and the tas is based on the gross estate. so valued. less
certain deductions.
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in this area is essentially one of political philosophy, with overtones not of equity
but ethics. They feel that no one should have the right to leave as much as 100% of
a large estate to a favorite charity, tax free; that every estate in excess of some arbi-
trary size should provide some income to the public Treasury, regardless of how it
is distributed. They propose, therefore, that there should be a limitation on the con- -
tributions deduction for estate tax purposes, and that the limitation should be 50M
of the adjusted gross estate. The regular rates of tax would apply to the remaining
taxable estate even if the entire balance were left to charitable beneficiaries.

Since all estates are ultimately liquidated, it is clear that charitable and edu-
cational beneficiaries would bear the full burden of such a change in the estate
tax law, even though it is the decedents' estates that actually make the tax payments.
The proposal therefore amounts to a recommendation for a tax on charity, since it
would have no other effect than to divert some part of the flow of bequests from
charitable agencies and organizations to the Treasury.

The impact of such a change on the voluntary support of higher education and
other philanthropies would be severe. As indicated above, total annual bequests
to charitable beneficiaries are now about $2.7 billion and rising. This source of
funds, therefore, accounts for roughly 14% of voluntary giving by individuals to
the philanthropic sector of society. As for higher education, bequests account for
between one-fourth and one-third of voluntary support by individuals, and the
total in recent years has been in excess of $300 million annually.

A very high fraction of the bequests received by colleges and universities ts
designated for endowment and other capital purposes. The proposed change in the
estate tax law, therefore, would not have as large and immediate an impact on oper-
ating budgets as would the proposed changes in the income tax law. However, such
a change would have a long-run impact in that it would slow the growth of endow-
ment funds and thus slow the growth of endowment income which is an important
part of the operating budget for many of the institutions of higher education.

The total endowments of all colleges and universities amounted to about $15
billion in market value at the end of academic year 1971-72. The annual increase
averaged about $500 million in the preceding five years. Bequests, therefore, consti-
tute an important source of the growth of endowment funds. The income from
endowment funds is an important part 9f the operating budgets of most private, and
many public, colleges and universities. The growth of endowments, and the accom-
panying increase of endowment income, ik a factor that is essential to the ability of
the institutions of higher education to meet the rising costs due to inflation and ex-
panding enrollment. It would be tragic if the Nw were changed so that this source
of endowment principal were significantly restricted; the percentage increase in the
annual revenues of the Treasury would be insignificant, while the decrease in the
annual flow of voluntary support to the institutions of higher education would be
appreciable.

The Minimum Taxable Income Proposal

One source of the interest in tax reform is the widespread belief that there are many
loopholes in the present tax law which enable persons with high incomes to escape
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their "fair share" of total taxes. There are, in fact, many provisions in the Internal
Revenue Code which either give preferential treatment to income earned in certain
ways or which allow special exclusions and deductions to certain groups of tix-
payers. It is, indeed, possible for a person to enjoy a very high income and yet pay
little or no income tax on that income.

The provisions in the tax law which make this possible were enacted to achieve
various purposes which Congress thought desirable at the time. For example, the
percentage depletion allowance granted to the producers of mineral resources was
adopted for the express purpose of giving encouragement to the search for and the
development of these resources. In other cases, the provisions were thought neces-
sary to correct inequities that had developed with the passage of time. And, as
with long-term capital gains, the preferential tax treatment of some kinds of "in-
come" arose from a genuine belief thart it is not ordinary income and should not be
taxed as such; other examples of unusual types of income would include the "bar-
gain element of a stock option at the time of exercise," and certain income earned
outside the United States.

Some taxpayers are able to utilize these and other provisions of the tax law so
as to eliminate most or all of their taxable income and thus be liable for little or no
tax. There are three alternative tax reform proposals designed to prevent this and
to insure that most individuals would be forced to pay some minimum amount of
income tax, regardless of the sources of that income and regardless of the exclusions
and deductions that the taxpayer might legitimately claim.

The Administration's "Minimum Taxable Income" proposal (MTI), as it is
now structured, would have an important impact on voluntarism because it does
not distinguish between charitable contributions and other personal deductions.
Instead, charitable contributions are lumped in with all other personal deductions,
such as medical expenses, taxes, interest payments, and casualty losses, and the
total of all such deductions would, in effect, be subject to a limitation of 50% of
income. '

The effect of this proposal, therefore, is to reduce the maximum allowable de-
duction for charitable contributions below the present 50% of adjusted gross income.
The amount of the reduction would vary from case to case, but for numerous tax-
payers the allowable deduction for charitable gifts would become zero. In a great
many instances, therefore, this proposal would penalize philanthropic giving.

In these circumstances, donors would be discouraged from making any gifts
beyond a variable limit. Contributions would be deductible only to the extent of
the difference between 50% of income and the total of all other deductions. Conse-
quently, many taxpayers will reduce their giving in order to avoid the implicit tax
penalty.

Although the concept of the MTI has many desirable features as an expression
of policy, the absence of any special provision for the encouragement of charitable
giving is contrary to the long-standing public attitude on this subject. Charitable
contributions should not be treated the same as other personal deductions, because
they result from voluntary and discretionary decisions on the part of the taxpayer
which are not motivated by financial gain, but rather by the desire to help worthy

1 Under the MTI proposal. this is "expanded adjusted gross income." defned as adjusted gross inome plus
four items o' preference income, less personal exemption and a -low income Boor."

20



2958

causes which need such help. All other deductions either provide the taxpayer with
some tax relief for involuntary costs (e.g. medical expenses and casualty losses) or
provide him with a partial offset to some expenses for which he receives a benefit
(e.g. local taxes and interest payments on borrowed money).

Philanthropic giving is a form of voluntary tax; 8 it would be consistent with
the purpose of the MTI to treat charitable contributions as payments for public
purposes in lieu of taxes.

The current MTI proposal would reduce charitable giving in another way.
It contains no provision for a carryover of any excess deductions. Large contribu-
tions, which under the preserft law qualify for a five-year carryover for any amounts
in excess of the permitted maximum, would be discouraged because any excess
would be lost forever as a tax deduction. While large gifts are relatively few in
number, they account for a disproportionate share of the voluntary support of higher
education. In 1970-71, for example-gifts of $5,000 or more represented only 5% of
the number of gift transactions, yet they accounted for 757 of all voluntary support
received by the institutions of higher education. 9

According to Treasury es imates, only about 1.30,000 out of the 35 million tax-
payers who itemize their deductions would be affected by the MTI proposal, and
the total contributions of this group of taxpayers is estimated currently at $800
million. The loss in charitable contributions from the MTI rule would, according
to the Treasury, be in the neighborhood of $300-50 million, depending on how
these taxpayers react to the reduction in their tax incentive.

What the Treasury did not estimate is the impact that this loss in contributions
would have on charitable beneficiaries. Were it all to fall on higher education, for
example, it would represent a decrease of between 15% and 25% in the total of volun-
tary support. It is hard to believe that this kind of a result could be considered to
be in the public interest in any way.

Another proposal, similarly designed to force high-income taxpayers to pay
some minimum tax, is a modification of the provision adopted in the Tax Reform
Act of 1969 that imposes, as an additional tax, a minimum tax on those individuals
who have substantial amounts of 'preference" income. This proposal would include
as an item of preference income the excess of the taxpayer's total personal deduc-
tions over 80% (or 75%) of his adjusted gross income. This means that a taxpayer
who would otherwise entirely escape taxation by reason of having deductions equal
to his adjusted gross income would have to pay a preference tax on a minimum of
20% (or 25%) of his adjusted gross income regardless of the nature of those de-
ductions.

A third approach to minimum taxation was developed in the course of the
Ways and Means Committee's consideration of tax reform legislation in 1974. This
"compromise" proposal, like the MTI proposal itself, involves an alternate tax
rather than an additional tax as is the case with the present tax on preference in-
come. Under the original concept, individuals would compute a minimum tax
based on their economicc" income, defined as adjusted gross income plus a number
of items of tax preference and less three deductible items. One of the permitted

8 Government entitis a.: Arst on the list of eligible recipients in the defnition of "charitable contributionss"
Se Section 170(c)( I ) of the I.R.C. of 1954, as amended.

9 Leit and Steinbach. pp. 10-11.
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deductions would be charitable contributions, but only to the extent of cash gifts
plus cost (or other balis) of gifts of appreciated property. In subsequent debate
the Committee decided to permit the full deduction for all charitable gifts, includ-
ing the fair market value of gifts of appreciated property. As indicated previously,
however, the final bill was not acted upon by the House.

The three proposals taken together illustrate how difficult it is to resolve the
conflict between two principles of tax policy. It is possible to continue the present
tax incentives for private philanthropy. but only if the policy of encouraging char-
itable giving takes precedence over the policy of requiring every taxpayer to pay
some tax. Likewise, it is possible to structure the tax system so that every taxpayer
pays at least some tax, but only if it is acceptable as a matter of policy that this be
accomplished at some cost in terms of voluntary philanthropy.

Other Proposals
The preceding discussion dealt with the tax reform proposals that are of the most
immediate significance to higher education, both because of their potential impact
and because of the serious attention being given to them by the tax-writing com-
mittees. Other suggestions have been advanced from time to time which also would
have an important impact on the voluntary support of higher education.

One of these is the proposal for a threshold or floor, typically 3% of adjusted
gross income, below which,,o charitahk c-tributions would be deductible. While
this is said to represent an effort at tax simplification, it would penalize charitable
giving by the majority of taxpayers. In 1970, for example, about 29 million taxpayers
out of the 35 million who itemized their deductions were in the income groups in
which the average charitable contribution amounted to less than 3% of income. The
threshold proposal, therefore, would affect the multitude of small contributions
that are so vital to the voluntary sector. While the small gift is less important than
the large gift to higher education, the total of voluntary support received as small
gifts constitutes a significant share of all support, and the removal of this particular"
tax incentive would seriously impinge on the effectiveness of college and university
fund raising.

Another proposal would impose a tax on the unrealized appreciatibn of long-
term property at the time of death, without making any exception for property
bequeathed to charitable institutions. Under this proposal, virtually every estate
would be reduced in size by the amount of the tax, so that the amounts available
for *distribution to all beneficiaries, including educational and charitable institu-
tions, would also be reduced. Such a tax would clearly impose a burden on the
taxpayer in planning for charitable bequests in the context of his total estate and
his preferred disposition. Since about two-thirds of the value of estates bequeathed
to colleges and universities is in the form of property, the indirect impact of such a
tax on the voluntary support of higher education could be very significant. Here
again, the proposal would effectively reduce voluntary giving without increasing
substantially the tax revenue to the Treasury and without affecting in any way the
fairness of the tax laws as they apply to different income groups.

Finally, it has been proposed to eliminatejhe-charitable contributions deduc-
tion entirely and to substitute in its place a tax credit equal to some arbitrary per-
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centage of the total amount of the taxpayer's gifts. The taxpayer would not deduct
his charitable contributions from his income prior to calculating his tax, rather he
would calculate his tax without taking his contributions into account and then off-
set some fraction of his contributions against the amount of the tax due. The recom-
mended percentages for the tax credit have varied from 27% to 50W%, and there are
several variations on the basic proposal in terms of other personal expenditures that
might be included.

The proponents of the tax credit proposal assert that it would enhance tax
equity. It is argued that the present deduction arrangement is unfair because the
Treasury "subsidizes" the small contributor less per dollar of gift than the large
contributor. This differential "subsidy" arises because the progressive tax rate
structure necessarily results in a larger tax "saving" for a gift deduction by a high-
income taxpayer than for one by a low-income taxpayer. The tax credit would be
more fair, it is said, because this "subsidy" would be equal, per dollar of gift, for
all taxpayers.

The argument is faulty in many ways."0 Among other things, it reflects the view
that while it is equitable to tax income according to a progressive rate structure, it
is somehow inequitable to untax that income according to the same rate structure
when it is voluntarily given by the taxpayer for a philanthropic purpose.

Even if the argument were valid, however, the tax credit proposal is by no
means a desirable alternative to the present arrangement. In theory, it would be
possible to substitute a tax credit for the charitable deduction and to set the per-
centage at such a level that the increased contributions of the lower income tax-
payers would precisely offset the decreased contributions of the high income tax-
payers. While the result would be no change in the total amount of philanthropic
giving, there would be a vcry marked change in the distribution of this total among
all the recipient agencies and institutions.

Recent econometric studies have indicated clearly that any such change in the
distribution of total giving would involve a very significant shift away from the
voluntary support of education toward the support of other fields of charitable
activity. It is estimated, for example, that for a tax credit of 25% there would be
little or no change in total charitable giving, but a decrease of roughly one-fourth
in the amount of such giving to educational institutions. To be neutral in terms of
the impact on higher education, the tax credit would probably have to be set at a
level between 35% and 40%; at such a level the amount of total charitable giving
would rise as much as 50% above the dollar total resulting from the present system,
and the cost to the Treasury would be so high as to make such a change politically
impossible.

Moreover, fund-raising activities would become more complex and less effi-
cient. There would be a decline in the number and importance of large gifts and an
increase in the number of small gifts. Charitable solicitation, therefore, would face
an increase in the fund-raising cost per dollar of contributions received, thus widen-
ing the gap between what the donors give and the donees receive. Such a develop-
ment would clearly be undesirable.

10 A complete discussion ol the equity question would he much too lengthy lot this paper. A tedhical memo-
andu on the subject will b# mad@ atalable by the Council for Financial Aid to Education and provided to the

interested reader upon request.
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III. The Importance of Voluntarism
to Higher Education

Almost all of the proposals for changing the tax laws with respect to the charitable
contributions deduction would, if adopted, have the effect of discouraging the vol-
untary support of higher education. This is especially true for those proposals which
are being given any serious consideration. In view of the other financial problems
of academia, any diminution of voluntary support could hardly come at a more in-
opportune time. What higher education needs now is more support, not less.

In the past 25 years, higher education has undergone a marked transformation
as a social institution and its influence has become deeper and more widely diffused
than ever before, It no longer provides education primarily for the small segment
of society able to afford the costs involved, rather it provides educational oppor-
tunities of an extraordinarily diverse character to a substantial proportion of the
population. It is no longer concerned principally with the traditional programs cen-
tered on the liberal arts and the professions, rather it is concerned with the totality
of educational needs for a technological society characterized by social and eco-
nomic mobility. It is no longer a collection of "ivory towers" isolated from the main-
stream of American life, rather it is a far-flung enterprise intimately concerned with
and involved in human welfare and the social issues of the day. It is no longer sim-
ply a community of scholars dedicated to teaching and to expanding the frontiers
of knowledge, rather it is an aggregation of centers of learning and scholarship,
deeply involved with the nature of man and his relation to his environment. In short,
it has become a highly-organized instrument for the achievement of many national
goals. In this context, voluntarism has come to have a profound effect on the destiny
of both the individual and society.

The Importance of Voluntary Support
The voluntary support of colleges and universities has become much more impor-
tant than its numerical magnitude would indicate. Private gifts and grants to higher
education, which were less than S200 million in the mid-1940's, reached a level in
excess of $2.2 billion in 1973-74. This latter figure represents only 6.37 of the total
expenditures (operating and capital) of all colleges and universities combined, yet
the function of voluntary support is so unique that it exerts a disproportionate in-
fluence on the capacity of higher education to serve society.

For the private colleges and universities, which account for nearly 60 of
the number of institutions, such support is clearly vital to solvency and survival.
These schools traditionally rely on private support to meet a substantial share of
their operating budgets and virtually all of their capital requirements. It is thus a
source of income basic to the ability of private institutions to be free and indepen-
dent of political authority, and to provide diversity to the system of higher
education.

For the publi,, colleges and universities, voluntary support has been essential
to their ability to offer education of high quality. Gifts and grants from private
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sources often provide the "vital margin for excellence." Since appropriations from
state and local government budgets are necessarily determined in the context of
total tax revenue and the entire complex of competing demands for such funds,
the allocations to the institutions of higher education tend to be limited to the most
essential functions. There is seldom any extra money for the marginal activities and
programs that make the difference between mediocrity and superiority in educa-
tion."1 Private gifts and grants thus provide the public colleges and universities with
additional leeway for experimentation, for going beyond the minimum educational
effort, and for providing the additional services which are being increasingly de-
inanded of all higher education, public and private alike.

In larger terms, voluntary support provides the underpinnings for a diversity
in higher education that is vital to the independence of all colleges and universities
in carrying out their high purposes. Such independence is indispensable to the pres.
ervation and extension of educational quality.

The excellence of higher education in the United States is in large measure
due to its exceptional diversity. There are now more than 2,700 colleges and univer-
sities, some public, some private. They differ enormously in size and structure, and
they offer a broad range of programs oriented toward an extensive array of educa-
tional objectives. Some are national institutions, independent in outlook from the
part of the country in which they-are located; others are local in orientation, closely
identified with the people and problems of their particular communities. Their
constituencies are as varied as the institutions themselves, some serving primarily
the members of a religious denomination, others serving special minority groups,
and still others are aimed at serving the needs of a cross-section of the population.
Some are highly specialized, organized to serve the particular needs of agriculture,
the arts, science and technology, religion, medicine, the lay,, and even education
itself. Others are more generalized, with curricula which span a variety of disciplines.

This diversity among the institutions of higher education is a reflection of the
pluralistic society of which they are a part. It has arisen because of the pluralism
which has been so important in the evolution of all American institutions, political
and economic as well as social. Higher education as it exists today vas unplanned.
It developed at first through the individual initiative of countless educators and
philanthropists who perceived a need for particular kinds of colleges and universi-
ties in particular places at particular times, and who gave of themselves and their
resources that the institutions might be formed, maintained, and expanded. In the
past hundred years, public authorities at all levels of government have also come
to perceive and value the benefits which accrue to the nation and to all its subdi-
visions from the broadest possible base of educated citizenry. In this way the great
state universities, land-grant colleges, community colleges, and other public insti-
tutions have been added to the higher educational establishment to serve the needs
of the growing society. Many of these institutions bear the stamp of voluntarism in

11 "L lators do not look -Aith favor on the titras that uill make the difetence between adtqincy and t.i-
cellence. II puhlic mititutions Are to tthe for tictptutno11 p rforrmt.nce, they are lon-ftl to look to itvate funds
to lift then. ahoe the commonplace or the mediocre. 'Chose Iblic institution that h.,xe achiertd greatness ha-t,
dom- so with the help, and encouragement of ivi'ate resources and pri%ate leadership."

Howard R. Bowen. Preiidetit. University of Iowa, speaking to butsinesmen in Dallas. Tesas. at a CFAE lunch-
coo meting. March 7. 1969.
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Table I

Private Gifts and Grants Received by Colleges and Universities
melonss of dolam)

1909-10 1919.20 1929-30 1939-40 1949-50

Current Funds:
Educational and General
Less: Contributed Services"

Student Aidb

Total current funds

Capital Funds:
Physical plant funds
Physical plant assetse
Endowment funds
Student loan funds
Other capital funds

Total capital funds

Total gifts and grants

3.6 7.6 26.2 40.6
j7.9

3.6 7.6 26.2 32.7

3.6 7.6 26.2

8.4 7.9 51.4 22.7 72.6

62.8

11.2 51.5 63.5 36.3 1.5
f 2.5

19.6 59.4 114.9 59.0 139.4

2.3.2 67.0 141.1 91.7 240.3

118.7 191.3 325.0
17.8 25.0 37.4

110.9 166.3 287.6
16.8 32.8

110.9 183.1 320.4

103.9

100.1

450.8
46.6

404.2
57.0

461.2

157.2 226.5
29.0 49.9

192.7 230.2

1.9 3.2
4.5 7.8

210.4 389.9

393.5 710.3

8.5
19.8

534.9

996.1

* Not separately oolleced until 1931-3L.
b Not sepaately coleted until 1953-54.
* Not aepa ately collected until 1957-58.

SEstimated by Divisiom of Remerdc CFAE

Source: U.S. Depeasmmat of Heath. Education. and Welfame. Oioe of Education: Digest of EducatontW
staatii ( 1971 Edition). Table 129. p. 100: Surveys ofFinawial Statltics of lMstution of lgher
Education (l9748 to 1965-6); Rammial Surmy of Education in the United State (1949-50 to
1955-56).

I A

1953-54 19.57-58 1961-62 195-66

651.1
60.0"

591.1
86.6

677.7

366.1
73.0

282.2
10.4
.34.5

766.2

'1.443.9
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addition to their sponsorship by state and local governments. Private financial sup-
port has been an important source of income for many of these institutions, and in
numerous instances the buildings, grounds, and other physical facilities were do-
nated by interested and concerned individuals.

The voluntary contribution of money, time, and energy was responsible for
the founding of higher education in the United States, and voluntarism in all its
dimensions has been a key element in its development for more than 300 years.

The Early History of Voluntary Support
During the Colonial period private gifts were the dominant source of funds for
higher education. Among the nine colleges founded before the Revolutionary War,
only one received any substantial assistance from governmental sources; the other
eight were established and maintained almost entirely by philanthropists. The sur-
vival and growth of these institutions during the seventeenth and eighteenth cen-
turies was possible only because of a continuous flow of gifts and bequests for
operating funds and physical facilities.

During the period from 1780 to 1860, it is estimated that as many as a thousand
colleges were organized. Most of these institutons were founded by clergymen and
supported by local congregations, and their continuance depended directly on their
success in raising money. Despite the efforts of many dedicated individuals and
the frequency with which appeals for support were directed to the urban centers
in the northern and eastern areas, only a small number of these colleges survived as
permanent institutions. While it was voluntary giving at the local level that made
this boom in new colleges possible, it was philanthropy in its wider dimension that
determined which institutions should be maintained and encouraged to grow.

In the years following the Civil War the flow of voluntary support overshad-
owed all earlier gifts-to higher education. Individual benefactors made single gifts
measured in millions of dollars, whereas contributions previously had been reckoned
in thousands. Many of the older colleges, including those founded in the Colonial
period, were transformed into major universities as a result of large gifts from phil-
anthropically-minded citizens. In perhaps two dozen instances, multi-million dollar
gifts were responsible for the establishment of new universities as going concerns;
these institutions flourished and grew as a result both of large endowments provided
by their founders and of continuing support which was attracted to these new cen-
ters of learning. This period also saw the creation and development of many of the
state universities and land-grant colleges, most of which received financial support

-from private citizens as well as from the Congress and the state legislatures.

The Period After 1910
In 1889-90, the U.S. Office of Education began to compile some information pertain-
ing to the income and property of colleges and universities. For 1909-10 and later
years, the published data included basic figures on the annual level of private gifts
and grants, and with the passage of time this information became more detailed and
more comprehensive. Summary data from this source, covering the period from
1909-10 to 1965-66, are shown in Table I.

These figures reveal an extraordinary growth in the overall total of private gifts
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and grants received by colleges and universities. From $23.2 million in 1909-10, the
total of voluntary support of higher education rose to more than $1.4 billion in
1965-66. This increase represents a growth rate of 7.7% per year, on the average.

It is very probable that this rate of growth exceeded that of the period before
1909.10 and that the acceleration in the growth of voluntary support is related to
the tax laws and their treatment of private philanthropy.

As indicated in Table I, the rise of voluntary support after 1909-10 was by no
means uniform. Between 1909.10 and 1929-30, the average growth rate was 9.4% a
year. This was followed by the decade of the Great Depression when private gifts
and grants fell by a third. After 1939-40, however, voluntary support resumed its
upward course, and for the 26-year period ending 1965-66 the growth rate averaged
11.2% a year. For the entire period, the growth of voluntary support exceeded that of
the national economy and that of higher education itself.

The rapid growth of educational philanthropy after 1909-10 coincided with
the enactment of the income tax and the adoption of the contributions deduction.
The jump in the growth rate following 1939-40 occurred immediately after the up-
ward shift in income tax rates at the onset of World War II. There can be little doubt
that these relatively high rates of growth were due in no small part to the effect of
tax incentives. In 1964 and 1965 there was a reduction in tax rates, and since then
the growth of voluntary support of higher education has slowed appreciably.

Voluntary Support Since 1965.86
The only consistent information on overall educational philanthropy since 1965-66
is that compiled in the annual Survey of Voluntary Support of Education.'2 Although
these Surveys are less comprehensive than those conducted by the U.S. Office of
Education, the participating institutions have consistently accounted for about 85%
of the private gifts and grants received by the entire higher educational community.
Estimated totals for all colleges and universities are shown in Table II.

It is clear that the growth of voluntary support has been slower in the period
since 1965-66 than it was in previous years. For the eight years ending 1973-74, the
estimated totals show an average annual increase of only 5.7% as compared to the
growth rate of 11.21 during the period from 1939-40 to 1965-66. With the exception
of 1968-69, the percentage increases in every year since 1965-66 have been smaller
than the average growth rate in the prior period.

This decrease In the rate of growth of voluntary support is one of the causes of
the financial crisis that has overwhelmed higher education in recent years. Between
1965-66 and 1973-74, college and university expenditures increased at an average
rate of 112 per year, which is about the same as the rate of increase between 1949-50
and 1965-66. The factors responsible for the earlier growth of institutional expen-
ditures - increasing enrollment and rising costs per student - continued through-
out most of this recent period, and in addition the rate of inflation accelerated.
Although the growth of expenditures has begun to moderate with the slowing in
the rise of enrollment, it remains high by historical standards.

12 For 1"6-8 and later years, the U.S.O.E. figures are either inconsistent with earlier delnition n narroawer
In coverqe. Since 1967-68. for example, only fragmentary data on capital funds have been compiled.
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Table II

Estimated Total Voluntary Support Received by Colleges and Universities
(millions of dollars)

1,965-86 1966-67 19R7-08 1968.69 1969.70 1970-71 1971.72 1972-73 1973-74
Current
Operations 875 710 800 870 960 1,050 1,110 1,230 1,300
Capital
Purposes 765 770 800 930 820 810 910 1.010 940
Total 1.440 1.480 1.600 1,800 1,780 1,860 2,020 2,240 2.240

0 Includes rifts fnr etndownent. vhethtr e.amarkc-d or ptlaced there at instihtitinon' discretion.
Source: Council for Financial Aid to Fd ication. voluntarj Support of Educntio,, (various dates).

The decline in the growth rate of voluntary support in the last eight years,
therefore, has resulted in a significant decrease in the relative importance of educa-
tional philanthropy as a percentage of total institutional expenditures, from 9.5% in
1965-66 to 6.3% in 1973.74. The difference between these two figures implies a "loss"
of more than $1.1 billion of gift income in 1973-74 as compared to what voluntary
support would have been had it continued to grow at its earlier rate of increase.
This sum is equal to nearly $400,000 per institution, a figure that could easily
have spelled the difference between a serious deficit and a balanced budget for
many small and medium.sized colleges.

In view of the impact of inflation and growing enrollment, this estimated "loss"
in voluntary support has an even greater significance. The data shown on Table III
indicate clearly the character of this development. Prior to 1949-50, the growth of

Table III

Voluntary Support of Higher Education in Relation to Inflation and Enrollment

Voluntary Voluntary Vohltary
Support Consumer Support Support per

(millions of Price Index (millions of Total Student
current (1947-49 1947.49 Enrollment (1947-49
dollars) = 100)4 dollars) (thousands)6 dollars)

1909-10 23 38.4 60 355 169
1949-50 240 102.3 235 2,659 88
1965-66 1,440 138.8 1,053 5,526 191
1971-72 2,020 175.9 1,148 8,116 141
1972-73 2,240 184.3 1,215 8,265 147
1973-74 2,240 200.3 1.118 8,520 131
Average annual

percentage change:
1909-10 to 1949-50 6.0 2.5 3.5 5.2 -1.6
1949-50 to 1965-66 11.9 1.8 9.8 4.7 5.0
1965-6 to 1973-74 5.7 4.9 0.8 56 -4.6

Sources:
IU.S. Bureau of the Cens,. Hstorklal Ste tics of the United State, Ccol.t. Times to 1957. Washington,

D.C,. 190. Series El13. E158. E159. pp. 15-127; Economc Report of the President. Washington, D.C., 1975;
data converted to 1947-49 base by Division of Research. CFAE.

b U.S. Department of Health, F.dAcation and Wel are.. Office of FAlicatsost Diges of Educatiotnal Statistlcs
(1971 Edition). Table 103. p. 77; Proecolkem of Educational Statistlca (1974 Edition), Table 6; resident and
extesio, degiee-credit enrollment fto 1965.46 and later )ean, extension students secluded fof prior years. Non-
degree-credit enrollment. which was about 900.000 in 1973-74, is not included.
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educational philanthropy had not kept pace with the combination of rising prices
and growing enrollment, with the result that support per student, in constant prices,
decreased by about 50 in the fort) years after 1909-10. Between 1949-50 and 1965-
66 the situation was reversed, and real support per student made up all the lost
ground and more. Concurrent with the slowing in the growth of voluntary support
between 1965-66 and 1973-74, however, there was an acceleration in the rate of
inflation and an acceleration in the growth of enrollment. As a result, volun'tary
support per student, adjusted for inflation, decreased nearly 5 per year, on the
average, and in 1973-74 reached a level more than 22T below that of 1909-10.

This development indicates clearly that there is an urgent need for a further
encouragement of educational philanthropy, not the tind of discouragement that
would result from some of the proposals for the tax reform.

As a result of the decrease in the growth of voluntary support and other sources
of income, and the continued upward pressure on costs, many institutions of higher
education have encountered budgetary deficits. The academic community as a whole
has entered a period of severe financial stress. The character and extent of this
financial crisis has been well-documented elsewhere,13 and need not be repeated
here in detail. It should be pointed out, however, that educational expenditures
grew at an unprecedented rate throughout the fifties and the sixties, and that this
growthwas made possible by a favorable combination of political and economic
factors and public attitudes. At the same time, the upward push on the costs of
higher education reflected factors that were largely beyond the control of the col-
leges and universities.

All this is now changed. Virtually all the sources of college and university in-
come have encountered resistance to further growth, and some of the factors which
have tended to increase the costs of education have now begun to moderate. Colleges
and universities themselves have taken many of the necessary steps to improve their
management procedures and to economi-ie on their use of the available resources.
Much has been done in this area and much yet remains to be done, but there is some
chance that the institutions of higher education will be able to maintain a viable
degree of financial stability in the years ahead.

Their success in this area, however, will depend directly on the continuation of
Navorable climate for voluntary support. In this regard, perhaps the most critical

single factor of all is the character of public policy with respect to the tax incentives
for philanthropy.

I I ,JI. At%,%,li and C. WA. Atwell. Adjust ints of thr Pdnor .Vationat Unstersatie to Budgctnj DiASrcsr. (197Z'7.

G. Hudgins. c dl, Peoples Colleges in Trouble (A Financial Profile of the Nation's State Universities and Land-
GrAnt Colleges), 41970 ).

W. W. Jellema. The Red and the Btlck (Special Preliminary Report on the Financial Status of Private Instittions
of Higher Leaming). ( 171 ). and Redder and Much Rcdder, ( 1971 ).

Ead F. Chei, The New Depression in higher Education (A Study of Firencial Conditions at 41 Colleges end
Untersities), Carnegie Commissin on Higher Education. (1971 ), and The New Deperuion in Higher Educa-
tion - Twco Yers' Later. ( 1973). In his tatter book, Prolessor Cheit states "that (financial) stability is fragle.
for it is the product of unusual cuts in eipenditure growth and is based in part on favorable assumptions about
external conditions - iflatiom, enrollments, lpiate support, and public policy at the state and federal levels.
Clearly. then, it would not take much to clestroy the stability and force the institutions on a downward Course
again.
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IV. The Future of Voluntarism
in Higher Education

There do exist some provisions of the Internal Revenue Code that are in need of
revision. IHowever, those related to the charitable contributions deduction have
already been purged of abuse. Philanthropy needs more, not less, encouragement.
The charitable deduction has been a continuing fixture of the tax law for over 55
years; it has withstood the test of changing conditions, through prosperity and
depression, through peace and wa:.and through very substantial changes in the
relationship between the individual and society. It has served effectively as anl
instrument of public policy in channelling voluntary initiative and voluntary funds
into a host of socially-desirable philanthropic activities, thus helping to preserve
some of the fundamental tenets of American character and political philosophy.

It is a fact, however, that at a time when philanthropic needs are growing the
charitable contributions deduction and several related provisions of the tax law
have come under attack. All of the tai reform proposals which deal with charitable
contributions, although designed to achieve other goals, would have the effect of
reducing the incentives for philanthropic giving. If enacted into law, such proposals
would be certain to result in a decrease of the voluntary support of higher education
and other charitable activities. The cost to society of this result is likely to be much
greater than any benefits thatmight be achieved in other directions.

Potential Consequences of Tax Reform
Americans have long had impulses toward generosity that are independent of any
tax considerations; philanthropy was a thriving institution before the income and
estate taxes came into being. However, the encouragement to voluntary action in
the public good which arose from the adoption of the present tax structure has
resulted in an upward shift in the levels of giving, and the effects of this change are
now built into the economic structure of higher education and other voluntary
sectors. The predictable downward shift in giving habits that would result from
reduced tax incentives for philanthropy will inevitably do violence to the fragile
solvency of all charitable institutions. The probable magnitude of this effect, under
present conditions, is likely to destroy much of the cherished pluralism in Ameri-
can life.

Higher education, in particular, will suffer many undesirable changes. At a
minimum, there will be a retrenchment of educational programs and other services
at many colleges and universities. Among other things, this will involve significant
reductions in educational opportunity for substantial numbers of young people who
have only recently begun to have any real hope- of obtaining a college education.
It will also involve some decrease in the quality of education available to those
who can continue to attend college. In the extreme, the loss of voluntary support
could lead to widespread insolvency among the private institutions of higher educa.
tion, with all the resultant dislocations of students, faculties, and institutional re-
sources. The losses to society implicit in such developments are incalculable.
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Substitution of Government Support Unlikely and Undesirable
It is often argued that any reduction in institutional income as a result of decreased
private giving could be replaced by additional governmental appropriations, either
through existing programs or through entirely new legislation. Such a development
is possible, but it would require significant changes in public policy that are un-
likely in the context of national priorities and undesirable in the climate of opinion
that continues to favor a pluralistic society. Moreover, since many of the private
institutions of higher education are church-controlled, the constitutional principle
of separation of church and state, as embodied in the First Amendment, would bar
any general appropriations to these colleges and universities from governmental
sources.

Even if there should be a willingness to substitute Treasury funds for private
funds in the financial structure of higher education, there is an important allocation
question. The distribution of funds to the institutions of higher education by public
authority is typically on a formula basis, and such formulae are inevitably arbitary
and rigid. By contrast, the allocation of voluntary support is determined by the de-
cisions of many individual and corporate donors who determine their own alloca-
tions on the basis of perceived needs and opportunities.

The recipients and the purposes of private gifts and grants are thus determined
by millions of private decisions, each of which reflects the preferences of the indi-
vidual giver as to the uses to which his money should be put. Such preferences,
molded in the light of individual knowledge of particular educational institutions
and educational priorities, constitute a rich composite of the value standards of an
important segment of the' population. The sum of many private decisions with re-
spect to the distribution of resources to higher education is inherently preferable,
in a free society, to the rigid allocations dictated by any formulae, just as in a free
economy the sum of the market decisions of producers and consumers is preferable
to the arbitrary dictates of any centralized authority.

Aside from these considerations, the substitution of additional government
support for any part of the existing private support is undesirable by reason of the
potentially adverse impact on the character and quality of higher education. Any
increase above the present 50$ share of total governmental funding in the income
structure of the institutions of higher education 1' implies that public authority
would become dominant in the direction of educational effort. The concentration
of the financial support of higher education in government hands necessarily leads
to the concentration of influence and control- in educational matters, and such au-
thority would all too easily be dictated by political and other non-educational con-
siderations.

Any rise in the importance of governmental funds would weaken the values
which are today inherent in the diversity of college and university funding. In due
course, there would be a decline in the freedom and independence of educational
institutions to determine their own policies and programs. The communities of

14 The income structure of all institutions of higher education combined has been relatively stable in recent
years. General appropriations, support for research and other programs, and student-aid funds provided by Fed-
eral, slate. and local governments cotstitute rour.hly 50% of the total. Income earned by colleges and universities
for themselves from tuition, fena. room and board payments, and the revenues of academic departments and enter-
prisea account for about 40%. Private gifts and grants and the income from endowment lntestments make up the
remaining 10%.
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interests that now direct the activities of colleges and universities would necessarily
become subservient to the monolithic interests of governmental bureaucracy. Uni-
formity would replace diversity in educational programs and institutional services,
rigidity would replace flexibility in educational policy, and the latitude for innova-
tion and experimentation in educational matters would be severely constricted.
Colleges and universities would become less responsive to the interests of their
students, their supporters, and their communities.

Ultimately there would be an erosion of the capacity of higher education to
maintain and extend its contributions to American society. Economic and social
progress would be jeopardized, and the vital dynamics of American political life
would be seriously impaired. Much of the strength of the United States as a leader
in world affairs might well suffer as a direct consequence of this eventuality.

Tie achievements of higher education in contributing to the welfare of Ameri-
can society have been made possible in large part by the voluntary initiative of
countless individuals who have given their time, their talent, and their money to
support the colleges of their choice. It is imperative that voluntary support should
continue to be encouraged by public policy, and that the provisions of the Internal
Revenue Code which provide tax incentives for such support should be maintained
and strengthened.
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WEBSTER, KILCULLEN & CHAMBERLAIN,
Washington, D.C., April 91,1976.Hon. RussE.LL LONO,

Chairman, Cmnmittee on Finance,
U.S. Senate, Washington, D.C.

DEn MP. LONG: This letter represents a written statement on behalf
of Sand Springs Home, Sand Springs, Okla., urging the committee's
action on H.R. 5815, a provision dealing with the classification of cer-
tain charitable organizations under section 509 of the Internal Reve-
nue Code. An original and five copies are supplied for the committee's
information.

I. INTRODUCTION

In a release dated December 21, 1973, Mr. Al Ullman, acting chair-
man of the Committee on Ways-and-Means, requested comments on a
number of tax bills which had been introduced in the House. Among
them was H.R. 2258-93d Congress, 1st session-which would have
amended section 509 of the Internal Revenue Code to provide that a
charitable organization operated, supervised, or controlled by or in
connection with an organization described in section 501 (c) (8) or
(10)-fraternal beneficiary associations including Masons and Shrin-
ers--would be classified as other than a private foundation. OnApril 13, 1973, representatives of-Sand-Springs Home appeared before
the House Ways and Means Committee and testified in support of
H.R. 2258. Written comments were also submitted in support of the
bill. See, public hearings before the Committee on Ways and Means,
House of Representatives, 93d Congress, 1st. session, on the subject
of general tax reform, pages 6518 to 6528.

In a bill report dated December 10, 1973, copy enclosed, the Treasury
Department approved H.R. 2258 with the added suggestion that its
relief be expanded.
I On September 25, 1974, the Committee on Ways and Means ap-
proved H.R. 2258 in executive session, and ordered it reported. The
93d Congress adjourned before the bill was actually reported to the
House.

In the 94th Congress, H.R. 5815 was introduced on April 9,1975, and
it is identical to H.R. 2258-93d Congress. No new hearings have yet
been scheduled by the Ways and Means Committee on this bil, or any
other, dealing with public charities or foundations. It is understood
that Mr. Ullman will deal with these matters as part of "Phase II"
tax reform plan.

In a telegram dated March 30, 1976, due to the number of witnesses,
Sand Springs Home was not able to provide oral testimony on H.R.
5815 to the Conimitte on Finance. It was, however, in-vited to submit
a written statement for the record and this letter is for that purpose.

II. THE PROBLEM IN BRIEF

The 1969 Tax Reform Act caused the classification of the Sand
Springs Home as a private foundation because virtually all its income
is derived from its endowment. Its endowment is adequate for its
support and the home does not need public funds. AKcounterpart orga-
nization, with a similar source of support is not treated as a private
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foundation if controlled by publicly supported section 501(c) (3),
(4), (5), or (6) organizations-charities, civic leagues, labor unions,
or business leagues. Since 1925, the Sand S springs Home has been con-
trolled by a board of trustees appointed by the Oklahoma grand master
of the Ancient Free and Accepted Masons, a fraternal beneficiary
society described in section 501 (c) (8) of the Internal Revenue Code.
Thus the home is subject to the requirements imposed on private
foundations.

As required by chapter 42 of the Internal Revenue Code, a private
foundation must pay a 4-percent excise tax on its income and is
required to distribute the greater of its income or a fixed percentage
of its assets each year-now 6 percent-:or pay a 15-percent tax on
undistributed. income-or corpus, as the case may be. Many of the
home's assets consist of investments which were part of its original
endowment. The yield on these properties, in relation to current value,
is not sufficient to meet the 6-percent minimum pay out-634 percent
for fiscal year 1977. The annual income of all investment properties is
insufficient to meet the current distribution requirements of 6 percent
of the value of its endowment. It must therefore pay out principal if
it is to avoid paying taxes required by section 4942.

III. THE PROPOSED SOLUTION

H.R. 5815 would do nothing more than give organizations such as
the Sand Springs Home, directly controlled by a publicly supported
fraternal organization, the same exemption from private foundations
status enjoyed by a charitable organization controlled by a labor union,
public charity, civic, or business league. We are certain that if this
problem had been considered by Congress at the time section 509 (a) (3)
was enacted organizations such as the home would not have been ex-
cluded from the-exemption from private foundation status provided
by that section. This view is shared by the Treasury Department, In
a letter written in December 10, 1973, a copy of which was earlier
furnished the committee, Frederic Hickman, then Assistant Secretary
of the Treasury, states, with reference to the predecessor of H.R. 5815:

The Treasury Department supports the enactment of H.R. 2258. [Now H.R.
5815] Affiliation with a fraternal beneficiary society, order,-or association
insures indirect public scrutiny of the activities of the affiliated organization
through the supervision of the parent organization.

IV. DESCRIPTION OF TIE SAND SPRINGS IhOME

The Sand Springs Home was founded by the late Charles Page on
June 2, 1908. On August 9, 192-2, it was incorporated under the laws
of the State of Oklahoma. At the time the home wi. founded, there
was no. Federal income tax since a Federal income tax could not be
imposed until 1913, after the passage of the 16th amendment. The
home was originally formed for the purpose of caring for needy chil-
dren; however, in 1914, recognizing that there was a need for a facility
which would also provide a place for needy widows to raise their chil-
dren, there was formed a Widows' Colony. See generally, Sand Springs
Home, 6 B.T.A. 198 (1922), Acq. C.B. VI-1, 5. These activities have
continued until the present time. During 1976, the 71 dependent chil-
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dren in residence and in the Widows' Colony there are 40 widows with
a total of 207 children.

Orphaned children are committed to the home by the order of the
Oklahoma State district court, which charges the home with the
duty of the care, maintenance, and education of the children. Widows
and their children are admitted to the Widows' Colony under rules
and regulations authorized by the Sand Springs Home, rather than
court order, and the children remain under the guardianship of their
mothers. The mothers are both guardians of the person and guardians
of the property of their children.

Personal assets of orphaned children are held in trust under guard-
ianshi ps established under the probate divison of the district court
of Tulsa, County, Okla. Individual bonded guardians are appointed
by the court, and all personal assets, including social security
survivorship payments, veteran's survivorship benefits, etc., are im-
pounded in the duly established guardianships. They are administered
by the court until its approval of the final accounting distribution by
the guardian of assets to said child on reaching his or her majority.
No personal funds of any child are ever accepted into or comingled
with the accounts of the Sand Springs Home. The home's legal depart-
ment protects each child in effecting settlement claims for death, insur-
ance, social security, and veteran's benefits from which such guardian-
ship assets customarily accrue.

The home makes available to the Public School System of Sand
Springs and to the various churches of Sand Springs and immediate
area, lands belonging to it, as long as such lands are occupied and
used for educational or religious purposes, as the case may be.

Much of the endowment of the home consists of property be-
queathed to it in 1926. The home's assets consist' in addition to the
land and buildings directly utilized for the carrying out of the exempt
activities, of large tracts of grazing land and woodland, stock in
several small but prosperous wholly owned companies (e.g., the
Sand Springs Railway Co.). oil properties, and investments in gov-
ernmental obligations and certificates of deposit. For historical per-
spective on the railway corporation, see Sand Springs Railway Co., 21
BTA 1291 (1931) and 31 B.T.A. 392 (1934). It is difficult to assess
the total value of the assets (this being one of the problems presented
by Internal Revenue Code sec. 4942); however, the total endowment
is substantial and at a minimum this value exceeds $12 million.

The board of trustees of the home are appointed by the grand master
of the Ancient Free and Accepted Masons of the State of Oklahomla,
Most Worshipful Grand Lodge, Guthrie, Okla. The grand lodge
is a section 501 (c) (8) organization. See. "Cumulative List of Organi-
zations, described in section 170(c) of the Internal Revenue Code of
1954," IRS publication No. 78. revised 1-75, at page 33.

The Sand Springs Home, since its formation. has expended in ex-
cess of $20 million for charitable and philanthropic purposes and has
cared for a total of 800 dependent children and widows. The home
is unique, since Mr. Page, recognizing the need for such organizations
at an early date, provided the organization with an endowment
which has resulted in its never having to request that the public make
contributions to it. The home has been able to operate without having
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to further burden the public with requests for funds. However, what
would be considered a virtue is now a detriment since if the home had
requested additional funds through the years from the public for its
support, it would undoubtedly be able to qualify as a public founda-
tion. However, due to the original bequest of funds to the home, it
now finds itself in the position of being classified as -a private founda-
tion.

The Sand Springs Home should be entitled to hold assets which
probably will maintain their value during inflationary times to insure
that it will be able to meet the continuing responsibility to the chil-
dren and widows for whom it has accepted responsibility. This is, of
course, even more important with the current trend of food, shelter,
clothes, medical expenses and education costs. The home must be
in a position to invest for the future as well as for current income.
The original donor to the home shrewdly provided it with invest-
ments the value of which has permitted the home to offer its services
to the needy. However, the artificial payout rate prescribed for the
home has the effect of distributing principal not in furtherance of its
original charitable purposes or forcing it to engage in wasteful, need-
less spending for its current residents.

Indeed, if current welfare and population trends continue, there
may be no need for orphanages or homes which take care of needy
widows and their children. Perhaps when that juncture is reached,
a new public service role for the home may be devised by Oklahoma
or Federal courts but until that time, the home fulfills its stewardship
of its residents in an efficient, effective manner giving due regard to
its properties, their yield and value, and the possible needs of women
andchildren which the future may insist be served.

V. CLASSIFICATION OF CHAItABLE ORGANIZATIONS

When the Tax Reform Act of 1969 [Public Law 91-172] was
enacted, two classes of charitable organizations were created-"pri-
vate foundations" and "other than private foundations" also called
public charities, Section 509 of the code provides the definitional
provisions which govern which organizations are to be treated in one
of the two respective classifications.

Prior to the Tax Reform Act of 1969, and before the substantial
restrictions imposed on private foundations, there had been differences
between charitable organizations but these differences involved the
income tax deduction available to individuals in any taxable year.

For example, there were charities that were "20 percent" rarities
and "30 percent" charities. Contributors to organizations classified as
30 percent charities under section 170 (b) (1) (A) of the Internal
Revenue Code, prior to 1969, were permitted to deduct up to 30 per-
cent of their adjusted gross income and carry over any excess to
succeeding years. Contributors to organizations classified as 20 percent
charities could deduct only that percentile and no carryover was
permitted for excess contributions. Since Sand Springs did'not solicit
contributions, these provisions of section 170 were of no importance
to the home.
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With the changes in the law in 1969, the former provision with
respect to charitable contribution deductions was picked up and placed
into the definitional provision-section 509-which distinguished
between private foundations and these "public charities." Thus an
organization which could qualify as what was then a 30 percent-
now a 50 percent-charity because of other changes in the law-
would qualify as other than a private foundation. See generally,
IRC section 170(b) (1) (A) (i) through (vi). This is provided under
section 509 (a) (1) of the code. Organizations covered by this pro-
vision include churches, medical research units, schools, hospitals,
and publicly supported organizations such as the Red Cross, United
Fund, Boy Scouts, and other such broadly based publicly supported
organizations.

Because of definitional problems that existed under section 170(b)
(1) (A), certain organizations, even though they had broad based
public support, could not be classified as section 170(b) (1) (A) (vi)
organizations because they received support in the form of exempt
function income rather than contributions. Into this category fall
educational and scientific societies which received dues and similar
income. With respect to these organizations, since they were broadly
publicly supported, enactment of section 509(a) (2) provided a means
by which they could qualify as other than private foundations.

In general with respect to organizations classified under section
509 (a) (1) and 509 (a) (2), there was a requirement that the organi-
zation receive more than one-third of its support from the general
public, or in the case of section 509(a) (1), be among other types of
organizations listed in section 170(b) (1) (A). With respect to 509(a)
(2), there was a limitation upon the amount of investment income
which could be received.

In addition, there was provided another mechanism by which orga-
nizations could qualify as other than private foundations. Under this
method, an organization was required to demonstrate that it was
controlled, supervised or operated by or in connection with an orga-
nization described in section 509 (a) (1) or (2) and that it operated
exclusively for the benefit of, to perform the functions of, or t'o carry
out the purposes of a section 509(a) (1) or (2) organization. Thus
if there were an organization which was operated or controlled by
a public organization, it qualified as a publicly supported organi-
zation. This was provided by section 509(a) (3).

Differentiation between foundations and other charitable organi-
zations was necessary because--

* * * the ability of donors to engage in financial transactions with their
foundations is adversely affecting taxpayer morale. Many feel that allowing
contributions to a foundation to be deductible in situations in which the donor
has not irrevocably parted with the "donated" property Is improper. The belief
Is becoming more widespread that the creation of a private foundation is a
tax dodge used by some taxpayers to obtain tax advantages, much as expense
account living was regarded. Under our self-assessment tax system it is impor-
tant that the public have confidence in the fact that every taxpayer is paying
his fair share of the cost of government.

See Treasury Department Report on Private Foundations, Febru-
ary 2, 1965 at p. 16. The assumption was that an organization respon-
sive to or dependent upon public support was less prone to abuse of
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assets dedicated to charitable uses. Thus a distinction-was needed to
differentiate between organizations likely to be responsive to the
public and those endowed organizations, operated on a discretionary
basis, often controlled completely by a donor or his family, for which
there is no real accountability. See floor statement of Senator Curtis,
Cong. Ree. Dec. 4, 1969, at S. 15646 (daily ed.) proposing what is
now IRC sec. 6056.

VI. DEVELOPMENT OF EOTION 509 (a) (3)

A review of relevant material after the publication of the Treasury's
foundation report revealed little testimony on the need to differentiate
between private and public organizations. Cf., Written Statements of
Interested Individuals, etc., vol. 1 (89th Cong., 1st sess.) at pp. 478-
479. Apparently, the term was thought to be self-defining. Congress
came soon to realize that, in drafting a definition of what was not to
be treated as a private foundation, that many public charities were
directly supported by or assisted in their endeavors by section 501 (c)
(3) organizations--for example, charitable trusts--which the public
charity supervised or controlled or which were operated in connection
with such charity. See, Press Releases Announcing Tentative Decisions
on Tax Reform Subject, dated May 27, July 11, and July 25, 1969,
91st Cong., 1st sess. at pp. 5-6).

Thus when H.R. 13270 was introduced on August 1, 1969, a section
501 (c) (3) organization controlled by a public charitable organization
was exempt from the private foundation provisions. House Report
91-413 Part 1 (91st Cong., 1st sess. at pp. 40-41). It was recognized
that the provision was aimed at a foundation-known as the Hershey
Trust-which supported a school-known as the Hershey School.
See House Report 91-413, supra, at p. 41 and Congressional Record,
December 6, 1969 (daily ed.), at pp. 5 15982-3. The Milton Hershey
School was originally a'school and home for orphaned boys. In review-
ing pertinent testimony before the Finance Committee on the problem
of defining a private foundation, no witnesses supported the prop-
osition and a number expressed strong opposition to its exclusiveness.
See, Summary of Recommendations on Private Foundations. sub-
mitted to Committee on Finance, on the subject of tax reform (Joint
Committee Print), dated October 25, 1969 at pp. 18-20. On October 28,
1969, the Finance Committee announced that--

Foundations Related to Certain Publicly-Supported Exempt Organization.-
The committee adopted the rule that 4 foundation operated in conjunction with
a publlciy-aupported exempt organization (such as social welfare organizations,
labor and agricultural organizations, business leagues, real estate boards etc,),
will be treated as meeting the public support test for purposes of being a public
charity and would not be a private foundation.
In its report (H. Rept. 91-552,91st Cong., 1st sess. at p. 59) the Finance
Committee went into no definitive explanation of the rationale for its
decision. No amendments were made on the Senate floor to the pro-
vision although Senator Scott, for the Hershey Trust,, went into a
considerable discussion of the importance of section 509 (a) (8), Con-
gressional Record, December 6, 1969, supra. Other than some further
clarifying remarks about the provision by Senator Javits (Con. Rec.,
December 8,1969, at 8 16095-6 daily ed.) there was little to indicate the
reason for the 509 (a) (3) exemption except that these controlled
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organizations "* * * are not the sort of organizations responsible
for the abuses that occasioned the new strictures." Congressional Rec-
ord, December 6,1969, at S 15982, daily ed. The Conference Committee
tion were classified as a section 501(c) (4), (5), or (6) organization,
(H. Rept. 91782, 91st Cong., let sess., at p. 289) but did not otherwise
address the general theme of foundations controlled by exempt or-
ganizations public in nature but which are not themselves charities
It would appear that but for a communication from the North Carolina
Masonic Lodge (1969 Senate Hearings, vol. 7 at p. 6196) and the
Sand Springs Home (Hearings, supra, at 6218) no one gave much
thought or attention to charities operating under the aegis of frater-
nal societies. o

SUMMARY

As was indicated earlier, as vacancies in the office of trustee occur,
the trustees of the Sand Springs Home are appointed by the grand
master of the Masonic Lodge of Oklahoma. If this masonic organiza-
tion were classified as a section 501(c) (4), (5), or (6) organization,
the home would qualify as other than a private foundation. This would
result under regulations (§ 1.509(a)-4(g), example (3)) since the
trustees are appointed by the Masonic Order through its presiding 6f-
ficer. Also, the home does carry out a type of activity which is closely
identified with charitable activities of Oklahoma Masonry.

However, as indicated, the Masons are not a section 501(c) (3) ,oi
a section 501(c) (4), a section 501(c) (5) or a section 501(c) (6) or-
ganization. Thus even though an organization which is responsive to
the public and which has broad public support has, by virtue of its
grand master's power of appointment over trustees, control over the
home, the home may not utilize such circumstances to qualify as a
public charity; The treatment of charities controlled by section 501 (c)
(4), section 501(c) (5), and section 501(c) (6) organizations should
be extended to charitable organizations afliated with fraternal orders,
such as the Masons which are exempt under section 501 (c) (8), or fra-
ternal units under section 501 (c) (10).

From the glimpses of the congressional intent cited earlier for the
enactment of the last sentence of section 509(a) (3), it is clear that
Congress was assuring that public foundation status would be con-
ferred based upon a relationship with a public organization and its
responsiveness to the organization, its members or its hierarchy. We
would amend section 509 (a) (3) to provide as follows:

For purposes of paragraph (8, [section 509(a)'($)] an organization described
in paragraph (2) shall be deemed to include an organization described In section
501(c) (4), (5), (6), (8) or(10) which would be described in paragraph (2) if
it were an organization described In section 501(c) (3).

The new language adds sections 501 (c) (8) and 501 (c) (10) as ap-
proved parent organizations.

When the Treasury Department initially a proved the concept (in
its December 10, 1973, bill report) now embodied in H.R. 5815, it was
called fair and sound. It is fair to exempt these organizations from
chapter 42 because-

4 * * the relationship between the parent organization and the- support or-
ganisation insures that the support organization will be as responsive to the
public Interest as the parent organization itself. Ibid.
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Public scrutiny exists as to fraternal organizations merely by the size
of the membership aid the democratic election procedures which ex-
ist to preclude its status as a-captive of a donor, family, or business
corporation.

The Masons, Shriners, Knights of Columbus and other societies have
charitable affiliates who would benefit from this law. It is timely for
the Congress to redress the oversight which occurred in 1969 by ex-
tending section 509 (a) (3) to their charities.

Very truly yours, WEBSTER, KILCULLEN & CHAMBERLAIN,

CHARLES E. CHAMBERLAIN.
WILLIAM J. LEURPELD.

STATEMENT BY COUNCIL OF JEwISH FEDEIATIONS AND WELFARE FUNDS
REGARDINo TAX PROPOSALS AFFECTING CHARITABLE CONTRIBUTIONS

The Council of Jewish Federations and WelfareFunds is the associa-
tion of central Jewish community organizations located in almost
every major city in the United States. These organizations obtain
over $480 million annually from 1,000.000 contributors. In addition
to these federated campaigns, related Jewish agencies directly raise
about $140 million annually, for an annual total of $620 million.

THE SCOPE OF SERVICES PROVIDED BY CONTRIBUTIONS

The vast network of Jewish humanitarian services made possible
by these gifts include 61 hospitals and clinics. 88 institutions and
agencies for care of the aged, 101 agencies providing family and child
welfare, 250 youth and community centers, 260 centers for college
youth on campuses, and a variety of other forms of assistance. A mini-
mum estimate of persons individually served annually is over 1,200,-
000. Many are served without regard to race or creed, particularly in
Jewish hospitals where most of those served are other than Jewish.

EFFECT ON SERVICES BY SIZE OF CONTRIBUTIONS NS

Expenditures for these services total over $2 billion annually.
Thus, contributed dollars have a multiplier effect because the services
they finance generate additional support.

Any proposals which would have the effect of reducing charitable
support could set off a reaction in which much more could be lost than
the level of charitable support., in term of dollars, of agencies' services
to individuals, and of volunteer services to charities.

Our concern is with the humanitarian services financed by charitable
contributions. Such contributions are in the form of cash, appreciated
property, and bequests, and are affected by provisions of law for com-
puting income tax and estate and gift taxes.

HISTORIC ENCOURAGEMENT OF CONTRIBUTIONS BY CONGRESS

We concur fully in the encouragement which has been given in the
last half century by Congress through tax incentives to help increase
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charitable gifts, particularly the rise in the ceiling for individual
giving from 15 percent of adjusted gross income to 20 percent to 30
percent and (in 1969) to 50 percent for cash gifts. A positive govern-
mental posture encourages citizens to contribute and to work as volun-
teers for charitable causes. The obverse of this statement is that any
sign from Congress that the value of the need of the charitable enter-
prise is subject to serious question has a depressing effect on the
resources required by charitable agencies.

L GE 0IFTS AND BROAD BASE ESSENTIAL

The example set by most generous givers--especially the larger con-
tributors who provide 80 percent of the income of our Jewish
charities--has a profound effect on the mass of gifts made to Jewish
charities, helping to encourage the enrollment of more than I million
contributors (including more than half of all Jewish families in-the
United States), and inspiring the higher level of their gifts.

GIVINO AFFECTS THE QUALITY OF THE COMMUNITY

The congressional encouragement of publicly supported charities
mirrors one of the proudest attributes of the American people: the
impulse toward voluntary association to meet human needs. This im-
pulse sometimes occurs before there is governmental recognition of a
articular responsibility, sometimes side by side with such responsi-

bliity, and sometimes independent of it. Innovative development of
service programs frequently results from the initiative of voluntary
agencies.

The most generous Americans are those who give not only of their
dollars but of their time and their energy. The dollar value of volunteer
services is incalculable, far beyond the total of funds cited above.
Volunteer service often is crucially tied to and inspired by the financial
gifts of these persons.

Giving patterns affect the quality of the community. If Government
discourages giving, and people are thereby encouraged not to care,
there will be more unsolved human problems, not less.

VOLUNTARY GIVING IS UNIQUE

Charitable contributions should be treated-separtely as a subtraction
from adjusted gross income because this conforms to the reality of
the contributor's option to reduce his net income. No one is compelled
to give; hence enough discouragement can simply result in losses of
gifts when individuals exercise their option not to give.

It has been unfortunate that some proposals (notably those affecting
minimum tax) treat voluntary charitable contributions in the same
way as other deductions with which they have nothing in common.
When a man contributes to a charity, whatever the tax abatement, he
reduces his own net income and net worth voluntarily. It is self-
imposed. This has nothing in common with such mandatory economic
transactions as interest payments and State and local taxes. The
charitable contribution should not be lumped with these dissimilar de-
ductions in any proposals affecting ordinary income tax or minimum
tax.
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uL/fmATE IMPACT ON BENFtCIARIE8 OF sERVICE., NOT ON TAXPAYER

The criterion for evaluating proposals which deal with the tax
aspects of voluntary contributions should be the impact upon the bene-
ficiaries of the charitable gifts, mainly the persons in need who are
served and assisted by charitable agencies. ff tax revision proposals
regarding charitable gifts have the effect of reducing the income of
charities, they hurt the neediest people by depriving them of assistance,
and impair their well-being of society, such more than they affect the
taxpayers involved. It would be a disservice to the individuals who
are helped by charity if that help is diminished.

TAX INCENTIVES

Tax incentives are a major, crucial factor in encouraging giving.
Anyone who has given a substantial gift or who has sought to encour-
age his fellow citizens to give can readily testify to the effectiveness of
maximum tax incentives for giving. Recent studies by Dr. Martin
Feldstein of Harvard University and by others have shown conclu-
sively that these incentives are substantial and result in much more in
income to charities than might theoretically be lost by Government.
Similarly, the least generous contributors tend to be inadequately
interested and informed about charitable deductions.

SIMPLIFICATION

Simplification is to be desired in tax administration. But the price
must not'be to do more harm than good. That is the danger when a par-
ticular form of tax simplification results in removing or reducing the
tax incentives for charitable gifts. This is not necessary: A simple
subtraction for contributions from gross income would not complicate
tax returns to any marked extent.

By allowing contribution deductions to those who use the standard
deduction, giving can be spread more widely, greater sums can be
made available for charities, and all this can be done consistent with
simplification.

GOVERNMENTAL OFFSET FOR LOSSES IN CONTRIBUTIONS

The value of the charitable tax deduction is about 1.5 percent of
Federal revenues. To chip away at the contribution level would hardly
solve the revenue problems of the Government. Indeed, forcing attri-
tion in voluntary charities can lead to offsetting pressures for govern-
mental outlay, with little or no net gain. The human needs being met by
voluntary philanthropy will not vanish or diminish if the charitable
assistance is not forthcoming; instead, they will have to be met in other
ways. In such circumstance, there would be inevitable pressures for
government support.

Despite such pressures, there are no guarantees and little basis for
confidence that the Government will, in fact, offset the drop in con-
tributions by rises in governmental aid and some would be ineligible for
governmental support, such as church-related programs.
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LO88ES TO CHARITIES BUT NO GAIN TO GOVERNMENT

Reduction of tax incentives for charitable giving can also lead to
decisions by individuals to take acts which would result in losses to
charities while creating no gain to Government, as when an individual
does not realize gain on appreciated property. A person deterred-from
giving appreciated securities to charities could simply retain them; he
does not have to sell them. The charities would lose his gift. The Gov-
ernment would get no tax income.

In the light of these principles and facts, we offer the following eval-
uations of tax proposals affecting charitable giving which have been
brought to the Congress:

CRUCIAL ROLE OF APPRECIATED PROPERTY DONATIONS

It has sometimes been proposed with regard to publicly supported
agencies that gifts of appreciated property be taxed, or the deduction
be disallowed in whole or in part in computing taxable income and de-
ductibl. ,equests in-estates.

This is a most seriously harmful proposal. Fortunately, the House
Ways and Means Committee has rejected this'proposal. We urge con-
tinued rejection of proposals of this type.

The givers who provide 80 percent of the support of Jewish chari-
ties remit a substantial portion of their gifts in the form of appreci-
ated property, especially appreciated securities. Together with indirect
receipts, as much as one-half of the support of our Jewish charities
is received in this form, The continued viability of our agencies depends
upon the retention of the current provisions regarding deductions of
contributions in the form of appreciated property. The destructive ef-
fect of this proposal is manifest further from the fact that two-thirds
of collections or endowment purposes, generally in the form of be-
quests, for our Jewish federated-charities was paid in the form of ap-
preciated property.

The importance of large gifts was illustrated by the example, in re-
cent years, of the availability of these gifts to provide immediate
emergency financial aid by Jewish Federations to the victims of the
Wilkes-Barre flood, filling vital needs not met by Goiernment aid.

This aid exceeded $2 million, contributed immediately by more than
150 Jewish communities. It was made available before Government
aid could be provided and filled critical gaps in governmental assist-
ance. Among the services provided by these funds were shelter, cloth-
ing, personal family cotuseling in dealing with the disaster, scholar-
ship aid so that students wouldn't have to drop out at their universi-
ties; it provided operating funds to enable, Jewish communal insti-
tutions, religious schools and synagogues to continue their services;
helped in the initial flood damage cleanup and in the continuing res-
toration of their buildings and facilities.

MINIMUM TAX

The charitable contribution (including appreciated property gifts)
should not be made part of the computation of minimum tax. Proposals
to increase the yield of this tax are not dependent on such inclusion.
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More important, the unique and voluntary aspect of contributions
makes it incorrect to treat this item as though it were a tax preference.

Since there is no capital gains tax on lifetime gifts of appreciated
property to charities, there should be no tax for such gifts upon a per-
son's death. No lifetime tax is being avoided.

Some proposals for revision in minimum tax, such as that contained
in H.R. 10612, or in the revised Treasury recommendation would have
only a minimal effect on charitable contributions. Other proposals
would be harmful: for example, "allocation of deductions," "limit on
tax preferences", the original Treasury proposal or any other variaz
tion, unless provision were explicitly made to avoid any diminution of
tax incentives for charitable gifts.

We do not oppose minimum income tax proposals as such, but such
proposals should not result in a reduction in tax incentives for
contributions.

CEILING ON CHARITABLE BEQUESTS

It has been proposed that charitable contributions in the form of
bequests be allowed up to a ceiling of 50 percent (or similar level) in-
stead of the current 100 percent deduction. Publicly supported agencies
utilize receipts from bequests for current needs, and for their endow-
ment funds which must meet unexpected and unbudgeted emergencies,
for innovative demonstration and pilot projects to find new solutions
for new and old problems, and to provide a corpus to generate cur-
rent income.

Jewish Federations have found this bequest, income uniquely val-
uable. They rely heavily on the 100-percent deduction in the estate tax.
To change the deduction would have a corrosive effect on these efforts
and on the services they can generate.

The size of some charitable bequests is huge. Some contributors be-
queath far more than they give-in their lifetime-amcng them people
who live on the income o investments and give modestly not knowing
how long they will live and reluctant to invade the capital base of their
income during their lifetime.

We urge that there be no change affecting charitable bequests to
publicly supported agencies.

Our recent statement on this subject to the House Ways and Means
Committee is appended.

For all of the above reasons, we strongly urge that no deterrent be
placed in the way of existing tax incentives to-charitable giving, and
rather that incentives be extended to encourage even more generous
contributions. This would serve historic American purposes and prin-
ciples, and best help to meet the pressing needs in health, education,
culture, and welfare through voluntary philanthropy.

We are also appending a copy of the resolution on "Tax Legislation
Affecting Philanthropy" which was unanimously adopted in Novem-
ber 1975 at our general assembly by delegates representing central
Jewish Federations in over 200 cities in the United States encompass-
ing the concern with philanthropy of over 1 million Jewish families.
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STATE MENT BY COtNCIL OF JEWISH FEDERATIONS AND WELFARE FUNDS
REARIrno ESTATE AND GIr TAX PROPOSALS AFFECTING CHARITABLE
BEQUESTS AND GTrs,

The Council of Jewish Federations and Welfare Funds is the asso-
ciatic, of central Jewish community organizations which are located
in every major city in the United States and which provide funds for
human needs for health welfare, aged, and similar services. These
Federations obtain over $480 million annually from more than 1 mil-
lion contributors. In addition to these federated campaigns, related
Jewish charitable agencies raise directly about $140 million annually.

There are great benefits in tax incentives for contributions to char-
ities in the estate and gift tax laws. They should remain unimpaired.
We share this conviction with major philanthropic agencies which-
have testified or submitted statements to the Ways and Means Com-
mittee. We have associated ourselves with the statement presented by
the Coalition for the Public Good.

Current tax provisions encourage bequests to charitable organiza-
tions by permitting the full value of such bequests to be transferred
to charities without being taxed. Some proposals have been made
with regard to these tax incentives for charitable bequests which would
have a harmful effect on philanthropic agencies and on the ultimate
individual beneficiaries served by these agencies. Such harmful pro-
posals would limit the extent to which gifts or bequests can be made
to charitable organizations unreduced by transfer taxes

Publicly supported agencies utilize receipts from bequests for cur-
rent human needs, and for their endowment funds required to meet
unexpected emergencies, and to pioneer innovative programs to find
new solutions for unresolved problems.

Jewish Federations have found this bequest income uniquely valu-
able. A sampling of reports of agencies has identified at least $22
million annually in bequests to Jewish agencies. On the basis of these
data, one can conservatively project the total annual bequests to Jew-
ish agencies to be more than double that sum. This is consistent with
the ratio of bequests to total contributions for the country as a whole.

Jewish charitable agencies rely heavily on the 100-percent charitable
deduction in the estate tax. To reduce this deduction would have a
critically damaging effect on the services generated by these agencies.
The size of some charitable bequests is very large. A number of con-
tributors bequeath far more than they give in their lifetime.

Expert testimony before this committee in 1973 emphasized the
need to maintain the current provisions involving deductions for char-
itable bequests to publicly supported agencies.

In addition, the American Law Institute, in its major study of the
estate and gift tax laws, recommended that the 100-percent charitable
deduction should be retained.

We urge that ther6 be no change affecting charitable bequests to
publicly supported agencies.

69-516 0 - 76 - pt.? - 8
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TAXATION AFFECTING PHILANTHROPY

The principles defined in the resolution adopted by the general
assembly in 1973 are especially timely and pertinent in view of the
proposals before the Ways and Means Committee and the Congress.
We strongly reaffirm that resolution.

Resolution adopted by the General Assembly of the Council of
Jewish Federations and Welfare Funds, New Orleans, November 1973.

TAX LEGISLATION AFFECTING PHILANTHROPY

The millions of people served and assisted-by the voluntary chari-
table welfare, education, and health organizations have a profoundstake in tax laws affecting philanthropic gifts.

We are deeply concerned about the harmful consequences which
would result from certain tax measures under consideration in the U.S.
Congress. We urge that the Administration and Congress act in
accordance with the following principles:

A. Existing tax provisions which enable generous charitable giving
should be continued and extended. These measures are rooted in the
historic American principles of making possible the discharge of
voluntary responsibility for human needs. Legislation which would
reduce or prejudice philanthropic support of welfare, education, and
health services, would be self-defeating for it would necessarily shift
burdens to government, which is presently spared the financial burden
carried by voluntary contributions. Recent restrictions on govern-
mental aid put, greater pressure on voluntary agencies. Voluntarism,
and the participation of millions of volunteers in voluntary agencies
aiding citizens in need of health, education, and welfare services,
should be strengthened by governmental policy which encourages such
participation, while recognizing the vital role played by Government
in these areas. Voluntarism encourages the individual to serve his
fellow man. It brings a unique warmth and concern to the services
provided by voluntary agencies. It provides a choice of services to the
public in those areas where both voluntary and Government facilities
are available. Because of the flexibility of voluntary services, they
encourage innovation in service projects. Without the tax incentives
which encourage voluntarism, the continued vitality of voluntary
institutions could be substantially impaired.

B. Tax reform can be attained without diminishing tax deductibil-
ity which encourages generous charitable giving. A tax system which
erodes the provisions for charitable deductions would be inequitable
since the beneficiaries of service would be injured. It would also dis-
courage volunteer service which is often tLd to and inspired by finan-
cial gifts to these persons.

C. Charity is not a loophole. Charitable giving is unique. It is unlike
any other deduction in the tax law. A person's gift is a voluntary act.
He thereby reduces his income. This act should not be lumped in tax
considerations with the very different transactions involved in other
forms of tax reductions, which are mandatory, and with which chari-
table gifts have no relationship in regard to character or policy. Provi-
sions to amend tax laws should clearly separate the impact on philan-
thropy from other aspects and provide sanctuary for contributions.
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D. Proposed measures to tax appreciation of property donated to
charities, or to disallow deductions for charitable contributions be-
cause of unrelated tax preference or to include any portion of charit-
able contributions in income subject to tax, would be particularly -
harmful. Provisions which encourage large gifts in the form of
appreciated property and in bequests should not be diminished nor
should ceilings be lowered for deductible contributions or bequests,
nor should there be a reduction in the carryover provisions which
encourage gifts by spreading tax benefits beyond a single year.

E. Tax measures to encourage philanthropic giving should be
provided for people at all economic levels. Gifts from persons at middle
income and lower income should also be encouraged by-approp rate
tax incentives without lowering incentives for large gifts. Many
charities are critically dependent upon the generosity of the largest
contributors.

F. The thorough review of tax provisions related to charitable
giving made by tie Congress in 1969 resulted in changes in the laws
intended to assure the operation of these provisions with the full
integrity consistent with their purposes. Proposals related to chari-
table giving which were then carefully evaluated and rejected should
not now be enacted.

G. The proposals to disallow the first 3 percent of gross income as a
deduction for charitable contributions would drastically reduce the-
number of taxpayers receiving tax incentives to a very small fraction
of the public.

tI. The proposals to substitute tax credits for tax deductions or to
include charitable contributions in income subject to tax would be
harmful in deterring leadership gifts. They would result in delays in
decisions in gifts until the end of the year and would result in
diminished support for the services which benefit those in greatest,
need.

Senators and Representatives are generally familiar with the vital
services of voluntary philanthropic agencies in their States and dis-
tricts. But the leaders of these agencies locally, and the Council of
Jewish Federations nationally in cooperation with the other charitable
organizations, should bring to the administration and Congress a
full understanding of the damage which any such proposed legjslation
would unfairly inflict upon these services.

LuTiiERA CouNOIL,
New York, April 2, 1976.

Hon. RuSSELL B. Loo,
Chairman, Senate Finance Comm'ittee,
Wa8hington, D.C.

DEAR SENATOR LONG : This statement is submitted in lieu of oral
testimony by the Lutheran Council in the United States of America
on behalf of the following church bodies: American Lutheran Church,
Minneapolis, Minn.-2,437,000 members; Lutheran Church in Amer-
ica, New York, N.Y.-2,990,000 members.

The church bodies listed above have a significant supporting rela-
tionship to 30 colleges and universities, 12 theological seminaries, and
250 hospitals and welfare agencies and institutions.
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The Lutheran Council, continuing a long history of Lutheran co-
operation in the United States, was organized in 1966 and has among
its functions, as stated in its constitution, "To represent the interests
of-the council and the interests of a participating body so requesting,
in matters that require common action before * * * the national
government. * * *,

The church bodies listed above desire to register their conviction
that certain aspects of proposed tax reform legislation could have
important effects upon giving to and through the churches.

We understand that the committee is seeking comments on the
broad area of general tax policy. Knowing that the testimony of others
representing the voluntary sector will focus on the practical and tech-
nical aspects of possible legislation, we would like to take this oppor-
tunity to enumerate six principles which we would encourage the
committee, to take into account as it considers the tax reform measures
now before it.

1. VOLUNTARY ORGANIZATIONS ARE BASIC TO A FREE AND OPEN SOCIETY

That your legislative predecessors established the concept of tax ex-
emption for contributions to-charitable, educational, and religious or-
ganizations was not by chance. Through the years congressional ac-
tions have been helpful by providing liberal incentives for charitable
giving. Were it not for the encouragement of Federal, State, and local
governments and the generosity of our citizens, American voluntarisin
could not be the vital element that it is in our society.

A free and open society depends upon the activity, dynamics and
spontaneity of the variety of free associations within its ranks. Our
government is characterized and enhanced by the genuine and lively
pluralism which is thus produced.

By contrast, a society which exists for the sake of the State has no
such pluralism. In a totalitarian state and society the state organizes,
pays for, and controls all forms of association. Social organizations for
children, young people, and adults-all schools and education, all
health programs and activity, all churches and religious organiza-
tions-are sponsored and paid for by the state, are components of the
state and ultimately are dominated by the state.

2. FREE ASSOCIATIONS CONSTITUTE A TRAINING GROUND FOR DEMOCRACY

Many of our citizens are trained in the democratic process within the
free associations produced by American voluntarism. While true for
all age groups, this training and experience is especially important for
our youth.

Free and solvent associations such as Boy Scouts of America, Camp-
fire Girls, Inc., Boys Clubs of America, Juinior Achievement, and Girl
Scouts of the U.S.A. are basic training centers for a democratic so-
ciety. In such associations our youth are groomed to elect officials, de-
bate issues, and develop wholesome respect for the views of the minor-
ity as well as the majority. Throughout, they are maturing in the dem-
ocratic process of effective decisionmaking.'We should think twice be-
fore adopting any legislation that would undercut or weaken such
associations.
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3. RELIGIOUS INSTITUTIONS MAKE A SPECIAL CONTRIBUTION BY PROVIDING
A MORAL BASIS FOR SOCIETY

The founders of our Nation and their successors in Government have
consistently shown their appreciation for the significant role and con-
tributions of religious institutions to our society. While they opposed
State support for religious organizations, they wanted at the same time
to make certain that citizens would enjoy the freedom and encourage-
ment to generously support religious institutions.

These institutions have traditionally provided a moral basis for de-
cency and honesty within society. This still is the case. For the Govern-
ment to assume primary responsibilities for inculcating these virtues
would be alien to the American way. The temptation could be too
strong to impose a set of mores or concepts of honesty and decency de-
signed to serve the self-interests of the state.

Religious institutions have also served, as Martin Luther said. to
"admonish conscience." In this prophetic role they have constructively
assisted the state in defining what justice requires and the moral im-
peratives behind the state's responsibility in caring for the basic needs
of its citizens. They do this out of a religious obligation central to their
mission to society. This is an essential contribution to society uniquely,
if not exclusively, expected of the churches.

4. TAX RELIEF I8 NOT SUBSIDY

Tax relief for private donations to voluntary associations does not
constitute subsidy of them. The principle involved is that gifts given
for nonprofit, charitable purposes shall flow in full, undiluted by any
tax responsibility on the part of the giver or the receipient.

Such money is neither "saved" by the individual giver nor ulti-
mately "lost" to the Government. A significant portion is paid out in
salaries to those who are employed by these labor intensive associa-
tions. Other portions are given in services to the poor and unfortunate,
services which the Government would be obliged to provide if the as-
sociation did not. Some funds are spent in the construction or rent of
buildings to house staff and service functions. One way or another these
funds flow back into the economy with no small part ending up in with-
holding and excise taxes and social security. Our point is that gift dol-
lars do not finally escape taxation.

We are not asking for gifts of tax dollars from Government and,
by extension, from those who are not voluntarily supporting our work.
We are asking that the flow of gifts from our contributors not be in-
tercepted or diminished by taxing either the giver or receiver of these
gifts. By not taxing the dollars given or received for charitable par-
poses, the Government. assures that such dollars help optimize the pur-
poses of the receiving organization. To alter- this policy would only
serve to impede vital services.

5. TAX LAW CHANGES MUST BE CAREFULLY CONSIDERED

We favor a continuing search for more equitable tax policy and ad-
ministration through a tax reform. We also see tax law as an instrument
which helps to shape social policy.
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Some States have decided that to levy a sales tax on food purchases
is improper. This is a decision of social policy.
-The Federal Government has decided not to tax profit from the sale
of a personal home if within a certain span of time the .funds are used
for purchase of another residence. This is a decision of social policy.
So also is the decision not to tax the portion of a person's income used
for the barest essentials of life (the personal exemptions). Tax paid
to a State government is exempt from Federal tax. This is a decision
of social policy no doubt based on a conceptualization of the distribu-
tion of powers.

Our testimony argues that to permit and further to encourage the
activities of voluntary associations on the basis of their value to the
persons they serve and for their value to society in general is reason-
able social policy.

0. PRIVATE INITIATIVE SHOULD BE ENCOURAGED BY TAX POLICY

The nature of man is such that he must always have a relationship
to associations which center on his concerns and interests. Human be-
ings are always organizing into interest groups. This is true in both
totalitarian and democratic societies. Moreover, the services provided
by voluntary associations are essential in one form or another to our
common life-educational institutions, hospitals, homes for children
and the aging, and the like.

Already hard-pressed institutions are unquestionably dependent on
the gifts which tax deductions stimulate. If the U.S. Government ceases
to encourage the private support of free associations, it confronts the
alternatives of either supporting these associations directly, in which
case they would no longer remain free, or letting them die for lack of
support and their confronting the financing of new agencies which
would seek to provide similar functions. The result in both cases is de-
struction of the vitality and the role of free associations. This is not
simply a question of tax dollars; it is primarily a question of the nature
and dynamics of American society and American democracy itself.

If we want a democratic society and Government, every effort must
be made to encourage the private'initiative of citizens to maintain and
strengthen the rich diversity and pluralism of free associations and or-
ganizations. This has been done and in the future can be done by giving
citizens tax relief to support such organizations.

CONCLUSION

While we have limited our comments to philosophical considera-
tions, we have done so only because we know that others in the volun-
tary sector will address a whole range of practical concerns.

we, too, are concerned about the financial implications of certain
elements of the tax reform legislation now being considered but would
in conclusion press for your particular attention to the potential effect
of some currently proposed legislation in decreasing the effectiveness
of and increasing the control over the free associations so essential
to our society.

Therefore, on behalf of the above-mentioned participating church
bodies and the more than 290 colleges, seminaries, hospitals and
welfare institutions they support, the Lutheran Council in the U.S.A.
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respectfully urges that any tax law continue the long-estahlished and
essential tax incentives to charitable giving which mean so much tothe financial stability and program effectiveness of America's volun-
tary institutions.

Sincerely yours,
GEoRG F. HALRKINS,

General Secretary.

STATEMENT OF PRIDENT JAMS H. ZumBERo, SOUTHERN

METHODIST UwIFIpmSITY, DALLAS, TEx.

I. INTRODUCTION

A. Mr. Chairman, and members of the committee: I am James H.
Zumberge, president of Southern Methodist University, Dallas, Tex.,
and a member of its board of governors.

I am very grateful for this opportunity to submit this statement
on matters before this committee during your hearings on the general
subject of tax reform for the record of your hearings. This statement
is submitted on behalf of Southern Metlhodist University and its board
of governors and board of trustees. The membership of each board
is provided to this committee through the list provided in appendix A
herein included to be a part of this statement.

B. Southern Methodist University was founded in 1911 and enrolled
its first students in 1915. At its opening session the university had two
buildings, 706 students, a faculty of 35'and an endowment of $279,178
on a 700 acre campus. Today, Southern Methodist University inven-
tories more than 80 buildings in its physical plant, some 60 of which
were constructed since World War II, a faculty of 477 employed on a
part-time basis, and an endowment fund of nearly-$48 million. Our
student enrollment has averaged 10,000 in the past few years. In the 0
years since our founding we have conferred over 40,000 baccalaurete
degrees. Today we offer courses in eight schools leading to 237 bach-
elors', masters', and doctoral degrees in 110 fields of study. Southern
Methodist University is now one of the largest independent universi-
ties in the combined South and Southwestern geographic areas of the
United States, although it is considered moderate in size-when com-
pared with other major insittitions of similar academic scope. Our
total annual budget for the IV75-76 academic year is in excess of
$36 million.

The reason for this data on Southern Methodist University is to
familiarize you with our specific institution. This data is, however,
typical and representative of other independent colleges and universi-
ties. And like many other independent universities, we are struggling
with rising costs, reduced income and the necessity of increased tuition.
We have an accumulated deficit resulting from current operations ap-
proaciing $5 million incurred essentially within the past decade.

II. IIISTORY OF FINANCIAL SUPPORT

A. The university was founded and established by a commission of
the Methodist Church when the citizens of Dallas raised $300,000 in
private subscriptions to construct the first building, and donated over
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700 acres, which provided the land and original endowment. At that
time, even in our early years, 100 citizens of Dallas gave $1,000 or
more to the founding of the fledgling university. A gift of $110,500
from the general education board, founded by John D. Rockefeller,
was of utmost importance in insuring the success of the new university.

B. Contributions to Southern Methodist University from private
citizens, corporations, and foundations for capital purposes and cur-
rent restricted and unrestricted purposes is detailed in appendix B
to this report for your information. The United Methodist Church
continues a strong tie with the university through support received
from the Texas methodist College Association, an agency of the
higher education board ol the United Methodist Church. While the
contribution to the entire university budget may be considered small
when compared to the entire operating budget, it represents approxi-
mately 5 percent of the annual operating budget for the university as a
whole. These resources are also from the private sector, in that con-
tributions from the United Methodist Church are funded by confer-
ence askings of all of the separate United Methodist Church congrega-
tions. Appendix C attached to this report details the revenues for
current operations in the past 10 years. These figures illustrate our
annual budget and annual revenues showing an increasing spread
between our sources of revenue and the costs of operations. This
spread must be filled by increased support from individuals, businesses,
and foundations.

The tuition charged our students is also illustrated indicating the
increasing cost per student to attend a private church-related institu-
tion. While great effort is made to keep the increase in tuition at a
modest level each year. the result has been an even greater reliance
on the private gift to maintain an essentially deficit-free operation
each vear. This has resulted in a growing disparity between the cost
of tuition and the cost of education. A student enrolled in 1975-76
academic year, paying full tuition actually contributes approximately
60 percent of the cost of operations. Total tuition and fee revenues
for 1975-76 academic year are, projected at $22 million or 61 percent
of the projected cost of operations of $36,135,000. The balance of reve-
nues must come from (1) income from endowment. (2) auxiliary
enterprise income, (3) fees charged our students, and (4) gifts from
private sources. We are. projecting a shortfall in revenues of approxi-
mately $750.000 forthe current fiscal year, of which $400,000 is repre-
sented by a shortfall in current gift income. Bequests and lifetime
transfers' in the deferred gift category have become increasingly im-
portant in the past few years. Substantial resources have been devel-
oped through outright bequests of money or property ini the first half
of the present decade. In addition, the current year has seen substan-
tial sums released for the university's purposes from deferred gifts
which have terminated amounting to over $300.000 with the major
portions being added to the endowment of the university to augment
endowed scholarship resources.

lit. Co,313IENTS, AND RECOMMENDATIONS ON CERTAIN SECTIONS OF THE
ITOUSE-PASSED TAX REVISION BILL (II.R. 10012) CONCERNING CHIARI-
TABLE CONTRIBUTIONS

A. Minimum tax proposals contained in section 801 of F.R. 10612
applying to transfers of appreciated property to short-term charitable
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income trusts, as defined in section 170(f) (2) (B) of the Internal
Revenue Code of 1954.

These trusts, as in the case of charitable remainder annuity trusts
and unitrusts and pooled income fund trusts should be exempt from
the provisions of section 701; H.R. 10612. It is illogical to include
them because their essential purpose remains the same, that of pro-
viding a vehicle through which resources may be diverted to qualified
charitable institutions---even if for a period of time--during which
no benefit inures to the donor (naker) during the period of the trust.
To so include, would indeed create an undeserved penalty, and surely
offer no incentive to prospective donors.. These trusts are highly bene-
ficial to charitable organizations, including Southern Methodist. Their
use would be discouraged if the provisions apply. In a transfer of
appreciated property to this form of trust, the income which is di-
verted to support the charitable purposes, need not be distinguished
between the proceeds which are created from the appreciated portion
of the trust assets, and the cost basis portion of the assets. To not have
included these trusts appears to be an oversight in the House bill
because of the exclusion from the provision provided the unitrust,
annuity trust, and life income pooled-fund trusts. The great pre-
ponderance of property placed in charitable remainder trusts is ap-
preciated in nature, and this would create an undue-and surely
underserved-penalty on donors (makers).

IV. COMMENTS ON OTHER TAX REVISION PROPOSAL WHICH ADVERSELY
AFFECT CHARITABLE OIVINO

1. The Tax Reform Act of 1969 was far reaching. Not only did it
provide substantial legislation governing the operation of pooled in-
come trusts by qualified charitable institutions, which was an effect
we applaud, it included several over corrections which in their impact
have removed several important incentives to charitable gifts.

A. Contribution of inventory, crops, works of art, and short-term
property.
Under -prior law

A donor was allowed an income tax charitable contribution deduc-
tion for the property's full present fair market value.
Current law

The charitable contribution deduction is alloweA for the fair market
value discounted (rluced) by the amount which would be taxed as
ordinary income on a sale, ineffect providing a charitable contribu-
tion foi:the property's cost basis only.
Ieeommendation

A charitable contribution deduction should be allowed providing
the gift. oualifies under all provisions of the code as directly attributa-
ble (applicable) to the exempt purpose of the qualified charitable insti-
tution, for the popertv's full fair market value minus one-half the
amount which would he taxed as ordinary income on a sale. We feel
that this is a reasonable compromise between the former and current
law. Reducing the charitable contribution deduction by one-half the
amount which would have been taxed as ordinary income on the sale
insures that a donor is not unjustly enriched through the sheltering

po of other income through the use of contribution deduction.
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B. Contribution of appreciated long-term tangible personal prop-
erty, for a related use to charitable institutions.

We oppose proposals which would limit the charitable deduction
to the property's cost basis, or to the property's fair market value
minus one-half of the appreciation. We also oppose the proposals
which would tax the value of appreciation just as if the donor had
sold the property and contributed the proceeds, or those proposals
which would require a longer holding period (e.g., 1 year) for a donor
to be allowed a charitable contribution deduction for the fair market
value, or subjecting the property's appreciation to the 10 percent or
other suggested minimum tax. In addition we oppose any tax of the
appreciation element of gifts of appreciated property given to chari-
table organizations at death.

Gifts of appreciated tangible personal property, whether given dur-
ing life or at death, are an important source of enrichment of the educa-
tional enterprise. Often, items for research, objects of art, libraries,
having a related use to our education programs are given outright
during life or at death through one's estate which add measurable
quality to the offerings of our institution. Many items would be impos-
sible to acquire because of prohibition of costs. Yet they are directly
responsible for the quality of our instruction. Our libraries are full of
outstanding items which become important to our instruction, our
art mnuselmi as part of the school of the arts, has been enriched through
contribution of important items, once held by individuals and now
shared by many through their availability to students. faculty, and
the community at large.

Recently, Southern Methodist, University was bequeathed an entire
estate, less some minor specific bequests, to support research, teaching,
and operation of the chemistry department.
.Tangible personal property in the estate not bequeathed to others,

will add measurably to the resources which will be available to the
growth and development of the department of chemistry at this insti-
tution. When final distributions are made, this estate will approxi-
mate $2 million for the benefit of our programs in the department of
chemistry. It will enable this institution to hold and secure outstand-
ing faculty. which is the heart of any educational enterprise. If a
ceiling on deductibility of bequests were enacted, one simply has to
question, what resources the Federal Government is prepared to
provide, to match the same enrichment to this particular program,
within the framework of a free and independent educational institu-
tion.

C. Contribution of personal residence or farm with retained life
estate or outright.

The Tax Reform Act of 1969 has effectively crushed this form of
gift vehicle through the problems presented When mortgaged prop-
erty is considered. When a donor makes an outright contribution of
mortgaged property, he is considered to have made a bargain sale
to the charitable donee. Under regulation section 1.1011-2(a) (3), the
donor is deemed to have sold the gift property to the charitable organi-
zation for the amount of the mortgage--and this is so even though the
donee organization does not agree to assume or pay the indebtedness.
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When the donor makes the contribution of a personal residence or
farm with retained life estate, the matter becomes even less attractive,
it is not impossible. Here are the problems:
1. Self-dealing

Regulation section 4941 is held to be applicable under self-dealing
provisions. Thus, a donor cannot transfer a mortgaged asset to fund a
charitable trust of any kind if the mortgage was placed on the property

C within the previous 10years.
2. Capita gain.

The mere transfer of mortgaged property (even held more than 10
years since the mortgage was placed upon it) is considered again a
bargain sale generating capital- gain for the donor.
3. Unrelated business income

Charitable remainder trusts of all forms are not exempt from in-
come taxes if they have unrelated business taxable income under section
664(c). This is an overcorrection in the Tax Reform Act of 1969. In
the instance where a charitable organization may have to borrow to
make annual payments, the Treasury believes that the resulting indebt-
edness creates deft-financed income in the trust, taxable as unrelated
business taxable income. A charitable organization accepting mort-
gaged property in exchange for its promise to pay an annuity would
itself be subject to tax on unrelated business taxable income. This is so,
even if the charitable organization has made no commitment or liabil-
ity in satisfying the mortgage.

SUGGESTED CHANOES

1. An outright charitable gift or mortgaged property should not
be considered a bargain sale.

2. The prohibition on transferring a mortgaged asset--even when
the mortgage was placed upon the property within the past 10 years
should not apply to charitable trusts, or gifts of personal residence
or farm with retained life estate.

3. Capital gains should not be incurred in the same kind of transfers.
4. Unrelated business taxable income should not be incurred merely

because the trust holds mortgaged property or borrows to meet trust
payments.

5. A charitable gift annuity funded with mortgaged property should
not give rise to unrelated business taxable income.

V.- CLOSING STATEMENT

As an independent institution Southern Methodist University must
rely heavily on gifts as shown in these appendixes. We obtain our
operating revenues from tuition and fees paid by our students,
income from investments, and (importantly) annual contributions
from alumni, business firms, friends, and foundations. In a unique
adventure designed to supply our growing budget with vital operat-
ing capital, the citizens of Dallas, including alumni, nonalumni and
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business firms, annually contribute more than $700,000 to the uni-
versity 's unrestricted resources in a communitywide annual sustenta-
tion drive.

It is interesting to note that a parallel may be drawn between the
increasing financial support received from the private sector for
Southern Methodist University on the one hand, and the encourage-
ment the Federal Government has provided through tax incentives
for making charitable gifts on the other. Congress first provided a
contribution deduction with a 15 percent ceiling on gifts in 1917,
almost concurrently with the founding of this university. This
incentive has been reaffirmed over the years, and increased to the pres-
ent 50 percent of adjusted gross income ceiling with a 5-year carry-
over for any excess earned deduction, thereby providing a substantial
incentive for our growth and development through support from
the private sector.

There is a practical reason for the Government to encourage vol-
untary support for charitable uses. While the loss in revenue to the
public treasury occasioned by the thoughtful use of the tax considera-
tions provided by the contribution deduction is small indeed, the
reduction of the incentives suggested in the current debate would
create devastating results for those privately supported institutions
which must rely heavily on the private gift, and which do so in large
measure, without seeking or requiring substantial Government re-
sources to carry on their vital role in the fabric of American social and
academic development.

We are aware of the opinion held by many that the charitable con-
tribution deduction is held to provide a shelter under which persons
may escape paying their fair share of Federal taxes. We are also
cognizant of the pressure from those of liberal persuasion to formii-
late methods to redistribute the wealth, and faihire to do so continues
a history of malappropriation of American wealth and resources.

In response we most strongly assert that the contribution deduc-
tion cannot fairly be said to be a malappropriation of American wealth
and resources, nor does it substantially contribute to th reduction of
tax assessment, considered unethical or unlawful by tie wealthy.
It is occasioned by the voluntary and free will charitable contribution
of money or property in support of those institutions which are per-
ceived by the donating public as those which respond most effectively
to the problems of our society or which seem. in the public's mind,
to preserve and protect for generations yet to be born, that which is
important, characteristic or symbolic of American society. Of all
the deductions made available to individuals-and corporations. the
charitable contribution is uniquie in that the benefit occasioned by
the deduction resulted from an act which inures not the the donor
but to the charitable donee.

The proposals under consideration in H.R. 10612 and the debate
before this committee manipulate the essential difference between the
charitable contribution deduction and other deductions in our tax laws
which give rise to reduction in tax liability of one form or another,
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as being essentially of the same character. Such is not the case, and
such is our assertion. The Congress of the United States should have
the benefit of our considerations through recommendations from this
distinguished committee. You bear a deep responsibility to assure
that the character of American generosity is not so altered as to
render this important flow of American wealth and resources from the
private sector to the public good, ineffective, indeed nearly impossible
to maintain.

The benefactor referred to earlier, was in fact a benefactor of sev-
eral qualified charitable institutions, by bequeathing nearly her entire
estate for public charitable purposes, including, universities, hospitals,
art museums, and health organizations. Without a ceiling on her testa-
mentary transfer, the properties were placed directly into the pro-
grams at 100 percent of their value. This wealth, and it was substantial
numbering several millions of dollars, has in effect been equitably re-
distributed by now moving from privately held wealth of one person,
into several funds which-respond to public needs and purposes. As
such, this wealth has been permanently diverted to fund activities
which the Government would not, or could not, undertake.

The treatment of charitable gifts was thoroughly considered by
Congress in connection with the Tax Reform Act of 1969 and reflects
an evident purpose to retain tax incentives except where in some in-
stances overcorrections resulted. We strongly urge that Congress does
not undertake to reform the tax laws again so that the incentives we
have cited, and others which have been testified to are not eroded. In
a charitable transfer whether outright or through an estate, or a trans-
fer reserving a life estate, a donor has, after all, made a completed gift
or irrevocable transfer of both his cost basis and the value of apprecia-
tion, both of which support the charitable institution. The charitable
institution need make no distinction in most cases, between that value
represented by a donor's cost basis and that value represented by
appreciation. A taxation on any part of appreciation on donated
property will reduce a major source of support for charitable purposes,
and in effect, impose a tax on that which a donor has given away.

Mr. Chairman, and members of the committee, I want to extend to
yo the deep thanks on behalf of SMU, its board of governors and- ---

rd of trustees for this opportunity to present this statement for the
record of your committee. We hope that you will do nothing to reduce
the incentives for charitable giving on behalf of all institutions which
must rely upon the private generosity of our citizens to maintain
healthy and viable independent educational enterprises.

APPEDIiX A

Board of Trustees, Southern, Methodist Univeraity, Dallas, Tex.

The Honorable Carl Albert, The Speaker. U.S. House of Representa-
tives. Washington, D.C.

Mrb. Jack Blanton, 3390 Inwood Drive, Houston, Tex.
Dr. Marvin L. Boyd, 6116A Bullard Drive, Austin, Tex.
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Bishop Alsie H. Carleton, the United Methodist Church, 1201 First
National Bank Building (East), Albuquerque, N. Mex.

Mr. 0. V. Cecil, 1566 Dallas Federal Savings Tower, 8333 Douglas,
Dallas, Tex. -

Mr. James M. Chambers, Jr., chairman of the board and chief exec-
utive officer, the Dallas Times Herald, Dallas, Tex. -

Mr. Richmond C. Coburn, Coburn, Croft, Shepherd & Herzog, at-
torneys at law, 411 North 7th, St. Louis, Mo.

The Honorable James M. Collins, U.S. Congressman, U.S. House of
Representatives, 2419 Rayburn House Office Building, Washington,D.C

Dr. Emmett J. Conrad, 4432 South Oakland, Dallas, Tex.
Mr. 0. Paul Corley,1 executive vice president and director, Amer-

ican Liberty Oil Co., 4100 First National Bank Building, Dallas, Tex.
Mr. Leo F. Corrigan, Jr.,1 president, Corrigan Properties, 211 North

Eryay 17th Floor, Dallas, Tex.
Mr. Edwin L. Cox,1 vice chairman of board of trustees, 3800 First

National Bank Building, Dallas, Tex.
Mr. Frank M. Crossen, chairman of the board, Centex Corp., 4600

Republic National Bank Tower, Dallas, Tex.
Mr. Trammell Crow, Trammell Crow Co., 32d Floor, Bryan Tower,

Dallas, Tex.
Bishop Finis A. Crutchfield, the United Methodist Church, 1915

American Bank Building, 200 Carondelet, New Orleans, Ia.
Mr. George P. Cullum, Jr., president, Cullum Construction Co.,

Inc. P.O. Box 8455, Dallas, Tex.
M'r. Robert B. Cullum,1 chairman of the board, Cullum Construc-

tion Co., Inc., 14303 Inwood Road, Dallas, Tex.
Bishop A. D. Davies, Episcopal Church of Dallas, St. Matthews,

1630 N. Garrett Street, Dallas, Tex.
Mrs. Wilfred S. Dietrich, Ray Oil Co., 1348 One Energy Square

Building, 4925 Greenville Ave., Dallas, Tex. -
Bishop Ernest T. Dixon, Jr., the United Methodist Church, 4201

West 15th Street, Topeka, Kans.
Mr G. Alan Dunlap, president, Farmers and Merchants Bank, Mil-

ford, Nebr.
Mr. Robert C. Dunlap, Jr., 5405 Falls Road, Dallas, Tex.
Mr. J. Lindsay Embrey, First Continental Enterprises, P.O. Box

30326, Dallas, Tex.
Mr. Wilton H. Fair, Fair Oil Co., P.O. Box 689, Tyler, Tex.
Mr. Charles W. Ferguson, Apple Tree Hill. Mount Kisco, N.Y.
Mr. Robert S. Folsom, Folsom Investments, P.O. Box 20955, Dallas,

Tex.
Mrs. W. W. Fondren. 3755 Knollwood. Touston, Tex.
Bishop Euirene M. Frank, the United Methodist Church, 723 Center

Street, Little Rock, Ark.
Dr. Stanley Friesen. nrofe~sor of surgery, University of Kansas

Medienl Center, Kansas City, Kans.
Bishop Piul V. Galloway, The United Methodist Church. 5215

South Main St., Houston, Tex.
I Also mernber.of board of governors. 10 bishops plus 74 others. Total R4 trustees. Offiears

of the board of trustees: Mr. C. A. Tatum. Yr.. chairman: Bishop 0. Eurene Rlater. vicechairman: Mr. Edwin L. Cox. vice chairman; Mr. Harry A. Shuford. secretary; and Miss
Phoebe A. Davis. assistant secretary
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Mr. E. Wilson Germany, E. B. Germany & Sons, P.O. Box 12266,
Dallas, Tex.

Mr. Robert E. Glaze, Trammell Crow Co., 2001 Bryan -St., Suite
3200, Dallas, Tex.

Dr. Josue Gonzalez, pastor, Emmanuel United Methodist Church,
200 Brushy St., Austin, Tex.

Mr. Kenneth M. Good, Good Financial Corp., 2001 Bryan Tower,
25th Floor, Dallas, Tex.

Bishop Robert Goodrich, Jr., The United Methodist Church, 55
Plaza Sq., St. Louis, Mo.

Mrs. Cecil H. Green, 3908 Lexington Ave., Dallas, Tex.
Mr. James S. Hall, president, First Arkansas Bankstock Corp.,

Worthen Bank Bldg., Little Rock, Ark.
Mr. Jake L. Hamon, P.O. Box 663, Dallas, Tex.
Mr. Jess Hay,' Chairman of the board and chief executive officer,

Lomas& Nettleton Financial Corp.,,P.O. Box 5644, Dallas, Tex.
Mr. W. Owen Henderson, president, The Huntingfield Foundation,

Huntingfield Farm, Rock Hall, Md.
Bishop Don W. Holter, The United Methodist Church, Box 4553,

Lincoln, Nebr.
Mr. Bob Hope, 10346 Moorpark, North Hollywood, Calif.
Mr. Floyd B. James,1 chairman of the board of directors, T. L.

James & Co., Inc., P.O. Box 0, Ruston, La.
Mr. George R. Jordan, Jr., president, Great Southern Life Insur-

ance Co., P.O. Box 1972, Houston, Tex.
Mr. Arthur Kungle. Sr., P.O- Box 186, Joplin, Mo.
Dr. Carl F. Lueg, The United Methodist Church, 839 Monrovia St.,

Shreveport, La.
Mr. John F. Lynch, director, Texas Eastern Transmission Corp., -

P.O. Box 2521, Houston, Tex.
Dr. Wayne H. McCleskey, pastor, Marvin United Methodist Church.

300 West Erwin St., Tyler, Tex.
Mrs. Eugene McElvaney, The Athena, Apartment 915, 6335 West

Northwest Highway, Dallas, Tex.
Mr. Gerald C. Mann, P.O. Box 45306, Dallas, Tex.
Mr. Stanley Marcus, Carter Hawley Hale Stores, Inc., 4800 Republic

National Tower, Dallas, Tex.
Mr. Algur HT. Meadows,' chairman of the board and executive com-

mittee General American Oil Co. of Texas, Meadows Bldg., Dallas,
Tex.

Bishop Paul W. Milhouse, The United Methodist Church, P.O.
Box. 60565, Oklahoma City, Okla.

Mr. Henry S. Miller. Jr.. chairman of the board, Henry S. Miller
Co., 2001 Bryan Tower, 30th Floor. Dallas, Tex.

The Hon.,Alfred P. Murrah. U.S. Senior Circuit Judge. U.S. Court
of Appeals, 10th Circuit, P.O. Box 1239. Oklahoma City, Okla.

The Honorable James L. Noel. Jr.. U.S. District Judge, U.S. Court
House, Southern District of Texas, Houston, Tex.

I Ibid.
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Mr. Peter O'Donnell, Jr.,' Investments, 4'275 First National Bank
Bldg., Dallas, Tex.

Mrs. .. J. Perkins, 2303 Farington Rd., Wichita Falls, Tex.
Mrs. Charles Prothro, 3301 Harrison St., Wichita Falls, Tex.
Mr. James Redman, chairman of the board, Redman Industries,

Inc., 2550 Walnut Hill Lane, Redman Plaza East, Dallas, Tex.
Mr. Ralph B. Rogers, chairman of the board, Texas Industries, Inc.,

8100 Carpenter Freeway, Dallas, Tex.
Mr. Jackson S. Rvan, president, Corpus Christi Brick & Lumber

Co., P.O. Box 247, Corpus Christi, Tex.
Dr. Joe B. Scrimshire, First United Methodist Church, 1526 Mon-

tana, El Paso, Tex.
Dr. Cleo C. Sessions, The United Methodist Church, P.O. Box 156,

Waxahachie, Tex.
M rs. Charles S. Sharp,' 5227 Meaders Lane, Dallas, Tex.
Mr. Mark Shepherd, Jr.,1 president, Texas Instruments, Inc., P.O.

Box 5474, Dallas, Tex.
Mr. Harry A. Shuford, secretary of the board of trustees, chair-

man of the board, First National Bank in Dallas, P.O. Box 6031,
Dallas, Tex.

Bishop 0. Eugene Slater, vice chairman of board of trustees, the
United Methodist Church, P.O. Box 28509, San Antonio, Tex.

Mrs. Robert E. Smith, 2000 West Loop St., Suite 1900, Houston, Tex.
Mr. Robert H. Stewart, III chairman of the board, First Interna-

tional Bancshares. Inc., P.O. Box 6031, Dallas, Tex.
Bishop W. McFerrin Stowe,' the United Methodist Church, P.O.

Box 8124, Dallas, Tex.
Mrs. Robert B. Sunderland, 4115 Sylvan Oaks, San Antonio, Tex.
Mr. Andrew W. Tarkington, 920 Porpoise, Lakeway, Austin, Tex.
Mr. C. A. Tatum, Jr.,' chairman of board of trustees. Texas Utili-

ties Co., 2001 Bryan Tower, Dallas, Tex.
The Honorable Jlohn G. Tower, I.S. Senator, 142 Senate Office

Building, Washington, D.C.
Mr. W. B. Trammell, W. B. Trammell Co., 601 Southern National

Bank Building, Houston, Tex.
Mr. George M. Underwood, Jr.,' president, Richardson Heights,

Inc.. 7540 L. B. J. Freeway, 620 Park Central West, Dallas, Tex.
Mrs. W. F. WVhitfield. P. O. Box 3279, Albuquerque. N. Mex.
The Reverend Richard B. Wilke, the First U'nited Methodist. 330

North Broadway, Wichita, Kans.
Mr. Philip Wilson, c/o Brady, Drake, & Wilson, 3275 First Na-

tional Bank Building, Dallas. Tex.
Mr. John D. Wisenbaker., president and chairman of the board,

Core Laboratories, Inc., P.O. Box 10185, Dallas, Tex.
Mr. Sam Vvl, chairman of the board of directors, University Com-

puting Co., P.O. Box 6228, Dallas, Tex.
I Ibid.
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Mr. Robert A. Young III, president and chief admiinstrative officer,
Arkansas Best Corp., 1000 South 21st Street, Fort Smith, Ark.

Mr. Donald Zale, president and chief executive officer, Zale Corp.,
P.O. Box 2219, Dallas, Tex.

Board of Governora of Board of Trustee8, Souther Methodist
Un/iver8ity, Dalky, Tex.

Mr. James W. Aston, chairman of the board and chief Executive
officer, Republic of Texas Corp., P.O. Box 22105, Dallas, Tex.

Mr. 0. Paul Corley,2 executive vice president and director, American
Liberty Oil Co 4100 First National Bank Bldg., Dallas, Tex.

Mr. Leo F. dorrigan, Jr.,* Vice Chairman of Board of Governors,
president, Corrigan Properties, Inc., 211 North Ervay, 17th Floor,
Dallas, Tex.

Mr. Edwin L. Cox,2 Chairman of Board of Governors, 3800 First
National Bank Bldg., Dallas, Tex.

Mr. Robert B. Cullum'2 chairman of the board, Cullum Companies,
Inc., 14303 Inwood Rd., Dallas, Tex.

Mr. Robert C. Dunlap, Jr.,2 5405 Falls Rd., Dallas, Tex.
Mr. Jess Hay,2 chairman of the board and chief executive officer, Lomas& Nettleton Financial Corp., P.O. Box 5644, Dallas, Tex.

Mr. Floyd B. James,2 chairman of board of directors, T. L. James
& Co., Inc., P.O. Box 0, Ruston, La.

Mr. Algur H. Meadows,' chairman of the board and executive com-
mittee, General American Oil Co., of Texas, Meadows Bldg., Dallas,
Tex.

Mr. Peter O'Donnell, Jr.,2 Investments, 4275 First National Bank
Bldg., Dallas, Tex.

Miss Bette Perot, 7171 Forest Lane, Dallas, Tex.
Mr. Charles Prothro, president, Perkins-Prothro Co., P.O. Box 2099,

Wichita Falls, Tex.
Mr. Robert F. Ritchie, Ritchie, Crbsland & Egan, 1100 Republic Na-

tional Bank Bldg., Dallas, Tx.
Mrs. Charles S. Sharp,' 5227 Meaders Lane, Dallas, Tex.
Mr. Mark Shepard, Jr.,' president, Texas Instrummts Inc., P.O.

Box 5474, Dallas, Tex.
Mr. Robert H. Stewart 11,2 chairman of the board, First Inter.;

national Bancshares, Inc. P.Q. Box 6031, Dallas, Tex.
Bishop W. McFerrin Stowe,' The United Methodist Church, P.O.

Box 8124, Dallas, Tex.
Dr. Willis M. Tate, chancellor, Southern Methodist University,

Dallas, Tex.
Mr. C. A. Tatum, Jr.,' Texas Utilities Co., 2001 Bryan Tower, Dallas,

Tex.
Mr. George M. Underwood, Jr.,' president, Richardson Heights,

Inc., 12700 Park Central Place, Dallas Tex
Dr. James H. Zumberge, President, Southern Methodist University,

Dallas, Tex.
s Also member of board of trustees. Officers of board of governors: Mr. Edwin L. Cox,

chairman; Mr. Leo F. Corrtgan\ Jr., vice chairman; andMiss Phoebe A. Davis, SMU,
secretary.

69-61,-76-pt. T- 9
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APPENDIX B

RECORD OF GIFTS AND GRANTS TO SOUTHERN METHODIST UNIVERSITY, 1965-75

Corporation Religious General Other Annuities life

Total Current Capital and denomina- Other welfare groups and contracts

Year support operations purposes business tions Alumni individuals foundations sources Bequests insurance

1965-66 ---------------- 4, 785. 49 1,832.354 2,953,495 182,113 387,183 300,526 1,141,247 2,742,184 32 596 0 0

1966-67------------------4,132, 785 1,965,246 2,167,539 831,737 330,625 320,365 1,649,338 926,918 73,802 0 0

1967-8 .------------------ 4,899,951 1,999,787 2,900,164 391,479 517,817 437,227 z,32,634 1,119,042 104,752 0
1968-9 ------------------ 6,320, 828 2,469,366 3,851,462 616,599 349,891 645,248 1,611,751 2,439,609 657,730 118,674 544.867

1969-70 --------------- 9, 346,165 3,413,577 15,932, 588 826,196 577,247 1,227,388 1,812,739 3,806, 055 1,096,540 0 13.043

1970-71 ------------------ 6,915,926 3,807, 049 3,106,877 1,093,562 436,585 1, 846,763 1,051,563 1, 782, 352 705,101 10,000 0

1971-72 ----------------- 10,909.631 3,482,581 7, 427,050 869,521 490, 760 4, 331,716 2,217, 839 2, 232, 088 767,707 931,066 4,758,000

1972-73 ------------------ 8. 809,415 4,255,324 4,554,091 1,080,833 526,885 2, 215, 446 1, 312 892 3 049 542 623817 396,447 1,376

1973-74 ------------------- 13,430,198 4, 2,106 8,588,092 953,161 679,192 .3,3,308 3,738,896 3,717,263 W4378 2,711,720 21,933

1974-75 ------------------ 13,061,042 5,043,119 8,017,923 876,747 555,475 2,53, 296 7,032,624 1,360,619 702, 281 5,444,750 19,131

Total 1Oyr ----------- 82,611,790 33,110,509 49,501,281 7,721,948 4,851,660 17,254, 23 23,898,523 23,175,672 5,709,704 9,612,657 5,480,350
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Government

Year Research Other Total

1971-1 .......................................................... 976,534 78056 1,764, 50
1972-73 .......................................................... 1, 243,605 620,602 1, 864, 207
1973-74 .......................................................... 1,067, 309 648,476 1,735,785
1974-75 .......................................................... 1, 776,178 261, 751 2, 037,929

APPENDIX C
SOUTHERN METHODIST UNIVERSITY CURRENT UNRESTRICTED REVENUE AND EXPENDITURES.

[Thousands omittedl

Indicated Unrestricted
surplus gifts to

Fiscal year Revenue Expenditures (decit)I operations

19656............................................ 13,621 13,584 37 12041966-47 ............................................ 16,319 16, 14 170 ,4501967- ............................................ 18,155 1,,420 (2 ,1968-........................................ 19,892 21658 (1,766) 1,747199-0...................................... 23,811 24'904 (1, 093) 2101
1970-71 ............................................ 26931 27, 917 (986) ,870
1971-72 ................................... 27,906 27, 312 594 2, 6881972-73 ............................................ 3 305 30295 10 2,8241973-74 ............................................ 33,204 32, 734 470 3,5781974-75 ............................... 34822 36 878 (2,056) 3,134

Total ........................................ 244,966 249,851 (4,8 ) 23,524

Dfcts for years 1968-71 are lar&y offet by realizing pins on Investments or reserve

SOUTHERN METHODIST UNIVERSITY TUITION AND FEES CHARGED OUR STUDENTS, 1965-75

Per semester Per semester Total 2
Year tuition fees semesters

196. .o....................................... $50000 $51.50 1103.00196"7...... "........................................ 600.00 51.50 1303.001967- ..................................................... .. 60000 51.50 1,300198-7 ................................................ 60. 70.oo LaIVA-70 ........................................... "...':......... 7Woo 700o Ms0so 6
1978-71 ................................................... 75 an oo M00 750.001971-72 ......................................... 90. 00 75.00 19 50.to1972-73 ............................................. 900.00 80.00 11973-74 ............................................. 1,000.00 100.00 2'200.0
1974.-7 .................. .......................... ..... " 1,10000 12L.00 450.00197S-76 ..................................... "..".".......".". E too. 00 12s.00 2; 51. 0o
Added utilities fee ................... ......................... 30k00 .........

STATEMENT OF CHARLEs E. SCONYRSM, VICE PRMDENT FOR
DEVELOPMENT O NuMRAsKA WEs5LYAN UNIVRTrrr iN LiNcoLN

I am Charles E. Sconyers, vice president for development, of
Nebraska Wesleyan University in Lincoln, Nebr.

It I interpret the proposed tax changes regarding philanthropic
ifts correctly, such changes would probably reduce gifts to Nebraska

Wesleyan University from individuals very substantially since most
of our big gifts are made with appreciated property in the form of
land and securities. This is true whether the gift be current or deferred.

While the tax savings obtained by donors through gifts of appreci.
acted property, rather than cash, can be and is In many cases very
substantial, it is not the.prime reason for making the gft. The fore.
most purpose of donors is to assist Nebraska Wesleyan University in

- maintaimng its status of academic excellence and assist its students
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on this campus in achieving their educational goals. However, the
potential tax saving, though secondary in our minds and that of most
donors, does have a direct bearing on the size of the gift and the point
in time on which it is made.

In my opinion most of our gifts for endowment and other capital
purposes would e reduced by at least 50 percent if not eliminated
entirely were it not for the tax benefits available to the donor as now
provided by the regulations. To lose those benefits, would be a real
tragedy and would soon impoverish Nebraska Wesleyan financially.One of the suggestions for change in the philanthropic tax benefits
is to eliminate the charitable contribution deduction on the apprecia-
tion portion of the gift entirely or provide that only 50 percent of that
portion of the value of the gift can be used as a charitable deduction.
Itis my impression that this would apply whether the gift was made
by bequest; or to establish a charitable remainder trust; or retain a
life estate, or an outright gift.

In the past several months Nebraska Wesleyan received four large
ift s plus two bequests now in probate, that I am sure would not have

g:en received in the amounts shown or at the time, had the suggested
tax changes been in effect at the time. They are as follows:
Gift No. 1-Gift of appreciated securities to establish a charitable

remainder trust --------------------------------------- $153, 000
Gift No. 2-Outright gift of appreciated securities ----------------- 51,000
Gift No. 3-Gift of appreciated securities----------------------- 100,000
Gift No. 4--Gift of a farm with life estate retained by donors -------- 190,000

Total above gifts ------------------------------------ 494, 000
In recent months Nebraska Wesleyan University has been advised

it is the beneficiary in the wills of two individuals who have recently
died and whose estates are now in probate as follows:

3.ttmoted olue
Bequest No. 1-expected total ---------------------------- $1, 000,000
Bequest No. 2--expected total-------------------------------- 150,000

Total recent bequests ------------------------------- 1, 150,000
These are the larger transactions which have occurred just during

the past year or so which involved gifts of appreciated property. Over
the past 10 years similar gifts of appreciated property have been made
by one method or other, totaling over $1,T50,000, and on those gifts
as well, the tax saving was an important secondary consideration by
the donor at the time the gift was made. To reduce the charitable
contribution deduction by all or any portion of the appreciated value
would have a ruinuos effect on our deferred gift program as well as
any and all campaigns for current scholarship and operating funds.

Thank you for allowing me to present my opinion. I urge that you
maintain the current tax incentives for concerned citizens to continue
their generosity in supporting Nebraska Wesleyan University and
other independent colleges and universities of America.

WRITTEN STATEMrNT SUBMrtED BY Tmz MAY DEPAIxIzrM T STOE Co.

The Ma Department Stores Co. (the company), headquartered in
St. Louis, Mo., is a publicly owned corporation that operates 129 de-
partment and discount stores in major metropolitan markets coast to
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coast, 58 catalog showroom stores in the Greater New York area and
northern California, and 16 regional shipping centers. Major stores
or groups of stores are located in St. Louis, Chicago Akron, Cleveland,
Youngstown, Denver, Baltimore, Washington, D.O. (The Hecht Co.),
Los Angeles, San Diego, Pittsburgh, Portland (Oregon), Hartford,
and Jacksonville.

The May Stores Foundation, Inc. (the foundation) is a charitable
corporation, established under New York law in 1945, and is a "private
foundation" as defined in section 509 of the Internal Revenua Code. It
receives charitable contributions from the company and makes grants
primarily for various civic and educational activities. After the en-
actment of the Tax Reform Act of 1969, the company was a "disquali-
fled person," as defined in section 4946 of the Internal Revenue Code,
with respect to the foundation.

In 1965, 4 years prior to the enactment of the Tax Reform Act of
1969, the company conveyed to the foundation as a charitable con-
tribution the company's entire fee and leasehold interests in certain
improved real property north of and across Locust Street from the
company's Famous-Barr Co. department store facility in downtown
St. Lous. The company claimed a charitable deduction for the value
of the property interests so conveyed.

Immediately after receiving the property from the company, the
foundation leased it back to the company for an approximate 24-year
term ending in 1989. Under the company's leases with the foundation,
the property is used, as it had been previously, to provide vital sup-
port services to the department store facility, such as a receiving, sort-
ing, and shipping center for goods involved in the company's St, Louis
retail department store operations. The support property also houses
the powerplant and other utilities for the department store facility
and is connected with the department store facility through a system
of undergrold tunnels and conveyors.

The provisions of the Tax Reform Act of 1969 permit the com-
pany's leases with the foundation to continue only until December 31,
1979. See section 101(1) (2) (C) of the act (Public Law 91-172). By
that date the leases between the company and the foundation will have
to be terminated to avoid violation of the self-dealing rules that were
added to the code by the Tax Reform Act as section 4941 of the code.

Although the Tax Reform Act requires that the leases be terminated
by 1979, it does not permit the company to purchase, at any price, the
property previously conveyed to the foundation and presently subjet
to the leases. Thus the likely effect of present law will be utimately
to deprive the company of any use of this vital support property after
1979. In view of the umbilical cord relationship between the property
and the company's adjacent department store, this could cause a
serious disruption for the company's retail operations in St. Louis. Nor
would this have any offsetting benefit for charity, because the price
that any third party could be expect to pay for this property, uniquely
valuable only to the company in connection with the operation of its
downtown St. Louis department store facility, would be no greater
than the price the company would be willing to pay.

There are apparently a number of other foundations and disqualified
persons aro uid the country faced with a similar problem. This was
recognized by the House Ways and Means Committee early in 1972
when it unanimously approved, without objection by the Treasury
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Department an amendment (H.R. 9520) to the transitional rules in
the Tax Reform Act. (Similar bills have been introduced in subse-
.quent Congresses. For example, H.R. 1118 and H.R. 12546, introduced
in the 94th Congress by Congressmen Schneebeli and Karth, respec-
tively.) The amendment presented by H.R. 9520 would permit a pri-
vate foundation to sell to a disqualified person, for not less than fair
market value, any propery being leased by that person under a lease de-
scribed in section 101(1) (2) (C) of the Tax Reform Act. Although
there was no known opposition to the bill, the bill was never brought
to a floor vote in the House.

The reasons for the legislation are cogently set forth in the House
re ort which accompanied this bill. See H.R. Rept. 92-965, 92d Cong.,
2?dsess. (1972), a copy of which is attached.1 As that report indicates,
if these situations hadbeen called to the attention of Congress in 1969,
Congress probably would have minimized the resulting hardships with
a divestiture rule similar to the divestiture rule available for the dis-
position of excess business holdings under section 4948 of the code.

For these reasons, the company urgesthat the Senate Finance Com-
mittee include in any tax revision legislation an amendment similar
to that approved by the Ways and Means Committee in 1972.

GRAY & ASSOCIATES, INO.,

Senator Russau B. Loo Ckago, Ill., are 10,1976.

U.S. Senate, Committee on finance,
Wa8hington, D.C.

DRAn SENATOR LoNG: For the past 9 years we have been involved in
assisting the American Indians on reservations, Indian missions, and
urban Indian, nonprofit charitable organizations by helping them ac-
quire the necessary machinery and equipment from major manufac-
turers to implement their vocational training programs and small
manufacturing facilities, as well as acquiring a minimal amount of in-
ventories that have helped, to a slight degree, alleviate social and wel-
fare problems of our American Indians.

Senator Long, it has practically been like pulling teeth to obtain
these necessary machinery, equipment, and inventories from industry
since the adoption of the 1969 tax revision, which practically halted
major manufacturers from making this type of contribution, since they
no longer received any incentive through' tax benefits.

Since the middle o 1969 we have telephoned your office on numerous
occasions, visited your office, talked with your administrative assist,-
ants, and other members of your staff and written you several letters
You responded to these letters on February 28 and March 22, 1973,
and on May 21, 1974, we again wrote you a letter, a copy of which is
enclosed: actually begging you and the Senate Finance Committee for
an appointment to meet with you and other members of your commit-
tee. We had also requested an appointment to be heard before the junior
committee when both you and Congressman Wilbur Mills cochaired
this committee.

Now that you and the Honorable Al Ullman cochair this same com-
mittee, we would respectfully request of both you and the Congress-

'ITs wau made a part of the oMelel aflo of the comnmttee.
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man an appointment to meet with each of you privately and then col-
lectively, in the hopes of finally achieving the passage oi our proposed
tax amendment to the charitable contributions section of the 1969 tax
laws. At the very least, we would like a few minutes of your time in the
hopes that you could suggest the proper steps for us to take to realize
our goal, and in the process help the Federal Government by relieving
the unemployment compensation and welfare doles paid out to unem-
ployed Americans, especially our American Indians. Our Indians are
not looking for a handout, they are merely looking for a helping hand
so that they may eventually help themselves, and by God Senator Long,
we need your help desperately. .

For a period of 3 years, from 1970 until the middle of March, 1973,
we cajoled and pressured and finally finagled an appointment to be
heard by the Committee on Ways and Means through the efforts of the
General Counsel, John Martin. We were given an appointment on
April 13, 1973, to present our request and testimony to the committee,
but unfortunately for us and our Indians, only five members of the
committee were present at the hearings, and no one heard a thing we
had to say, which left us back at the starting line once again.

This was particularly disappointing after the struggle we had to
arrange the appointment, and having accumulated all materials we felt
necessary for our presentation, and expending in excess of $100,000
that included research and employing one of the outstanding tax con-
sulting firms in the Unite-3 States (Lybrand, Ross Brothers & Mont-
gomery,) for their opinion and expression, only to run into yet another
brick wall, and to this date we cannot get through to anyone in
Washington.

The Ways and Means Committee, after a lengthy fight with the
President and trying to get heads put together on their committee, in-
cluding the General-Counsel of the committee, fought for their tax
revisions, only, and nothing of importance was accomplished as far as
charitable contributions revisions are concerned. The only tax revision
that benefited any Indian in 1975 was a segment that Al Ullman and
some other Congresmen put through to tax-exempt some property in
Oregon. We are ,oong to assist all American Indians throughout the
United States, whether they be on Indian reservations or have emi-
grated to metropolitan areas.

We are sure you are aware that there are 75 to 80 percent unemployed
American Indians on reservations and 65 to 70 percent unemployed in
metropolitan areas. This must indicate to you the need for vocational
training for these first Americans, our American Indians.

Senator Long, since the origial 1969 tax revision became law, it has
stymied corporations from making contributions to any worthy chari-
table organizations, excluding cash, corporations can honestly throw
any obsolete or dormant machinery or equipment into the junkyard,
wrapping it, getting more as a tax loss, than if they were to contribute
these persona properties to charitable groups that could use the equip-
ment in vocational training programs that would actually assist un-
employed people in learning new vocations and be able to open small
manufacturing plants or look for employment, because they finally
learned how to use this equipment, making them knowledgeable and
hireable for jobs they had not been able to do prior to vocational train-
ing with obsolete or dormant equipment that should be and could be
-contributed.
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Congress has been looking for an answer to employ the unemployed,
and a fight has been going on between Congress and the executive
branch since the present President took office, and we gave an answer
to this problem in 1973, although we knew it in 1970, and introduced
the bottom-line results to you and other Senators and Congressmen
in Washington, and to some members of the executive branch, back in
1970, by letter.

Now, Senator Long, we feel, after consulting with many executives
in industry and tax firms throughout Chicago, New York, California,
and Detroit, Mieh., there are more than $50 billion worth of dor-
mant or obsolete machinery and equipment, lying idle in corporate
warehouses and plants that should be replaced by the companies and
corporations that have this obsolescence, allowing these companies and
corporations to purchase new equipment and dispose of, by contribut-
ing, their dormant machinery and equipment, and idle, nonsaleable
inventories and components.

We have also talked to the financial executives of these corporations
and they suggest there is no benefit in contributing any of the obsolete
equipment, machinery, or inventories to worthy charities, although
these charities are able to utilize the contribution. Now, corporations
would rather just scrap or canmibalize the equipment for components,
not wanting more problems than they have with the Internal Revenue
Service or the Treasury Department. But, if there were financial in-
ducements to make this contribution to worthy charitable groups, they
would be more than delighted to contribute every piece of equipment
in their plants, and replace them with newer, more efficient equipment,
that would help their company employ more people effectively.

Sir, we know we made one terrible mistake in trying to prepare this
material with the hopes of getting the complete Senate Finance Com-
mittee and the complete Ways and Means Committee to assist us in
helping the American Indians in this most worthy cause. We should
have bo-ught and paid for people in Washington (public relation peo-
ple and attorneys) to-get to Senators and Congressmen that would have
proposed this amendment to the charitable contributions revision of
1975. Maybe that would hav6 worked better and might have saved us
heartaches and money, and enabled us to help our Indians and our
Government, but, Senator Long, we were not smart enough, and cer-
tainly not effective enough, and too inept at the procedures in Wash-
ington, but we tried in our own way to get results that would also keep
the U.S. Government from paying out millions of dollars to several
hundred thousand unemployed in compensation for being unemployed
or on welfare, but not being persuasive enough with you or other mem-
bers of the Senate and House, our fight seems to be just getting started
to help everybody but ourselves, and damn it, we are not going to give
lip.

We know that the U.S. Government, the Internal Revenue Service,
and the Treasury Department will benefit tremendously, only by al-
lowing corporations to contribute these obsolescent or dormant per-
sonal properties, but the the unemployed and the welfare recipients
will eventually become employed and earn taxable dollars. Corpora-
tions will then receive a tax benefit from these essential contributions.

We are sure you are concerned, as is the Senate Finance Committee
and the House Ways and Means Committee, as well as Congress,
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about employing the unemployed and attempting to train and em-
ploy those on welfare that are able to work.

The President's recommendation was that industry and the pri-
vate sector should find a way of employing the unemployed, and not
leave this program's benefactor to be the Federal Government alone.

We feel that the Senate Finance Committee and the Ways and
Means Committee should allow a tax benefit to industry for contribut-
ing, only if the contributions were to be used for vocational training
programs, or social and welfare benefits. Then, industry will be able
to employ those that can adapt themselves for the corporations re-
spective job openings, with very little cost, if any, to the Federal
Government. The results would be that the unemployed will, in a
short time, be earning taxable dollars.

There are also thousands of abandoned plants that could be con-
tributed to worthy charitable groups that could be transformed into
usable training facilities throughout the Nation at minimal cost.

Senator Long, again, these dormant or abandoned buildings
throughout the United States are lying empty, waiting for someone
to either demolish them or buy them for whatever use they can find for
the properties. We can assure you that we can call most any corpora-
tion in Fortune's 1,000 major industries and get 1 to 00 plants
that they are looking to dispose of or abandon the properties for tax
losses. These plants could be vocational centers for the Nation, at no
cost to the Federal Government, and in most cases, minimal work
would be necessary to convert these properties into workable and
usable facilities for vocational training programs.

In the past 9 years we have never accepted any inventories or prop-
erties for the American Indians that we could not make use of or con-
vert to income property for the American Indians, and our intentions
for the future woufd be the same.

Senator, we have put our case before you once again, and must im-
plore you to give this some very serious consideration, that if our sug-
gestions to help our American Indians and the other unemployed in
the United States were just a dream for us, they have now become a
nightmare, with several years of continuous effort in attempting to
get a tax change into law, without results, and unless you, as the chair-
man of the Senate Finance Committee, and the cochairman of the
joint committee give this suggestion 10 minutes of your undivided
time, where you can sit and o nothing but think about this program,
not just to sit and listen, bu to hear what we have to say, we have
failed permanently.

Sir, if at any time you want me in Washington to discuss this fur-
ther with you, and you only, not with one of your staff members, I can
meet with you at any hour on any day that is convenient to you, but
please give our suggestion on the charitable tax amendment the atten-
tion that it needs desperately, unless you feel it has no merit.

We are enclosing a copy of our proposal to the Committee on
Ways and Means, presented m April of1973.1

We look forward to any communication from you with the hopes
that you will truly and finally show some interest in our proposal.

Respectfully,
bd e eo pt GdAT.

This document, previously printed, was made part of the oscitad ies of the committee.
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AMBASAIM NA HIRANN,
EMBASSY OF IRELAND,

Hon Ru L B. LoG, Wahington, D.C., April 2 , 1976.

.ChairmaN Senate Finance Committee,
Wa8hington, D.C.

Dr-AR SENATOR LONG: In connection with the current hearings of the
Senate Finance Committee on section 602 of bill, H.R. 10612, concern-
ing the amendment of existing taxation provisions in respect of at-
tendance at conventions or meetings held outside the United States,
I am enclosing for the information of the committee a copy of a note
which I sent on Wednesday, April 21, to the Secretary of State. This
note expresses the concern of the Irish Government at the implications
of the proposed changes for Ireland, particularly in the areas of tour-
ism and industrial development.

You may wish to include this information in the official record of
the committee, and we would have no objection to this, should you
so decide.Yours sincerely, JoHN G. MouLoy, Ambasador.

Enclosure.

The Ambassador of Ireland presents his compliments to the Hon-
orable the Secretary of State, and has the honour to refer to current
proposals to amend the U.S. tax code by disallowing expenses which,
heretofore, were deductible in respect of attendance at conventions,
seminars or other meetings held outside the United States. In that
connection, particular attention is drawn to section 602 of bill H.R.
10612. It wilt be recalled that when this question arose last year the
Embassy of Ireland, in its note of July 23, 1975, made known to the
Department of State the concern of the Government of Ireland at the
implications of the proposed tax changes.

The implications of the proposed tax changes are especially serious
for Ireland. Tourism is Ireland's second largest industry and also the
second largest earner of foreign exchange. This industry, so vital to
Ireland's well-being, has suffered a great deal in recent years because
of the unfavourable publicity arising out of the civil disturbances in
Northern Ireland. This adverse publicity has seriously eroded the ac-
cumulated beneficial effects of promotional efforts over many years.

Ireland is, therefore, in the position where even the maintenance of
existing traffic flows requires a much stronger and lasting promotional
effort than had to be mounted in the past.-This is also true of foreign
investment in Ireland. It is, therefore, an important aim of national
I)olicy to make a major effort on the tourism and foreign investment
fronts to correct the misleading impression which has inevitably been

(3013)
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created abroad, especially in the United States, that the civil commo-
tion in Northern Ireland affects the whole island. The holding of in-
ternational conventions, conferences, seminars, and meetings of various
kinds in Ireland serves, therefore, a double purpose. Such gatherings
are directly beneficial in themselves to Ireland and, indirectly the mere
fact that they are held in Ireland helps immeasurably to dispel the
widespread but false notion that Ireland is not a safe country to visit
or to invest in. Thus, the Irish Tourist Board and the Industrial De-
velopment Authority of Ireland are redoubling their efforts abroad.
The proposed changes in the U.S. tax code would seriously undermine
those efforts.

For some years now Ireland has been striving to develop the in-
dustrial arm of the economy. Much of the success achieved to date is
due to foreign investment in Ireland, especially by American indus-
trialists. However, categorization of visitors to Ireland shows clearly
that, unlike the situation in many other countries, the percentage of
visitors on business, as compared with tourists in the strict sense, is
very small.

This is unsatisfactory from the point of view of tourism itself but
also, and more importantly, from the point of view of national policy
to accelerate the industrial development of the country. It will be evi-
dent, therefore, that the attraction to Ireland of foreign industrialists,
businessmen, scientists, and professional people generally is of great
importance to the Irish authorities. In a world of ever-increasing in-
terdependence there is an acceleration in the interplay of ideas and the
pooling and exchange of information in all fields of human endeavor.
Thus, conferences trade exhibitions and international gatherings of
many kinds have become a regular feature. The benefits are obvious:
they are political, social, cultural, scientific, as well as economic. Par-
ticipants inform themselves of advances and discoveries in various
areas they see new products; they discover new market opportunities;
and they acquaint themselves with the local scene. From Ireland's
point of view, such visitors to Ireland have an opportunity of examin-
1na possible locations for new factories, meet local businessmen and
officials concerned with trade, investment, et cetera. The economic ties
fostered in this way between Ireland and the United States are, of
course, to the mutual advantage of both countries.

It is estimated that in 1975 approximately 7,500 American delegatesattended conferences in Irelan{.Much money, public as well as private,
has been invested in recent years in the provision of facilities for such
conferences in Ireland. It is the hope of the Irish Government that the
number of American participants in such meetings will increase rather
than diminish in future years. In that connection the following extract
from a recently published OECD study "Tourism Policy and Inter-
national Tourism in OECD Member Countries" is particularly rele-
vant:

Tne tourism committee notes with satisfaction that despite the considerable
deterioration of the balance of payments of most member countries, no OECD
member country, with the exception of Portugal, has imposed restrictions on
tourists' automatic foreign currency allowances provided for under the OECD
code of liberalization of current invisible operations. This attitude is in line with
the undertakings by member countries In the declaration published on May 80,
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19749 by the O EOD Council at Ministerial level, whereby the governments of the
member countries affirmed, inter alla, their determination to avoid, for a period
of 1 year, taking general or specific measuresaffecting other current operations.
The committee also noted with considerable interest that this declaration has
been renewed for a further year by the OEOD Council at Ministerial level at its
meeting on May 28 and 29, 1975. The committee wishes to stress that under
present circumstances it is of great importance for member countries to avoid
any measures which may discourage international travel.

The proposed changes in the U.S. tax code, when examined in the
light of the foregoing arguments or indeed in the light of any reason-
ably objective standards, are drastic and discriminatory and would, if
implemented, surely have consequences that were never intended. Many
international conferences are held in the United States and there would
probably be a good deal of pressure on other countries to intieoduce
similar restrictions. The Government of Ireland therefore expresses
the hope that the proposed amendments of the U.S. tax code a ready
referred to will be dropped and that the Department of State will lend
its support to Ireland's representations in that connection.

The Ambassador of Ireland takes this opportunity to renew to the
Honorable, the Secretary of State the assurances of his highest con-
sideration.

INTERNATIONAL AssoowrToN OF HOLIDAY INNs,
Schiter Park, Ill., April 21,1976.

Senator CLirFoR P. IA bE --
Washington, D.C.

DEu SENATOR HANSEN: On Friday, April 9, 1976, the board of
directors of the International Association of Holiday Inns met and
adopted the following resolution. The association represents the own-
ers and operators of over 1,700 Holiday Inns located throughout the
United States and worldwide.

Whereas the board of directors of the International Association
of Holiday Inns stands firmly in support of the free enterprise system,
and

Whereas over 1,700 Holiday Inns proudly compete throughout
the world for their share of discretionary travel, food and lodging,
and

Whereas protectionist legislation discouraging conventions in for-
eign countries could well develop retaliatory measures lessening the
in-flow of foreign tourists to the United States, and

Whereas the Internal Revenue Service has ample law and admin-
istrative rulings to bar unreasonable travel and convention deduc-
tions, now therefore, we

Resolve to urge the Senate Finance Committee to strike from the
Omnibus tax bill the threat to freedom of travel imposed by spdciflo
limitation of income tax deductions allowed for conventions in foreign
countries.

We urge you to consider this resolution during the Senate Finance
Committee's decisionmaking processes.

Respectfully, JAmn L. SonWARTZ, President.
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Am=CAN BAR AsSOCIATO*,
Hon. 1usw B..1ogo, ." Chicago, ll., April £1, 1976.

Chairman, Committee on Finance,
U.S. Senate, Wa~hington, D.C.

Dwi Mn. CiunRiA&;: On behalf of the American Bar Association,
I am writing to inform you of the association's views on section 602
of H.R. 10612, relating to deductions for attending foreign conven-
tions.

The association believes that while section 602 is intended to curb
past abuses of such deductions, it would fail to achieve that purpose
and could inhibit the holding of legitimate foreign conventions. The
provision also adds unnecessary complexity to the Internal Revenue
Code and creates great administrative burdens for the Internal Rev-
enue Service, individual taxpayers, and organizations sponsoring
conventions.

We understand that section 602 is intended to address situations in
which otherwise-legitimate seminars and conventions are held in loca-
tions having no relationship to the business purposes for which the
meeting is held. If Congress feels such abuses have been flagrant
and have resulted in substantial revenue loss, it should carefully draft
a provision which addresses itself solely to such abuses. The current
proposal, which would arbitrarily limit deductions to two foreign
conventions, regardless of purpose and location, fails to deal with
the underlying problem.

The likely effect of such a provision is that certain organizations
will continue to hold seminars in resort locations, and the partici-
pants will take deductions for attending one or two such meetings a
year. Thus, the abuses will continue.

On the other hand, large professional organizations like the ABA
whose members are involve im a wide range of transnational activi-
ties, will be discouraged from scheduling legitimate foreign conven-
tions. You may be interested in knowing that the American Bar
Association has held 137 annual and midyear meetings since the
association's founding in 1878. Of these 187 "conventions," only 5
have been held outside the United States: 3 in Montreal, Canada,
and 2 in London, England. These two locations were chosen be-
cause the association believed that American and British lawyers, as
part of the same Anglo-American legal tradition, could profit greatly
from such mutual interchange. The association is also one of the
founders of three international law organizations-the International-
Bar Association, the Inter-American Bar Association, and the World
Peace Through Law Center-each of which has an international
membership and periodically holds meetings abroad. The passage of
section 602 would have a decidedly adverse effect on participation by
American lawyers in such meetings in the future.

Further, the recordkeeping requirements with respect to hours
of scheduled business activities, hours of attendance, the use of vary-
ing per diem rates, and the other detailed requirements of the pro-
posed section promise to create needlessly great administrative burdens
for all parties involved. The proposed cure may indeed be worse than
the ailment.

N
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The American Bar Association believes that if past abuses can-
not be adequately treated by regulation under the existing code,
Congress should carefully draft a provision which would (1) address
only the documented abuses, not all foreign conventions, and (2)
would not result in increased complexity and unusually burdensome,
administrative requirements. Proposed section 602 accomplishes
neither of these objectives. Our association would welcome the oppor-
tunity to provide further information or assist your committee in
any way it can to develop a more appropriate way of dealing with
this problem.

Sincerely,
JOHN P. BR~ACKEw,

Chairman, House of Delegate.

TUR BUrSu-AmERICAN CHAMBER OF COMMERCE,
New York, N.Y., April £0, 1976.Hon. RUSSEu, B. LoNG,

Chairman, Senate Finance Committee,
Wahington, D.C.

DwA MR. CHAMMAN: The British-American Chamber of Com-
merce was founded in New York in 1920, and consists of over 500
corporate members engaged in international commerce, most of whom
are residents and taxpayers in the United States.

We are greatly concerned that, in H.R. 10612, section 602, as passed
by the House of Representatives in the previous session of this Con-
gress, there should be a limitation placed on the tax deductions that
can be claimed for overseas conventions, seminars, meetings, both as to
the number each year of such meetings, and to the expenses allowed
in respect of each meeting and the travel to and from it.

There is no suggestion that meetings of all sorts, or travel to them,
are of themselves undesirable or subject to limitation; only those out-
side the United States. Yet for those engaged in international com-
merce, a meeting overseas may be more advantageous in every way
if located at the site of operations, or where many of the participants
are, than automatically held in the home country of domestic
management.

The international commerce (imports plus exports) of the United
States has doubled in the last 4 years, to a total 1975 figure of over
$200-billion worth of goods, not including the accompanying volume
of supporting services.

The continuing growth of this important sector of the U.S. economy,
hand in hand with that of the country's trading partners, will not be
assisted by legislation designed to set arbitrary limitations and rigid
guidelines. The participation by U.S. residents in meetings overseas
plays no small part in the expansion of foreign trade and provides a
direct encouragement to the sale abroad of U.S. goods and services,
as well as stimulating investment in the United States of America.

The healthy development of international travel is in itself of
importance to the economy of the United States, as it is to that of the
United Kingdom. It provides Britain with dollar earnings needed to

09 510--76-pt. 7-10
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pay for steadily increasing British purchases of U.S. goods. Moreover,
restrictions on U.S. organizations holding meetings abroad are likely,
in the way of things, to lead to a discouragement of overseas organiza-
tions visiting America. As the Tokyo round of trade negotiations
proceeds, f rsh U.S. restrictions would hardly improve relations with
other countries.

If, however, the thrust of the proposed legislation in H.R. 10612 is
to deal with possible tax abuses, we consider it is unreasonably dis-
criminatory and should be applied equally to all similar convention
activity and the like, within as well as without the United States.
Moreover, we believe that the present taxation code, as administered
by the IRS, is already adequate to police such abuses.

Finally, we hold that tie limitation of the free choice of meeting
places for those engaged in international commerce is opposed to the
true concept of liberal trade, a concept that has stood the United
States in good stead in the past, a concept which we hold to be of
the greatest economic promise for the future, both in Britain and in
the United States.

This chamber, therefore, urges your committee to avoid recommend-
ing legislation that would discriminate against legitimate business
travel abroad.

Sincerely yours, DAvm FARQuHARSON.

STATEMENT OF THE ABIERICAN SOCIETY OF ASSOCIATION EXECUTIVES

This statement is submitted by James P. Low, president and chief
executive officer of the American Society of Association Executives
(ASAE). ASAE is an educational organization, whose purpose is the
training and education of executives for leadership positions in volun-
tary nonprofit organizations. In this capacity, ASAE represents 6,000
trade, professional, technical, and educational association executives.
These organizations, in turn, represent an underlying membership of
22,000,000 businessmen, businesswomen, firms and professional
persons.

ASAE strongly believes that a provision dealing with the deducti-
bility of attendance at foreign conventions which was included in the
House version of tax reform legislation, H.R. 10612, to be both un-
necessary and inappropriate.

Section 602 of H.R. 10612 provides a series of complex rules for
determining whether the expenses of individuals attending foreign
conventions are deductible. At a time when manv are urging simplifi-
cation of the present tax code. it is highly questionable whether new,
highly technical amendments should be added to the code. This argu-
ment is particularly compelling when the need for the legislation is
dubious.

Each member of this committee is person ally acquainted with many
of the nonprofit voluntary associations which ASAE represents. You
are also aware that the purposes and goals of these organizations is
not to sponsor vacations for their members. Frankly, the problems fac-
ing this Nation do not allow them the luxury of this kind of activity.

What seems to have been lost in prior discussions of this topic is
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what motivates people to attend conventions, seminars, or similar meet-
ings. The primary reason for attending a convention, seminar, or sim-
ilar meeting is to have the opportunity to exchange ideas and experi-
ences with other attendees. This exchange is enhanced by program
topics, speakers, and panel discussions. Nevertheless, convention plan-
ners recognize that informal discussions among attendees with similar
interests may be equally as important as a heavily structured program.
Thus while the location of the convention may influence the attend-
ance by some taxpayers, studies show that the topics to be discussed
and the speakers who will be present determine the success of the con-
vention. This was confirmed by a study conducted by Opinion Re-
search Corp. for the United states Chamber of Commerce dealing
with the reasons why people attend conventions, et cetera, wherever the
meeting is held.

ASAE does not suggest that there are no abuses in this area. There
are some, but the number of organizations sponsoring so-called junkets
is exceedingly small. In our view existing law is adequate to deal with
these cases without regard to whether the meeting is held within or
without the United States. The overwhelming n ber of conventions,
seminars, and similar meetings-wherever held-are bona fide business
meetings held for the education and benefit of the attendees

The concern of proponents of section 602 appears to be the deduc-
tion of what is essentially a vacation. This concern is not eliminated
by the establishment of arbitrary standards of deductibility. More
importantly existing law already provides an adequate framework
within whici the perceived abuses can be regulated. The issue involved
is whether the conference in question is directly related to the conduct
of the individual's business. The House bill never reaches this issue,
but merely establishes complex rules which exult form over substance.
Thus, no more than two foreign conventions may be deducted in 1
year, without regard to the purpose of the meeting.

On the other hand, section 274(c) of existing law requires consider-
ation of the business purpose of the convention. Under this approach,
there appears to be no reason why the IRS could not publish pro-
posed regulations which would establish guidelines as to the manner
in which the requisite business purpose is to be established. This ap-
proach would allow taxpayers and sponsoring orgzations to work
with the IRS in establishing a reasonable format for complying with
the requirements of section 274(c). This would ease the audit burden
of the IRS and permit taxpayers to comply with the requirements of
this provision more readily.

The proposal to restrict conventions held outside the United States
will have a serious adverse impact on U.S. air carriers and other U.S.
businesses abroad, such as hotels. The plight of U.S. air carriers com-
peting for the international travel dollar is well known to this com-
mittee and must be considered. Similarly, international hotels, con-
trolled by U.S. interests will suffer if the proposed restriction becomes
law.

Proposals to restrict foreign conventions are inconsistent with the
trade policy established in 1974 by this committee. At a time when the
emphasis is on freer trade and removal of tariff and nontariff bar-
riers, we submit that the enactment of legislation will be viewed as an
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obstacle to achieving the freer flow of information, products, and
investment. What it does achieve is to invite foreign countries to
retaliate. The State Department already has received objections from
a number of foregin governments to the proposed restrictions on
foreign conventions.

Further, we understand that the Department of Commerce and
other agencies are making a significant effort to attract foreign visitors
to the United States and that a particular effort is being made in con-
nection with our Bicentennial. This committee should not enact legis-
lation which will frustrate the efforts of other Government agencies.

In summary, proposals relating to foreign conventions do not ad-
dress the primary purposes which induce a taxpayer to attend a con-
vention or similar meeting. In an effort to curb foreign junkets (and
with no concern for domestic junkets), these proposals will prevent
most conventions from going abroad, thereby depriving U.S. mem-
bers of the opportunity to draw on foreign resources for ideas which
would be most beneficial. For example, soon the United States will
move to the metric system. Europe has been on the metric system for
many years. A meeting held i Europe to discuss with Europeans the
practical considerations connected with such a change is certainly busi-
ness connected, regardless of other arbitrary standards applicable to a
particular taxpayer.

Another example of the arbitrary standards established under H.R.
10612 is that this bill establishes limitations on transportation ex-
penses which are unrelated to the business purpose of the trip and
which could induce convention sponsors to provide charter transporta-
tion services for attendees, to the detriment of existing regularly
scheduled airlines.

Finally, the House bill establishes limitations on subsistence ex-
penses geared to per diems allowable to U.S. civil servants. This stand-
ard is so unrealistic that it is not even followed by the Federal Gov-
ernment. At the present time, U.S. civil servants traveling abroad
may be reimbursed for actual subsistence expenses, and not merely
limited to a per diem.

In conclusion, ASAE believes that the objectives -which the commit-
tee and ASAE wish to accomplish can best be achieved through a
realistic compliance program, rather than through enactment of new
legislation. ASAE believes that such an approach will benefit the tax-
payer and achieve the desired result without inviting foreign coun-
tries to enact retaliatory legislation. Abuses can, and shouldbe cor-
rected without destroying the value of bona fide meetings held outside
the United States. To th is end, ASAE stands ready and willing to,
assist this committee and the Treasury in achieving a workable and
realistic approach to arrive at our mutual goal.

STATEN r op GrLBrr GARBMR, ExEzcrrvr VICE PRESIDENTor GA'wm
TRAVEL SERVICE, INC., AND PRESIDENT OF TIMl INTERNATIONAL CON-
ORESS AND CONVENmON ASSOCIATION
I submit my statement to you in the dual capacity of executive vice

president of Garber Travel Service and president of-the International
Congress and Convention Association (ICCA).
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Garber Travel operates 22 offices in Massachusetts, New York, New
Hampshire, Rhode Island, and Vermont. In 1975, our sales volume
was in excess of $24 million.

A significant part of our business is the handling of arrangements
related to national and international meetings, conventions and con-
gresses; meetings which may take place in the United States and have
both U.TS. and foreign participation, as well as meetings held overseas
with similar makeup.

The International Congress and Convention Association has mem-
bership in 67 cott and is comprised of all components of the meet-
ing industry, including travel agents, airlines, government tourist
bureaus, Congress organzing companies, meeting centers, hotels, and

,other services. Among our T.S. membership are: Pan American and
Northwest Airlines; Sheraton, Intercontinental, Hyatt International
and Loews Hotels; Hertz and Avis Car Rental Cos.; the United States
Travel Service, an arm of the Commerce Department; the Convention
and Visitors Bureau of San Francisco, Salt Lake City and Atlanta.
A full list of our membership as of November 1975, is submitted.

Among the functions of CCA is the publishing and distribution of
information about congresses and conventions which take place all
over the world. Our membership promotes attendance and handles
arrangements for such events, and in many instances is a direct influ-
,ence on the choice of site for these meetings.

My understanding is that the orins of the section of the bill re
ating to tax deductibility for attendance at conventions was the con-

cern that deductions were being claimed for attendance at conventions
which were not of serious purpose. There were many blatant examples
of such questionable meetings which advertised attractive destinations
for esoteric meetings of one sort or another ' and emphasized
-their tax deductibility.

It had been my contention-affirmed by the testimony of others-
that violations of the intent of the law, if not the law itself should
best be dealt with by the Internal Revenue Service, who has ail of the
necessary tools at hand. To me it was strange, in any case, that there
seemed only concern with frivolous meetings-held overseas. An equally
questionable meeting held in an attractive resort location such as
Honolulu, Vail, or Miami was not to come under any new regula-
tion * *. The implication beinK that the IRS somehow had ade-
,quate safeguards for domestic destinations.

It has been * * * and still is * * my contention .hat he meeting
itself must qualify-by reason of its content of serious business or
profession related substance* * whether the meeting takes place in
Honolulu or Hamburg-in Milan or Miami. The qualifying of the
meeting for tax deductibility must not be based solely on its geo-
graphic location.

As originally considered in the House, the bill (as H.R. 1040)
related only to conventions held overseas by U.S. organizations. It
must be assumed that recognition was purposedly given.to the spe-
cial - and different - nature of attendance at meetings, wherever they
may be held, by international organizations, whose function. interest,
and membership composition may be significantly different from U.S.
national societies. The effect of the bill, as orginally proposed, would
have been to pressure U.S. associations to plan their meetings at on-
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shore locations. Whether or not this was justified is another subject.
It's a matter of record, however that the very threat of such legisla-
tion did accomplish that fact * I * to the concern of the associations
U.S. business interests around the world, and other governments oz
countries near and far whose economy is so closely tied to our own.

In any case, this aspect of pressure on the associations has now been
removed and transfei-red unfairly to the individual member. Under
the terms of H.R. 10612 a member of a national society whose meet-
inffmy be held in Canada, the Bahamas, or any offshore location-

#ay also have legitimate business or professional interest in ate
tending two international meetings in the same year-would have
to choose for himself which two to claim as a deduction. It is interest-
"rg to note that according to a reliable international source, associa-
tion membership among professionals and other steady Congress par-
ticipants is estimated at 8.5 associations-per person.

U this the same criteria that is applied to the general deductibility
of business expense for overseas travel I No limitation is placed on over-
seas travel for business purpose. To do so would obviously restrict nor-
mal business development ; and as a consequence, tax revenues would
be stifled. Any such limitation would raise a hue and cry from the gen-
eral business community and, in fact would change the very fabric of
our multinational business complex. It would be quckly recognized as
restrictive and punitive to a particular segment of the business com-
munity and would promptly be labeled isolationist.

We think of bumness travel as commonplace for the ordinary busi.
nessman in the pursuit of his affairs * * I wonder if we tend to think
of convention attendance generally as vacationing or junketeering.
Perhaps therein lies the problem.

The convention or congress is more likely to be the business travel
for the medical and scientific community. Tat's the scene where he
learns of the new scientific development, the progress in basic or clinical
research. That's his marketplace for exposing his new ideas. By what
logic do we determine that two such business trips for the doctor*
the scientist * * * or others, for that matter is the proper limit ?

For years the function of the U.S.T.S. has been the promotion of
travel to the United States. As part of this overall goal a major effort
has been to attract international organizations to hold their meetings
in our countr7--also to attract international attendance to meetings
of U.S. associations. Due to the dedicated efforts of Commerce De-
partment employees, this has been markedly successful.

According to a research study, "The Character and Volume of the In-
ternational Convention and Congress Market," conducted for U.S.T.S.
in 1976, it was determined that in 1973 and 1974 an average of 890,000
foreign delegates attended a total of 1,004 congresses and U.S. asso.
ciation conventions in the United States and spent roughly $1.4 billion.
If foreign attendance at U.S. national conventions alone were to drop
by 100,000, U.S. foreign exchange earnings would decline by $25 mil-
lion annually, and sales and excise tax revenues from foreign congress
delegates would fall by approximately $2 million.

It is a fact of life of the international convention market that the
selection of a convention site first requires an invitation from the host
organization. Traditionally this has been. perhaps, the greatest hurdle
to overcome in attracting meetings to the United States.
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Permit me to cite an example of a typical event.
Due to the involvement of several dedicated American doctors, San

Francisco will be the location in 1979 of the joint meetings of the In-
ternational Surgical Society and the International Cardiovascular So-
ciety. It is expected that thousands of international delete will at-

tend from all over the world. In order to insure this, key U.S. members
are expected to attend meetings, in the interim period, to promote at-
tendance, encourage participation, and generally fulfill their own mem-
bership obligations. Their attendance will be expected at international
meetings of associations of allied specialties such as vascular, thoracic
surgery, cardiac pacing, cardiology, medical engineering et cetera.
The international societies generally have area chapter structures; such
as North American, South American European, Australiasian * * *
where similar involvement is expected. Under H.R. 10612 attendance
at only two meetings will be allowed as deductible.

Obviously one effect of the bill will be to shut off invitations from
the U.S. organizations, thwarting the efforts of the U.S.T.S and cut-
tine off beneficial tax revenue ** not to mention the immeasurable ad-
ditional value of foreign visitors.

And another will be to raise the specter of reciprocal action by other
Governments * a very real an& significant likelihood. In this re-
gard there has already been oral testimony given at the previous hear.
ings and subsequent written protests by other Government&

It is my belief that an error has been injected-not originally in-
tended-of including in any limitation, attendance at bona fide in-
ternational events.

May I point out the present IRS guidelines. Treasury regulations
1162-S states: "An income tax deduction is allowed for the expenses of
education (including travel, meals, and lodging) undertaken to main-
tain and improve profe~sional skills."

Attendance at a bona fide convention or Congress is educational and
does maintain and improve professional skills.

As to specific details of section 602, 1 would further comment that,
as the bill is written I believe that an administrative Pandora's box
will be opened.

Section 2 allows deductibility for the "lowest coach or economy fare
at the time of travel." I would ask any member of this committee * *
or any IRS investigator * whether "lowest coach or economy,
rate" means GIT, OTC, APEX, ITX, or which lowest economy rate!

But here, too, should not the universal standard of business expense
S apply? Is it equitable to set different criteria for deductibility based

on whether the meeting involves 2 or 8 persons or 20 or 2,000
Section 8 and section 4 are both commendable.
Section 5 surely introduces a new concept for determining allowable

deduction and will be the cause of considerable taxpayer dissent. An
arbitrary limitation will be set that is not connected to the reality of
available hotel charges, other costs, and the facts of life of the conven-
tion industry.

Again an arbitrary distinction is beina made between the business
traveler and the convention delegate. U.S. chain-operated hotels, gen-
erally of higher quality, are being discriminated against. In fact, the
U.S. delegate may well be isolated from his international colleagues.
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Oftentimes, hotels are chosen for reasons of their meeting facilities,
* which generally are offered free to the convention organizers on the
basis of room occupancy. The dynamics of Congress economics may
well be affected by this provision.

In conclusion it is my firm belief that section 602 of H.R. 10612 does
not address itself to its designed purpose as stated in the bill. "An Act

* to Reform the Tax Laws of the United States" but rather will create
a schism in the business community--a schism between types of busi-
ness persons-a schism between national and international involve-

I believe that continued effort should be expended to encourage
greater internationalism with all of its related economic benefits; that
our own activities, both private and governmental, toward attracting
* international events to the United States should be encouraged and ex-
panded; whereas, the passing of this legislation would have a counter-
effect. Affirmation of this position is the resolution passed unanimously
at the annual assembly of ICCA in November of 1974, when H.R. 1040
was under consideration:

In regard to H.R. 1040:
Whereas conventions by their very definition signify the convening of people

for the purpose of exchange of ideas.
Whereas a qonventlon creates an atmosphere conducive to international un-

derstafiding, increased knowledge and trade.
Whereas the U.S. is seeking to attract foreign conventions and meetings to its

own shores which contribute to equalizing the Balance of Payments.
Whkreas a foreign convention held in the U.S. itself results in international

trade to the benefit of the U.S. and its Balance of Payments.
Whereas a U.S. convention held abroad creates a market for U.S. products

resulting in exports of U.S. goods and services.
Whereas any further reduction in business oriented travel will further add to

the present crisis facing U.S. enterprises and interests in international trade
such as airlines, hotels, etc.

Whereas present regulations provide adequate safeguards against abuse of tax
deduction for non-legitimate purposes.

Whereas restrictive measures against such Interchange attract punitive retal-
iation which can only ibe inimical to thebest Interests of United States.

The International Congress and Convention Association urges that
no further limiting legislation be considered which would restrict the
positive results which are generated by reason of conventions and meet-
ings held worldwide.



STATEMENT OF AMERICAN CHAMBER OF COMMERCE OF I4EXI co, A.C.

DEDUCTIONS FOR ATTENDING CONVENTIONS, ET CETERA; OUTSIDE THE
UNITED STATES

SUMMARY

The American Chamber of Commerce of Mexico, A.C., representing
over 2,300 Mexican and American companies, is dedicated to promot-
ing mutually beneficial ties of trade, investment, and friendship
between the United States and Mexico.

The chamber is concerned over the provision in tax reform legisla-
tion currently under study by your committee that would limit tax
deductibility for expenses incurred in attending conventions or con-
ferences held outside the United States.

We believe it is unadvisable to impose geographical limitations on
convention sites to guard against abuse. This assumes deliberate
creating as the rule rather than the exception; yet it does not guard
against cheating on convention travel within the -United States. It
would be-more just and logical to curb abuse by enforcing existing
regulations against junkets rather than enacting generally punitive
measures.

The latter approach, we believe, carries with it the danger that
Government-imposed -guidelines will eventually abolish the freedom
of business to decide when and where it should meet.

If the committee does retain a territorial restriction, we urge a
return to the original language which exempts from its effect North
America, defined as Canada, the United States, and Central America.

We make this proposal in the interest of good relations with a close
neighbor and major trading partner.

As you know, Mexico is one of the most important markets for
U.S. exports, ranking fourth in 1975. 1

More than $2 billion, the lion's share of Mexico's record-breaking
1975 trade deficit of $3.9 billion, occurred in transactions with the
United States. If this trend continues or worsens, important restric-
tions imposed as a result of the midyear deficit can be expected to
become more stringent.

While a deficit in favor of the United States has long characterized
the two countries' trade exchange, Mexico's dollar income from
tourism has helped to compensate. However, after rising steadil inrecent years, this income fell off in 1975 probably due both to he U.S.recession and a temporary boyott by American Jewish organization.

Income from border and interior tourism was $2.3 billion. Sub-
tracting Mexico's own border purchases and tourism spending net

tourism earnings were $988 million in 1975, a 26.6-percent drop Irom
the pervious year. Tourism receipts fell by 4.9 percent.

In view of th( crucial importance of tourism to Mexico and the
further points mentioned below, we oppose repeal of deductions for
travel expenses to conventions in Mexico.

(8024A)
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1. Convention spending gives Mexico dollars to buy U.S. goods.
Mexico is among the United States'-top customers, an important and
growing market for U.S. equipment and raw materials necessary to
its industrialization.

2. Conventions are a substantial part of the tourist income that
plays a vital role in offsetting Mexico s trade deficit. Moreover, group
travelers who Would not have made the initial trip alone tend to
return as individuals.

3. To legislate Mexico out of the convention market would be very
damaging to its economy and would be interpreted as an unfriendly
gesture.

4. At a time when the United States is seeking to draw tourists to
its bicentennial celebration, restrictions on conventions abroad would
backfire by inviting retaliation. The U.S. Travel Service reports that
Mexico is the second largest source, after Canada, of international
tourists to the United States, and that in 1975 Mexican tourists
spent more than one billion dollars there.

STATEMENT

The United States-Mexico Chamber of Commerce is an association
of U.S. and Mexican business firms engaged in trade or other economic
activity between the two countries. (A Membership Directory of the
Chamber accompanies this Statement.1)

The Chamber's general objective is to foster better business and
trade relations between the United States and Mexico. This is accom-
plished in part by identifying issues that might adversely affect such
relations and attempting to head them off before they become serious
problems. In this context, the Chamber was deeply concerned when
the House of Representatives included in its recent tax reform bill
(H.R. 16012) a provision which would severely curtail the deduction
of expenses incurred in attending conventions held outside the United
States (Section 602).

We believe that discouraging U.S. organizations from holding
conventions in foreign countries i* not in the best interests of the U.S.
business community or of U.S. international relations, and trust that
the Committee on Finance, in its-deliberation of tax reform proposals,
will leave unchanged the existing legal provisions for deductions of
expenses incurred in attending bona fide business conventions, wher-
ever they may be held.

The Chamber does not condone abuses of the present regulations,
and agrees with those who feel that "tax-free junkets" should be
eliminated, whether they involve travel within or outside of the United
States. However, deliberate abuses are the exception rather than the
rule with the business community, and for that reason should not be
allowed to trigger an overreaction which would discourage bona fide
conventions abroad. To limit the location is not to solve the problem.
Abuses will occur, whether the trip be to Rio de Janeiro or to Hawaii.
The solution, we think, will more likely be found through broader
dissemination of the already existing anq uite adequate IRS tax code
regulations among the business community through business organiza-

IThis directory was made a part of the omcial files of the committee.
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tions such as ours, for example, than through attempting to curb a
business organization's freedom to select the site for its convention
or conference.

The selection of a foreign location for a legitimate business conven-
tion offers tangible benefits to the attendees, to the important travel
segment of U.S. business, and to the host country, as well as the
intangible benefits of better international understanding.

1. For the attendees, business conventions and conferences in foreign
countries broaden an individual's education and experience, and his
understanding of international relations. More specifically, however,
when such travel is business-related, the traveler meets residents of the
host country with similar interests and is frequently provided with
valuable opportunities for new business connections, new markets, new
sources of supplies-in short, the ingredients for expanded business
and trade. Foreign conventions are an ideal vehicle for this type of
business expansion.

2. The U.S. travel and transportation industry benefits significantly
from convention business outside the United States as well as within
the country. U.S. airlines serving foreign countries, U.S. hotel chains
owning or managing hotels abroad, and other U.S. companies provid-
ing travel services count on convention travel for a share of their
income. They have made substantial investments in facilities in Mexico
and other countries, based on the expectation of continued and growing
international travel-including convention travel. Any change in
existing laws that would discourage foreign travel would adversely
affect these U.S. business firms.

3. As is perhaps most evident, convention travel boosts the economy
of the host country-and in today's interdependent world the ups
and downs in any country's economy are felt far beyond its own
borders through their effect on world trade, global inflation, the sta-
bility of currencies and in other ways. Specifically in the case of Mex-
ico, tourism, including conventions, is an especially important factor
in its balance of payments with the United States, as U.S. tourist ex-
penditures are counted on to offset to some extent the very large
chronic imbalances in trade. Mexico is the fourth most important
market for U.S. exports, after Canada, Japan and the European
Community, but its exports to the United States fall far short of
earning enough dollars to pay for the U.S. goods it buys. Il 1974
U.S. exports to Mexico exceeded imports from Mexico by $1.5 billion;
in 1975, the trade gap grew to over $2 billion. If Mexico is to continue
to be a good customer of the U.S., it must have other sources of dollars
to pay for its purchases, and tourism and conventions provide such a
source. The important Mexican market for U.S. exports could be
seriously affected by any unilateral U.S. action which would diminish
the amount of dollar exchange available to Mexico to pay for its im-
ports from the United States.

4. Tourism, including conventions, is a "two-way street", in which
reciprocity is an important element. As U.S. travelers visit other
countries, residents of those countries are encouraged to visit the
United States. Mexico's tourism to the United States, for example,
is growing faster than U.S. tourism to Mexico. The U.S. Travel Serv-
ice estimates that in 1975 a record 2.1 million Mexicans visited the
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United States as tourists, and that in 1976 this number is expected
to grow to 2.5 million. In our Bicentennial year, when we are encour-
aging tourists from all over the world to come and see the United
States, it certainly is not appropriate to be thinking of discouraging
U.S. travel abroad.

For these reasons, we respectfully recommend that the Committee on
Finance, in drafting income tax revisions, not purpose any change.
in the existing provisions for deduction of expenses of attending bona
fide business conventions and meetings outside the United States.
However, if some restriction should be found to be necessary, we
recommend that deduction of such expenses continue to be allowed
for attending conventions within the United States and its adjoining
countries--anada and Mexico.

5. Mexico does not seek nor receive U.S. handouts but encouraging
terms of trade and financing that permit it to help itself. Good rela-
tions with Mexico affect not only the U.S. econom but its security
and, increasingly, the posture Mexico assumes as a third world leader.

6. IRS regulations exist to prevent the abuses of convention travel.
More effective than territorial restrictions would be vigorous dissemi-
nation within the business community of IRS tax code regulations,
and their strict application.

7. The considerable U.S. investment in Mexican tourist facilities
and air service would be adversely affected. Both U.S. airlines and
U.S.-owned hotel chains abroad have a huge investment based on
the expectation of continued international tourism and convention
travel.

8. Conventions provide an excellent opportunity for improved
international understanding and for expanded trade through first-
hand contacts with business partners, markets and products.

We sincerely hope that your Committee will take into considera-
tion all of these factors and avoid territorial restrictions on conven-
tions that, by reducing Mexico's share of U.S. trade and tourism,
could undermine the prosperity of both countries and their cordial
relations.

STATEMENT OF GILBERT GARBER, ESxciuE VICE PRESIDENT GARBER
TRAvEL SERVICE, INC., AND PRESIDENT, INTERNATIONAL CONGRESS
AND CONVENTION ASOCIATION

I submit my statement to you in the dual capacity of Executive Vice
President of Oarber Travel Service and President of the International
Congress and Convention Association (ICCA).

Garber Travel operates 22 offices in Massachusetts, New York, New
Hampshire, Rhode Island, and Vermont. In 1975, our sales volume
was in excess of $24 million.

A significant part of our business is the handling of arrangements
related to National and International Meetings, Conventions and Con-
gresses; meetings which may take place in the U.S. and have both
U.S. and foreign participation, as well as meetings held overseas with
similar makeup.

The International Congress and Convention Association has mem-
bership in 67 countries and is comprised of all components of the
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meeting industry, including Travel Agents, Airlines, Government
Tourist Bureaus, Congress Organig companies, Meeting Centers,
Hotels and other services. Among our U.S. membership- are: Pan
American and Northwest Airlines; Sheraton, Intercontinental, H att
International and Loews Hotels; Hertz and Avis Car Rental Com-
panies; the United States Travel Service, an arm of the Commerce
Department the Convention and Visitors Bureau of San Francisco,
Salt Lake 6 ity and Atlanta. A full list of our membership as of
November, 1975, is submitted.

Among the functions of ICCA is the publishing and distribution of
information about Congresses and Conventions which take place all
over the world. Our membership promotes attendance and handles
arrangements for such events, and in many instances is a direct in-
fluence on the choice of site for these neeings.

My understanding is that the origins of thesdction of the Bill relat-
ing to tax deductibility for attendance at Conventions was the con-
cern that deductions were being claimed for attendance at Conventions
which were not of serious purpose. There were many blatant examples
of such questionable meetings which advertised attractive destinations
for esoteric meetings of one sort or another... and emphasized their
tax deductibility.

It had been my contention-affirmed by the testimony of others-
that violations of the intent of the law, if not the law itself, should
best be dealt with by the Internal Revenue Service, who has all of the
necessary tools at hand. To me it was strange, in any case, that there
seemed only concern with frivolous meetings held overseas. An equally
questionable meeting held in an attractive resort location such as
Honolulu, Vail or Miami was not to come under any new regula-
tion... The implication being that the IRS somehow had adequate
safeguards for domestic destinations.

It has been-and still is-my contention-that the meeting it-
self must qualify-by reason of its content of serious business or
profession related substance--whether the meeting takes place in
Honolulu or Hamburg-in Milan or Miami. The qualifying of the
meeting for tax deductibility must not be based solely on its geographic
location.

As originally considered in the House, the Bill (as H.R. 1040)
related only to Conventions held overseas by U.S. organizations. It
must be assumed that recognition was purposely given to the special-
and different-nature of attendance at meetings, wherever they may
be held, by International Organizations whose function, interests and
membership composition may be significantly different from U.S.
National Societies. The effect bf the Bill, as originally proposed, would
have been to pressure U.S. Associations to plan their meetings at
onshore locations. Whether or not this was justified is another subject.
It's a matter of record, however, that the very threat of such legislation
did accomplish that fact . . . to the concern of the Associations, U.S.
business interests around the world, and other Governments of coun-
tries near and far whose economy is so closely tied to our own.

Inany case, this aspect of pressure on the Associations has now been
remove and transferred unfairly to the individual member. Under
the terms of H.R. 10612 a member of a National Society whose meeting
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may be held in Canada, the Bahamas or any offshore location-who
may also have legitimate business or professional interest in attending
two international meetings in the same year-would have to choose
for himself which two to claim as a deduction. It is interesting to note
that according to a reliable international source, Association member-
ship among professionals and other steady Congress participants is
estimated at 3.5 Associations per person.

Is this the same criteria that is applied to the general deductibility
of business expense for overseas travel? No limitation is placed on
overseas travel for business purpose. To do so would obviously restrict
normal business development; and as a consequence, tax revenues
would be stifled. Any such limitation would raise a hue and cry from
the general business community and, in fact, would change the very
fabric of our multinational business complex. It would be quickly
recognized as restrictive and punitive to a particular segment of the
business community and would promptly be labeled isolationist.

We think of business travel as commonplace for the ordinary
business man in the pursuit of his affairs . . . I wonder if we tend to
think of convention attendance generally as vacationing or junketeer-
ig. Perhaps therein lies the problem.

The Convention or Congress is more likely to be the business travel
for the Medical and Scientific community. That's the scene where he
learns of the new Scientific development, the progress in basic or
clinical research. That's his market place for exposing his new ideas.
By what logic do we determine that two such business trips for the
Doctor . . . The Scientist . . . or others, for that matter is the proper
limit?

For years the function of the U.S.T.S. has been the promotion of
travel to the United States. As part of this overall goal a major effort
has been to attract International organizations to hold their meetings
in our Country-also- to attract international attendance to meetings
of U.S. Associations. Due to the dedicated efforts of Commerce De-
partment employees, this has been markedly successful.

According to a research Study, "The Character and Volume of the
International Convention and Congress Market", conducted for
U.S.T.S. in 1975, it was determined that in 1973 and 1974 an average
of 390,000 foreign delegates attended a total of 1004 Congresses and
U.S. Association Conventions in the U.S. and spent roughly$1.4 bil-
lion. If foreign attendance at U.S. National Conventions alone were to
drop by 100,000, U.S. foreign: exchange earnings would decline by $25
million annually, and sales and excise tax revenues from foreign Con-
gress delegates would fall by approximately $2 million.

It is a fact of life of the International convention Market that the
selection of a Convention Site first requires an invitation from the
host organization. Traditionally this has been, perhaps, the greatest
hurdle to overcome in attracting meetings to the U.S.

Permit me to cite an example of a typical event.
Due to the involverhent of several dedicated American Doctors, San

Francisco will be the location in 1979 of the Joint Meetings of the In-
ternational Surgical Society and the International Cardiovascular
Society. It is expected that thousands of international delegates will
attend from all over the world. In order to insure this, key U.S. mem-
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bers are expected to attend meetings, in the interim period, to promote
attendance, encourage participation, and generally fulfill their own
membership obligations. Their attendance will be expected at inter-
national meetings of Associations of Allied Specialties such as Vascu-
lar, Thoracic Surgery, Cardiac Pacing, Cardiology, Medical Engi-
neering etc. The international societies generally have area chapter
stiuctures; such as North American, South American, European, Aus-
tralian ... where similar involvement is expected. Under H.R. 10612
attendance at only two meetings will be allowed as deductible.

Obviously one effect of the B ill will be to shut off invitations from
the U.S. organizations, thwarting the efforts of the U.S.T.S. and cut-
ting off beneficial tax revenue . . . not to mention the immeasurable
additional value of foreign visitors.

And another will be to raise the spectre of reciprocal action by other
Governments.., a very real and significant likelihood. In this re-
gard there has already been oral testimony given at the previous hear-
ings and subsequent written protests by other Governments.

It is my belief that an error has been injected-not originally in-
tended--of including in any limitation, attendance at bona fide inter-
national events.

May I point out the present IRS Guidelines I Treasury Regulations
1162-8 states: "An income tax deduction is allowed for the expenses
of education (including travel, meals and lodging) undertaken to
maintain and improve professional skills."

Attendance at a bona fide Convention or Congress is educational and
does maintain and improve professional skills.

As to specific details of See. 602, I would further comment that, as
the Bill is written I believe that an administrative Pandora's Box
will be opened.

Section 2 allows deductibility for the "lowest coach or economy
fare at the time -f travel". I would ask any member of this commit-
tee-or any IRS investigator-whether "lowest coach or economy
rate" means GIT OTC, APEX, ITX or which lowest economy rateI

But here, too, should not the universal standard of business expense
apply Is it equitable to set different criteria for deductibility based
on whether the meeting involves 2 or 3 persons or 200 or 2,000?

Section 3 and Section 4 are both commendable.
Section 5 surely introduces a new concept for determining allowable

deduction and will be the cause of considerable taxpayer dissent. An
arbitrary limitation will be set that is not connected to the reality of
available hotel charges, other costs, and the facts of life of the con-
vention industry.

Again an arbitrary distinction is being made between the businesstraveler and the convention delegate. U. chain operated hotels, gen-
erally of higher quality, are being discriminated against. In fact, the
U.S. delegate may well be isolated from his international collea ,
Oftentimes Hotels are chosen for reasons of their meeting facilities,
which generally are offered free to the Convention Organizers on the
basis of room occupancy. The dynamics of Congress may well be af-
fected by this provision.

In conclusion, it is my firm belief that Section 602 of H.R. 10612
does not address itself to its designed purpose as stated in the Bill.



3024H

"An Act to Reform the Tax Laws of the United States" but rather
will create a schism in the business community-a schism between
types of business persons--a schism between national and international
involvement.

I believe that continued effort should be expended to encourage
greater internationalism with all of its related economic benefits; that
our own activities; both private and governmental, toward attracting
international events to the U.S. should be encouraged and expanded;
whereas, the passing of this legislation would have a counter affect.
Affirmation of this position is the resolution passed unanimously at
the annual Assembly of ICCA in November of 1974, when H.R. 1040
was under consideration:

In regard to H.R. 1040:
Whereas conventions by their very definition signify the convening

of people for the purpose of exchange of ideas;
Whereas a convention creates an atmosphere conducive to interna-

tional understanding, increased knowledge and trade;
Whereas the United States is seeking to attract foreign conventions

and meetings to its own shores which contribute to equalizing the
Balance of Payments;

Whereas a foreign convention held in the U.S. itself results in inter-
national trade to the benefit of the U.S. and its Balance of Payments;

Whereas a U.S. convention held abroad creates a market for U.S.
products resulting in exports of U.S. goods and services;

Whereas any further reduction in business oriented travel will fur-
ther add to the present crisis facing U.S. enterprises and interests in
international trade such as Airlines, Hotels, etc.;

Whereas present regulations provide adequate safeguards against
abuse of tax deduction for non-legitimate purposes 'and

Whereas restrictive measures against such interchange attract puni-
tive retaliation which can only be inimical to the best interests of
U.S.

The International Congress and Convention Association urges that
no further limiting legislation be considered which would restrict the
positive results which are generated by reason of conventions and
meetings held worldwide.
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COzM uNITY. f'SEUM OF BROOKLYN,
Brooklyn, N.Y., May 18, 1976.

c Senator RussELL Lo.-o,
Chairman, Senate Finance Committee, New Senate Oflce Building,

WJ'a8hington, D.C.
DEAR SE ATOR Lo'x'o: Your past performance in the Senate has

proven you to be an intelligent and sensitive political leader of the Na-
tion. I therefore, beseech you to reassess the provision of the new tax
reform bill that will affect deductions for artists. This bill is most in-
trious to the working fine artist. The ability to deduct the expenses of
is studio on his taxes has been a saving grace, financially, for many

working artists in America.
The majority of the population does not purchase original art work.

They buy reproductions produced and manufactured by larg coin-
panies. In fact, the furniture store chains across the country Iave in-
troduced fine art paintings which has eliminated considerable busi-
ness for the individual artists. There is little private, city, State, or
Federal support for artistic endeavors in this country. Art has always
been a low priority. In France, it is the responsibility of the govern-
ment to maintain the works of the outstanding French contemporary
painters, such as Picasso. The artist is supported in many countries
with governmental subsidies. The National Endowment for the Arts
has one-tenth of the budget allocation of the National Science Foun-
dation. There is such a great disparity in priorities regarding the arts,
that it is inedible.

The artist, who many assume does not contribute greatly to the so-
ciety as a whole, is the most important element in history. The artist
is the recorder of history. The records of events would not exist if not
for the artist. In 1933, President Roosevelt made a positive move toward
government involvement in the arts. Today, the nation is suffering a
similar financial crisis and the most negative move is now taking place.
Sir, I protest on behalf of the artists of America. The new tax reform
bill provision will affect the artists in a very detrimental manner. I do
hope you will vote against the passing of this bill's provision.

Sincerely yours, CARLENE CLrE VAN DEZEE,

Aeseietant Director/Ourator,
Vice Presideint, National Conference of Artiet.

(3027)
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TiIE LAWYERS CO-OPERATIVE PUBLISHING Co.,Rockeeter, N.Y.
Hon. RUssELL B. LoNG,

(Thairman, Senate Committee on Finance,
Wa*Aington, D.C.

We wish to submit our position with respect to a portion of H.R.
10612 for the record.

Section 1306 of H.R. 10612, "Regulations relating to tax treatment
of certain prepublication expenditures of publishers" is meaningless
after the Internal Revenue Service issued -Information Release 1575
suspending application of Revenue Ruling 73-395. We request that
a provision similar to that introduced in H.R. 13064 and reintroduced
in H.R 8736, relating to amending Internal Revenue Code section 174
to insure its uniform application to business products, be considered in
place of section 1306 of H.R. 10612.

The Lawyers Co-operative Publishing Co. and its subsidiary corpo-
rations publish lawbooks, business and economic periodicals, and tax
publications, In order to publish new works and improve existing pub-
lications, the company spends several million dollars each year in an
extensive editorialeffort. The constant improvement and updating of
our existing publications and the creation of new products is the fife-
blood of our business.

For many years, the publishing industry has been subjected to die-
criminatory and unfair treatment by the regulations issued under au-
thority of section 174 of the Internal Revenue Code. Although see-
tion 14 on its face permits a current deduction for all "research and
experimental ex penditures", Treasury regulations (specifically 1.174-
2(a) (1)) excludes "expenditures paid or incurred for research in con-
nection with literary, historical or similar projects." Thus, the publish-
ing industry is denied tax benefits accorded to businesses generally.
Since part of the motivating force behind the enactment of section 174
was the desire by Congress to encourage the improvement of existing
products and the development of new products and ideas, we have
never understood why this tax incentive was denied to one segment of
the economy. Because of this treatment, we have consistently followed
the practice of carrying editorial costs in inventory until a publica-
tion is introduced for sale or until a project is abandoned, at which time
a deduction is taken for the total project expenditure.

Recent developments have compounded our difficulties and left us
in a difficult position. Revenue Ruling 7.3-395, issued in late 1973,
expresses the Internal Revenue Service a position with respect to ex-
penditures incurred by a taxpayer in writing, editing, and designing
textbooks and visual aids. le ruling concludes that these expendi-
tures not only are excluded from the benefits of section 174, but also,
-are not considered inventoriable. Rather, the expenditures result in
:a capital asset which is depreciable over the useful life of the related
publication. The Service further states that it will not follow the de-
cision of the U.S. District Court, Stemn v. United States, 1971-1 USTC
:6, 419 (C.D. Calif.). This case permitted a taxpayer in the business
of writing books to deduct traveling expenses incurred while research-
ing and writing.
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After this ruling, we find ourselves not only denied the benefits of
section 174, but also required to capitalize expenditures for which
nearly every other type of business can take an immediate tax deduc-
tion. All publishers are experiencing the same unfair treatment.

The IRS suspension of Revenue ruling 73-895 and section 1306 of
H.R. 10612 are not solutions. They leave the publishing industry in
limbo. An IRS study may take years. All of ti may force curtail-
ment of recovery and expansion by the publishing industry.

The solution is to allow the publishing industry the benefits of In-
ternal Revenue Code, section 174 in the same manner as other busi-
nesses The uncertainty created by the IRS must be removed so that
the industry may make financial plans for future publications. This
can only be accomplished by legislative action.

SEYMOUR FooEL, Vice President.

STATF.rxT oF THE AuTnon Lr.Aou or AmmCA
The Authors League, the national society of professional writers,

respectfully requests that this statement be included in the record of
the committee's hearings on H.R. 10612.

This statement concerns the tax treatment of research, travel, and
similar expenses incurred by a professional author in gathering infor-
mation, preparing, and writing books and other literary works. As
the courts have ruled, these are ordinary and necessary expenses of the
professional author's trade and business of writing which he is entitled
to deduct in the year they are incurred. However, a 1973 ruling by the
Internal Revenue Service disputes that right.

The Authors League -respectfully requests the Committee on Fi-
nance: (i) To amend section 180 Of H.R. 10612'to protect professional
authors, as well as publishers, from that ruling; and (ii) to remove
doubts as to the tax treatment of the ordinary and necessary expenses
of professional writers by adding a new provision, set forth below,
to the Internal Revenue Code.

BACKOROUND

In 1971, a district court opinion reaffirmed the right of professional
authors to currently deduct research and similar expenses incurred by
them in preparing and writing books and other literary works. Stern
v. United States. 1971-1 USTC 86,419 [Par. 9875). Professional au-
thors had long followed this practice. Courts upheld it.

The IRS subsequently issued Revenue Ruling '8-895, contending
that these "prepublication expenses" could not be currently deducted
by publishers, and had to be depreciated over a period of years. The
ruling concludes with a refusal by the IRS to follow the Stern. de-
cision and has been applied to authors.

Section 1806 of the House tax reform bill also submitted as an
amendment by Senator Bentsen, suspends application of the ruling
with respect to publishers. Professional authors are not protected by
the section, although the ruling is aimed at a decision that correctly up-
held their right to deduct these expenses in the year incurred. A recent
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news release by the IRS announces it will "suspend audit and appellate
-activity with respect to cases in which the deductibility of these pre-
"publication expenses is an issue" pending completion of a "project"
which may lead to new regulations or additional rulings. However,
the release is limited to publishers. And it leaves professional authors
completely in the dark as to the position the IRS would take if they
continued to currently deduct research, travel, and similar expenses,
;s the courts have ruled they are entitled to do.

RECOMMENDATIONS

For the reasons discussed below, the Authors League respectfully
submits the following recommendations to the committee:

(i) That section 1806 be amended to extend it to professional
authors by adding two italicized words, as follows:

(c) Prepublication expenditures defined-For purposes of this section, the term
"prepublication expenditures" means expenditures paid or incurred by the tax-
payer (in connection with his trade or business of oriing or publishing) for
the writing, editing, compiling, illustrating, designing or other development or
improvement of a book, teaching aid or similar product,

(ii) Any future doubts as to the right of professional authors to
currently deduct these expenses should be removed by adding a new
provision to the code, as follows:

A taxpayer whose personal efforts created a literary, musical or artistic com-
position or similar property, may treat research, travel and other expenditures
which are paid or incurred by him (in connection with his trade or business of
writing) for the preparation and creation of such work as expenditures that
need not be capitalized pursuant to See. 263 or depreciated under Sec. 167(a).
The expenditures so treated shall be allowed as a deduction.

It should be noted that this section would apply only to professional
authors; that is, those engaged in "the trade or business of writing"; a
criterion often applied by the IRS and the court&

REASONS FOR THX RECOM NATIONS

(i) In the case of novels, histories, biographies, and other books of
general interest, it is the self-employed author, not the publisher, who
pays the travel, research, and other expenses incurred in gathering in-
formation and material for a book.

As the court indicated, in Ster v. U.S., these expenditures are not
nondeductible expenditures for the improvement of a capital asset
which must be depreciated. On the contrary, ruled the court:
(these) expenses were ordinary and necessary expenses of carrying on plaintiff's
business of a writer and hence are deductible under 26 U.S.C. 102(a). See Dogget
v. Burn4 (65 2 191) ; Brooks v. (.I.R. (274 P. 2d 9.)

Traveling to conduct interviews, consultin research sources, and
similar preparatory work are as much part o the process of writing
a book as are putting the words down on paper. The expenses of doing
this work are ordinary business expenses.

(ii) It is totally inconsistent to rule that these expenses must be
capitalized and depreciated. Section 1221(3) of the Internal Revenue
Coe prohibits authors from treating their literary, dramatic, and
musical works as "capital assets." In tis and other sections, authors
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are held to be persons who earn "ordinary income" by their personal
efforts. As this committee stated in regard to section 401(c) (2)(C),
"income from an author's writing is (so) clearly a result of his
individual efforts."

(iii) It would be discriminatory to relieve publishers from the in-
equities of Revenue Ruling 78-395. Indeed, professional authors will
suffer even more than publishers under the ruling. An author must pay
his research and travel expenses as they are incurred. But he does not
have the financial resources to spread their deduction over a period of
years. If he cannot deduct them in full in the year they are incurred, he
suffers a much harder blow than a publishing corporation. Moreover,
failure to include authors in section 1306 and Senator Bentsen's amend-
ment might lead courts to disregard the prior decisions which sustaintheprofessional author's right to currently deduct these expenses.

We thank the committee for the opportunity to submit this
statement.

STATEMxT OF THE Assocwrxow oF AxMCAN PUBLISHERS AM THE
AD Hoc Comxrrnz FoR EQUrrABLE TAx TeATMENT OF THE PUB-
LISMINO INDUSTRY

I. INTRODUCTION

The Association of American Publishers and the Ad Hoc Committee
for Equiitable Tax Treatment of the Publishing Industry wish to sub-
mit this statement in lieu of the previously requested personal appear-
ance of witnesses before the tax reform hearings of the Senate Commit-
tee on Finance.

The Association of American Publishers, a not-for-profit trade
association, represents publishers of 80 to 85 percent of the general
books, textbooks, and educational materials produced in the United
States. The Ad Hoc Committee for Equitable Tax Treatment of the
Publishing Industry represents Harcourt, Brace, Jovanovich, Inc.;
Macmillan, Inc.; W. W. Norton, Inc.; G. P. Putnam's Sons, as well as
all members of the Association of American Publishers. The ad hoe
committee thus represents publishers of approximately 90 percent of
the books published in the United States.

The Association of American Publishers and the ad hoc committee
urge the Finance Committee to act favorably on the House-passed ro-
vision that addressed the publishing industry's problems, section 1306
of H.R. 10612, with certain technical clarifying amendments relating
to cost of goods sold (see attachment 1). The sole effect of this provision
is to prevent the unfair retroactive application of tax accounting
changes announced in Revenue Ruling 78-395.

IL NEE FOR LEGISLATION

On September 24,1978, the IRS issued Revenue Ruling 78-395 which
denied publishers the option of currently deducting expenses for
editoring, artwork, and other costs of developing textbook and visual
teaching aid products. Although the ruling aifect6d the entire pub-
lishing industry, it was issued without prior notice and opportunity
for industry comment.
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The ruling represents an abrupt reversal of industrywide tax ac
counting practices that have been approved throughout decades of IRS
audit experience. The extent to which the ruling would alter pervasive
industry methods of accounting was clearly revealed by a recent ad
hoc committee survey of the tax treatment of prepublication expendi-
tures in the segments of the industry most affected by the ruling. This
survey demonstrated that in general there has been a substantially
uniform practice among publishers of currently expensing editorial
and production-primarily art, design, purchasing and administra-
tive functions--expenditures. In addition the survey revealed there are
a substantial number of publishers that also currently expense plant
costs, which consist primarily of expenditures for outside artwork,
composition, negatives, and plates. A more detailed analysis of this
survey has already been conveyed to the joint committee staff.

The ruling has proven to be discriminatory in two ways--it dis-
criminates against the publishers as an industry and it discriminates
between similarly situated publishers, even when they are competitors.

First the IRS singled out publishers, particularly those publishers
that produce the Nation's educational books, for denial of a right
grand by Congress to all business taxpayers under section 174 of
the code either to deduct currently or to capitalize all product research,
development, and improvement costs. Second, the IRS is applying the
ruling unevenly between publishers, even where they are directly com-
peting with each other. In view of the degree of uniformity of industry
practice revealed by the recent survey, the nonuniform application of
the ruling is demonstrably discriminatory.

The ruling is retroactive. Despite the consistent and longstanding
practice of currently deduction of prepublication costs shared by most
of the publishing industry, the IRS is insisting that the ruling re-
versing that practice be applied retroactively. On February 11 of
this year, despite earlier votes by the House and by the Senate VFinance
Committee approving legislation to end the retroactivity, the IRS
Commissioner's decision not to limit retroactive effect of the ruling
wag reaffirmed and a district IRS office was instructed to proceed with
enforcement of retroactive tax assessments under the ruling. The sub-
sequent IRS press release of March 11, 1976, which announced the
temporary suspension of audit activity under the ruling, does not
obviate the need for prompt enactment- of this legislation since the
IRS has given the industry absolutely no assurance it will alter its
insistence on the retroactive application of the tax rules announced
in the ruling.

a ITT. LEOISLATIME SOLUTION

The stopgap legislation proposed to deal with the 'problem (see
Attachment 1) merely provides a do not disturb rule to preserve the
status quo for the period before a long-run solution is put into effect.
Under this legislation, for the period before regulations for the
future Iro into effect, a taxpayer is allowed to treat his prepublication
expenditures in the manner in which he consistently treated them
before the issuance of revenue ruling 78-495.

The publishing industry will continue its cooperation with the joint
Treasur--"IRS task force that is studying the problem and attempt-
ing to develop a permanent administritive solution. However, if the
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task force is unable to devise an adequate administrative solution, the
industry will be forced to seek a permanent resolution of the problem
by means of additional legislation.

IV. REVENUE EFFECT

No revenue loss will result from enactment of the stopgap legisla-
tion. Rather, the legislation will prevent the IRS from retroactively
producing tax revenue by administrative action from a source never
intended by Congress. The fact that the legislation will result in no
revenue loss was recognized by the House ays and Means Committee
in its report to the House on the legislation as passed by the House
in November 1975.

V. STATUS OF THE LEGISLATION

Legislation identical to attachment 1 (except for the clarifyi ngtech-
nical change noted) was approved by the House Ways and Means
Committee (on the motion of Mr. Burke of Massachusetts) in October
1975, was passed by the House in November, 1975 (as section 1306 of
H.R: 10612), and was unanimously approved in December 1975 by the
Senate Finance Committee (on the motion of Senator Bentsen) as a
Committee-a proved amendment for addition to an appropriate
House-passe tax bill.

ATrACHMENT 1

Text of Stopgap Legislation
(Includes technical clarifying amendments)

TAX TREATMENT OF CERTAIN PREPUBLICATION ExPEwNiruis

(a) GEN .AL RuL.-With respect to taxable years beginning on
or before the date on which regulations dealing with prepublication
expenditures are issued after the date of the enactment of this act,
the application of sections 61 (as it relates to cost of goods sold),
162, 174, 263 and 471 of the Internal Revenue Code of 1954 to any
pjrepublication expenditure shall be administered-

(1) Without regard to Revenue Ruling 73-395, and
(2) in the manner in which such sections were applied con-

sistently by the taxpayer to such expenditure before the date
of the issuance of such revenue ruling.

(b) REuLATioNS To BE PROSPEmvx ONLY.-Any regulations is-
sued after the date of the enactment of this Act which deal with the
application of sections 61 (as it relates to cost of goods sold), 162, 174,
26., and 471 of the Internal Revnue Code of 1954 to prepublication
expenditures shall apply only with respect to taxable years beginning
after the date on which such regulations are issued.

(C) PREPUBLICATION EXPE.NDITrE DFrixD.-For purposes of this
section, the term republicationn expenditures" means expenditures
vaid or incurred by the taxpayer (in connection with his trade or
business of publishing) for the writing, editing, compiling, illus.
tratinir. designing, or other development or improvement of a book,
teaching aid, or similar product.
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PEAT, MARWICK, MrrCHELL & Co.,
CErrmD 1Puuc A0UNTANTS,

Mr. M~H~ ~ aekington, D.C., Apri53Z, 197G.Mr. Mi:CHA STMN,
Staff Direotor, Senate Finance Committee,

Gzwnm=N: We believe that the minimum tax on tax preferences,
under both the present tax law and the changes proposed by the House
of Representatives, is inequitable as it applies to the exercise of quali-
fied stock options, for the following reasons:
. 1. The minimum tax on the exercise of qualified stock options is a

tax on a potential economic benefit as opposed to an actual benefit.
2. The effective tax rate for an individual who exercises a qualified

stock option and immediately sells the stock at a gain can easily be as
high as 84 percent and, in extreme cases, over 100 percent under the
Ways and Means Committee proposals.

3. In addition to paying tax on gain from sale of the stock, the
individual who exercises qualified stock options may have to pay the
minimum tax twice with respect to that stock--once when the stock
options are exercised and a second time on capital gain from the sale
of the stock.

POTENTIAL BSNEInT

The exercise of a qualified stock option confers only a potential
benefit upon the individual exercising that option. Many plans provide
that the individual may not dispose of the acquired tk for a stated
period of time-frequently 6 months. Further, in certain instances
Securities and Exchange Commission regulations prohibit the sale oi
stock within 6 months of acquisition. An individual who acquires stock
through the exercise of a qualified, stock option but cannot sell the
stock for some stated period of time may never realize any benefit from
the option exercise if the value of the stock drops before the stock can
be sold.

In the early 1970's, many of our clients exercised qualified stock
options at a time when the difference between the option prices and fair
market value of the stock resulted in a substantial tax liability due to
the minimum tax. However, due to various holding period requie-
ments and a declining stock market, the fair market value of the stock
often dropped to a level substantially below the price paid for the
stock before the stock was sold. Thus, no ultimate economic benefit
was realized by these tax payers as a result of the exercising of qualified
stock options. We do not believe it appropriate to tax gains which have
not yet and, in fact, may never be realized.

84 PERCENT EFFECTIVE TAX RATE

The tax rate on the gain from the sale of stock acquired can easily
be as high as 84 percent under the Ways and Means Committee pro-
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postal. If a taxpayer exercises a qualified stock option and has other
preferences, he may incur a full 14-percent minimum tax on the dif.
ference between the option price and the fair market value of the stock
at dafe of exercise.

If the taxpayer is not subject to any holding period requirements,
he ma forego the capital gain benefit and sell the stock soon after the
acquisition.The gain may be taxed at a rate as high as 70 percent,
even though the gain may be earned income under section 1348. The
provisions of section 1348 may not benefit the taxpayer due to the
interplay of tax preferences with the maximum tax computation.

Thus, the taxpayer may pay a Federal tax of up to 84 percent on
his gain from the sale of the stock under the Ways and Means Com-
mittee proposals, if the stock is purchased near the end of one taxable
year and sold soon after the start of the next taxable year. In extreme
cases, the combination of minimum tax and regular tax can even exceed
100 percent of the gain. This occurs because, under section 148(b) (2)
(B) (i) of the Code a large tax preference in one year can cause a tax-
payer to fail to qualify for full maximum tax benefits for the succeed-
in 4 years. t

We ao not believe this double taxation is appropriate--unless it is
applied to all other tax preferences too.

INCOME TAX CARRYOVERS

Current law allows income tax paid in prior years to be used as a
carryover against tax preference items in the current year. The Ways
and Means Committee proposes to terminate-this provision. We be-
lieve that repeal of the tax carryover offset, if effected, should apply
only to tax carryovers from years beginning after December 31, 1976.
Tax carryovers from years beginning on or before December 31, 1976,
should be allowed against preferences in future years Many taxpayers
arranged their affairs to recognize tax preference in future years with
the knowledge that the tax carryover offset exists. To eliminate the
previously accumulated carryovers would create a hardship to these
taxpayers.

CONCLUSIONS

13ased upon the above discussion, we respectfully suggest the fol-
11.Te difference between the option price and fair market value

upon exercise of a qualified stock option should be removed from the
list of tax preferences. This would remove the minimum tax from
what is only a potential benefit. It would also permit the premature
sale of stock acquired through exercise of a qualified stock option to
be treated as "earned income" for maximum tax on earned income
purpo es without reduction for the preference from options exercised
This is frequently not possible under current law due to the interplay
,of tax preferences with the maximum tax computation. This change
-would also eliminate effective tax rates which can easily reach 84 per-
tent on the exercise of qualified options and later sale of the acquired
itock. Further, the change would eliminate the double minimum tax
which now frequently applies to qualified option stock transactions
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2. Alternatively, if it is determined that the exercise of a qualified
stock option should continue as a tax preference item, a credit should

- be allowed to the tax ayr for minimum tax paid as a result of exer-
cising an option (i) if the stock is sold prematurely and no long-term
capital gain is reco gnied, or (ii) against minimum tax due as a result
of the later sale of the stock as a long-term capital gain.

3. If the exercise of qualified stock options is to continue to result
in a tax preference item, the tax carryovers from 1976 and prior years
should continue to be allowed as offsets inst tax preference items.
If such a grandfatherr clause" is not elected, taxpayers who have
planned their tax situations with reliance on the carryover would be
unduly penalized.

We appreciate the opportunity to provide these comment&
Very truly yours, RoNAW E. HOLwAY, PGrhr.
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NATIONAL AsCiATON OF RLAL ESTATs
INVESTMENT TRUSTS, INC.,April £2, 1976.

Hon. RussELr B. LAo,

Chairman, Senate Finance Committee,
Waahington, D.C.

Dun M. CuamA UN: We would like to submit the following com-
ments for the record in connection with title XVI of H.R. 10612, a bill
which is now being considered by your committee. Title XVI relates
to the tax treatment of real estate investment trusts.

The National Association of Real Estate Investment Trusts is a
national trade association representing the real estate investment trust
industry. The association has a membership of 157 trusts representing
over 86 percent of industry assets, which now total $19.4 billion. At
the present time, approximately I million people hold shares in REIT's.

Our industry, like other real estate related industries, is gradually
recovering from the severe economic recession which began i 1974.
Some of the present restrictions in the tax law applicable to real estate
investment trusts have unduly limited operating flexibility of trusts
and have seriously hampered the orderly recovery of this sector of the
real estate industry

Title XVI of H.. 10612 contains provisions which would remedy
some of these problems. The subject matter of this legislation has been
reviewed previously by the Senate Finance Committee in 1974. At
that time, your committee considered this legislation and approved
amendments applicable to foreclosure situations of REIT's as an in-
terim remedial measure,(section 6 of H.R. 421; Public Law 93-625).
On the remaining provisions, the committee commented as follows in
its report on the fo6reclosure amendments:

[A] series of revisions would be necessary for the tax treatment of real estate
investment trusts to take into account the current practices and economic prob.
lems of the Industry. However, the committee dealt with only the most pressing
current problems of the Industry, those relating to the treatment of foreclosure
property * (Other RZIT disqualification) problems are numerous and complex,
and consequently the committee does not believe that this is the appropriate time
to consider these questions. However, the committee-believes and intends, that
these problems should be addressed early In the next Congress.

Two years ago, the House Ways and Means Committee first approved
technical amendments identical to those now included in H.R. 10612.
The main thrust of these provisions was not to change the basic prin-
ciFpe applicable to REIT', but to provide a more reasonable system
for correcting inadvertent technical deficiencies that arise, and to pro-
vide penalties that are reasonable, yet effective deterrents.

This legislation was included in H.R. 17488, "The Energy Tax and
Individual Relief Act of 1974." For reasons not connect with the
REIT amendments, H.R. 17488 never reached the House floor. Later,
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Is indicated above7 a portion of the REIT amtndmerits relatdiA to the
tax treatment of income from property acquired in foreclosure was
included by the Senate Finance Committee in a House-passed bill and
enacted at the end of the second session of the 93d Congress. While
these amendments are helpful, they are really only the liret step in
corrective legislation for REIT's.

Both tie Treasury and Joint Committee staffs agree in principle
with the pending amendments in title XVI of H.R. 10612, an4 we
understand they are currently drafting certain refinements and im-
provements. The Treasury has indicated its recognition of the urgent
need to enact this legislation this year. The House Ways and Means
Committee report on-H.R. 10612 did not attribute any material revenue
loss to these provisions. This legislation has been pendi now for 2
years with the general support and approval of bh tlfe Treasury
and the Joint Committee staffs. We urge that work on it be completedas soon as possible so that enactment this year may be assured.

We will not burden the record with a repetition of a summary of the.
substantive technical amendments included in title XVI of the bill..
This ,has' already been set forth adequately in the House Ways and
Means Committee report (Rept. No. 94-58, p. 853). However, we
would like to make some general comments about our legislative
objectives.

he basic tax provisions applicable to REIT's were enacted in 1960.
The twofold objective of this legislation was to enable small investors
to secure investment opportunities normally available only to those
with larger resources, and at the same time provide a source of capital
for real estate development and ownership. Since 1960, the REIT
industry has grown from a handful to over 200 trusts with investments
in a wide variety of real estate financing and ownership. More than
half of total industry assets are invested in residential properties.

Under the tax law REIT's, like mutual funds, are not taxed if they
distribute to shareholders at least 90 percent of their net income. To
qualify for this so-called conduit tax treatment, a REIT's income
must consist of at least 90 percent investment income and at least-75
percent income from real estate, including interest income from mort-
gage loans. Also, its assets must be predominantly real estate or real
estate related. If a REIT fails to meet any of these requirements by
whatever amount, it is disqualified as a REIT and thereby made sub-
ject to full corporate taxes. Disqualification is the only sanction or
penalty for noncompliance.

When the 1960 legislation was enacted, the industry was small and
relatively homogeneous. The law reflects an industry structure quite
different from existing conditions. During the last decade, real estate
investments held by REIT's have become more diversified in range
and more sophisticated in form.

As a result of rapid growth, change. and 16 years of experience under
the present tax provisions, it has become clear that statutory changes
are needed to make the law more workable and more realistic in light
of-the present character of the industry.

The principal problem results from the narrow and often tehnical
requirements which must be met in order for a REIT to qualify for
conduit tax treatment. Many of these requirements involve difficult
questions of interpretation, and failure to meet any one of them can
cause dl-qualification, despite good faith efforts to apply properly the
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applicable legal standards. Disqualification results in the inpsition
of the full corporate tax on the REIT, notwithstanding that it has
already distributed 90 percent or more of its before-tax income to its
shareholders Such a drastic penalty for minor and inadvertent failure
to qualify is excessive and creates serious inequities, particularly in a
situation where numerous small shareholders are involved.

Because a REIT must distribute nearly all of its earnings annually,
it relies heavily on outside sources of capital. An important conse-
quence of the uncertainty of qualification under existing law is the
serious problem it creates in connection with REIT public offerings of
securities and with bank borrowings. Both underwriters and creditors
require opinion of counsel as to the REIT's qualification. Questions as
to the qualification of a REIT over relatively minor amounts of income
may make it impossible for counsel to render an opinion of sufficient
certainty to satisfy~ either underwriters or creditors. Looking to the
industry's immediate recovery and future strength, stable sources of
cap ital are vital.

The balance of those provisions not enacted in 1974 are currently
included as title XVI of H.R. 10612, 4% bill your committee is now
considering. In the present economic climate, and particularly with
the slow recovery of the real estate industry, solving the tax problems
experienced by REIT's under present law has become an urgent mat-
ter. The economic pressures and uncertainties which REIT's are now
facing make it imperative that legislation be enacted this year.

Sincerely,
G. N. BUFniTON.

Nzw Yonm STATE BAR AssOCATONf,A pHZ 15, 1976.
Hon. Russmx B. Log,

Rusell Senate O Sce Building,
Va8hisngtom, D.C.

DAR SE nATOR Lowo: Enclosed for your consideration is a report
of the Tax Section's Committee on Income From Real Property on
Title XVI of H.R. 10812, dealing with real estate investment trusts.
Lewis Kaster is the chairman of the committee. The principal drafts-
men of the report were Martin J. Rabinowitz, Philip J. Heyman,
Richard J. Hiegel, Kevin J. O'Brien, Martin J. Oppenheimer, Harry
E. White, Jr., and Joe W. Williams.Sincerely, Prm J. FABER, Chalirman

Enclosure.

STATEMF.NT or Nzw Yoit STATE BAR ASSocIATioN TAx SECTIoN

This portion of the 1975 bill is a relief measure designed to ameli-
orate some of the problems that have arisen in applying the original
1960 legslation to an industry which grew as a result of that
legislation.

Previously, your committee issued a report concerning the provisions
of H.R. 11083, 93d Congress, 1st session (1973), the proposed Real
Estate Investment Trust Act of 1978 (the "1973 Bill"). The 1975
bill incorporates the provisions of the 1973 bill with certain changes.
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The purpose of this report is to update our prior report on the 1973
bill and to comment upon the provisions of the 1975 bill not found
in the 1978 bill.

Consistent with our view of the 1978 bill, your committee is in
general accord with the purposes and legislative changes set forth in
this portion of the 1975 bill. In a number of instances, however, we
believe the legislation either fails to meet its objectives or goes too
far in favor of the taxpayer. Finally, and of particular concern to
this committee, we believe that this legislation imposes an unduly
complex scheme of taxation. As a result, this comnuttee is unable to
evaluate all of the ramifications of the proposed changes.

SUMMARY OF THE 75 BILL AND THE OOMMlVTES' MAJOR PROPOSALS

1. Section 1601-Defleinoy dividends
Adds new section 859 to provide a deficiency dividend procedure

which permits a REIT to avoid di-qualification where audit changes
result in a failure to distribut 90 percent of REIT taxable income
and the failure is due to "reasonable cause."

Adds new section 6697 to impose a penalty tax and interest upon
the dividend paid.

The committee recommends that "reasonable cause" be supple-
mented by the words "and not willful neglect" in section 859 (g) as well
as significant technical changes.

As to the penalty, the committee feels that its operation is unduly
harsh in some instances and unwarranted and nugatory with respect
to capital gains deficiency dividends.
2. Section 1062--Relief from failure to qalify; taxation of non.

qualified income
This section permits avoidance of disqualification if income ade-

quately disclosed on the return would prima facie qualify the REIT
and such return was based upon reasonable grounds after reasonable
investigation. This section also would impose a complex tax at regu-
lar corporate rates on all "nonqualifying" income of a REIT as a
quid pro quo for relief from the present '"a1 or nothing" qualification
standard.

The committee recommends that: (1) the standard of good faith
be changed to "reasonable cause and not willful neglect"; and (2)
the enalty be simplified and limited to 100 percent of the disqualified
profit.

The committee's major objection is that this provision eliminates
the "safety valve" provided under present law under sections 856(c)
(2) and 857(b) (1) (C).
3. Section 1603-Proper4t helZd for 8ale to customers

This section deals with the area that has been most troublesome to
REIT's. Present law prohibits a REIT from any holding of property
"for sale to customers except in the case of foreclosure property. The
1975 bill eliminates this test and permits such holding provided less
than 1 percent of the gross income of the REIT is from the sale of
section 1221(1) property.
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Your committee favors this provision but suggests a number of sig-
nificant detailed proposals which it believes will make this section
more effective.

Disqualified income from section 1221(1) property is subject to
regular corporate taxation.
4. Section 1604 (a), (b) and (o)-Iuncrea8e of 90 percent teet to 95

-percent-Inreae in qualified income items
The 1975 bill extends the definition of qualified gross income to

several items (e.g., "separate charges" for customary service and com-
mitment fees) which previously were the subject of dispute under IRS.
ruling policy. As a consequence the bill reduces the permissible "bas-
ket" for miscellaneous "nonqualified" income from 10 percent to 5 per-
cent and imposes tax thereon at regular corporate rates.

The committee favors the change only if the permissible category
is further defined to clarify or change treatment of rental charges
based on profit participations. The committee recognizes that this
is an area subject to abuse by taxpayers but believes the committee's
proposal offers reasonable alternatives to the present regulations.
5. Section 1604 (d) and (e)-Income from sales of mortgages held

for e88 than 4 year--Optiona treated as real property
Under present law, a REIT may not derive 30 percent or more of

its income from sales of real property (including interests in rear
property) held for less than 4 years. The 1975 bill would extend the
definition to cover mortgages held for less than 4 years and woulct
exclude from the numerator amounts from the sale of foreclosure
property.

The committee suggests that the enactment of the "1 percent"
rule is a sufficient deterrent to short-term trading as to warrant repeal
of the 30-percent limitation. Technical changes in the 1975 bill are

The 9i75 bill permits options to qualify as "interests in real prop-
erty." The committee would extend the definition to include contract
and options to acquire leasehold interests.
6. Section 1604(f)---Corporate form for REIT's

The 1975 bill would permit REIT's to incorporate. The committee
favors the change.
7. Section 1604(g)-Interest based on profit participation

This provision would modify the definition of interest for purposes
of the income tests to exclude, as in the case of rents, amounts that de-
pend in whole or in part upon the income or profits of any person.

The committee does not favor this provision since (1) it will ham-*
per a REIT's ability to renegotiate troubled loans; (2) it is incon-
sistent with judicial authority regarding contingent interest; and"
3) it extends to the "net income or profits of any person" rather than
any borrower."

8 .Section 1604 (h) and (i)-Certain dividends-Annual accounting-
period

The 1975 bill would eliminate the so-called contingent dividend and
force the REIT to designate the amount of the dividend and the year
to which the distribution is to apply.
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The committee believes that this change will not accomplish the de-
sired result, i.e., to accelerate distributions to shareholders.

The 1975 bill would require that new REIT's adopt a calendar year
accounting period. The committee does not faior this change.
. Section 1605-Exci8e ta
New section 4981 imposes a 3-percent excise tax on REIT's that fail

to distribute during the taxable year at least 75 percent of its REIT
taxable income for that year.

This committee believes that the amount of deferral of distributions
to shareholders is minimal, and that this tax is, therefore, unnecessary.
If the excise tax is imposed, we recommend that a REIT be granted a
reasonable time after the close of the taxable year to make the re-
quired distributor,
10. Section 1606-Effective date

The 1975 bill generally would apply prospectively to years begin-
ning after -enactment. The committee suggests that, in general, con-
sideration be given to have its provisions made electively applicable
to years ending after date of enactment.

The committee favors making the deficiency dividend procedure
available with respect to dividends paid after date of enactment with
respect to any determination made after date of introduction of the
1975 bill.

SECTION 1601-DEFICIENCY DIVIDENDS

General comment
Section 1601 of the bill would add new section 859 to the code

providing for a deficiency dividend procedure to enable a REIT to
avoid disqualification as a result of inadvertent failure to comply with
the requirement of existing law that it distribute 90 percent of its
REIT taxable income. This procedure also could be employed to re-
duce or eliminate corporate tax where the REIT had met the 90 per-
cent requirement, but had inadvertently retained a portion, or a
larger portion than intended, of its REIT taxable income for the
year.

The proposed code amendments would provide welcome relief in
an area that has been of particular concern. Our committee is of the
view, however, that proposed section 859 (g), limiting deficiency divi-
dends to situations where the "entire amount of the adjustment" giving
rise to the distribution shortfall "was due to reasonable cause," should
be revised in two respects: First, we propose that deficiency dividends
be allowed as to adjustments attributable to "reasonable cause and
not willful neglect.'r Second, we believe that it is unduly restrictive
to deny deficiency treatment to the entire adjustment because some
portion thereof is not attributable to reasonable cause. We propose,
instead, that the allowable amount of the deficiency dividend be
limited to that portion of the adjustment attributable to reasonable
cause.

We also believe that the penalty provisions of proposed code sec-
tion 6697 in certain respects are overly harsh and that there are
several provisions in section 1601 of the bill Which intermesh less
than perfectly.
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Technical dieaou8ion
Code section 859 (g), as proposed under the bill, would allow a de-

ficiency dividend deduction "only if the entire amount of the adjust-
ment was due to reasonable cause." For reasons set forth in our com-
ments concerning section 1602 of the bill, we believe that allowance
of deficiency dividend relief should be limited instead to adjustments
of errors "aue to reasonable cause and not willful neglect." We also
recommend that deduction should be allowed "only to the extent of
the amount of the adjustment" attributable to failure to comply with
the standard set forth in section 859 (g).

Without such a revision, the purpose of the deficiency dividend'pro-
visions, as set forth by Congressman Landrum in sponsoring H.R.
11083 (which contains substantially identical provisions to section
1601 of the current bill), to prevent disqualification "for a REIT
which in good faith believed it met the 90-percent distribution re-
quirements, but upon audit, did not meet the requirements," would
be thwarted. (119 Congressional Record No. 160, at H9381 (93d Cong.,
1st sess., Oct. 24,1973)).

For example, a REIT may have employed the component method of
computing the useful life of a building for depreciation purposes and
under that method have erroneously arrived at a 25-year useful life,
whereas only a 30-year life could be justified. Its erroneous estimates
of useful life may have been diie to reasonable cause as to the major
portion of the components, constituting perhaps 80 percent of the
total cost of the building, but without reasonable cause as to 20 per-
cent. Under proposed code section 859(g), the REIT would not be
allowed to declare a deficiency dividend of any part of the resulting
understatement of its income, even though a declaration of a small part
of the understated amount would have been sufficient to meet the sec-
tion 857(a) (1) distribution requirement and thus to avoid disquali-
fication. Our committee's recommended revision to section 859(g), we
believe, would eliminate inequities of this kind.

We further suggest that the congressional committee reports make
clear that the reasonable cause and not willful neglect requirement
would be satisfied where a REIT had, in good faith, relied on advice
of legal counsel or independent certified public accountants. Precedent
for this interpretation is provided by regulatory provisions under
various sections of the code. See, for example, section 1.1247-1 (d) (2),
respecting good faith reliance on counsel or accounts by foreign invest-
ment companies in determining whether 90 percent of taxable income
has been distributed for purposes of electing under section 1247 (a) to
have a qualified shareholder avoid the application of section 1246.

New code sections 859(b) (2) and 6697, as proposed under the bill,
would in effect subject a REIT which paid a deficiency dividend to
interest determined on the basis of the amount of the adjustment
which gave rise to the dividend and to a penalty in a like amount but
not in excess of 50 percent of the dividt-nd. The penalty would not be
deductible. (See regulations sec. 1.162-1 (a)).

The formula for computing interest and penalty appears erroneous
in that the amount of the deficiency dividend, while limited to the
amount of the adjustment, is not necessarily correlated to the latter
figure. For example, a REIT may choose to pay only a sufficient divi-
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dend to avoid disqualification, which payment could be considerably
less than permitted by reason of the adjustment. (See proposed code
section 859(d)). Our initial recommendation, therefore, is that in-
terest and penalty each be determined by reference to the amount of
the deficiency dividend rather than the amount of the adjustment.

Moreover, in our opinion the nondeductibility feature of the penalty
would place an undue burden upon REIT's which wished to avail
themselves of the relief from underdistribution allowed by section
1601 of the bill. Since that feature would prevent the penalty being
taken into account in determining REIT income, a REIT which dis-
tributed the full amount necessary to avoid imposition of corporate tax
would have to look to resources other than income, (eg., loans or
capital distributions) to be able to meet its penalty obligation. We
suggest that this inequity be remedied by an additional subparagraph
(') to proposed code section 859(d) (3), which section deals with te
effect of deficiency dividends on the dividends paid deduction. The
new subparagraph would read, in substance:

(C) TRBATMENT OF PENALTIE&-An amount equal to the penalty Im-
posed by section 6697 paid in any taxable year shall be included in the amount
of dividends paid for such year for purposes of computing the dividends paid
deduction for such year.

We also believe that the penalty should not be imposed where a
deficiency dividend is paid (pursuant to an election under the section
1601(c) amendment of code section 857(b)(3)(C)) because of an
increase in capital gains which constitutes a section 859(b) (1) (C)
adjustment. As distinct from the other circumstances of adjustment,
such dividend would be paid not to prevent disqualification of the
REIT or even to avoid corporate income tax upon the adjustment
amount, but rather to shift the capital gain tax burden from the REIT
to its shareholders.

Given the disparity of benefits flowing from deficiency dividends
in the two circumstances, imposition of interest upon the amount
designated as a capital gain dividend during the 120-day period
provided by the amendment appears to us the maximum amount that
should be exacted from a REIT as the price of allowing it to declare
a deficiency dividend based upon the adjustment. If REIT's were also
required to pay the section 6697 penalty as a condition of capital gain
deficiency dividends, we believe that only in rare cases would they
elect to declare such dividends and that, as a consequence, section 859
(b) (1) (C) would be rendered virtually nugatory. Accordingly, we
suggest that section 6697 be amended so as not to apply to adjustments
under that section.

If rentals or other income were erroneously treated by a REIT as
qualified under section 856(c) (3) and were later determined to con-
stitute instead net income from foreclosure property and section 1221
(1) property within the meaning of section 857(b) (4) (B) under
proposed section 1603(c) of the bill the determination would result
in an adjustment under section 859(h) (1) (B). Similarly, determina-
tions which reclassified net income from foreclosure property and
section 1221 (1) proprty to qualified income under section 856(c)(8)
would result in an a justment under section 859 (b) (1) (A).
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In neither situation would the REIT require section 859 relief; yet
under the bill in both instances it apparently would be entitled to
include the reclassified amount in determining its deficiency dividend.
(See sec. 859 (d) (2)).

We suggest that proposed sections 859(b) (1) (A) and (B) be
amended so as to exclude increases in real estate investment trust
taxable income and in net income from foreclosure property and
section 1221(1) property of the type mentioned from the definition
of the term "adjustment.'

Section 857 (b) (3), as amended by section 1601 (c) of the bill, would
permit designation of a capital gain dividend where the IRS success-
fully reclassifies ordinary income as long-term capital gain, notwith-
standing that the usual period for accomplishing such a dividend
would have expired. Such designation would reduce the ordinary
income portion of the dividend that had been paid for the year in
which the gain was realized; thus the reclassification would result in a
decrease in the deduction for dividends paid (as defined in sec. 561)
determined without regard to capital gains dividends under section
859 (b) (1) (D).

Although we believe that the late designation of capital gain divi-
dends is necessary, it appears that deficiency dividend relief is unneces-
sary in this circumstance. Pursuant to section 857 (b) (2) (A), the
REIT's taxable income would be reduced by the amount which had
been reclassified as long-term capital gain; accordingly the reclassifi-
cation would not change the amount (if any) of such income which
remained undistributed. We, therefore, recommend that proposed sec-
tion 859(b) (1) (D) be amended to exclude from the term "adjust-
ment" a decrease in a dividends paid deduction to the extent that the
determination resulting in the decrease also decreases the REIT's real
estate investment trust taxable income.

SEION 16 02-RE iEF FUOM DTSQUATFICATION WiERE INCOME TESTS NOT
- IMET DUE TO REASONABLE CAUSE

General commenta

This section of the bill, instead of disqualifying a REIT that does
not meet the income requirements of section 856(c) of the Code, sub-
jects the REIT to tax at the rate of 48 percent on the amounts realized
in excess of those requirements-reduced by an allocable portion of
deductions-provided that (a) the REIT 'disclosed the nature and
amount of the sources of its gross income in a schedule attached to
its income tax return for the year in question and (b) the REIT had,
after reasonable investigation, reasonable grounds to believe and did
believe that the nature and amount of the sources of its gross income
satisfied the income requirements. We agree with the general policy
underly'ng section 1602. We believe, however, that the condition that
the REIT have reasonable grounds to believe that the nature and
amount of the sources of its gross income satisfied the income require-
Ments should be appropriate y modified to conform to a similar test
contained in exist ng provisions of the Internal Revenue Code and
that the taxing provisions of section 1602 should be changed in several
substantive and technical respects so as to carry out more appropri-
ately the policy underlying the section.
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Technical comment
1. New section 856(c) (8) (B)-section 1602(a) of the bill-in re-

quiring the REIT to have "reasonable ground to believe" that its gross
income satisfied the requirements of section 856(c), introduces a new
test not presently found in the Code. By its nature, such a test is not
susceptible of precise definition and it will undoubtedly lead to con-
troversy-and perhaps substantial litigation-over its meaning. We
therefore urge that there be substituted in the bill the test which is
presently used in many analogous provisions of the Internal Revenue
Code and the meaning of which has been substantially developed by
regulation and case law. A good example of this test may be found in
section 1247(b) (1) of the Code, which concerns the requirement that
a foreign investment company distribute to its shareholders 90 per-
cent or more of what its taxable income would 'be if it were a domestic
corporation. Under that provision, the failure to distribute the requi-
site amount is excused ip it is shown that such failure was "due to
reasonable cause and not due to willful neglect". The regulations under
section 1247(b),(1) state that reasonable cause will be found if the
company exercised ordinary business care and prudence, including
reliance in good faith upon estimates and opinions of independent
certified public accountants or other experts which are also used for
purposes of its financial statements filed with the Securities and Ex-
change Commission. Under such a standard, the condition in the bill
that the REIT make a "reasonable investigation" would be subsumed
under the basic requirement that it exercise ordinary business care and
prudence.

To substitute the usual standard now in the Code new section
856(c) (8) (B) should 'be amended to read as follows: "he failure to
meet such requirements was due to reasonable cause and not due to
willful neglect."

2. New sections 857(b) (5) and (6) (sec. 1602(b) of the bill) con-
tain, in our view, a number of substantive and technical defects.

First, section 857(b) (5) imposes tax on all nonqualifying income
whether or not the REIT has met the 95 percent and 75 percent in-
come tests of sections 856(c) (2) and (3). It is not clear whether this
is intended by Congress, as the report of the House Ways and Means
Committee states in part that the tax is to be imposea whereee a
REIT fails to satisfy one of the income source tests, but is not dis-
qualified because there were reasonable grounds for believing that
the source rules were not violated." Such taxation would place a
harsher burden on REIT's than is borne by other entities which are
allowed to escape taxation by meeting prescribed income tests within
a certain margin of error, such as regulated investment companies and
DISC's. Furthermore, the nonqualifying income may be derived from
passive investment sources but may fail to qualify only because it has
not met certain technical requirements of the REIT piovisions of the
Code (such as the special rules concerning qualification of rent) and
therefore the presenee of such income mdLy well not represent a delib-
erate carr ying on of business activities not permitted to a REIT.

Second, it is possible that gain from the sale of section 1221 (1)
property which causes the RE IT to fail the 75 percent and 1 percent
tests would be subjected to tax three times under new sections 857(b)
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(5) and (6), and such gain will also-be subjected to the special tax
imposed by new section 857 (b) (4) of the Code. Such taxation is clearly
excessive.

Third, under new sections 857(b) (5) and (6), the penalty tax
operates cumulatively on a failure to satisfy both the 75 percent and
95 percent tests, even though the same income causes the REIT to fail
both tests-that is, the amount by which those tests are not met is sub-
jected to penalty tax twice. This again seems to be an excessive penalty.

Fourth, under new section 857(b)'(6) (B), the formula by which
deductions are allocated to the excess amounts to bp subjected to the
penalty tax operates in such a way that deductions diretly connected
with gain derived from section 1221(1) property are completely ex-
cluded and such gain is deemed to bear a proportionate part of all
other deductions incurred by the REIT not directly connected with
such gain. There is no apparent reason for such an illogical formula.

We believe that it would be more logical aild appropriate, and would
better achieve the intended deterrence purpose of section 1602 of the
bill, if the taxing provisions were to operate in such a way that: (I)
the amount of excess nonqualifying income to be subjected to the
penalty tax would be calculated by reference to the income require-
ments themselves; (2) excess nonqualifying income would be sub-
jected to penalty tax only once, but at a rate equal to 100 percent of
the profit realized from the nonqualifyhig transaction or transactions,
determined by allocating all deductions proportionately to all classes
of the REIT's income; and (.3) the net gain from section 1221 property
would be subjected only to the 100 percent penalty tax if the gross
gain exceeded the 1 percent limitation and only to the s peciaI tax
under new section 856(b) (4) at the regular corporate rateif the gross
gain did not exceed the 1 percent limitation. Such changes would make
the penalty tax consistent with the income requirements and would
avoit the incongruous result of taxing the same income--particularly
section 1221(1) gain-two or three or more times, which might well
result in an effective tax rate of more than 100 percent on the net
income realized from nonqualifying transactions.

SECTION 1603-rRPERTY E L FOR SALE TO CUSTOMERS

General comment "
Under present law, a REIT is prohibited from holding any prop-

ert prima.rily for sale to customers in the ordinary course of its trade
or business-section 856(a) (4)4) ; violation of the prohibition results
in a termination of REIT status. While the purpose of the prohibition
W#as reasonably narrow and"salutary-prevention of a REIT's being
engaged in an active busineam, principally subdivision o realty, see
M.R. Rep. No. 2020, 86th Cong., 2d Sess. at 3-5-1960--the effect has
been quite broad, largely because of the lack of certitude in interpreta-
tion and the grave consequences of its violation. Thus REIT's have
generally been loathe to engage In sales of trust property, even though
such sales may be quite common among other real estate investors (not
dealers).' In addition, the prohibition has restricted .REITs in the pro-

F .g,, sales of loans or participations io loans (which are often necessry to diversity
risks), grants to tenants of options to purchase leased property (which often is necessary
to secure a major tenant or to obtain a purchase-leaeback).
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riding of conveniences to tenants, where the providing of such conven-
iences may arguably involve the holding of property for sale (e.g.,
vending machines) by the landlord. I inally, the prohibition has
presented trust tax advisers with severe problems in rendering op in-
ions as to RELT status; because the prohibition applies to the holding
of property primarily for sale, the tax adviser must conduct an ex-
tensive review of the trust's activities respecting all of its properties
notwithstanding the absence of any sale. By repealing the prohibition
and replacing it with a 1-ercent gross income limit, the bill amelio-
rates these difficulties, without, however, permitting a trust to be en-
gaged in too active a business enterprise. We therefore endorse the re-
peal of present section 856(a) (4) and the enactment of proposed sec-
tion 856(c) (5). As noted below, however, we have serious reservations
about several so-called technical amendments to the gross income re-
requirements that relate to income from property held for sale to.
customers.

Te hnical amendment.-(Sec. 856(c) (2)(D), (3) and (3) (C)..
The bill proposes "technical" amendments to the above sections which'
treat as income within the 10(5)-percent "basket" gain from the sale
of section 1221(1) property that is not foreclosure property and ex-
clude from the 75-percent gross income computation gross income.
derived from property described in section 1221 (1) that is not fore-
closure property. In view of the already significant limits on section.
1221 (1) income, and the lack of correlation between the purpose of the
special limit on section 1221 (1) income (to prohibit the trust from
being engaed in significant dealership activities) and the p purpose of
the "basket (to permit a trust to receive minor amounts of incidental
unqualified income and to provide a reserve for items whose character-
ization is unclear), the exclusion of otherwise qualifying gain from.
section 1221(1) property from the 76 and 90(95) percent classes of
gross income would appear to be unwarranted and inconsistent with
the treatment accorded income subject to the 30-percent limit of sec-
tion 856(c) (4).

The technical amendment to section 856(c) (3) (relating to the 75'
percent class of gross income) bill section 1603(d) (1) raises a further
question. Section 1603 (d) (1) adds to the flushline of section 856 (c) (3)
the parenthetical "excluding gross income from property described in.
section 1221(1) which is not foreclosure property," which might he-
read to exclude such income from only the denominator, only the-
numerator, or from both the denominator and the numerator of the.
nualification formula. A comparable amendment is made to section
856(c) (2). Income affected by the exclusion would include otherwise-
qualifying nonsales income (e.g., rents, interests) from section 1221 (1)
property. Assuming arguendo that otherwise qualifying gainR from
sales bf section 1221 (1) Property should be excluded from the 71-per.
cent and 90(95)-percent classes of pross income, no volid purpose
would appear to be served by exciudin, otherwise qualifying' non-
sales income. Accordingly. we recommend that the exclusions either he
deleted or be limited to gain from the sale of section 1221 (1) property.
Section 160.? ( ). (d) ( -- Ta on. section I0I (1) income

Section 1603(c) of the hill is the reverse side of the amendment mqde
in section 1603 (a) and (b) : income freed from restraints designed to

!!
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insure that the REIT shall be a passive investor are to be taxed to the
REIT as if the REIT were an ordinary business corporation. We be-
lieve that this is a fair approach to the balancing of the policies behind
subchapter M, part II with the practical problems of compliance with
those policies and endorse it accordingly. While the provisions of the
bill generally implement that approc, we believe that there are a
few technical matters that should be considered.

Imposition of tax.--(Sec. 857(b) (4).(A)). Tax is imposed at the
highest marginal corporate rate on "net income from foreclosure prop-
erty and section 1221 (1) property." While the term "net income" has
been used in the 1954 code to describe taxable income from specific
sources or activities, see, e.g., I.R.C. §§ 971(b), 1251 (b) (8) (A), (e)
(2),1348(b) (2)(A), 4942(d)( 1), (f),(j)(3) (A), its use has not been
consistent,2 so that one wonders whether the cause of simplification is
furthered by adding one more defined term, particularly since "tax-
able income" will serve equally well. See 1954 IRC §512(a) (1).

Net operating loes.--One problem not handled is the section 172
deduction for net operating losses, which is denied a REIT in comput-
ing its real estate investment trust taxable ncome (sec. 857(b) (2)
(E)). Because foreclosure and section 1221(1) income are to be spe-
cially taxedJosses attributable to such income should either be deduct-
ible as NOL's in computing specially taxed income (as they are to a
tax-exempt organization that derives unrelated trade or -business in-
come, cf. 1954-IRC § 512(b) (6)), or should be deductible in comput.
ing real estate investment trust taxable income. The former approach
would yield more tax and would be more consistent with the special
taxation of foreclosure and section 1221 (1) income.

Disibution of after taxi inwom.- (Sec. 857 (a)(1) and (b)(2)
(F)). These sections require the distribution of 90 percent of the in.
come subject to the special tax after deduction of the tax, and make
appropriate adjustments to the computation of real estate Investment
trust taxable income. The technical amendments contained in section
1603(d) (5) and (6) appear to achieve the intended result. In view-
of the purpose of the REIT provisions--pass through treatment of
REIT income--we endorse the distribution requirement. Consistencv
with other code provisions would require that such dividends attribut-
able to taxed income be eligible for the 85-percent dividends received
deduction and the $100 dividend exclusion.
STION 1004 (A)-INCREASE IN 90-PRRCENT GROSS INCOME RzQUIREMzNT

TO B95WOENT

1604(B)--M-UOMARY SMI I-XNDmPNDENT CONi7AOAhR

1064 (0)-INTRST--Nr PARTICIPATIONS

Getteral Comment
Section 1604(a) of the bill amends § 856(c) (2) by increasing the

"90-percent gross income test" of that seion to 95 percent (excluding
gross income from property described in 1221 (1), which is not fore-
closure property). The apparent justification for this tightening of the

'For other meanings of the term Me 1954 IRe ee. 1TO(g)(8)(), 401(D)(2)(9),
509(d)(8).511(e)(1), 512(b)(lT)(C).
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most stringent of the gross income tests applicable to REIT's is that
the most significant type of nonqualifying income, i.e., commitment
fees, would hereafter constitute qualifying income. This reasoning, of
course does not apply to a trust realizing all or most of its income from
rents from real property. For such an "equity" REIT, the bill pro-
vides scant relief from the uncertainties surrounding the definition of
rents from real property. The only modifications proposed in the rent
area concern separate charges for customary services and rent attrib-
utable to personal property leased with real property. Major areas of
difficulty remain, especially with respect to the definition of "custom-
ary" services and profit participation rents.

Section 1604(g) of the bill adds new § 856 (f) to define interest for
purposes of the 75-percent and 95-percent tests. The new definition
would exclude interest based upon net profit participations as isCeur-
rently provided in the case of rents. In this respect, & 856 (f) would
include in the code the provisions of proposed regulations under sec-
tion 856 issued in December of 1972.

As a policy matter, we believe that this change should not be adopted.
Furthermore, we doubt the validity of the proposed regulations as a
matter of current law, and we would recommend that they be with-
drawn.

Under present economic conditions, many mortgage REIT's have
been forced to reduce and otherwise modify the interest rates on out-
standing troubled loans. In many cases, an effective workout requires
that the interest rate be adjusted so that it is based in whole or in part
on the income or profits of the borrower. In these cases, it may not be
feasible to adjust the interest rhte so that it depends solely upon a
fixed percentage of receipts or sales. We believe that the proposed
definition of interest should not be adopted because it would seriously
hamper REIT's from successfully working out troubled loans.

In a report dated December 23, 1974, the tax section of the Ameri-
can Bar Association commented upon the identical provision that was
contained in section 264(g) of H.R. 17488 (Elergy Tax and Individ-
ual Tax Relief Act of 1974). We concur in the comments made by the
ABA tax section which may be summarized as follows:

L Interest:bhsed on net profits or net income of a borrower has been
recognized under existing case law as interest for Federal income tax
purposes and has not been treated as an equity participation. .

2. Inherently, a mortgage lender is in a more passive position with
respect to the "realty that secures his loan than a landlord who leases
real property to tenants. Accordingly, the distinctions between an
active and passive landlord need not "imported into the area of.mort-gageloatns. :. . .

3. If enacted, sectior4 856(f) should refer only to the "net income or
profits of the borrower" and not, as proposed, the income or profits of
"any person." In any case, this provision should be interpreted in ac-
cordance with the suggestions below relating to rents that contain net
profit participations.

4. An effective date limitation is required so that interest on out-
standing loans or loans made pursuant to existing commitments is nmot
disqualified under the new definition.
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We note below the difficulties experienced by equity REIT's in polic-
ing subleases on their real estate projects. Great as these difficulties
are, they would probably be greater for a REIT lending money on a
mortgage, since mortgagees do not typically reserve the power to con-
trol tielerms of leases negotiated by mortgagors.

In view of the uncertainties concerning the definition of rents from
real property and interest, it is our view that the 10-percent "basket"
of section 856(c) (2) is still required to provide an adequate marginfor error and we recommend that it be retained. If however, the profit
participation rules for rent and interest are changed in accordance with
the suggestions contained herein, we would favor reduction of the
safety margin from 10 to 5 percent.
Technical di'muon

(1) Rent attributable to personal property.-In recognition of the
fact that transactions that are essentially real estate oriented often
involve the leasing of personal property, section 1604(b) amends sec-
tion 856d) (1) to include in the definition of "rents from real
property':

(0) rent attributable to personal property which to leased under, or in con-
nection with, a lease of real property, but only if the rent attributable to such
personal property for the taxable year does not exceed 15 percent of the total
rent for the taxable year attributable to both the real and personal property
leased under, or In connection with, such lease.

For purposes of this provision, total rent for the taxable year from
each property would be allocated on the basis of the ratio of the aver-
age adjuited bases of personal property to that of personal and real
property at the beginning and end of the taxable year.

While differences may arise as to whether 15 percent is the appro-
priate benchmark, we agree that some relief in this area is warranted.
In many transactions the 15-percent safety- margin will preclude the
need for constant detailed determinations of basis.

(2) Pm.vy*ngeee..-At present, "rents from real property" is
definedby section 856(d) (8) to exclude:

Any amount received or accrued, directly or indirectly, with respect to any
real property, it the real estate investment trust furnishes or renders services
to the tenants of such property, or manages or operates such property, other than
through an independent contractor from whom the trust itself does not derive
or receive any income.

The wording of the statute would appear to permit a trust to furnish
services of any kind to tenants as long as the services are furnished

~ through an independent contractor from whom the trust derives no
income. The regulations, however have added a number of murky and
questionable elaborations which have raised recurrent problems for
equity trusts. The regulations provide that tenants may be furnished
"customary" services, defined as those "usually or customarily fur-
nished or rendered in connection with the mere rental of real prop-
erty," through an independent contractor; the trust may bear the cost
of such services, and unless a separate charge is made therefor, no
apportionment of income is required between rent and compensation
for such services.$ If a separate charge is made for "customary" servf

, Treas. Rex. I 1.8M-4 (b) (8) (1) (b).

69-18--78--pt. 7- 13
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ices, it must be made and retained by the independent contractor.' If
noncustomary services are furnished, they must be furnished by an
independent contractor who must bear the cost of the services and must
make and retain a separate charge therefor."

Two aspects of these rules deserve comment. First, if any services
are furnished to tenants for which the trust makes no separate charge,
the entire rental income from the property would be disqualified if it
is subsequently determined that the services were not in fact "cus-
tomary." While the proposed regulations provide some guidance in
determining whether a service is customary or noncustomary,s a trust
will still proceed at its own risk in treating as customary any service
other than those specifically mentioned in the regulations. Given the
legislative purpose of not allowing a trust to engage in an active busi-
ness utilizing real property, such as a hospital or motel, even through
an independent contractor, some definitional limitation in the service
area seems appropriate. Given a regime in which excess nonqualified
income is merely subject to tax, rather than resulting in trust dis-
qualification, and assuming an aggressive published rulings policy by
the Internal Revenue Service defining those services which are cus-
tomary in an ever-changing real estate market, equity trusts should
find compliance with such riles possible.

Second, the "separate charge' rule requires that if a separate charge
is made for a "customary" service, it must be made and retained by the
independent contractor. This rule has been the subject of much justifia-
ble criticism. There are any number-of customary services provided to
tenants of real property, such as a parking facility, telephone answer-
ing service, swimming and recreational facilities, and certain electrical,
heating, and air-conditioning services, which may be desired by some
but not all tenants of a property. As a result, separate charges for such
services may be economically required. We can find no valid reason
in terms of legislative purpose to prevent a trust from making and
retaining such charges.

Section 1604(b) amends section 856(d) (1) by adding a new subsec-
tion B to provide that "charges for services customarily furnished or
rendered in connection with the rental Of real property, whether ornot such chargeM are separately stated," would qualify as "rents from
real rperty.

(8) PT rfit par*ipatn rent.-To assure that a trust's investments
were in fact passive, and that no "profit-sharing arrangement will in
effect make the trust an active participant in the operation of the prop-
erty," Congress provided, in section 856(d) (1), an exclusion from the
term "rents from real property" for

Any amount received or accrued, directly or indirectly, with respect to any real
property, if the determination of such amount depends in whole or in part on the
income or profits derived by any person from such property (except that any
amount so received or accrued shall not be excluded from the term "rents from
real property" solely by reason of being based on a fixed percentage or percentages
of receipts of sales).

Several of the embellishments added by the regulations have made
this provision one of the most dangerous pitfalls for equity trusts.

iTreasRes. b (8)(1)
'Treas. Reg. 11.856-4 [b I J.
$Prop. Reg. I 1.856-4(b) (5) ( .
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First, the regulations provide that when a trust leases property for a
fixed sum rental and a percentage of the prime tenant's gross receipts
and the prime tenant in turn subleases "all or part of such property
under an arrangement which provides for a rental based in whole or
in part on the income or profits of the sublessee," the entire amount of
the rent from the prime tenant is disqualified.7 Thus, the existence of
one income participation provision in a single sublease of a portion of
a shopping center, office building, motel or apartment complex leased
by a trust to a prime tenant would disqualify the entire rental income
received by the trust from the prime tenant. This provision requires the
trust not only to make certain that its own lease with the prime tenant
contains no income participation provision, but to satisfy itself that
none of the prime tenant's subleases (or sub-subleases) contains any
language which might be construed as entitling the prime tenant to
any portion of the income or profits of its tenants (or subtenants). And
this vigilance must be continuous; disqualification of the trust's income
can arise at any time through the prime tenant's (or a remote sub-
tenant's) execution of a new sublease, or an amendment of an existing
sublease, which provides for rentals based on "income or profits."

The truly passive trust that net leases an entire project, or land
underlying the project, to a prime tenant is thus at a significant dis-
advantage as compared to the more active trust that operates the
project through an independent contractor and separately leases space
directly to space tenants. In the latter case, only the gross income from
a particular space tenant operating under an income participation lease
would be tainted; the balance of the income from the project would
continue to qualify as rents from real property., This rule seems par-
ticularly anomalous in light of the fact that in the first case the offend-
ing provision is in a lease to which the trust is not a party and over
which it may have rights of approval or review but not control from
inception. In addition, in the net lease arrangement the trust does not
operate the project and has no need for an independent contractor; as a
result, the trust probably has no local representative and must arrange
to have new leases, renewals, and modifications sent to its main office
for review, a process often involving significant delay. In the second
case, the trust has a representative on sit (the independent contractor)
and is a party to space leases.

Even if it were possible for a trust constantly to police the terms of
all subleases on all its projects so as to prevent the receipt of even $1
of tainted income (a dubious proposition at best), it still faces the

C; question of determining what in fact constitutes an impermissible
participation in income or profits. While the proposed regulations offer
some guidance in this respect,' the complexity and variety of lease
provisions found in the real estate market in this country often make
these questions extremely difficult of resolution.

We regard the bill's failure to amend section 856 (d) (1) as one of its
major shortcoming& Furthermore, the proposed change in the defini-
tion of interest is inappropriate and could increase the difficulties en-
countered in interpreting the profit participation rule. The problems

'reas Reg. f 1.858-4(b)(1).
* See Rev.RuL 72-358. 1972-2 C.B. 418
*Prop. Reg. 1 1.856-4(b) (1).
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of the profit participation rule could be eased by a number of statutory
amendments; e.g., (i) a provision that where rent includes both fixed
rent and a permtage rent based on income or profits, only the latter
would be disqualified; (ii) a provision that disqualification would
apply only to amounts in fact determined with regard to income or
profits, rather than to the entire year's receipts from the project; or
(iii) a provision that where property is subleased, only the portion of
rent received by the trust which is attributable to the particular space
tenant whose sublease provides for income participations would be dis-
qualified.

It seems that some of these changes could have been accomplished by
regulation. Unfortunately, the regulations are now so entrenched that
only legislative correction appears feasible. Legislative change in this
area is appropriate notwithstanding the provisions of the bill sub-
jecting to tax only a trust's excess nonqualified income, as opposed to
trust disqualification. Even though a trust might not be in danger of
disqualification from tainted subleases, it would still have to police sub-
leases to avoid imposition of tax on a substantial portion of its profits.
The experience of the industry has been that such policing efforts are
extremely onerous, and often unavailing.
SECTIONS 1804 (C) AND (E)---OMMPIM _ ZT FEES, INCOME FROM MORTGAGE

SALES, OPTIONS TO PURCHASE REALTY

Section 1604 () -ommitmnt fee.
We agree with the general policy underlying this provision which

expands the sources of income qualifying for both the 90 percent'" and
75 percent income tests to include:

Amounts received or acciued as consideration for entering into agreements (1)
to make loans secured by mortgages on real property or on interests in real prop-
erty or (11) to purchase and leaseback real property (Including interests in real
property and Interest In mortgages on real property).

Commitment fees received in connection with agreements to make
mortgage loans are presently one of the major sources of nonqualified
income of REIT's. Most commonly such fees arepaid by borrowers for
short-term commitments to provide construction financing or for longer
term commitments to provide permanent financing. In both instances
the commitments usually enable a borrower to obtain a lower interest
rate on construction financing. In this context such fees can be viewed
as essentially a substitute for interest payments. Entering into such
agreements is as passive and as much a part of financing real estate as
making mortgage loans or leasing real property and accordingly the
inclusion of commitment fees in qualified income as consistent with the
congressional purpose underlying these income tests.

Income related to equity investments will qualify under this provi-
sion only if received or accrued as consideration for entering into
agreements to "purchase and leaseback real property." Although this
may be the typical context in which a fee for a commitment to purchase
real property is found, there does not seem to be any reason to limit
the provision to a purchase and leaseback transaction. Moreover, fre-
quently an "estate for years" is retained by the seller, and thus tech-

'* The 90-percent test Is sometimes referred to herein as the 95-percent Income test.
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nically there is no "leaseb~ck". Accordingly, it is recommended that the
relevant phrase be changed to "purchase or lease real property". This
would also give some substance to the parenthetical language in the
clause which now literally covers the 'leaseback" of an "Interest in

Wifefthe proposed statutory language is broad enough to cover
items in addition to commitment fees, we urge that the congressional
committee reports and Treasury regulations make it clear that other
similar items are intended to be included. Such other items, which arise
from a REIT's qualified lending or leasing activities but which argu-
ably may not be interest, rent, or commitment fees include, for ex-
ample, forfeited good-faith deposits, loan extension fees, liquidated
damages, mortgage release fees, and prepayment penalties and income,
if any, resulting from borrowers payment of loan closing costs.

It may be necessary to modify the language in this provision of the
bill to include these items If so, the following is suggested:

(G) amounts received or accrued as consideration for (I) entering into agree.
ments to make loans secured by mortgage on re property or on an interest in
real property or to purchase or lease property (Including lnteress In real prop-erty and Interests in mortgages on real -property) and (il) the alteratten or termi-
nation of any agreement described in (I) of this subparagraph or any Instrument
or agreement from which Interest or rents described In this paragraph are derived;

It should be noted that sections 856(o) (2) and 856(c) (3) do not
relate to the questions of whether an item constitutes gross income or
when such income is to be recognized. For example a good faith de-
posit or a fee received for granting a put generally is not- income
when received but rather when the deposit is forfeited or the pat
expires. Moreover, if the put is exercised the fee generally is treated
as an adjustment to the purchase price of the related property. On the
other hand, the Internal Revenue Service takes the position that a
nonrefundable commitment fee, received as consideration for entering
into an agreement to make a loan, is recognized when received or ac-
crued regardless of whether the loan is actually made. (Rev. Rul. 70-
540, 1970-2 C.B. 101, amplified by Rev. Rul. 74-607, 1974-2 C.B. 149
and Rev. Rul. 70-362,1970-2 C.B. 147.)
Section 1604 (d) -licome from 8aZe of mortgagee held 1e88 than 4 yeari

Items of income taken into account for purposes of the 30 percent
grosi income test in section 856(c) (4) would be expanded under the
bill to include gross income derived from the sale or exchange of in-
terests in mortgages on real property held for less than 4 years. In
addition and in conformity with other provisions of the bill, gross
income from property described in section 1221 (1), other than "fore-
closure property", would be included in the 30-percent limitation..

House Report No. 2020, June 28, 1960, which dealt with the origi-
nal REIT legislation described the purpose for the 30-percent income
test as follows (1960-2 C.B. 822):

The application of the 80 percent limitation in the case of gros Income which
may be derived from the sale of real property held for less than 4 years, in con-
Junction with the general requirement that the trust must not hold any property
primarily for sale to customers In the ordinary course of its trade or business,
will give asurance of qualifying little, If any, Income from trading In real prop.
erty, thus mbstantially restricting these transactions to sales of investment
property.
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As the above paragraph indicates, the test was intended to restrict
tradin in real property and not to restrict sales of investment prop-
erty. In practice, the "holding for sale" restriction achieves this goal
and the 30-percent income test is an unnecessary complication which
serves no real purpose. Even with the relaxation of the "holding for
sale" restriction provided for in the bill the 80-percent income test
will remain redundant. While the retention of the 30 percent limita-
tion may not be onerous it is a classic example of a trap for the tin-
wary and its deletion is recommended.

If the provision is retained it should be noted that it would be the
only income test the good-faith violation of which would result in
complete disqualification. Section 1602 of the bill provides for a par-
tial tax at corporate rates instead of the present complete disqualifica-
tion where a REIT has reasonable grounds to believe it has met the
75-percent and 1-percent income tests, but is found to have failed
either or both such tests. There isno reason why the provision should
not apply to the 30-percent income test as well since it is quite possible
for errors to be made in connection with the determination of holding
period, bisis, amount realized and whether property was held for sale
to customers in the ordinary course of a trade or biiness. Therefore,
if the 30-p cent test is retained, the reasonable grounds standard of
section 1602 of the bill should be expanded to cover it.

In addition, if this provision is retained, it should be noted that
the bill changes the wording of the first clause of section 856(e) (4)
to read: "less than 80 percent of its gross income is derived from the
sale or exchange of-." The underscored portion currently reads "sale
or other disposition of". It is unclear whether this change was inten-
tional since conforming amendments were not proposedfor the other
two subparagraphs of section 856 in which the phrase appears, 856(c)
(3) (D) and 854 (c) (3) (C). Gain from a "sale or other disposition"
might be recognized even though no "sale or exchange" has occurred
where, for example, a noncorporate note is retired or an option is
canceled. There would seem to be no reason to promote this lack of
uniformity among these three subparagraphs of section 856(c) or to
alter the result to a REIT under this provision depending upon
whether its borrower were a partnership or a corporation. It is recom-
mended that no change be made from the phrase currently employed
in the statute.

Furthermore, if the "sale or exchange" provision is retained it
should be noted that the bill's expansion of the sources of income
counted for the 30-percent-income test results in inclusion of income
derived from the retirement of a corporate mortgage note acquired
at a market discount less than 4 years prior to retirement. Also, under
the current statute income derived from the retirement of a security
held for less than months is counted for this test. There would seem
to be no reason to discourage REIT's from purchasing corporate mort-
gg or other securities at a discount and holding them to maturity.
This technical problem should be eliminated. We suggest modifying
the bill to provide that in section 856(e) (4) (A) the phrase "(other
than* securities held to retirement)" be added after "securities" and in
section 856(o) (4) (C) the phrase "not held to retirement" be added
after the phrase "interests in mortgages on real property".



Section 1694(e)-Optiom to purhaae real property treated as inr-
eet in real estate.
The bill expands the definition of "interests in real property" to in-

elude options to purchase real property uch options would thus
qualify for the asset tests and gains on the sale or disposition of such
options would produce "qualified income for the 75-percent and 95-
percent income tests, assuming they did not constitute property de-
scribed in section 1221(1). Under existing law it is unclear whether
such options constitute "interests in real property".

Options to acquire leasehold interests as opposed to fee interests are
not included in the definition of "interests in real property." This
seems unnecessarily restrictive and the provision should be expanded
by adding "and leaseholds of land or improvements thereon" after the
word "thereon."

In addition, it may be advisable to modify further the proposed
amendment to include all contractual rights to purchase real property
instead of only options. It seems difficult to justify a different treat-
ment for certain contractualihts-nerely because the party has an
obligation, as opposed to an option, to purchase the related real prop-
erty, SWUON 104 (F)--CORPORATE FORM FOR REIT'S

General comment
This provision would permit use of a domestic corporation as a quali-

fied RElT. This change is long overdue.
The present requirement that REIT's must be domestic unincorpo-

rated trusts or unincorporated associations was apparently a result of
the fact that the initial sponsors of the REIT legis nation were existing
Massachusetts trusts which sought principally to eliminate taxation of
their particular entities. This has produced the anomalous statutory
rule that an entity must be taxable as a corporation in order to qualify
as a REIT, but may not be a corporation. As a result, an obscure busi-
ness form has become the basic operating entity for a multibillion-
dollar industry. The drawbacks of the business trust form are meni-
fest:

(1) In many jurisdictions it may expose trust shareholders to per-
sonal liability for torts and, possibly, contractual obligations as well.

(2) Trusts have been organized principally in those states (such as
Massachusetts) which have the best developed law of business trusts
without regard to the jurisdiction in which they do business.

(3) Trusts are unable to engage in certain types of tax-free reor-
ganizations (e.g., mergers) because State law is adverse or offers no
guidance.

(4) Trustees must take great pains to avoid personal liability for
ordinary business transactions.

(5) Perpetual life is generally unavailable.
(6) The substantial body of law defining shareholder rights and

providing for liabilities of directors is not available for protection of
the public.

The proposed change is favored.
TeohnioaZ diuu#oi&on

It might be wise for the committee report to specify that the in-
corporation of REIT's now organized in trust form will, in general,
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to treated as reorganizations,nder section 868 (a) (1)(F). Thus, the
taxable year of the trust will not be deemed to end on the date of
incorporation. The IRS has wavered on this point in the past

It is questionable whether the phrase in section 856(a) (1) [bill
section 1604 (f) (1) (a) (1) which is managed by one or more trustees
or directors has any real meaning or purpose. It is proposed that it be
eliminated.

SECToOs 1604 (H) AND (1) AND 185-CERTAIN DIvI-ENDS
ANNUAL ACCOUWnNO P OD9 AND EXCISE TAX

In a report dated December 23, 1974, the tax section of the American
Bar Association commented upon sections 264 (h) and (i) and 265
of H.R. 17488 (Energy Tax and Individual Tax Relief Act of 1974),
which are included in the present bill as sections 1604 (h) (i) and 1605.
We concur in the comments of the ABA tax section, which are set forth
below, with the section numbers changed to correspond to the present
bill.
4LSeto 1604 (h) -Certain dividends

The amendments to section 858(a) proposed by section 1604(h)
would eliminate the so-called contingent dividend and would force the
REIT to make on its tax return an apparently irreversible decision
as to which year the dividend shall apply.

The committee report states that the amendments to section 858 (a)
are appropriate in view of the proposed deficiency dividend procedure.
H.R. Rep. No. 93-1502,91 (1974). The committee report also criticizes
the current contingent dividend as facilitating the delay of distribu-
tions to shareholders. H.R. Rep. No. 93-1502, 91 (1974).
7 In considering the proposal, two points should be noted: First, sec-
tion 1604(h) itself will not have the effect of speeding distributions to
shareholders. The excise tax proposed by section 1605, however, may.
Second, the proposed cure may be worse than the disease, particularly
in periods of time, such as the present, when REITs are confronted
with numerous problem loans, great financial difficulty and severe
liquidity problems.

For example, assume a REIT reports REIT taxable income on its
1975 tax -return of $100, of which $75 is distributed in 1975 and $25
is distributed in 1976 and assume an ultimate determination that 1975
REIT taxable income was only $80. Under the amendments proposed
by section 1604 (h), the REIT will not receive the benefit of a dividend
tid deduction in 1975 or in any su.seuent year for $20 of the $25
distributed in 1976.11 Such amount will, however, probably be taxable
to the REIT's shareholders if the REIT has current or accumulated
earnings or profits in 1976. Thus, a conservative reporting of 1975
income would require the REIT to distribute $20 twice, once to protect
1975 and once to protect the subsequent year. In view of the current
problems of mortgage REIT's in computing REIT taxable income
such as the effect of allowable additions to bad debt reserves, accrual
or nonaccrual of interest on problem loans, and the general problems
of when to accrue contingent rent or interest, the practical effect of

n'Uner ueet law that distribution would automatically be available as a deduction
In the year anwhich distributed (1976). See Rq. ose. 1.858-1,() (1),
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section 1604 (h) (2) .may well be to encourage reliance on the proposed
dividend deficiency procedure rather than prompt distributions,

The amendment proposed by section 1&)4(h}(1), in requiring the
election to state the dollar amount of the distribution to which the elec&
tion relates, is appropriate, in view of the deficiency dividend proce-
dure, so long as section 1604(h) (2) is deleted so that any dividend
with respect to Which an election is made under section 858 can be used
as a deduction in the year in which actually paid (if not deductible
in the year to which it was attributed). In fac, if section 1604(h) (2)
were eliminated, the effect of combining section 1604(h) (1) and the
deficiency dividend procedure may wellbe to encourage conservative
reporting and faster, albeit subsequent year, distributions since the
deficiency dividend procedure applies only if there was reasonable
cause for the underdistribution.
Section 1604 (i)--Adoption of annual accounting period

Proposed section 860 will require the adoption of a calendar year
accounting period for new REIT's. It should be noted that a new
REIT normally cannot qualify as a REIT in its initial taxable year
since the 100 shareholder requirement of section o856(a) (5) and the
income text of section 856 (c) (2) usually present problems. Until the
underwriting and security registrations are completed, there will not
be 100 shareholders. Similarly, until the underwriting proceeds are
fully invested, the income tests may not 1e satisfied. Government
securities which are a logical interim investment are qualified assets,
but income from Government securities is qualified income for the 95
percent income test, but not for the 75 percent income test. Interim
investments may also create problems of holding property primarily
for sale. The adoption of a short initial taxable year and, therefore, an
accountmg period other than the calendar year has provided a con-
,venient solution to these start-up problems. It is difficult to see why
every new REIT should be required to pay a tax on its income in its
first taxable year.
. A REIT may also want to use a fiscal year other than a calendar
year in order to facilitate accounting for certain types of income,
for example, contingent rental income.

in addition, it is unclear how significantly noncalendar year ac-
counting periods delay distributions to shareholders.

With respect to existing trusts, the amendment proposed by section
1604(i) may, in some instances, prevent the use of a new accounting
period as a means to minimize the impact of disqualification.
Section 1606-E.oke taw

Section 1605 would impose a nondeductible -percent excise tax if a
REIT distributes during the, year less than 75 percent of its REIT
taxable income for that year. this presents several practical problems
which should be considered in making the policy decisions reflected
in section 1605.

1. Currently many loan agreements and indentures, between REIT's
and their lending institutions, both short and long term, prohibit dism
tributions until after the ose of the table year. Thus, if section
1605 were adopted, REIT's would be faced with the choice of violating
their agreements, attempting to renegotiate them, or paying the
excise tax, none of which is attractive in the current econonid cliit
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Accordingly, there should at least be some exception made for cases
in which the REIT is prohibited from pa ing current dividends. See
Revenue Act of 1986, section 26(c), which made a similar exception
during a time of similar economic difficulties.

2. Quarterly financial statements and thereby quarterly distributions
are based on unaudited internally prepared reports. Thus, they may
either overstate or understate actual BEIT taxable income. In addi-
tion, REIT taxable income is determined on an annual basis, rather
than a quarterly basis, so that events at the end of a year may well
affect the amount of income required to be distributed. Moreover,
distribution patterns followed by most REIT's making quarterly dis-
tributions (or, aspiring to, once the economic conditions improve)
demonstrate both that there is little deferral of distributions in fact,
and yet most would be adversely affected by the proposed legislation.
For a calendar year REIT, -a normal distribution pattern would be
as follows:

oW Dividend py
Quarter Dividend distributed pnt dat Amount dy.ted

Year I:
Jan. 1-Mar. 31...... None .... one.
Apr. 1-June 30. 130 q.arter.. May!. 90-100 percent of "book Income"

for previous quarter.
uly l-Sept. 30 ......... . 2d quarter .................... Aug. I .......

c -Dec, 31 ........... . 3d qu arter ................... Nov. ....... Do.
Year 2:

Jan. I-Mar. 31 ................ 4th quarter, year I ........... Feb. ........ Do.
Apr. 1-June 30 ............... 1st quarter, year 2, pl" year 1. May I ...... : 0-100pemna of boek lIncoae'

fo previous qatplus yeas
July 1-Sept. 30 ............... 2d quarter, year 2 ........ Aug. ....... W010 percent of "book Income"

for previous quarter.
Oct. -Dec. 31 ....... .... 3d quarter, year 2 ............. Nov. ! ....... fo

As can be seen, though payment of some income is deferred beyond
the end of year 1, the bulk of the deferred amount is paid shortly after
year end (when the fourth quarter results are determined), and the
remainder not too long thereafter (when book-tax differences are
reconciledS. Moreover, after the first year, shareholders will report
nearly an entire year's income (i.e all but the difference between the
sum of the 4th quarter of year 1, plus the book-tax difference of year
1 and the like amount for year 2). The amount of deferral would thus
appear to be minimal, and the proposed tax unnecessary.

If, notwithstanding the foregoing, it is decided to impose the excise
tax, the tax should be drafted so as to give the REIT a reasonable time
after the close of the year to make the required distribution, such as
2 months, as allowed personal holding companies.

8. Many mortgage REIT's use the accrual method of accounting
and make construction loans which provide for deferrals of actual pay-
ment of accrued interest. Current distributions to shareholders have
the result of distributing accrued but unpaid income. Such distributions
are possible only if the BET inc.rses its borrowings, which is very
costly y under today's economic conditions and may not even be possible.

If current distributions are to be t reared it would also seem ap-
propriate to provide for a carryover of distributions in excess of cur-
rent earnings as in the case of personal holding companies. See sections
561(a) (8) and 584.

6
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sB0oIN 1 606-FFCTIVE DATE

The effective date provision provides that: (1) deficiency dividend
procedures would be available only in the case of determinations oc-
curring after date of enactment; and (2) all other rules would be ap-
plicabe to taxable years beginning after the date of enactment.

As to deficiency dividend treatment (including any penalty tax
resulting therefrom) there would appear to be no reason not to makethe bill effective as to deficiency dividends paid (rather than deter-
minations made) after the date of enactment. To encourage prompt
settlement of tax disputes, the procedure should be available as to any
determination made after the date of introduction provided the defi.
ciency dividend is paid within 120 days of enactment or 120 days of the
determination whichever is later.13 Since the provision aids only those
trusts who had "reasonable grounds" to believe they qualified, making
this relief available would not reward the willful, reckless, or ignorant.

As to the provision regarding the 1-percent "safety value" on sale of
section 1221 (1) property, your committee sug that considerationbe given to making this relief available wihrespect to fiscal years
ending after the date of enactment, provided that the REIT claiming
such treatment elects to have all the provisions of the bill made
applicable. ,

As to the increase in the 90-percent rule to 95 percent, the rule prop-
erly should not be imposed until after the close of the taxable years of
existing trusts unless a REIT, in order to avail itself of the 'relief
granted, elected to have all the provisions of the bill apply for its first
taxable year ending after date of enactment as set forth above.

Your committee feels that the relief nature of this bill suggests that
its provisions apply at the earliest opportunity.

U The bill provides that a claim for defidency dividend treatment must be fied within
120 days of the determination.
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STATMzNT or THE NATONAL Rrm Trkoias Assocupmow AND TM
Axw ~cAwr AssoCIATOx or RERED PERSONS

I. TH3 ECONOMICS OF TAX RELIEF

The problem of 1974 was inflation. To deal with it, the administra-
tion unfortunately selected, from among the alternatives available,
policy actions that were designed to reduce inflation by generating a
recession and pumping up unemployment. However, the combination
of double-digit infation and a progressive income tax rate structure
substantially weakened consumer purchasing power and intensified
the developing recession, apparently beyond what was intended.
Higher money incomes pushed taxpayers permanently into higher tax
bracketseven while real incomes were falling. The Federal income tax,
in an economy burdened with both inflation and unemployment, had a
destabilizing rather than a stabilizing effect.

In March 1975, the Tax Reduction Act was passed. The $22.8 bil-
lion reduction in taxes was intended toprovide a quick but temporary
stimulus for a recession economy in which the unemployment rate was
8.7 percent and rising. " .

As we enter 1-976s second quarter, the economy is experiencing a
vigorous recovery, due in large part to the 1975 shift to more expansive
monetary and fiscal policies, including the tax cuts of the Tax Reduc.
tion Act and the extension of those cuts under the 1975 Revenue Ad.
justment Act. However, to assure a sustained recovery, the Congress
must take action prior toJuly 1 to extend the tax cutstil further..

The lost output and unemployment costs associated with a stretching
out of the economic recovery process are enormous. From the start o
the recession to the end of 1975, the loss in GNP from underemployed
capacity totaled nearly $400 billion. Even with a sustained recovery,
we can still expect to lose another $W$900 billion (depending upon
how fast the recovery proceeds) by the time our idle capacity is fullyem loyed.W must also be remembered that a continuation of high rates of un-

employment has serious consequences for the Federal budget and the
social security system--both of which are sensitive to unemployment.
For every 1-percnt increase in the rate of unemployment, the Federal
deficit increases by $15 to $18 billion. At full employment, the Federal
budget deficit for fiscal 1976 would have been abut $800 million; in.
stead, with unemployment averaging 8.48 percent in 1975, the deficit is
expected to be $74 billion. With to social security a recent
study has concluded that if-the unemployment rate in 1975 bad aver.
aged percent instead of 8.48 percent, the system would have gener.
acted a $2 to $8 billion surplus. Instead, for the first time in history,

(8071)
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benefit expenditures are expected to exceed contribution revenue for
the system by nearly $8 billion.

Certainly the elderly have a significant stake in the maintenance
of reasonably stable economic growth rates and the avoidance of the
roller-coaster economic experience of recent time& Given the present
state of the economy, our associations believe that a continuation of
moderately expansonary fiscal and monetary policy would help to
reduce unemployment without appreciably increasing inflation. On the
other hand, we believe that the more restrictive fiscal policy implica-
tions of the administration's 1,977 budget requests would aggravate
unemployment with ittle impact on inflation. Any inflationay surge
in the near future will be more the result of what happens with respect
to energy and food rather than the result of moderate changes in fiscal
and monetary policy. We ze that expansionary policies in a
time of full or nearly full employment would tend to generate infla-
tion without affecting unemployment rates significantly. However, in
view of the severity of the unemployment and lost output consequences
of the recession, We expect that it will be a long time before the-im-.
mediate prospect of such a situation dictates a shift to a restrictive
fiscal policy.

n INFlATION AD THE TAX REDU(YfIOI ACT: THE TAX BURDEN S[7rT
UPWARD

All the features that determine the progressivity of the income taxare fixed in dollar terms (the rate brackets, personal exemptons, stand-
ard deduction, etc.). As prices and money incomes rise in inflationary
periods, taxpayers move into higher tax brackets and find their dollar
tax liabilities increasing more rapidiy than money income. They may
end up. paying, more taxes in real terms, even though pretax real
income may not have increased or may actually have declined. This is
exactly what has happened. Federal personal income tax payments
increased from 8.6 percent of GNP in, early 1978 to 9.4 percent of
GNPby early 1975.

As: the following table indicates, percentage decreases in Veal income
for low, medium, and high income family units resulting from the
combined effects of inflation and the tax structure were very nearly
the same, declining from 1.2 percent to 1.4 percent for low and medium
units and for hih income units that itemize deduotionk. However,
because the Tai -Deduction At did not return the same amount to
households that they lost as a result of the inflationary increased tax
liabilities, but instead favored low and middle inome households,
the combined impact of 1974's inflation plus the tax relief of the Tax
Reduction Act resulted in a redistribution upwards of the tax burdenamong income group If one of the prince objectives of tax-reform
is-this same shifting of the burden ofthe Federal income tax toward
higher income households on ability-to-pay principle, the combia-
tion of inflation and- the Tax Reduction Act achieved some degree of
tax reform. This result is desirable from the point of view of the aged,
who, to the extent that they are taxpayers, tend to be lower income
taxpayers.
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EFFECTS OF INFLATION AND TAX CUT ON AFTMI.TAX INCOME OF LOW-, MEDIUM-, AND HICH-INCOME, 4-PERSONI
HOUSEHOLDS, OCTOBER 197374

Annual ifrm,

houshold
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1.4 $&1 .6 3..1 ca 1J7.................... .42 $.1,149Real income dollars : ax osed: b19 ........................ . . . .$11,307 $15,651 15,9241974.. .................................. 9111,3 15,7 1,029-e14197374 -. 1.3 -1. -1.6 1.2
Real ttg.tax Income (1973 dollars): t Cut Pro.Ac 02,1973. ............................... ,.5 11,307 115,651 ,15,924.1974 ............ .......................... 11,32 115,732 ,16,002104 atc he e"13--74.. ................ . .5 .7{l-tU ilv Oml1'(113 dollas): TAX IbdUCUM Act

1974 ........ . . . . . . . . . . . . . . . . . M; 1, 462o 1 .9,.51...-.4........ $L 4 1.s, .9,24

bures: Iefe4w loeem Pin bhe. lot MoW Is from "lfIes e.od 6Ihe Consumer In 1974.11 a staff study Pre-
pared forth V" of the Subc om Consmer.AusI of th JoItEomc Cormmitee,M 9d on. .2*
sea. (oec. 10, 1975; vassd). O da" ae drivW frm the _ Stons of the Un oerna evne ,de-
1973-74; tMe To; RedV W Ant eO 197; and "Fwet I r ssIdelt'I State of the Union Massae,
relesd by Office of tle Whlt Hot* Prs8 ecrfy, An.117

Mll. THE AGMD TAXPAYER
The IRS income, tax return statistics for 1971 demonstrated that.

the aged taxpayer, compared to the nonaged taxpayer, is unique and
that his problems i attmptimg to coly with the reporting, self-.
asiewnment? and payment re.uirements of the Federal income ax law
are also unique. The 8.7 million persons in the aged taxpayer category
at that time constituted about 41 percent of the aged and about 4.3
percent of the total population. Them were then and still remain a,.
minority, both with respect to their own age group and with respect
to the total population.The fact that-thie aged had only 8.2 percent of the total adjtlsted
gross income available to them i 1971 explains the reason why the-
percentage of taxable returns for that year was disproportionately
small in comparison With their 10.8 percent segment of the population
and wh their percentage of low-income returns was disproportionately
high. Indeed, of the 6.76 million returns filed by them, 51.7 percent.

60-516--76--pt. 7- 14
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reported adjusted gross income of under $5,000 and 79 percent reported
adjusted gross income of under $10,000.

It should be clear that the aged taxpayer is both a minority and a
lower income taxpayer. With ress di*able income than a nonaged
taxpayer, he must conserve what dollar of income he does have through
more scrupulous consumption habits. He cannot afford to be prodigal;
he cannot afford to have imposed upon him extraordinary expendi-
tures which further reduce his limited resources. Unfortunately, te
older taxpayer has found it increasingly necessary to purchase outside
tax return preparation assistance. The cost of such assistance is just
such an extraordinary expenditure. -

Upon reaching age 65, the aged taxpayer is confronted by an en-
tirely new set of Federal income tax provisions which combine to make
the reporting of his income and the computing of his tax liability a
frustrating or, in the context 6f his other problems, an impossible task.
At age 65, the significance of wages and salary, which are relatively
easy to report and take into account for tax purposes, declines, and
other forms of income, such as investment income and taxable pensions

- and annuities, which are far more difficult to report and assess, become
the dominant components of adjusted gross income. The task of simply
reporting and computing tax liability with respect to these forms
of income is a complicated and tedious procedure often requiring iuse
of multiple supporting schedules and forms in addition to the standard
form 1040.

The use of any simplified form designed for the taxpaying popula-
tion as a whole, such as the 1040-A, is precluded in the case of an
aged taxpayer who attempts to avail himself of tax preferences such
as the retirement income credit. With a labyrinth of calculations,
procedures and schedules confronting him, it should be little wonder
that the aged taxpayer's reporting of income is often erroneous and
that his use of provisions intended for his benefit is often effectively

- barred.
Much of the aged tax ar's problem arises, of course, from the

inherent complexity of the Internal Revenue Code. It is unfortunate
that an attempt by the Congress to provide preferential tax treatment
for specific groups of taxpayers often results in the introduction of
calculations of such complexity that those for whom preferential treat-
ment is intended fail to take advantage of it.

A good example of this in the case of an aged taxpayer, is the
retirement income credit. While designed to relieve part of the tax
burden of retired persons living on taxable forms of retirement income
to help equalize their tax treatment with that of persons receiving
tax-exempt social security, any benefit from the credit is c9nditioned
upon the aged taxpayer confronting and successfully completing an
intricate series of calculations that are purely mechanical.

Moreover, not only must the aged taxpayer contend with the retire-
ment income credit and other special income reporting and tax liability
computation requirements, but he must do so under physical, mental
and academic liimitations which may be substantial and which are not
generally shared by the nonaged population. Physical and mental
impairments, such as declining visual and hearing acuity, decreasing
physical ability and mental alertness are all incidents of the aging
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process and are factors that must be taken into account when consider.
ing tax preparation problems.

Considering the combined impact of these circumstances it should
not be surprising to discover that substantial numbers of aged tax-
payers (80 percent according to the 1970 IRS survey) are forced to
seek outside assistance in order to comply with the requirements o the
law. To the extent that they must pay for such outside assistance, they
are subjected to an expenditure burden which they, as members of a
lower income group, can ill afford. Moreover, commercial assistance,
in the case of aged taxpayers, is likely to be relatively more expensive
than it would otherwise be, simply because their forms of income are
more difficult to report and assess for tax purposes.

IV. THE EXTENSIONS OF THE TAX REDUcTr ACT'S RELIEF POVISIONS FoR
INDIVIDUAL TAXPAYERS AND ADDITIONAL TAX REFORM AND TAX PREPARA-
TION ASSISTANCE PROPOSALS

In order to avoid the economic consequences that would result from
a shift to a more restrictive policy if the Tax Reduction Act's relief
provisions are allowed to expire as of June 80, our associations urge
that the increases in the low-income allowance and the percentstand-
ard deduction (together with the accompanying changes in the tax
return filing requirements) be extended, at least through the end of
1976.

With respect to the credit for personal exemptions, (11C sec. 42)
our associations urge that the credit be extended and that in computing
the total credit available, the taxpayer be allowed a credit equal to $35
times the total number of exemptions which he is entitled to claim
under IRC section 151 (including those for age and blindness).

Our associations believe that the earned income credit (IRC sec. 43)
should be made permanent and should not be limited merely to
workers whose household includes a dependent child. It should also
be available to individual workers and families without children. The
general decline in the proportion of Federal revenue raised by pro.
g ressive income taxes and the increasing portion that over time, the
Federal revenue system as a whole has become less progressive. In 1960
individual and corporate income taxes accounted for 67.2 percent of
Federal revenue; social insurance taxes accounted for only 15.9 per-
cent. In 1976, income taxes should account for 51.7 percent; social
insurance taxes should account for 30.8 percent.

Since the earned income credit (which is rebatable) in effect inte-
grates the Federal income and social insurance tax structures and
provides relief from the latter social insurance taxes for lower income
wage earners our associations consider this provision a desirable
application o7 the ability-to-pay principle. However, we do not believe
that the availability of this credit should be limited solely to workers
with dependent children. This is no reason to believe that low income,
childless individuals and couples (including the aged who work to
supplement their incomes) are any more capable of paying payroll
taxes than those with children.

With respect to additional tax reduction measures our associa-
tions urge consideration of the following recommendations. First,
the retirement income credit of IRC section 37 should be' restruc-
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tured, updated, simplified, and cost indexed. When origmially enacted,
the purpose of the credit was to provide for retirees living on non-
social-security forms of retirement income roughly equal to tax treat-
ment with social security recipients whose benefits are excludable
from gross income. However, since the credit has not been updated
since 1964 and since social security benefit levels have increased dra-
matically over the period 1964-76, the disparity in Federal income
tax treatment between these two groups of retirees is considerable. An
individual retiring in 1975 at age 65 could have received a maximum
old ae insurance benefit award of $341.70 a month or $4,100 a year-
all of which is tax free. Yet, with respect to a retiree living on tax-
able forms of income, only $1,524 of that income could be taken into
account in computing his retirement income credit.

Our associations therefore urge that the IRC section 37 credit be
changed to an age credit pursuant to which -an individual aged 65
and over would be allowed to take into account for purposes of com-
puting the credit, all adjusted gross income (not just retirement in-
come) up to a maximum $4,100 in the case of a single individual and
up to $6,150 in the case of a married couple filing jointly. Of course,
the credit should continue to be available to in viduals umder age
65 who receive public retirement pension income and such persons
should be subject to the same limitations as the 65 and over group
in computingtheir credit amount.

To limit the availability of- the credit primarily to non-social-
security recipients, the expanded credit base should continue to be
reduced by social security and railroad retirement income.

By allowing ana individual to take into account incopMe up
to the credit base without regards to source, the earned income off-
set of the present IRC section 37(d) (2) would be eliminated. The
credit's discrimination against earned income would be ended. Its
computation would be somewhat simplified.

The earned income eligibility feature of the present IRC section
37 (b) should also be eliminated.

Finally, the credit base amount should be increased automatically
each year by the same percentage by which social security benefits are
increased during the year under the present automatic escalator. This
would assure that once a reasonable degree of tax equity is restored
between elderly social security and non-social-security pension
recipients, that equity would be preserved Over time.

In view of the changes our associations are advocating with respect
to retirement income credit, we consider the provisions of section 503
of the House-passed version of the Tax Reform Act of 1975 (H.R.
10612) to be inadequate. We much prefer Senator Fong's bill, S. 2402
(which has been offered as amendment 1578 to H.R. 10612).

Second, in view of the impact of inflation on the fair market value
of personal residences and in view of the number of aged Indlividuals
living on relatively fixed incomes who find it necessary to dell their
homes because of rising maintenance costs and property taxes (which
again are a function of inflation) the present $20 000 adjusted sales
price maximum which determines the amount of gain on the sale
of a residence which an aged individual may exclude from gross income
under IRC 'section 121 should be increased to not less than $40,000.
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Third, with respect to the sick pay exclusion of IRC section 105
(d), we believe it should continue to be available to an eligible indi-
vidual until "normal" or mandatory retirement age is reached. If
any income phaseout featunis superimposed to vary the amouitt of
the exclusion in inverse relation to income level, the maximum benefit
of the exclusion should be reduced only for earned income and should
be applied only with respect to future disability retirees.

Fourth, in view of the increasing burden that the rising cost of
health care imposes upon the aged and the continuing lack of prog-
ress with respect to an expansion of health care protection either
through medicare or national health insurance our associations rec-
ommend that the present medical expense deduction (IRC section
213) that is available to taxpayers who itemize their deduction in
computing taxable income be made a deduction from gross income
in computing adjusted gross income. The 1-percent floor with respect
to medicine and drugs (IRC section 213(b)) should be eliminated
and the 3-percent floor (IRC section 213(a)) should be eliminated
in the case of elderly.

Fifth, to assist older taxpayers in using tax preferences intended
for their benefit and in complying with the reporting, self-assessment,
and payment requirements of the tax laws: (1) older taxpayers should
be alerted to these preferences through clear notification on Federal
income tax forms and through other means of communication; (2)
the Department of the Treasury should continue its efforts to develop
means by which payors of pensions and annuities can more readily
inform the payee of the taxable proportion of gross annual pay-
ments; (3) a "senior short form" should Fe developed for use of low-
and moderate-income older taxpayers who do not itemize deduc-
tions in the computation of their Federal income tax liability; and
(4) older taxpayers with AGI of $10,000 or less should be exempted
from estimated reporting of unearned income.

Finally, to assistrtr"goder taxpayers who find it necessary to
seek outside tax return preparation assistance, a tax credit of up
to $50 should be allowed as a substitute for the present deduction of
IRC section 212, Since the existing deduction is only available to
taxpayers who itemize their deductions in computing their tax lia-
bility and since most older taxpayers tend to use the standard deduc-
tion, the IRC section 212 deduction is of limited use to them even
though they tend to need tax return preparation assistance more than
other taxpayer groups.
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STATzMENT or A MCAN INDUSMIAL CLAY AND GEORGIA KAOLIN
Dkxvie~ op' YAlt 1iNaiNEERIN CORP'., ENoUuwD MnMRmiS &
CH IALs Co., F wzor KAOLIN Dm ON or zFnoT MiN=A~s
Co., J. M. Hur Coiw. ANx Tmzx KaoLnr Co.

SUMMARY

The "minimum tax for tax preferences," imposed by section 56 of
the Internal Revenue Code as enacted by the Tax Reform Act of 1969,
evolved from various proposals aimed at meeting criticism of the tax
system for permitting wealthy individuals to pay little or no Federal
income tax. As first conceived, therefore, such tax was intended to
apply only to individuals. There were, at the time, widely publicized
reports of individuals who had abused existing tax preferences," often
by combining them in unintended manners and thereby substantially
and in some extreme cases completely, avoiding the impact of the
progressive individual income tax system. Application or the tax to
corporations was considered to be a substantially more complicated
question which required careful study of the potential impact on those
industries which would be primarily affected.

During the legislative process, the so-called "minimum" tax was
transformed into what is actually an additional, rather than minimum,
tax, and it was extended to corporations, apparently because of a need
for additional revenue, without the careful consideration which there-
tofore had been considered necessary.

The application of the minimum tax to corporations has had the
effect of substantially reducing the percentage depletion allowance

ted to various mineral producers American Industrial Clay and
ergia Kaolin Divisions of Yara Engineering Corp., Engelhard

Mineras & Chemicals Corp., Freeport Kaolin Tivision of Freeport
Minerals 06, J. M.,Huber Corp., and Thiele Kaolin Co. are producers
of china clay, a mineral presently granted a 14-percent rate of per-
centage depletion. Engelhard Miferals & Chemicals Corp., Freeport
Minerals Co., and J. M. Huber Corp. also produce other minerals
granted percentage depletion.

For te reasons set north below, the decision to apply the tax to cor-
porations was erroneus, regardless of the merits of the tax as applied
to individuals, and the minimum tax, at least so far as it relates to
corporations, should promptly be repealed or substantially modified.

HISORICAL DEVELOPMENT O MINIMUM TAX

On January 17, 1969, Treasury Secretary Barr issued to the Joint
Economic Committea his famous warning of a possible taxpayers'
revolt, citing as a reason therefor the cases of 155 Individuals with
adjusted gross income of more than $200,000 in 1967 (21 of whom had

(8061)
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incomes in excess of $1,000,000) who paid no Federal income taxes.,
Mr. Barr's statement injected substantial impetus into the movement
for reform of the Federal income tax law which permitted these indi-
viduals completely to escape its application.

On February 5, 1969, the Wa s and Means Committee and the
Finance Committee jointly published the "Tax Reform Studies and
Proposals" which the Treasury Department under President Johnson
had completed shortly before President Nixon took office. The accom-
panying statement of Treasury Secretary Fowler indicated that the
proposals had been developed over a period of more than 2 years.
Among these proposals were one for the imposition of a minimum
individual income tax and another for the allocation of personal deduc-
tions between tax-exempt and taxable income.

The minimum individual income tax was to be a tax at rates vary-
in between 7 and 35 percent on a minimum tax base which included

Juste r income plus exempt interest on State and local bonds
the excluded portion of net long-term capital gains, the amount
percentage depletion in excess of cost, and the appreciation in the value
of property contributed to charity to the extent taken as a deduction,
less the greater of allowable deductions or a minimum $10,000 deduc-
tion and personal exemptions. The necessity for this minimum tax on
individual was described as follows:

Present law accords preferential tax treatment to certain types of income
through their total or partial exclusion from the income tax base. Some individ-
uals have structured their income to receive so much of one--and often a com-
bination of several-of these items of excluded income that they are not making
a fair tax contribution to the Government In relation to the amount of their
true income.

This situation has seriously impaired the progressivity of our tax system.'
The first set of Treasury proposals expressly declined to-recommend

application of the minimum tax to corporations:
Like the allocation of deductions proposal, the minimum tax would not apply

to corporations. The corporations whose Income would include the four tax-
exempt Items to any slgnificant degree are found mainly In only a few Industries.
The question of whether the tax structure for these speciic Industries should be
altered depends upon an analysis of their particular economic and competitive
positions. On the- other hand, with respect to Individuals, the Impact of the
minimum tax is not so localized. Moreover, the minimum tax Is directly asso-
elated with the progressive nature of the fndlvllual income tax."

The tax reform proposals of the Nixon Administration were pre-
sented by Treasury Department officials to the Ways and Means Com-
mittee on April 22, 1969. These proposals included a provision for
the allocation of personal deductions similar to the one contained in
the pceding proposals, but substituted a provision for a limit on tax
preferences (LTP) for the minimum individual income tax. The effect
of the LTP was to disallow the amount of any individual's tax prefer.
ences which exceeded one-half of his total income in any year. Total

I "oeartng. on The 1969 Economic Report of the President Before the Joint EconomleCorn ittee ' 91t conltlt lw, pt 1 at (199)."ont uPubl tioi of this bu mm teopn Wys and Mens and the snate CIO
mfttec on unanee." lot Cong., 1st sees, rraX Deform Studies and Propoas of the U.I.
Treasury Department 8 (committee print, 1an).

1 4C., at 1853.
* LHoue om-mittee on Ways and Means, 91st Con., lot sess., tax reform proposals

(committee print. 1969).



3083

income was composed of adjusted gross income plus the appreciation
in the value of property contributed to charity to the extent taken as
a deduction, intangible drilling expenses, and the amount of percent-
age depletion in excess of cost, the amount of certain excessive farm
losses, and the amount of accelerated depreciation on real estate in
excess of that allowable under the straight-line method. Allowable
preferences would never be reduced below $10,000, and there was to
be a 5-year carryover of disallowed preference -

In recommending adoption of the LTP and the allocation of deduc-
tions provisions for individuals, Edwin S. Cohen, Assistant Secretary
of the Treasury for Tax Policy, expressly declined to recommend their
application to corporations:

We are not now recommending that ILTP and allocation be applied to corpora-
tions A major difference is that in the corporate area the characteristic problem
Is not an unintended combination of tax preferences but simply intensive use
usually of a particular preference which the Oongres deliberately legiated as
an incentive measure for certain kinds of business. Whether this should be
changed necessarily involves a basic reconsideration of the specific preference
and the economic effects of its removal or limitation In that Industry. This is a
project that we are engaged in as part of our present tax reform studies. At thepresent time, for example, LTIP and allocation would hmve quixotic effect on
corporations incurring Intangible drilling costs. It might have more serious ef-
fects on companies with I single business than on conglomerate-type companies.
LTP and allocation serve thel' purpose well in the case of individuals using
preferences In combination to xcees but their application to corporations re-
quires further careful considention

Thus, two different sets of Treasury Department officials, each of
whom carefully considered the application of the recommended pro-
visions to corporations, expressly declined to recommend that applica-
tion. Each group noted quite clearly that the core problem was one of
individuals abusng the so-called taxpreference items or incentive
items, usually by combining several of these preference items in ouch a
fashion that they were able to ipair the progresivit of the individ-
ual income tax system and avoid contributing their fair share to the
Federal Government Each group expressly recognized that the ques-
tion whether their recommended provisions should be applied to or-
porations was fundamentally different from the question of their
application to individuals, since ordinary business corporations were
not in a position to structure their income and combine preference
items in the way that individuals could. The few corporations that
would be significantly affected by the minimum tax were generally en-
gaged in businesses which called for the intensive use of a particular
preference item which Congress had deliberately legislated as an in.
centive measure for the development of that business because it was in
the national interest to promote development of the business. Both
groups agreed that the question whether the tax structures of these
particular industries should be changed depended upon a careful
analysis of the industries and the effects such changes would have on
them. Therefore, the question of application of the tax on tax prefer-
ences to corporations was one which required further careful
consideration.

The distinction which these Treasury Department officials made was
based on the fact that ordinary business corporations obtain tax pref-

eId., at 2T.
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erences\primarily because they make active investments for good busi-
ness reasons in areas where a particular preference applies, whereas
individuals primarily make passive investments, often ii several areas
where preferences apply and usually for tax reasons rather than for
good business reasons. Thus, Mr. Cohen made it very clear durng
questioning by the chairman of the Ways and Means Committee that
the focus of the attck was not upon the various preference items, but
rather upon the abuse of those items by individuals:

The OvrumAw. What implication Is there to be drawn from your proposal to-
include In your tax bae half of the amount of the excess of percentage depletion
over cost depletion and intangible drilling costs? Does that mean that you have
concluded that the amounts themselves are 50 percent too high?

Mr. Oomvr. No Mr. Chairman, the theory of this Is that we are not prepared to
make judgment at this Juncture about the operation qf the provisions and the in-
centlves in any particular industry, be it ral estate or oiL But we are saying that
the difficulties that have occurred under pxsting law stem from the excessive
use of these special provisions and Incentives by any individual.

Our proposal does not attempt to pan Judgment that the preferences are 50
percent good and 50 percent bad. It attempts to curb the extent to which they can
be used by any individual to eliminate his contribution to the Federal Govern-
ment. It would not; therefore, change at the moment any rules regarding de-
preciation on real estate, but It would limit the ability of a person to Invest and
Invest and invest in real estate and use accelerated depreciation piled on top of
accelerated depreciation to the point that le makes no contribution to the
Government.'

The version of the Tax Reform Act of 1969 passed by the House con-
tained essentially the LTP and the allocation of deductions provisions
which had been recommended by the Nixon administration, applying
them only to individuals. The list of preference items was changed
however, by dropping intangible drilling expenses and the amount of
percentage depletion in excess of cost, and adding exempt interest on
State and local bonds and the excluded portion of net long-term capi-
tal gains.

In presenting the recommendations of the Nixon administration to
the Finance Committee, the Treasury Department recommended sev-
eral changes in the list of preference items, but it did not recommend
application of the LTP and allocation of deductions provisions to
corporations,'

On October 24 1969 the Finance Committee announced in a press
release that it had decided in executive session to substitute a 5-percent
minimum tax (which was really an additional tax) on preference in-
oome in excess of $80,000 in place of the LTP and allocation of deduc-
tio-ns provisions.' In spite of the repeated failure of the Treasury De-
partment over an extended period of time to recommend application
of the previous minimum tax and the LTP to corporations, the Finance
Committee decided to apply its new minimum tax to corporations as
well as to individuals. The decision to extend application of the mini-
mum tax to corporations apparently was based upon a desire to in-
crease revenue. Thus, the chairman of the Finance Committee stated
in support of the new tax that it was far simpler than the House pro.

'R earina on .H.. 18170 before the Hon Committee on Wars and Means. $lot Cong.,
lit 5ea.. 14. 5525 (IN).

8 t onaMet, Sl4t lt T Refom Aet of 1M. R.1L
182l0, .ecca1 Memorandum of ory oon 0emmittee print 156).

* nate mmlttee o , .,T Reorm 1- 6,opla
tion of Decisdons Reaced i tVe f n mmittee prt ).
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visions, and that it also produced more revenue largely because of its
,extension to corporations.10 Regardless of the validit of the claim that
the minimum tax was simpler than the LTP and allocation of deduc-
tions, the minimum tax did in fact introduce enormous new complexi-
ties into an already sufficiently complex Internal Revenue Code.

The report of the Finance Committee which accompanied its version
of the Tax Reform Act purported to explain why the minimum tax-
could apply to corporations whereas the LTP and allocation of de-
ductions provisions could not:

Moreover, the House provisions for a limiton tax preferences and allocation
of deductions would apply only to individuals and not to corporations. In large
pleasure, this Is because these provisions do not lend themselves to the taxation
of preferences enjoyed by corporations. For example, a corporation with su-
cient tax preferences to be affected by these provisions could arrange to escape
from their impact by merging with other corporations with relatively small
amounts of tax preference Income.

The minimum tax provided by the committee avoids these problems since It
merely Involves applying the 5 percent rate to tax preference income In excess
of the specified exemption. It also differs from the House provisions in that It does
not treat differently two Individuals with the same amounts of tax preference in.
come merely because they have different amounts of taxable Income. In addition,
the minimum tax is ready applicable to corporation tax preferences since, unlike
the House provisions, tis not feasible for corporations to avoid this tax through
merger

The only reason which the Finance Committee specified for the
proposition that its minimum tax was readily applicable to
corporations while the House's LTP and allocation of deductions
were not, that is elimination of the possibility of avoidance through
merger, was iteif eliminated by an amendment to the minimum tax
provision on the floor of the Senate. The amendment essentially in-
creased the rate of the minimum tax from 5 to 10 percent, and provided
that in addition to the $80,000 exclusion, the amount of ordinary in-
come tax paid should be deducted from the base of the tax. This amend-
ment thereby eliminated the validity of the claim that the minimum tax
does not treat differently two taxpayers with the same amounts of tax
preference income solely because they have different amounts of tax-
able income and thus reopened the avenue of avoidance through
inerger.

The version of the minimum tax which was finally enacted " im-
poses a 10 percent tax on the amount of tax preference items which ex-
ceed $80,000 plus the ordinary income tax liability of the taxpayer
reduced by certain credit& Nine items were originally treated as tax
preference items: excess investment interest," accelerated depreciation
on real property, accelerated depreciation on personal property subject
to a net lease, amortization of railroad rolling stock, stock options, re-
serves for losses on bad debts of financial institutions, percentage de-
pletion in excess of cost and capital gains. A 10th preference item
amortization of on-the-job training ancrchild care facilities, was added
in 1971." The statute provides for deferral of minimum tax liability in
a year in which the taxpayer incurs a net operating loss any portion

SJd.. at 48.P I. Rent. 91-52.91st Co0., lIt umq 1j8 (190).
1W. 801 of the Tax nror t of Is199.

E xicese Investment Interests IS an Item r4 pretfsmee O My for taIZbe 7arn begn-
DID an.o 1. 1972. Proposed R $ S1AT-2( A).
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of which can be carried over to a succeeding taxable year. A 1970
amendment permits the carryforwrd of the amount of any ordinary
tax liability not used in the current year to offset tax preference items
for a peri of 7 years.'

Recently, several bills have been introduced which would amend the
"minimum tax so as to increase the tax burden on preference items." "s
Although these various bills are not identical, they are designed to ac-
complish similar goals. In general they would:

(1) eliminate entirely the present deduction from the minimum tax
base for the amount of income tax paid (thereby eliminating any ves-
tige of justification for calling the tax a "minimum" tax) ;

(2) reduce the $80,000 minimum tax exemption to $12,000; 11 and
(8) change the rate of the minimum tax from 10 percent to 20 per-

cent'#

APPLICATION OF THE MINIMUM TAX TO CORPORATIONS

Examination of the 10 items which are treated as tax preferences for
purposes of the minimum tax points up that many of them do not
apply to ordinary business corporations and that most of those whichdo apply are not as significant corporate taxpayers as they are for
individual taxpayers that is the tax benefits they produce are much
g eater in the case oi individuals than in-the case of corporations.

Thus, three of the preference items which are of substantial benefit
to individuals are inapplicable to ordinary business corporations. These
are excess investment interest, accelerated depreciation on personal
property subject to a net lease, and stock options. Another preference
item, reserves for losses on bad debts of financial institutions, applies
only to financial institutions such as banks, mutual savings banks, and
building and loan associations

Four other preference items, accelerated depreciation on real prop-
erty, amortization of certified pollution control facilities, amortization
of railroad rolling stock, and amortization of on-the-job training and
child care facilities, are only preferential in that they permit deduc-
tions which normally would be taken in later years to be taken in
earlier year. Since for all practical purposes the corporate tax rateis a flat rate once the $25 000 surtax exenpon is exceeded, the timing
of deductions is not nearly as important for corporate taxpayers as it
is for individual taxpayers whose rates are truly progressive. Individ-
ual taxpayers, by manipulating the timing of deductions and creating
large deductions in high income years can actually reduce their ulti-
mate income tax liability. This ability to impair the progressivitv cf the
individual income tax rate structure, which was one of the chief rea-
sons for the development of the tax on preference items simply does not
apply in the case of corporations, the tax rate of which is almost com-
pletely nonprogressive. For the vast majority of corporations, the tim-
ing of deductions does not produce ultimate tax savings. For corpora-
tions, the real benefit of accelerating deductions is a cash-flow benefit,
not a benefit which reduces the amount of taxes paid to the Federai

t a. 501 f te RZ cime KEtate and Offt Tax Adjustment Act of 19T0.
.;agarS. H.R. 884. andS*4

wS.2 ould reduce the .zm~lnt 1000.38.24would lftre th rate a 110 "ercent.
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Government. Furthermore, corporations which make the expenditures
produding these deductions are merely responding to a congressional
policy of encouraging them to do so.

While corporations do have net long-term capital gains, the preferen-
tial tax treatment which that type of income is accorded is much more
significant in the case of individuals than in the case of corporations.
In the first place, the difference between the effective capital gains tax
rates and the ordinary income tax rates is more extreme with respect to

~ individuals than with respect to corporations. In addition, most busi-
ness corporations are engaged solely or primarily in the active conduct
of a trade or business which generally produces ordinary income
rather than capital gains.

The remaining preference item, percentage depletion, does have asubstantial impact on corporate taxpayers, particularly relatively
small, nondive'sifled mining corporations. The percentage depletion
deduction, which was al ready limited to 50 percent of the taxable in-
come from the mineral property, was giVen separate, careful recon-
sideration during the course of the enactment of the Tax Reform Act.
In cases where Cong found it appropriate to reduce the rate of de-
pletion, it did so.1' Yet the present 10-percent minimum tax has the
effect in many cases of further reducing the depletion deduction, pre-sumably beyond what Congress intended, and adoption of sme of the
amendments currently being proposed could effectively cut the present
nominal depletion rates by more than 40 percent.

Specifically, in the case of the china clay producers submitting this
statement, the minimum tax has had the effect of reducing the benefit
of the incentive intended by Congress in granting the percentage de-
pletion allowance to chins clay. The p rincipal producing area for this
mineral in the United States lies in a belt of rural counties in Georgia
and South Carolina. The china clay industry is small when compared

-- to most other mining industries, but it is extremely important to the
economy of the rural arem of Georgia and South Carolina where it is
located. The percentage depletion allowance has contributed signifi-
cantly to the growth of this industry and of the economy of the area
in which it operates, and to the industry's ability o compete with for-
eign producers of the mineral, thereby reducing imports and increas-
ing exports of china clay and favorably affecting our balance of paY-ments. The reduction in the applicable percentage depletion resulting
from the minimum-tax (as well as from the reduction in rate from 15
percent to 14 percent also enacted in 1969) adversely affects the con-
tinued ability of the industry to grow and to compete with foreign
producers

In addition, the minimum tax can create situations which give rise
to questions of fundamental fairness. Consider a corporation with a
$1 million net operating loss carryover from 1967, none of which is at-
tributable to any tax preference item. If that corporation has $1 mil-.
lion of taxable income before'depletion in 1972 and a current deple-
tion deduction of $500,000, it wiU have to use tUe current tax prefer-
ence item to reduce taxable income (before application of the net op-
erating loss carryover) to $500,000, -even though that means that it

6 Se. 501 of the Tax Reform Act of 1969.
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will lose $500,000 of its netolperating los forever. In addition, it will
have to pay a $47,000 nimum tax even though the tax-pr erence
item deducion has produced no ral tax benefit It seems manifesly
unfair and contrary to the intended Purpose of the minimum tax to
impose a tax upon a preference item which has produced no tax benefit.

RWOXMNDATIONS

For the following reasons, the minimum tax should be repealed
at least insofar as it applied to corporations. The legislative history
of the minimum tax indicates clearly that the original versions of the
tax on tax preferences, which had been carefully -eveloped by Treas.
u ry officials, were not intended to apply to corporations, but only to
individuals. Perhaps the most significant distinction between mdi-
viduals and ordinary business corporations for minimum tax purposes
is the difference in their roles as investors. Individuals are in a option
to make unintended use of combinations of preferences through pas-
sive investments primarily for tix reasons, thereby impairing the pro-
gressivity of the individual income tax and avoiding their -bligation
to contribute to the Federal Government. This ability of individuals
to combine preferences and avoid paying any income tax, which was
one of the primary reasons for enactment of a tax on tax preferences,
is simply not available as a practical matter to ordinary business
corporations. The ordinary business corporations which are affected
most seriously by the minimum tax generally make intensive use of a
particular pWeference item in an intended manner through active
investments for good business reasons.

In addition, an analysis of the items which have been classified as
tax preference items for minimum tax purposes points up that many
of them are not applicable to ordinary business corporations, and
that many others do not produce the tax advantages for corporations
which they produce for individuals. Also, examination of the impact
of the minimum tax on corporations demonstrates it canunfairly cause
a tax to be imposed where the corporation realizes no benefit from the
tax preference item.

It is understandable that Congress, under extreme time pressure and
faced with the need to raise a certain amount of revenue, would make
decisions without giving the careful consideration it ideally would
like to give to the probably consequences of those decisions relying
on its ability to change those decisions at a later date when dhe conse-
quences become more apparent. It is submitted that the decision to
apply the minimum tax to corporations was such a decision, and that
the decision now should be changed. In the event that the revenue loss
which such repeal would produce is considered to be excessive, then
the repeal could be accompanied by other measures which would
produce the same overall revenue from corporations but on a more
equitable basis.

If complete repeal as to corporations is not considered desirable
or practicable, then, alternatively, one or more of the following modi.'
fications are suggested:

1. The amount of percentage depletion in excess of cost could be
removed from the list of tax preference items. This proposal would
eliminate the potentially harsh impact of the minimum tax on mining
companies.
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Since percentage depletion is specifically intended to encourage the
development of our natural resources, including it as a tax preference
item obviously operates to reduce indirectly the effectiveness of the
intended incentive.

Furthermore, the whole purpose of the minimum tax is to insure
that all taxpayers make some significant contribution to the support of
the Government by preventing the use of certain devices which can
eliminate or shelter income. Some of the tax preference items (for in-
stance, those which provide for accelerated depreciation) can be used
to shelter income from any source, and thereby reduce to eliminate tax
on income having no relaion whatsoever to the activity or income giv-
ing rise to the preference. On the other hand, since percentage deple-
tion is limited to 50 percent of the "taxable income from the property,"
which means the "gross income from the property" less all allowable
deductions attributable to the property other than percentage deple-
tion, obviously it can never be used to eliminate all of the income from
the property, much less to shelter income from any other source. Per-
centage depletion simply does not possess the flexible tax avoidance
potential ofother preference items.20

2. The tax could be made a true minimum tax, rather than an addi-
tional tax, by providing that a corporation's tax will be the income tax,
or the minimum tax, whichever is greater, but not both. This proposal
would remove most of the inequities but still assure some substantial
tax payment by corporations granted tax preferences.

3. The amount ofminimum tax paid could be carried forward for
a reasonable period (perhaps 7 years) as a credit against future ordi-
nary income tax (or ordinary income tax paid could be carried back
for a reasonable period). This would provide relief to those taxpayers
who have substantial minimum tax liabilities in early years similar to
the relief presently granted to taxpayers whose ordinary income tax
payments in early years may be carried forward to offset significant
minimum tax liabilities which arise in later years.

Present law permits taxpayers i hose ordinary income tax payments
in any year exceed the amount of their tax preference income minus
$30,000 to carr the amount of that excess forward for a period of up
to 7 years to offset future tax preference income. This provides sensible
and fair relief to those taxpayers who have substantial income tax
liabilities and small amounts of preference income in early years, but
substantial amounts of preference income and small income tax liabili-
ties in later years. There is no conceivable reason why similar relief
should not be provided to taxpayers who experience the same kind of
bunching of these items, but in a reverse pattern.

Perinitting, in addition to the present 7-year carry-forward of
ordinary income tax paid, the carryforward for'some reasonable period
of minimum tax paid as a credit against future income tax liability, in
years in which there is no minimum tax liability, will eliminate the re-
maining discriminatory consequences resulting from year-to-year

M At the very least, the amount of percentage depletion in excess of cost should be
Included as a tax preference item only where the person claiming the deduction is not
directly engaged in the drilling or mining operation which created the deduction. In this
way the minimum tax would not penalize those who are making active Investmentsl whichcreate depletion deductions for go business reasons and for the purposes specifically
Intended by Congress in enacting the depletion deduction provisions, but it instead wo1l1
be limited to those passive investors who may be motivated principally by tax consid.
erations.

69-516--70-pt. 7-15
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fluctuations of income tax liability and tax preference income. Such a
correction should be made effective as of the original effective date of
the minimum tax. Of course, this would be of no assistance to a com-
pany which is subject to the minimum tax each year.

4. The income tax liability before, rather than after, reduction by
credits could be subtracted fim the items of tax preference in order to
obtain the tax base. Although the relief granted by this proposal is not
very substantial and although it does not remove many of the present
inequities, it creates more equitable results when foreign income is in-
volved and tends to restore the incentives intended by Congress in
adopting the job development investment credit and the work
incentive program credit.
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SUMMARY OF STATEMENT

The-minimum tax is a weak attempt to " with the problem that
many high income taxpayers pay little or no tax. The best solution
would be to abolish the tax preferences that allow high income in-
dividuals to escape taxation. Short of this, there are other ways to
increase the effectiveness of the minimum tax.

First, expand the number of tax preferences which are subject to
the minimum tax. Items that should be subject to the tax are tax-
exempt interest from state and local bonds, itemized deductions in
excess of 50 percent of AGI and excess intangible drilling costs.

Other needed changes include: reducing or eliminating the $30,000
exemption for tax preference income subject to tax, eliminating the
deduction for regular taxes paid; and instituting a progressive rate
structure rather than the flat 10 percent rate currently in effect.

DISCLAIMER

The views expressed in this statement are solely the responsibility
of the author. They should not be construed as representing the viewsof any of the organizations or firms with which he is or has been
associated.

ADDRESS AND TELEPHONE DATA

Further information regarding the views expressed in this statement
can be obtained by writing toM r. Crown at 100 Park Avenue, New-
York, N.Y. 10017. Alternatively, he can be reached by telephone
during business hours at (212) 953-1839.
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REFORMATION OF MINIMUM TAX FOR INDIVIDUALS

The minimum tax now on the statute books was sparked by
Secretary of the Treasury Joseph Barr's testimony before the Joint
Economic Committee that in 1967 there were 155 individual tax
returns with adjusted gross income of over $200,000 on which no
Federal income tax was paid, including 21 non-taxable returns with
adjusted gross income of over $1 million. This testimony surfaced on
Janua 17 1969, the last day of business of the Johnson Administra-
tion. Shiortfy thereafter, the new Secretary of the Treasury, David
Kennedy, transmitted to Congress a set of tax reform proposals made
by the Treasury staff (luring the Johnson Administration. These
became popularly known as the "1968 Treasury proposals". Later,
in April 1969, the Treasury of the Nixon Administration submitted
new tax reform proposals ('l1969 Treasury proposals"). The minimum
tax and its companion piece-the allocation of deductions-played
a prominent role in both the 1968 and 1969 Treasury proposals. These
served as the ntrix for the Tax Reform Act of 1969. It was that
Act which first incorporated the minimum tax. That legislation
(See. 56 of the Internal Code of 1954) was intended to tackle the
problem of high-income, non-taxable individuals.
Existing Law

Section 56 of the Internal Revenue Code imposes a minimum
income tax on particular items of tax preferences. This minimum tax
is equal to 10 percent of the total preferences of an individual (or
estate, trust, or corporation) in excess of the specific exemption of
$30,000 plus the taxpayer's regular income tax.

The tax preference items fall into six categories:
(1) Capital gains (for individuals: one-half of not long-term capital

gains); for corporations: in general, (18/48ths of net long-term capital
gains);

(2) Accelerated depreciation on real property (and on personal
property subject to a net lease) in excess of straight-line depreciation;

(3) Amortization of certain facilities (railroad rolling stock, pollu-
tion control, on-the-job training and child-care facilities (over de-
preciation otherwise allowable);

(4) Percentage depletion in excess of the adjusted basis of the
property;

(5) Qualified stock options (the excess of the fair market value
at time of exercise over the option price); and

(6) Bad debt reserves of fiancial institutions.
In addition to granting a deduction for the taxpayer's regular income

tax, there is provision for carryovers of excess regular income tax.
This provides that in a year in which the taxpayer has regular income
tax liability which exceeds his tax-preference income above a $30,000
exemption level, the excess tax liability may be carried forward for
seven years and used to offset tax-preference income otherwise subject
to the minimum tax in those later years.
In.ffetiwne8s of the Existing Minimum Tax

The minimum tax attempts to correct the inequity of allowing
some types of income to escape tax and to recapture, however partially,
the loss of revenue resulting from tax preferences. It was the recogni-



3090c

tion of the phenomenon of high-income, non-taxable individuals
which first sparked interest in the minimum tax in 1069. Yet, even in
that limited sector, the existing limited tax has failed to eliminate that
phenomenom. Thus, in 1969 there were 745 individual income tax
returns with adjusted gross income ("AGI") of over $100,000 on which
no Federal income tax was paid. It is important to note that these
statistics significantly understate the extent of tax avoidance by high-
income individuals. These statistics do not take into account those
individuals with high economic incomes who avail themselves of tax
preferences (i.e., capital gains exclusion, the exclusion of interest on
state and local bonds andd iverse tax shelters) to such an extent that
they reduce AGI to a point where they would not be counted in these
statistics.

As a result of the minimum tax embodied in the 1969 Tax Reform
Act, the number of such non-taxable returns fell from 745 in 1969 to
400 in 1970, and to 300 in 1971. 11owever, in 1972 the number of
non-taxable returns with AFI over $100,000 climbed to 425 (not to
mention 6 non-taxable returns with AOI over $1 million); and in
1973 it climbed even higher to 622, including 7 millionaires. Apart
from its other limitations, the fact that so high a number of high-
income, non-taxable returns have been allowed to exist is dramatic
evidence that the minimum tax is, indeed, ineffective.
Baio aiticism of Minimum Tax

The minimum tax recognizes the basic point that high-income
individuals are escaping their fair share of the tax burden by reason
of the preferential treatment of certain items. The minimum tax
makes a modest attempt to subject these items of tax preference to a
modicum of taxation. The democratic principle of ability to pay would
mandate the total elimination of such preferential treatment. And this
is particularly so since these items affect non-earned income; to wit,
property income or investment income, which surely would not be
accorded more preferential treatment than earned income. However,
Congress has not yet summoned the courage to exorcise such prefer-
ential treatment, but has moved, Darwinianlike, in gradual fashion to
evolve a more equitable mode of taxation.

However, in evolving the minimum tax, Congress has failed to
adhere to cardinal criteria of progressive taxation; (1) The principle
of graduation-fundamental to a fair income tax system-has been
ignored; and (2) certain economic income has been permitted to escape
completely; and (3) unwarranted exemptions and deductions have been
permitted which unfairly erode the base subject to the minimum tax
impost. Little wonder then that the minimum tax has produced only
minimal revenue and has come in for much criticism.
Increasing tA. Effectiveness of the Minimum Tax

The effectiveness of the existing minimum tax can be substantially
enhanced by the adoption of the -following measures:

A. By expanding the minimum-tax base;
B. By eliminating or reducing the specific exemption;
C. By eliminating or reducing the deduction for regular taxes paid

and the related carryover provisions; and
D. Raising the rate of the minimum tax and/or graduating the rate.
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A. Expanding the Minimum-Tax Ba.e
It is imperative that Congress reconsider the tax preferences that

ar subject to the minimum tax, since the minimum tax applies to
only 9 of the approximately 60 tax preferences in the tax expenditure
budget. Actually, in the case of individuals, the present minimum tax
is largely a tax on one preference item-the excluded part of long-
term capital gains. Data compiled on tax preferences reported on
individual tax returns for the year 1972 show that capital gains
dominate the tax preferences for individuals, amounting to almost
seven-eighths of the total. Out of the total of $7,935 million in tax
preferences reported on individual tax returns for 1972, $6,933 million
reflected the excluded part of long-term capital gains. The pref-
erence vis-a-vis stock options amounted to $378 milion, and the
preference vis-a-vis accelerated depreciation on real property
amounted to $357 million.

We list below the major items we recommend be added to the items
of tax preference subject to the minimum tax.

1. Tax-exempt interest from State and local bond&.-Interest from
state and local bonds now escapes federal income taxation com-
pletely. We believe the real solution to this problem calls for the
elective option to states and. municipalities to issue taxable bonds
coupled With a Federal subsidy. However, no sound reason exists
for the existing exemption from federal taxation of interest from
state and local bonds. Such interest should be added to the list of
tax preference items. To ease the impact, we suggest that Congress
adopt a five-year transition period (modeled on the provision con-
taitied in the House version of the Tax Reform Act of 1969).

,. Adding a preference item for itemized deductions in excess of 50
percent of -adjuted roas income.-The principal way in which an
individual can have hi h adjusted gross income (AGI)and little or
no regular income is to have large itemized deductions. The minimum
tax has not directly dealt ith itemized deductions (except excess
investment interest for a brief transitional period). One technique for
dealing with this problem is to provide for an allocation of deductions.
The theory behind -a provision for allocation of itemized deductions
is that, generally, these are personal expenses that can be paid out
of tax-free income as well as out of taxed income. This applies to
such deductions as non-business interest, taxes charitable contribu-
tions, medical expenses and casualty losses.

Such an approach could be implemented by disallowing a fraction
of itemized deductions equal to (A) preference income divided by
(B) the sum of (i) preference income and (ii) adjusted gross income.
However, this problem can also be dealt with within the structure of
the minimum tax. Thus, all itemized deductions in excess of 50 percent
of adjusted gross income can be considered an item of tax reference.
It is significant that under the House version of the Tax Reform Act
of 1975, a preference item was added for itemized deductions in
excess of 70 percent of adjusted gross income. We believe that our
proposal would deal more realistically with the problem posed.

The proposal for expanding the list of preferences to include
itemized deductions in excess of 50 percent of adjusted gross income
should be viewed as a minimal change. Treating this item as a pref-
erence'item would merely subject the amount to the minimum tax.
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Far more effective would be to impose an overall limit on itemized
deductions as a fraction of adjusted gross income (such as 50 percent
or 75 percent). Such a technique would be simuar to the existing
limitations on the charitable contribution deduction; and, as with
charitable contributions, there could be an unlimited carryover
of disallowed itemized deductions. Under this technique the dis-
allowed itemized deductions would be subjected to tax at the top
rates. It has been estimated that the revenue gain from a 75 percent
limit on itemized deductions (with a $10,000 floor) would be $178
million, and the revenue gain from defining all itemized deductions
over 50 percent of AGI as an item of tax preference in the existing
minimum tax would be $211 million. Depending on its precise form,
a proposal for allocations of deductions could rise as much as $500
millon.

8. Adding a preference itemfo intangible drillinp coete in eoxce of
those that tu be deductible sY the intanible drilling cots were apt-
W d and deducted over thelje of the

To the extent that deductions are to be permitted for intangible
drilling expenditures, it is appropriate that this item be added to
the list of tax preference items. It is notable that the House version
of the Tax Reform Act of 1969 and the Tax Reform Act of 1975 did
include this item in the list of preferences.

Note: The items thus proposed to be included in the list of prefer-
ences should only be included in the minimum tax to the extent that
they. are not deferred under the limitation of artificial loss (LAL)
provisons which may be enacted by the Congress. -

B. Minimiation of exemption.
The statute now provides for a specific exemption of $30,000 in

computing the amount of income subject to minimum tax (as well as
granting a deduction for regular taxes paid). The House version of
the Tax Reform Act of 1975 made a desirable reform: It reduced the
exemption to $20,000 and phased it out dollar-for-dollar as preference
-income rose above $20,000 so that the exemption vanished when the
amount of preference income reached $40,000. We submit there is no
warrant for any exemption which serves only to negate the basic
purpose of a minimum tax. If this approach be deemed too drastic then
we recommend that the exem tion be limited to $10,000 and phased
out so that it vanishes when the amount of preference income reaches
$20,000.
0. Elimination of deduction for regular taxee paid

The minimum tax is not only not progressive but in a real sense is
regressive since, for a given amount of preference income, the mini-
mum tax falls as regular income-and regular tax-rises. Thi regres-
sivity stems from the deduction allowed for relar taxes paidlin com-
puting the amount of preference income subject to tax. Hence, this
regressivity should be exorcised by eliminating the deduction for regu-
lar taxes paid. This would at least make the minimum tax constant
as regualr income rises, rather than having the minimum tax fall as
under existing law. In the 1975 Revenue.Act, the Ways and Means
Committee took the initial step of eliminating half of the regular
taxes as a deduction. The House went the full course by eliminating
entirely the deduction for regular taxes paid. We commend the ap-
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preach adopted by the House and recommend the elimination of the
deduction for regular taxes paid (in computing the amount subject to
the minimum tax).
D. Graduating the rate of the minimutm tax

A fundamental criticism of the existing minimum tax is that it is not
sufficiently progressive. In basic terms, a progressive tax is one in
which tax liability rises more than proportionately as income rises.
The implementation of this principle would require that the minimum
tax rise more than proportionately as preference income rises (given
the amount of regular income). However, the minimum tax offends
this- principle of progressivity since the existing miimum tax is merely
proportional (disregarding the $30,000 exemption) since it has a flat
10 percent rate; (and as previously noted, the existing minimum tax
is indeed regressive since for a given amount of preference income,
the minimum tax falls as regular income (and regular tax) rises).
Therefore, we recommend that the minimum tax be made more pro-
gressive by graduating the rate with respect to the level of preference
income.

We recognize that problems arise when preferences that represent
deferrals of tax liability are included in the minimum tax.When income
on which tax is deferred is included in the minimum tax, it it taxed
once in the minimum tax and later under the regular income tax. Thus
should the minimum tax rate approach 35 percent, the result could
lead to confiscatory taxation, taxing individuals' income once at 35
percent and later at 70 percent.

One solution to his problem stemming from graduating the minimum
tax-rate with respect to the level of preference income, would be to
have a top ceiling of 30 percent.' Thus the Congress could adopt a
progressive rate schedule (for the minimum tax) ranging from 10
percent to 30 percent. A starting rate of 14 percent as here suggested,
is the starting rate for the regular tax; and hence should be the starting
rate for items of preference which can escape the regular income tax
rate of 70 percent.

I It the minimum tax rate were to rise above .30 percent (rising, may to one-half of the
regular tax rate), the problem could be resolved by allowing bal.ss adjustments; that Is,
the basia of assets that generate preference Income on which tax In deferred could be
increased by one-half of the amount of the preference Income from that asset. This would,
in effect, allow the taxpayer to recapture his minimum tax when he pays his regular tax
on the Item of tax preference.
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APRM 5, 1976.

Senator Roimr PAcEwooD,
Dirkeen Building,Waehington, D.00.

Dzn SENATOR PAcKwooD: Thank you for giving me a few minutes
of your time at the Dorchester conference to discuss H.R. 10612, The
Tax Reform Act of 1975. I think ihat title XV of H.R. 10612 is a
good start toward needed expansion of individual retirement laws, but
feelthere are other changes that should be considered along with
and/or in lieu of title XV. I would hope that this brief statement
would be considered as part of the official record of the Senate Finance
Committee.

I am a specialist in Keogh and individual retirement plans, and have
personally researched governmental retirement plans in Oregon for
over Ph, years. I have over 10 years of experience in the retirement
field, including: public relations account executive for the California
Association of Homes for the Aging for 2 years; administrative assist-
ant to the administrator of 2 multmillion-dollar life care retirement
homes in California for 21h years interviewed 33 retirement home
administrators in reference to the history of life care facilities and
their growth; was asked to accept an appointment to the California
Council on Aging for the State of California,

Currently, I am director of special accounts and financial services
for Benj. Franklin Federal Savings and Loan Association in Portland,
Oreg., and am a member of the board of advisors for Mt. St. Joseph's
Retirement Home. However, I am not representing Benj. Franklin,
Mt. St. Joeeph's, or any group or industry in this statement. These are
my personal views and recommendations.

From my background, I have been able to see the "ins" and "outs"
of retirement living on the expensive and poor levels. I have seen it
from the public re actions viewpoint, an administration viewpoint, a
resident viewpoint, a financial manager viewpoint, and a retirement
plan administrator's viewoint. It is because of this overall view that
I offer this statement to the Senate Finance Committee of the 94th
Congress.

PROPOS, CUANOF.8 TX MR. 10612.
1. Amend title 1i, by addition of section 919

Thousands of teachers and individuals many of whom are retired,
are locked into low-paying annuities and custodial accounts used in
salary reduction program& Last'year, legislation was passed allowing
custodial accounts for regulated investment company stock as an option
for salary reduction 408(b) annuities and eustodial accounts

% (3093)
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Over the past 10 years, savings and loan associations have shown a
higher net return on investment than transportation, utility, and in-
dustrial stocks. In only 10 months in 10 years have the Dow Jones
industrial stocks been above the initial investment. U.S. Treasury
bonds have never been above the initial investment amount in the
same 10-year period. (See page 21, "A Theory of Economic Recovery:
'Retention and Redistribution,'" by Douglas Lee Johnston.) .

Because of these economic facts, it seems logical and necessary to
offer persons in 403(b) annuities and custodial accounts a needed
portability and option which will allow them a higher investment
return to help achieve their financial retirement goals without risk. I
believe savings and loans offer a viable option.

It Is with this In mind that I offer the following amendment to section 403(b)
of the Federal Code, by adding It as section 212 under title II of H.R. 10012:

Ec. 212. Custodial accounts for savings and loan associations.
(a) General rule--
(1) Effective in taxable years after December 31, 1970, section 403(b) (re-

lating to taxability of beneflcary under annuity purchased by sec. 501(e) (3)
organization or public school) is amended by adding at the end thereof the
following new paragraphs:
(8) Custodial accounts for saving# and loan associations

(A) Amounts paid treated as contributlona.-For purposes of this title,
amounts paid by an employer described In paragraph (1) (A) to a custodial
a(count which satisfies the requirements of section 401(f) (2) shall be treated
as amounts contributed by him for an annuity contract for his employees if
the amounts are paid to provide a retirement benefit for that employee and are
to be deposited in savings accounts and certificates of deposit to be held In that
custodial account.

(B) Account treated as plan.-For purposes of this title, a custodial account
which satisfies the requirements of section 401 (f) (2) shall be treated as an
organization described in section 401(a) solely for purposes of subchapter F and
subtitle F with respect to amounts received by it (and income from accrued
Interest thereof).

(C) Hatng* and loan association.-For purposes of this title, the term "sav-
ings and loan" means a domestic building and loan association within the mean-
ing of section 581.
(9) Transfera retain tax free exclusIon

(A) Portability.-For purposes of this title, any custodial account or annuity
satisfying the requirements of section 401(f) (2) may be transferred In part or
In lump sum between trustees as defined in section 401(f) (2) without taxable
consequence.

(B) Dieburem nt. -For purposes of this title, "disbursement" Is receipt by
the employee or his heirs or beneficiaries, and Is a taxable event in the year of
receipt. A disbursement Is not a "transfer" as Indicated In section 403(b)
(9) (A).
2. Amend title II, by addition of seetion. 213, op amend title XV, by

addition o/ ecet'iw 1500 to 11.R. 10612.
The concept of a tax-deferred rolloiver account under the ERISA

Pension Reform Act of 1974 was a landmark step in helping individ-
uals to financially prepare themselves for future retirement without
undue tax consequence. However, duo to the structuring of the defini-
tion of a lump sum distribution in the law, a potential problem has
arisen.

A lump sum distribution is defined in section 402(e) (4) (A). Then,
there are five other definitions before you come to a definition for
"Minimum Period of Service," which is section 402 (e) (4)(II). This
latter subsection indicates that ". . . unless . . . a participant (is)
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in the plan for 5 or more taxable years before the taxable year in which
such amounts are distributed . . ." the amount distributed will not be
considered as lump sum distribution.

Section 402(e) (4) (H) has been overlooked by attorneys, legislators,
administrators, trustees, and IRS officials throughout the United
States in defining a lump sum distribution. As a result, many taxpayers
are going to not only be taxed on the amount distributed in good faith,
but will% charged a 6 percent excise tax for prohibited transactions.
This interpretation was not pointed out until the instructions for the
individual retirement account returns came out in March, 1976.

Because of the 5-year provision, participants who have been partici-
pants in a retirement plan for less than 5 years cannot keep their funds
tax-deferred even if the plan terminates. Two examples: a 61-year-old
person who must retire at 65; a person of any age whose employment
or plan is terminated prior to 5 years of employment. Millions of peo-
ple are in these categories, because America is a mobile nation with up
to 50 percent of the nation moving every year I Also, there is a cur-
rent trend for more and more plans to be terminated in preference to
the individual retirement account concept. I have heard that more
plans were terminated in 1975 than were newly created, which if true,
would be a first.

Section 402(e) (4) (11) alone and by itself is enough to make title
XV of ILR. 10612, in its entirety, completely ineffective and irrelevant.
It is because of these facts that I offer the following amendment to
section 402 (e) of the Federal Code, by the addition of section 213 under
title II, or by the addition of section 1500 under title XV of H.R.
10612:

SWTION 218 (or section 1500, as appropriate under one of the two above titles)
Definitions and special rules.

(a) Effective for taxable years after December 31, 1974, section 402(e) (4)
(relating to definition of lump sum distributions for individual retirement ac-
counts) is hereby amended by-.

(1) striking out subsection (H) ; and
(2) redesignating (I) as (H), (J) as (1), and (K) as (M).

3. Amend title XV, by deletion of section 1502, and proposed section
£20 as revised, and the inclusion of a We1 section 50£.,

The idea of giving additional itemized deductions for individuals
in retirement plans-could be a very positive step forward in helping
to stimulate the economy and in helping to slow inflation, but the use
of the currently proposed section 1502 and section 220 in H.R. 10612
is not practical for the most effective implementation. There is a
simpler way to do it.

By using my following proposed amendments to section 219 instead
of creating section 1502 ana section 220 (revised), you would:

1. Allow individuals to contribute to an IRA and qualified plans,
and deduct from Federal income tax the difference between the em-
ployer contribution and 15 percent, whichever is lesser.

2. Eliminate the need for section 1502 and section 220 (revised) to
be enacted.

a. Eliminate the need to create new tax forms, rule, procedures,
plans, interpretations, and rulings.

4. Reduce administrative plan costs, and increase net returns on
plans.
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5. Allow Government employees the ability to defer taxes on their
contributions, just like anyone else. (This is a major issue which
should not be overlooked because these Government plans are necee-
sary to the turnaround of the whole economy. Many of the employees
in these plans would like to have IRA accounts but they are locked
into poor return governmental plans as a mandatory stipulation of
employment, and cannot receive employer contributions in some cases
until 80 or 40 years of service. My proposed amendments 4 and 5 will
make the need for this inclusion even more evident.)

6. Eliminate the September 2, 1974, cutoff date or limited use provi-
sion as found in proposed section 220. There should be no cutoff date
of any kind. It should begin with any plan as of the effective date of
the amendment with the acceptance of plans created after the amend-
ment date. It should not limit the new law to plans"... in existence
on September 2,1974."1

7. Eliminate problem of not being able to have an IRA and a limited
employees retirement account at the same time, as documented in
section 220(b) (6), "Double deduction disallowed," under H.R. 10612.

It is with the above reasons that I offer the following amendment to
section 219 of the Federal Code, by deleting section 17502 and section
220 (revised) under title XV of H.R. 10612, and adding a new section
1502 to read:

Sz=rxoN 1502. Limitations and restrictions, individual retirement accounts
(b) Limitations and restrictions--
(1) it Geera--Section 219 is hereby amended by deleting section 219(b) (1)

and (2) (A) (I) (i) (iiI) (iv) (B), and adding:
(b) Limitationi and restriction.-
(1) Macimum dedctmon-The amount allowable as a deduction under sub.

section (a) to an individual for any taxable year shall not exceed an amount
equal to-

(A) the lesser of 15 percent or the compensation includable in his gros income
for such taxable year, or $1500, reduced by

1(B) the qualifying employer contributions for such taxable year.
Renumber 219(b) (8) as 219(b) (2) ;
Renumber 219(b) (4) as 219(b) (3) ;
Renumber 219(b) (5) as 219(b) (4).

Amend 219(c) definitions and special rules by adding:
(8) Qualified individual deducton.-For purposes of this section, individual

contributions to qualified individual retirement plans, qualified employee retire.
ment plans, and 403(b) annuities, constitute qualified deductions subject to maxi-
mum deductions under section 219(b) (1).
4. Amend title XlX, by deletions 01(66) (B) and (0), (57), and (68)- and the additions o a new (87) and anw (68),under HR.

10619.
Due to the amendments to section 219 instead of the new proposed

section 1502 and section 220 (revised) of H.R. 10612, (56) (B)(C)
(57), and (58) are not needed. In lieu of (57) and (58) as proposedI
would suggest two general amendments under these numbers to help
solve the mounting governmental retirement plan vesting and funding
problems.

ERISA laws were very explicit regarding stepped up vesting re-
quirements for private retirement plans, but it did nothing to help the
millions of public employees, teachers, firemen, policemen, sheriffs,
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county, city, and small district employees who are locked into losing
governmental plans with millions and billions of dollars of unfundedliabilities.

Many of these governmental plans do not vest the employer con-
tribution in the employee until 65 years of age. This means a person
could work for 20 years or more and never receive a penny of the
employers contribution, if it was necessary-to draw on the employees
own contributions prior to 65 years of age.

Required regulations for funding governmental retirement plans
should be a must, because in Oregon there are three funds alone which
could have unfunded liabilities in the next 10 years of over $40 million
There are billions of dollars in governmental retirementplans that are
not being funded correctly, ana will be lost to the employees, or will
be charged back to the tax payers if something isn't done right away.

I refer you to my report, 'A Theory of Economic Recovery: 'Reten-
tion and Redistribution' , for a more detailed summary of the prob-
lems in this area. If any legislation were to be passed in 1976, it should
be required vesting and funding laws for Government retirement plans.

Since, there is a tendency for governmental defined benefit plans to
be the most common plan causing unfunded liabilities, I have proposed
vesting and funding standards only in this area. In this way, those
plans needing the most help would be helped out of trouble with
Federal guidelines to be met. Then, if appropriate, other- legislation
could be offered later to cover all, or other Government plans as seen
fit. Unfunded liabilities is what I call unseen deficit spending, and it
must be stopped as soon as possible to effect any meamngful turn
around of the economy.

It is with this knowledge that I offer the following amendment to
section 411(e) and 412(h) (3) of the Federal Code, by addition of new
numbers (57) and (58) until title XIX of H.R. 10612 to read:

(57) AmonPm gnt 0o1f sef 411.--Delete section 411(e) (1) (A) and add,
(A) a government plan (within the meaning of section 414(d) with the excep-

tion of government defined benefit plans.

(58) Ammidment of oectioni 412.-Delete section 412(h) (8) and add,
(8) a government plan (within the meaning of section 414(d) with the excep.

tion of government defined benefit plans.

To all members of the Senate Finance Committee, I extend my per-
sonal appreciation for the opportunity you have given me to state my
views, and recommendations. In the preparation of these materials
alone, I have become increasingly aware of the tough legislative job
you perform.

Thank you for your time in trying to help America become even
better. If I may be of any assistance, or if you feel it would be of help
to you for me to be in Washington, D.C. during the Senate Finance
Committee hearings, or the Senate-House conference, please let me
know.

Sincerely,
Douoms L. JOHNSTON,Portland, Oreg.
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STATEMENT OF MAJo GEN. J. 2ILNOR ROBERTS, ExrcuTivE DiRncToR or
TIlE RESERVE OFFICERS ASSoCIATION OF THE UNITFM STATES CONCERN-
iKo S. 2006, INDIVIDUAL RETIREMENT AccoumNT

Mr. Chairman and members of the committee; on behalf of the
102,000 members of the Reserve Officers Association of the United
States, we welcome this opportunity to express our views on S.2006
relatingto individual retirement accounts (IRA).

As you are all aware, the Employees Retirement Income Security
Act (ERISA) of 1974 introduced the individual retirement account
(IRA) to permit individuals who are not covered by an employer
sponsored retirement program to defer up to 16 percent of their an-
nual income into a specially designated tax-deductible account.

In drafting the IRA legislation, a restriction was established that
precluded participation in the program by members of the Reserve and
National Guard who were not on active duty, yet who do participate
in scheduled drills toward eligibility for retirement under title III.
The prohibition included in ERISA 1974 speaks to retirement pro-
grams in general but'failed to recognize the special conditions and
limitations involved in 10 U.S.C. chapter 67 under which there is
absolutely no vesting until the reservist has completed a minimum of
20 qualifying years of service and has reached 60 years of age.

since acceptable participation is dependent upon several variable
factors, such as availability of a drilling slot andl sufficient scheduled
drills, conflict with his primary occupation and geographical location,
many reservists are precluded from achieving good retirement years
and eventually leave the Reserve program before completing sufficient
years to qualify for retirement. Thus, relatively few individuals who
enter the Reserve actually end up being eligil~le for military retire-
ment.

Those remservists who accrue sufficient credit to be eligible, for retired
pay at age 60, and do not have any other bona fide retirement program
are penalized by the resttiction because his dependents receive no bene-
fits from his service if he dies before reaching the age of 60. Potential
Reserve retirement under 67 IT.S.C. 1331-1337 is, therefore, not a rea-
sonable bar to participation in IRA and in fact discriminates against
individuals who place our Nation's security above personal gain and
the security of his own family beneficiaries.

We have been advised in numerous discussions with Members of
Congress that it was not their intent to preclude reservists from par-
ticipation in the IRA program. They recognize that. reservists are vol-
unteers and should not be penalized for their patriotism and dedica-
tion to duty. We feel that the exclusion of reservists from IRA pro-
grams is an oversight that should be rectified immediately and, their-
fore, we strongly urae you to favorably consider prompt passage of
S.2006 to correct this injustice.

Wnrr.; TEIMsm.o.-Y OF TIE CALIFORNIA SAvINOS & Lo.%. LFA AoE,

The California Savings & Loan Leagte is pleased to premsnt to
the Committee on Finance its proposals for certain tax revisions
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relating to individual retirement accounts. These proposals will focus
on (i) problems encountered in the rollover of distributions from qual-
ihed employee benefit plans into individual retirement accounts, and
(ii) the effectiveness of the individual retirement account in encourag-
ing retirement savings by those- who d0 not participate in qualified
employee benefit plans.

The California Savings & Loan League is a trade association of sub-
stantially all savings and loan associations operating in California,
both State and federally chartered, with affiliate member associations
in Arizona, Nevada, Oregon, Montana Idaho, Utah, and Iawaii.
These savings and loan associations hold a substantial number of in-
dividual retirement accounts ("IRA's"). By the end of 1975, the nearly
150 savings and loan associations in California held a total of over
81,000 IRA's under the California Savings & Loan League.master
individual retirement account plan. with a large volume of new ac-
counts continuing to be. opened. We expect that the number of in-
dividual retirement accounts under the plan will double during calen-
dar year 1976.

A. TilE CONCEPT AND FUNCTION OF TIE INDIVIDUAL RETIREMENT ACCOUNT

The individual retirement account, as it emerged in the final version
of the Employee Retirement Income Security Act of 1974-ERISA-
fulfills a duna role. First, it. is a means by which employees who are
not enrolled in a qualified employee benefit plan can set. aside a portion
of their income for retirement and defer paying Federal-taxes on
such income-and on the earnings on such income-until retirement,
thereby creating an incentive foir retirement saving. Previously, the
deferral of Federal taxes on retirement income was only available to
persons participating in le mployee benefit plans. Second, the
IRA is a means of providing portability of retirement benefits. The
portability and, indirectly, the preservation of retirement benefits
was one ot t he primary objectives of ERISA.

Originally, a Government portability fund or clearinghouse was
proposed to receive and hold retirement savings for any employee who
terminated his employment. However, the conference committee which
produced the substitute bill eventually enacted as ERISA assigned
the portability function to the private sector in the form of the conduit
or "rollover" IRA.'

The California Savings and Loan League wholly supports the
assignment of this fu to-tihe private financial community. How-
ever, the California Savings and Loan League believes that to allow
the portability function to * carried out efficiently by the private
sector, the ability of employees to preserve their retirement savings
and to retain the favorable tax treatment afforded these savings should
be limited only to the extent necessary to prevent such employees
from obtaining unintended tax benefits, and to assure that the retire-
ment savings so preserved are subsequently available to the employee
during his retirement.

1See statement of the Honorable Harrison Williams, Jr., upon Introducing the confer.
ence report on H.R. 2. Aug. 22. 1974; 120 Congressional Record 81573?; 1974 United
states Code congressional and administrative news t1TT, 5182. .

69--516-70--pt. 7-16
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The California Savings and Loan League believes that a number
of limitations on the establishment of H11over IRA's currently em-
bodied in sections 402 and 408 of the Internal Revenue Code unduly
restrict the legitimate use of IRA's. These limitations inhibit the
portability of retirement savings, yet have no clear policy justifica-
tion. The California Savings and Loan League supports enactment
of legislation pending to remove certain of these limitations, as dis-
cussed in section B, below, and further would propose and support
additional measures, discussed in section C below, to assure that
the private sector is able to efficiently fulfill the role assigned to it by
the Congress with regard to individual retirement accounts.

13. PENDING LEGISLATION

Under present law an individual may not make tax deductible
contributions to an IAA if for any part of the taxable year he was
an active participant in a qualified plan under section 401(a) of
the Internal Revenue Code, a qualified annuity plan under section
403(a), a qualified bond purchase plan under section 405(a), or a
governmental plan." The proposed IRA regulations state that a per-
son is an active participant in the plan if-

1. Benefits are accrued on his behalf*
2. The employer is obligated to contribute on his behalf; or
8. The employer would have been obligated to contribute on

his behalf if any contributions had been madeI
The phrase "active participant" as used in section 219 does not

distinguish between individuals who are accruing only small benefits
that will be of little or no use upon retirement. Any degree of active
participation in a qualified plan will disqualify him from participating
in an IRA. On the other hand, if the individual were not a participant
in his employer's retirement plan or if his employer were not required
to make contributions on his behalf, the individual would be entitled
to establish an IRA and contribute as much as 15 percent of his com-
pensation or $1,500, whichever is less.

To remedy this discrepancy, section 1502 of the proposed Tax Re-
form Act of 1976-H.R. 10612-would allow an "active participant"
in a qualified employee benefit plan to establish a supplemental retire-
ment account. Such a supplemental account may be an individual
retirement account, an individual retirement annuity or retirement
bond, or a new type of account denominated a "limited employee
retirement account." The act extends the retirement savings deduc-
tion to amounts contributed to a supplement retirement account to
the extent that the amount contributed does not exceed (i) the lesser
of $1,500 or 15 percent of an individual's income, minus (ii) amounts
contributed on the individual's behalf by an employer to a qualified
plan of which the individual is a member "qualifying employer con-
tributions". 4 The effect of the proposed amendments is to allow every

a Internal Revenue Cods. see. 211P(b) (2).
$Temporary Tm Regs. 1 1.210 ,(e) (i ().~echuall , t'rh~ Is a ecomplished by a1 In# to the Internal Revenue Code a new see.

whbu allows active participants I qualfied plans to deduct amounts contributed
to supplemental retirement accounts, within tbe dollar Umits set out In the text. Theee
dollar limits and certain other limitations on contributions to supplemental retirement
accounts are set out Is proposed section M20(b).
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employee to defer tax on a certain minimum portion of his income
each year which is contributed to a retirement fund, regardless of
his membership in a qualified plan or the amount of employer con-
tribution to such a lan.

The California Savings and Loan Lea gue endorses the concept of
supplemental retirement accounts and, with the exception next noted
encourages prompt passage of section 1502 of IR. 10612 so that all
taxpayers may begin this year to build retirement savings However,
the California Savings and Loan League has reservations regarding
the efficacy of limited employee retirement accounts, and believes
that the use and effect of these accounts should be clarified prior to
enactment of this legislation.

A limited employee retirement account, as described in proposed
section 408A ofthe Internal Revenue Code, would be maintained
within and as a part of an existing employee benefit plan qualified
under section 401(a) of the Internal Revenue Code., Employer con-
tributions to this account would constitute compensation to the em-
ployee, but could be deducted by the employee to the extent that these
employer contributions and the employees own contributions did not
exceed the yearly dollar limit discussed in the text above. While an
employee who is entitled to establish a supplemental retirement ac-
count indeed may wish to have the account maintained within the
employer's plan,. there are substantial reasons why he may not. An
employee may not wish to be tied to the investment policies and
consequent earnings of the employer's plan. He may seek greater
earnings available in ap individual retirement account. If he con-
templates terminating employment, he may wish to maintain his
supplemental account independent from the employer, to eliminate
the problem of transfer of the account when he does terminate his
employment.

The current position of the Internal Revenue Service is that multi-
pie individual retirement accounts are prohibited; that is, an em-
ployee may maintain only one IRA (other than rollover IRA's).s
Should this position be extended to include limited employee retire-
ment accounts established under proposed section 408 A, employees
may be precluded from establishing individual retirement accounts
to hold their retirement saving& Proposed section 408 A does not
provide that an employee must consent to establishment of a limited
retirement account. Should an employer establish limited retirement
accounts for all plan participants, or should an employee initially
request such an account and later determine that its maintenance is
disadvantageous to him, the IRS prohibition against multiple re-
tirement accounts would preclude him from then establishing an
IRA independent of the employer's plan. Accordingly, the California
Savings and Loan League believes that proposed section 408 A must
be clarified to allow an employee to establish an individual retire-
ment account independent of a qualified employee benefit plan, re-
gardless of whether a limited employee retirement account has been
established. Employees who are eligible to establish supplemental
retirement accounts under these propoed amendments shbld be al-

s The Internal Revenue Service poedtlon on multiple Individual retirement accounts Isdiscussed more tully In par&arph (5(8) In the test below.
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lowed to choose to invest their funds in the most favorable investment
vehicle available, and not be tied to the investment performance of
the employer plan in which they may be enrolled.

A second provision in I.R. 10612 which requires comment relates
to the treatment of excess contributions to individual retirement ac-
counts, and penalty taxes on such excess contributions. Section 1502
(c) (18) of H.R. 10612 amends section 4973(b) of the Internal Rev-
enue Code. The amendment would exempt from the 6-percent excise
tax of section 4973 those excess contributions to an IRA, withdrawn
under the conditions set out in section 408(d) (4), whici result from
employer contributions to qualified employee benefit plans. This in
effect would allow a taxpayer to adjust his contributions to a supple-
mental retirement account after the close of his taxable year but
before the date for filing his return, and avoid the 6-percent tax on
excess contributions to a qualified plan. Employers, of course, can
make such contributions subsequent to the close of a taxable year,
while an employee's retirement account contribution must be made
prior to the close of his taxable year.

The California Savings and Loan League sees this amendment as
a necessary and desirable adjustment necessitated by the supple-
mental retirement account concept. However, the amendment fails
to correct a basic inequity that currently exists under the Internal
Revenue Code. Section 408(d) (4) provides that an individual's con-
tribution to an IRA for a taxable year may be adjusted after the
close of that year, but before the individual's Federal income tax
return for the year is due, by withdrawal of any excess contribution.
Excess contributions are those which exceed the amount deductible
under section 219 of the Internal Revenue Code.

Amounts so withdrawn (under the conditions set out in section 408
(d) (4)) are excluded from the individual's gross income for the year
often cannot determine his compensation until after the close of his
tax year, yet can only make his IRA contribution during that year.
Section 408(d) (4) is intended to prevent a double income tax on the
amount of the excess contribution. First. the excess contribution is
included in the individual's gross income in the year contributed; by
definition it is not deductible in that year since it exceeds the amount
of deductible contributions under section 219. Next, absent section
408(d) (4), the excess contribution wmld again be included in gross
income when withdrawn from individual retirement account, by
virtue of section 408(d) (1). IUder certain circumstances, section 408
(d) (4) relieves an IRA participant from this second income tax.

Notwithstanding the recognition in section 408(d) of the. problems
inherent in calculating a maximum IRA contribution prior to the
end of the tax year, and the relief provided in section 408(d) (4),
the Internal Revenue Code in two places imposes a penalty on an excess
contribution regardless of whether it is withdrawn in a section 408
(d) (4) adjustment. First, section 4973 imposes a 6-percent tax on
all excess contributions, regardless of whether or not they are with-
drawn. (The Internal Revenue Service will not asess this tax on
withdrawn excess contributions for tax years ending before March 4,
1976. Technical Information Relea.e 1446, March 4, 1976.) The amend-
ment of section 4973 proposed in section 150-2(c) (13) of I.R. 10612
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does not attempt to remedy this problem. Second, the provisions of
section 408(f) impose a 10-percent penalty tax on amounts distributed
from an IRA prior to the time the participant reaches ago 59h, if
such amounts are ineludible in gross income. Section 408(d) (4) pro-
vides that when an excess contribution is withdrawn under that para-
graph, any income on such excess must also be withdrawn, and further
that this income must be included in the participant's gross income.
Because the income on the excess contribution is distributed from the
IRA and included in gross income, the 10-percent penalty tax would
appear to apply to such income.

There is no justification for imposing these two penalty taxes. The
penalties are designed to discourage accumulation of excess IRA
funds and the use of such funds other than for retirement. Yet pen-
alties attach to the very procedure the Internal Revenue Code speei-
ies must be used to adjust an IRA balance so that the IRA contribu-
tion limits set by Congress will not be exceeded. The ability to ad-
just IRA contributions after the close of a tax year, as provided in sec-
tion 408(d) (4), is a necessary device. The (California Savings and
Loan League urges the removal of all penalty taxes on amounts with-
drawn fom an IRA in accordance with the procedure set forth in
section 408(d) (4) of the Internal Revenue Code.

The supplemental retirement account concept presents a final ques-
tion which warrants consideration by the committee. Section 1502
of H.R. 10612 defines a "qualifying employer contribution" in terms
of the amount contributed to a benefit plan by an employer. It does not
consider whether an employee has any vested interest in the con-
tribution. Under the vesting schedules permitted by section 411 of the
Internal Revenue Code, there may be substantial periods of time (up
to 10 years) during which an employee would have no vested interest
in benefits accrued under a qualified employee benefit plan, but during
which time he nonetheless would be prohibited from contributing to all
individual retirement account or other supplemental account because
he is accruing benefits. Benefits accrued but not vested of course are lost
when an employee terminates his employment. To cite an example of
the consequences of these facts, an individual who terminates ein-
ployment after 9 Yeats service with an employer, and who has ac-
crued benefits but has no vested benefits under the employers plan
(see section 411 (a) (2) (A) of the Internal Revenue Code) will have
acquired no retirement savings at the end of that time. The California
Savings and Loan League suggests that tying the permitted supple-
mental IRA contributions to benefits vested rather than benefits ac-
crued in, a qualified plan will insure that every employee will be able
to set aside retirement savings up to the yearly nmxinumn level (15
percent of income or $1,500) set by Congress.

C. INTERNAl. REVENUE CODE RF.SThICUIONR ON ROLLOVER iNDIVIDUAL.
IITR:f. MENT ACCOUNT

A number of limitations on the tax-deferred rollover of distributions
from qualified employee benefit plans into IRA's are set out in see-
tions 402 and 408 of the Internal Revenue Code. The California Sav-
ings and Loan League believes that the following requirements are ui-
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desirable, have no substantial policy justification, and therefore should?
be modified or eliminated by additional amendment of the Internal
Revenue Code.

1. The Internal-Revenue Code now provides that, to qualify for the
rollover of a distribution from a qualified plan into an IRA, the prop-
erty rolled over must consist of the same property (other than cash)
distributed from the qualified plan. This restriction effectively pre-
vents savings and loan associations, insurance companies and in most;
cases commercial banks from accepting rollovers where the prop-
erty distributed consists, in whole or in part, of noncash property.
Federal regulations prohibit savings and loan associations from ac-
cepting stocks, bonds, other securities, annuities, or indeed any prop-
erty other than cash. Likewise, most insurance companies and com-
mercial banks either cannot or will not accept contributions of prop-
erty other than cash.

The limitations in the Internal Revenue Code thus effectively pre-
vent savings and loan associations and other major IRA vehicles from
establishing IRA's for employees who have received distributions con-
sisting of property other than cash. Under most qualified retirement
plans, a plan member has no control over the form or composition of
a distribution to him.' The effects of this limitation on the employee
who has received a noncash distribution are adverse. First, the market
in which he can.locate a suitable individual retirement account is sub-
stantially reduced, if not eliminated in practical terms, because those
IRA vehicles that accept only cash will not be available to him. Sec-
ond, if he is able to find a trustee who will accept his property, it
is likely that the trustee fees and costs will greatly, exceed those he
would otherwise find among IRA's sponsored by savings and loan as-
sociations, banks and insurance companies.'

This is a result not only of the smaller market and possibly reduced
competition for his account, but also of the increased responsibilities
and costs inherent in the administration of a fund consisting of
noncash assets Such a trustee is required to review the investments
regularly, decide whether investment changes are required and execute
any investment decisions that are made. Because of the rapidly de-
veloping law regarding cofiduciary liability, trustees are less and less
willing to accept and rely upon investment directions from partici-
pants. Understandably, then, they are also less and less willing to ac-
cept a rollover of property other than cash. Where such property is ac-
cepted, the trustee is general high enough to warrant the substantially
increased costs and risks. Naturally, the lower the value of the property
distributed the less willing the trustee will be to serve (without a

o Internal Revenue Cod., see. 402(a) (5) (0). Additlonally. all the property distributed
must be rolled over. This Iisu in the text below.

_This problem Is partieuarly severe when a distribution occurs po plan teminatioTax deIerred relievers as mow permitted u lan termination by u.KR12726., slned
b the Preddent on Apr. 15 19. The likelihoodof ltelvin a distrbution In kind on a
p an termination na iS ter than under a normal distribution upon termination
pr emi besie Ms at l o eliminates sellng cipends n does not present th
pfroblemof liquidating wats aM? may late be found to have teen unfavorable marketconditions.

ent study by the Conaressional Researeh Service of the Library of Congres,
parti Y whieh were e ered to the Conrionl o br.te Honorable.Charle A.
vaniktn fmas 196. showt that aviP ari loan lions typically eharge little
or no tee /tr establishing and maintaini"g JRA. 122 Cong0 onaLI Rod, 2o..12.
Feb. J8, 1976: In nex onal RMr, X. 2 1t Vob.I18 10. liornla Savingr
end Loan LeapsM er an, hou t trust o T r:21 mOe currently charges a
yearly trustee fee of 7.0 account regarasedaount b s.
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sizeable minimum fee), thus affecting lower level employees greater
than the highly paid executives. For these reasons the private sector-
has not developed an effective IRA vehicle for accepting noncash dis-
tributions from qualified plans.

There is no substantial policy reason that the Internal Revenue Code
should require that the identical property distributed be rolled over
into the IRA. This rule is of no benefit to the employee, and it is.
inimical to the concept of portability. It is the experience of the savings.
and loan associations participating in the California Savings and
Loan Leage Master IRA Plan that customers who cannot roll their
qualified plan distributions into a savings and loan IRA, because they
have received some property other than cash, generally are unable to.
us the IRA altogether. Consequently their distributions are taxed cur-
rently and a sulb ntial portion oi their retirement savings is lost
forever. In some cases the tax on the distribution will require a sale of
some of the property distributed. In most cases receipt the distribu-
tion and the payment of taxes on it defeat whatever incentive there
otherwise would be to preserve the property for retirement.

Finally, subject to certain limitations, the Internal Revenue Cod&
permits an individual to contribute property and cash held in a
rollover IRA to another qualified plain maintained by a subsequent
employer. In view of the problems that have developed over finding
an IRA trustee who will accept property in kind, one must anticipate
that other qualified plans willbe equally reluctant to accept responsi-
bility for whatever property a participant may wish to roll over.
Regardless of the procedure used, under present law only a fiduciary
under a qualified plan or IRA is able to convert property to cash in
order to facilitate a rollover. The costs, responsibilities, and potential
liabilities associated with such a duty are clear impediin~nt to the
rollover concept. Yet even if he wants to, the individual cannot accept
the responsibility and sell the property himself. The responsibility
must be assumed by a stranger, who either need not accept the risk or
can be expected to charge a fee commensurate with the risk.

The resolution of this problem could take either of two forms. First.
the Internal Revenue Code could permit the rollover into an IRA ol
any property and the proceeds of sale of any propery distributed in
kind from a qualified plan." This would open to the individual all of
the vehicles for the establishment of a rollover IRA, with the con-
conitant lowering of costs and ease of establishment of the account.
Tracing the distribution would not be a problem, because the responsi-
bility for maintaining adequate records could be placed on the taxpayer
(as is customary) and the rollover would still have to occur within 60
days of the qualified plan distribution. Moreover, because distributions
from an IRA are treated as ordinary income, it would not be necessary
to trace capital gains or losses, or to tax any capital gains at the time
of sale. The second possible solution would be to permit the rollover of
part of a distribution, in particular, that portion of the distribution
consisting of cash. This is discussed more fully below.

OTht desirabillty of permittina rollover into an IRA of the cub equivalent of a distrl.
button received In hind ti reeognsed In a somewhat differen context in WR. 12t5. slGned
by the Preient on Apr. 15. 1 7& The bill ontains a transitional lt* whereby cash pro-
eeizs .from tne sale or noneas property received upon a plan termination which occura
prior to enactment of HR. 10012 may be rolled over under section. 402(a) 5) of the code.
and that no gisn or lows on the s need be reconlsed.
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2. Section 40'2(a) (5) of the Internal Revenue Code requires that in
order for a distribution to qualify for a rollover into an IRA, the
distribution must "constitute it lump sum distribution within the
meaning of subsection (e) (4) (A) (determined without reference to
subsection (e) (4) (13))." In general, subsection (e) (4) (A) defines
a lump sum distribution to mean a distribution or payment within one
taxable year of the recipient of the balance to the crAit of an employee
which becomes payable to the recipient:

(i) On account of the employees death;
(ii) After the emplo yee attains y91/,1 eas; -
(iii) On account of the employee'sseparation from service; or
(iv) After the eml)loyee has become disabled. Subsection (e) (4) (11)

requires that. a ieipient file a special election in order to qualify for
lump sum distribution treatment. )ue to the exclusion in section
402(a)(5), quoted above, that a lump stun distribution for rollover.
purposes is determined without reference to subsection (e) (4) (B),
this election need not be filed in order to qualify for a rollover. How-
ever, subsection (a) (5) does not Specifically exclude the application of
subparagraphs (C) through (K) of subsection (e) (4) to the. extent
that those subpnragraphs affect th definition of lump sum (istribu-
tion. Specifical'y. subparagraph (H), entitled ".Minimum Period of
Service," provides as follows:

(II) .lhiinum Period of erice.-For purposes of this subsection (but not for
purposes of subsection (a) (2) or section 403(a) (2) (A), no amount distributed
to an employee from or under a plan may, be treated as a lump sum distributed
under subparagraph (A) unless lip has been a participant in the plan for 5 or
more taxable years before the taxable year In whib such amounts are distributed.

It was originally thought that the language "for purposes of the
subsection" referred to subsection (e) of section 40, entitled "Tax on
Lump Sum Distributions," and that the 5-year participation rule
applied only in determining whetlier a reipient of an otherwise
qualifying lump sum distribution would be entitled to the special
10-year averaging provisions of subsection (e).

The Internal Revenue Service has taken the position, however, that
subparagraph (H) qualifies the definition of lump sum distribution
under subparagraph (A) for all purposes. including for purposes of
tile rollover provisions of subsection (a). ('onsequently, the Internal
Revenue Service has indicated that it will not allow a tax deferred
rllover from a qualified plan to an IRA or other qualified recipient
investment unless the employee, was a participant in the qualified plan
for 5 or more taxable years before the taxable year in which the dis-
tribution occurred. There appears to be no policy justification for this
requirement. An employee who lias built an equity in benefits accrued
under a qualified plan in a period of less than 5 years should not be
required to forfeit the tax deferral afforded those benefits upon termi-
nation of employment. Once again, by denvinig the rollover privileges
to an otherwise qualified employee ihe Internal Revenue Service is
forcing the immediate taxation cf the emiplovee's retirement fund and
substantially increasing the likelihood that the fund will not be avail-
able upon the employee's actual retirement.

This limitation on rollovers, in addition to the limitation discussed
in paragraph 4, below, results from the indiscriminate application of
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the lump sum distribution rules to rollovers. Yet, the lump sum distri-
bution rules and section 402 of the Internal Revenue Code generally,
are primarily intended to cover the taxation of distributionss from
qualified plans, not the portability of retirement benefits. While the
wholesale adoption of the lump sum distribution rules may have sin-
plified the drafting of the rollover provisions, those rules should not
be allowed to seriously restrict the portability of retirement benefits
unless there is a substantial policy reason.

No such policy reason supports the 5-year irticipation rule. In
fact, the policy would appear to go in the other direction. The Internal
Revenue Service's position on this issue could easily render the rollover
provisions practically useless for migratory employees, the group that
was supposed to have benefited most front the rollover concept. As the
law is now being interpreted, the retirement benefits of most migratory
employees (which arguably should increase because of the new 1-year
eligibility rules applicable to most qualified plans) will not qualify for
portability and consequently will not be plreserved for retirement.

Moreover, when a lump sum distribution is rolled over into an IRA,
the tax benefits to which the distributed otherwise would have been
entitled (namely, the capital gains treatment of a portion of the dis-
tribution 10 and'the special 10-year averaging rules for the ordinary
income portion of the distribution 11) r e lost, because section 408(d)
(1) of the Internal Revenue Code requires that all distributions from
an IRA shall be taxed as ordinary income. Consequentlv. there is little
or no incentive to use the rollover privilege for uninten(led tax benefits
and little or no reason (other than simplicity) to rigidly apply the
lump sum distribution rules to rollovers. The advantage of sinip icity
is more than offset by the loss in portability of retirement fuids, the
guiding purpose of tle rollover concept.

3. The Internal Revenue Code further provides that, to qualify for a
rollover of a distribution from a qualified plan into an IRA, thelprop-
erty rolled over must consist of all the property distributed from the
qualified plan. In addition, the Internal Revenue Service has inter-
p reted the law to require that the rollover be made into a single IRA.
For the reasons set out above, these limitations prevent large segments
of the financial community from accepting lovers, in particular in
those situations where the property distributed includes non-cash
items.

The Internal Revenue Service's position against iflultipo IRA's.
each receiving a portion of a distribution, prevents an employee who
has received some portion of a distribution in kind and the remainder
in cash from availing himself of the more conservative and generally
les expensive IRA's offered by institutions that accept only cash. rh.
employee can, of course, attempt a rollover into two IRA's (assuming
the I RA trustees will accept such a rollover and the accompanying
risk of being held. responsible for any disqualification that results)
and directly challenge the Service's position. Normally. however, the
risks of such a course of conduct exceed any possible benefit.

The limitation that all of the property distributed from the qualified
plan must be rolled over into the IRA causes a hardship on terminated
employees who have been "cashed out" of an employee benefit plan.

lnternnl Revenue Codo, se. 402(n) (2).
Internal Revenue Code,. see. 402(P)().
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The event which caused the distribution--such as the employee's being
played off, fired, voluntarily leaving his employment, or his termination
of emp oyment due to disibility-may create a bona fide need for cash
on his part. Medical expenses, family support during a period of un-
employment and similar circumstances may require that te terminated
employee draw on a portion of the retirement savings distributed to
him to meet his immediate cash needs. Yet, if he needs only a portion
of these savings, the requirement that 100% of the distribution be
rolled over causes such an employee to lose the tax deferral afforded
his retirement fund, even the portion not used. A more reasonable pol.
icy would be to allow the terminated employee to roll over all or any
part of the distribution into a tax-deferred IRA, to encourage the
preservation of as much of his retirement savings as possible. Of
course any amount not rolled over would be subject to current taxation.

4. he Internal Revenue Code further provides that to qualify
for a rollover, the amount distributed from the qualifle'plan must
consist of the entire balance of the employee's interest under the plan,
and the distribution must be made within 1 taxable year of the
recipient.13 The comment of the California Savings and Loan League
on this requirement is essentially a technical one. Distributions from
a qualified plan, particularly under the distribution events
required for a rollover,1 may be made at any time during the plan
year. Occasionally, they are made in more than one installment; for
example, a participant's interest in a plan's fixed income account may
be distributed in cash as soon as possible, while his interest in the
plan's equity account may be distributed much later to allow for a
sale of stocks under acceptable market conditions or to prepare for a
distribution in kind. Also, the plan may be on a fiscal year, so that
the timing of distributions is based upon a taxable year that does not
-coincide with the employee's taxable year (normally, the calendar
year). Under those circumstances, it is quite possible that the employee
will receive his distribution over 2 taxable years, even though both
installments are received within a relatively short period of time.
Errors in calculation and su eequent adjustments of accounts also
can precipitate a second distribution after the end of the employee's
taxable year.

Again, use of the lump-sum distribution rules has caused a con-
flict of purposes. For purposes of the taxation of distributions from
qualified p[ans it is important that the distribution occur-within 1
taxable year. On the-other hand, where no tax will be payable on
the distribution, stich as in a rollover situation, it may be important
to accomplish the distribution promptly but it is not important that it
bear any relationship to the employee's taxable year.

The California Savings and loan League believes that the policy
which this provision is designed to promote with respect to IRA's-:-
namely, that distributions and rollover be completed within a rea-
sonably short period of time-would be better served by substituting
a fixed period of time, such as 12 months, for the present 1-taxable-
year requirement.

"Internal Revenue Ce. section 402(a) (5) (A).
u Internal Revenue Code, sections 402(a) (5) (A) and 402(e) (4) (A).
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T=E MANwAoTuRz Lnm INs R c. Co.,
Toronto, Canaa, April90, 1976.

US. Senate, Wahington, D.C.
DEAR MR. &m: I wish to make the following submission to the

hearings held by the Committee on Finance in respect to tax reform
bill, HR 10612.

The conference committee report that was issued at the time that
the Employee Retirement Income Security Act (ERISA) became
Jaw in 1974, included the following statement:

"The committee bill also contains a provision to permit self-
-employed individuals to sot aside up to $750 a year out of earned income
as a deductible contribution, even though it exceeds the otherwise
applicable percentage limitation (15 percent of earned income). This
provision will enable certain organizations of the self-employed,
such as the Jockeys' Guild, to set up retirement plans for their mem-
bers without having to confront complex recordkeeping and admin-
istrative problems, and will also allow any self.employed individual
who wishes to do so to save for his retirement, even though his earned
income in a particular year is relatively low."

To carry out this concept, section 404(e) (4) was added to the code
by BoRISA. It reads as lollows:

"(4) Limitations cannot be lower than $750 or 100 percent of earned
income.-The limitations tinder paragraphs (1) and(2) (A) for any
em ploye shall not be less than the lesser of-

(A $750, or
(B) 100 percent of the earned income derived by such employee

from the trades or businesses taken into account for purposes of para-
graph (1) or (2).(A) as the cas may be."

I submit that the two quotations state quite clearly that a self-
'employed person may contribute to a Keogh H.R. 10 plan any amount-
up to the lesser of $750 or his earned income.

Proposed regulations issued by the Treasury Department and the
Internal Revenue Service on April 21, 1975 (and not yet finalized),
describe in section 1.404(e)-1A(b) (3) (i) (C) the deduction permis-
sible in the same manner as described in section 404(e) (4) above.
Then, in spite of the contents of the two quotations above, that sec-
tion of the proposed regulations adds the following limitation:

"However see section 415 for rules applicable to years beginning
after December 31, 1975. For example, if a defined contribution plan
using a trust permitted an employer contribution to be made for any
participant in the plan for a year beginning after December 31,
1975, in excess of the amount described in section 415(c) (1) (B) the
trust established under such plan would not constitute a qualified
trust under section 401 (a), notwithstanding the provisions of section
404(e) (4). The special rule in the second sentence of paragraph (8)
(A) of section 404 (a) is not applicable in determining the amounts de-
ductible on behalf of self-employed individuals."

It is to be noted that section 404(e) (4) contains no statement to the
effect that the limit in section 415(c) (1) (B) overrides the limits in
section 404(e) (4).
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Also, it is to be noted that the statement in the conference committee
report contains no reference to the limit in section 415(c) (1) (B).

Because it is believed by myself and many other persons that
Congress had no intentiQn of hav ing th limit in section 415(c) (1) (B)
override the limit in section 404(c) (4), it is suggested that a technical
amendment be added to tax reform bill H.R. 10612, as follows:

"The limitation of 25 percent of the participant's compensation
provided in section 415(c) (1) (B) shall not apply to any contribution
made under the terms of this subsection."

I shall appreciate the Committee on Finance giving consideration to
this suggestZon.

Sincerely,NO A H. TARVR.

Tim MANuFACTURE.Rs LIFE INSURANCE Co.,
Toronlo, Canada., April .0, 1976.

3f'. MICHAEL STERN,
Staff Director, Com mittee on Finance,
U.S. Senate, Washington, D.C.

DEn MR. STERN: I was very pleased to learn today that the House
and the Senate have passed bill H.R. 12725 and that it has already
been signed into law as Public Law 94-267.

This action has some bearing on the suggestions that I included in
the brief that I submitted on April 12, 1976, to the hearings on tax
reform bill H.R. 10612. I am assuming that section 1501 of H.R. 10612
is now superfluous and would normally be deleted. However, what I
would like to propose is that instead of simply deleting section 1501,
only the present contents of it be deleted and then that the Finance
Committee consider inserting in section 1501 the following:

(a) The proposed wording for a new section 402(a) (6) as shown
on page 14 of the brief and as discussed on page 1, in respect to a lump
sum distribution in event of a participant's death.

(b) Wording in respect to )ernitting "property" to be converted
into "money" and permitting the resulting money to be rolled over, as
discussed on page 2 of the blief.

(c) Wording to remove the 5-year minimum period restriction, as
discussed on page 2 of the brief.

I would appreciate your adding this letter to the letter and brief
submitted on April 12.Sincerely, NORMAN I. TARV FR.

TilE MANUFACTURERs LivE INSURANCE Co.,
Toronto, Canada, May 7, 1976.

Mr-. MICHAEL STERN,
Staf Director, Com.mittee on Finance,
U.S. Senate, Waahington, D.C.

DEAR MR. STERN: Congress is to be commended for the passage of
Pablic Law 94-267, which extends to a lump-sum distribution made to
a participant in the event of a termination of a qualified plan, the
privilege of rolling over such distributionn to an individual retirement
account or annuity (an IRA) or to another qualified plan.
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The change resulting from Public Law 94-267 thus means that a
lump-sum distribution received as a result of a plan termination may
be treated in any one of three ways, as follows:

(1) It may be treated as ordinary current income;
(2) It may be rolled over into an IRA or another qualified plan;
(3) It, together with other current income, may be accorded the 5-

year income averaging privilege under section 1301.
A lump-sum distribution received as a result of employment termi-

nation, however, in addition to the three treatments described above
that are available to a lump-suin distribution received as a result of a
plan termination, may be taxed on the 10-year averaging method pro-
vided in section 402(e) (1).

There appears to be no reason why there should be this difference
between the treatment of the two types of lum!p-sum distributions.
Therefore, it is suggested that the 10-year averaging method provided
in section 402(e) (1) should be made available For a lump-sum distri-
bution resulting from a plan termination. With this in miud, it is sug-
gested that tax reform bill H.R. 10612 be amended to include a techni-
cal amendment that will add "a plan termination" to the list of events
listed in section 402(e) (4) (A).Sincerely, NOWMAN . TARVER.

STATEMENT OF NORMAN IARVERI, SUPERINTEN-DENT, PE.sN.,,- L a:1SA-
TION' RESEARCH , MMANUVACTUJERS LIFE IN-sTRANx Co.

This brief comments on and inakes suggestions in re.qpect to tho
following items:

SEC. 150 -TX-FREE 1lo,.I.0ovEs

(1) Rollovers on Plan Termination.
(2) Lump-Sum )eath Benefits.
(3) Property Other Than Money.
(4) Five Yeatr Minimum Service Period.

SEC. 1502-RACS FOR ACTIVE PARrIIP,\NTS

(1) Basic Philosophy.
(2) An Alternative to Offstting Employer Contributions.
(3) Government Plans.
(4 403(b) Plans.
(5) Members of Reserve Components of the Armed Forces.

SEC. 1502-IERA 's FOR ACTIVE PARTICIPANTS

I1 Basic Philosophy.
(2 Extend LERA's to All Plans.
8 Alternative to Offsetting Employer Contributions.
4 Code Section 415.
(5 Accrued Benefits.
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OTHR I PROPOSALSfl Increased Deduction Limits.
Carryback Provision.
Excess Contributions and Penalty Tax.
Spousal IRA.

ENCLOSURE8fl Proposed Wording for Code Section 402(a)(6). 1
1 Proposed Wording for Proposed Code Sion 220(b)(1).

Proposed Wording for Proposed Codc Section 220( c) (1
TABLE (A)-Maximum Contribution [imit (15%/$1,500).
TABLE (B)-Maximum Contribution Isimit '15%/$2,000).

BnL H.R. 10612-TAx REFORM ACT OF 1975

Trrx XV-INDIViUAL RETIREMENT ACCOUNT AMENDMENTS

SEC. 1501-'FAX-FREE ROLLOVERS
Rollover on plan terminaion

Amending Code Sections 402(a) (5) and 403(a) (4) to permit a roll-
over of a lump sum distriln.tion to an IRA on termination of a quali-
fied pension or profit sharing plan is highly desirable. Congress is to be
commended for giving consideration to this amendment.

In many cases, employment termination andplan termination are in
essence the results of the same circumstances. Sometimes employment
termination occurs before plan termination. Sometimes the events
occur in reverse order. To allow a rollover for employment termina-
tion but not for a plan termination, means that the latter is being dis-
criminated against.

Bill H.R. 4721 submitted to the 94th Congress by Representatives
William A. Steiger, John N. Erlenborn, Joseph E. Karth and Robert
W. Kasten, Jr., would also provide for rollover on plan termination.

Bill H.R. 12725 recently submitted by Representatives Al Ulhman,
Herman T. Schneebeli, Barber B. Conble, Jr., Jose ph E. Karth and
William A. Steiger would extend the tax-free privilege to lump-siun
distributions resulting from partial plan terminations. Section 1501
of Bill H.R. 10612 would permit tax-free rollovers for only lump-sum
distributions on complete plan terminations. Such extension is very
desirable.
Lump -eum death benefit

It is suggested that consideration be given to amending the Code to
permit a rollover to an IRA by a beneficiary receiving a lump-sum
death benefit resulting from the death of a participant in a qualified
retirement plan.

The philosophy on which rollovers to IRA's are based is that it is
socially desirable to provide a means whereby a participant receiving
a large lump-sum distribution is able to retain it intact on a tax-de-
ferred basis until he or she needs the money for retirement. A rollover
provides the means for preserving pension benefits.
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It is suggested that it is equally desirable socially to permit a bene-
ficiary to preserve a lump-sum death benefit so it can be used for future
needs.

It is to be noted that Code Section 402(e) (4) (A). which defines a
"lump-sum distribtution", already includes in (A) (i) a reference to
a distribution payable to a recipient on account of the death of an
employee.

Therfore, it is suggested that two new sections 402 (a) (6) and 403
(a) (5) be added to the Code. A suggested draft for 402(a) (6) is at-
tached. 403(a) (5) would be similar.
Property other than money
- Section 402 (a) (4) (A), which defines a "lump-sum distribution"',
does not distinguish between "money" and "property". In fact, for
purposes of 402(e) (4) (A), if property in the form of an anmity con-
tract is distributed, it is treatedas a lump-sum distribution or as a part
of a lump-sum distribution.

On the other hand, 402(a) (5) and 403(a) (4) do distinguish be-
tween "money" and "property". The wording of these two Sections
apparently states that, if a participant receives property (as distinct
from money), he or she must transfer such property intact into an
IRA. It appears that the participant cannot convert the property into
money and then transfer the money into an IRA. On this basis, a par-
ticipant receiving some or all of his or her lump-sum distribution in
the form of property (other than money) cannot transfer the distribu-
tion into an IRA annuity contract because an insurance company is
not normally able to receive property (other than money) as a pre-
mium payment.

Quite likely, the reason a participant wants to transfer his or her
lump-sum distribution into an IRA is to convert the distribution into
a retirement annuity. If the participant is not permitted to convert the"property" into "money", he or she is barred from converting the dis-
tribution in a retirement annuity.

Sections 1501 (c) (2) and (3) of Bill H.R. 10612 do make reference
to the "sale or exchange of property" and to the transfer of "an
amount in cash". However, this sale of the property appears to be
confined to only a sale that occurs prior to the enactment data of Bill
H.R. 10612. Bill H.R. 11331, submitted to the 94th Congress by Rep-
resentative James F. Hastings would provide for the sale or exchange
of property and the transfer of the realized proceeds to an IRA.

Bill H.R. 2009, submitted by Represe.ntative Robert A. Roe, would
permit "an amount equal to" a qualified lump-sum distribution from a
qualified plan to be transferred into another qualified plan. The prin-
ciple embodied in this Bill is very desirable. However, it does not pro-
vide for a transfer into an'IRA.

It is suggested that 402(a) (5) and 403(a) (4) be amended to permit
any property received as the whole or a part of a lump-sum distribu-
tion to be converted into money and to permit the resulting money to
be transferred into an IRA or another qualified plan, subject to the
regular rules. For this purpose, the wording in Section (b) (8) of Bill

.R. 11331 could be used.



3112B

Five-year rinfmuz m service period
Section 402 (e) (4) (H) states that if an employee has been a partici-

pant in a qualified plan for less than 5 years, the ordinary income ele-
ment in a distribution received by him or her may not be treated as a
lump-sum distribution.

Whether or not there is any reason why this restriction is necessary
in respect to the 10-year averaging provision in Code Section 402(e)
(1), there seems to be no logical reason why an employee receiving a
lump-sum distribution on employment termination or plan termina-
tion within such 5-year period, should not be able to transfer the lump-
sum distribution into an IRA. After a transfer to an IRA, a subse-

uent distribution from the IRA would not receive any special tax
favor other than the ordinary 5-year averaging provision in Code

Section 1301, which would have been available for the original dis-
tribution.

It is suggested that this restriction be eliminated by adding refer-
ences to 402 (a) (5) and 403(a) (4) to the subsections to which 402(e)
(4) (I1) does not apply.

TITLE XV-INDIVIDUAI, RETIREMENT ACCOUNT AMENDMENTS

SEC. 1502-111A'18 FOR ACTIVE PARTICIPANTS

Ba8ic plhlo8ophy
Extending IRA's to active participants is highly desirable. Many

employees who are active participants in qualified plans are presently
discouraged from setting aside savings for their retirements, even
though the retirement pensions they will receive from the qualified
plans will prove to be inadequate for them to maintain reasonable
status after- retirement. There is a real need for supplementary sav-
ings, and Congress is to be commended for giving consideration to
amending the Code to encourage such savings.

A large proportion of the workers who are not currently participat-
ing in pension plans, are employed by small employers that have not
established such plans. Many of these small employers are not finan-
cially able to fund adequate pensions for their employees. Encourag-
ing employees of small companies to set aside retirement savings on
their own should help considerably to encourage their employers to
establish at least modest pension plans. For this reason, extending
IRA's to active participants should help appreciably to increase pen-
sion plan coverage.

However it is suggested that Congress could do more than is con-
templated by Section 1502 to encourage such savings. As described
below, requiring the amount of the employer's contribution to a quali-
fied plan to be directly offset against the 15%/$1,500 limit for con-
tributions to an IRA or a LERA would result in many complications
which would discourage many active participants from setting aside
savings.
An alternative to offsetting employer contributions

"Under proposed Section 220(b) (1), the normal 15%/$15,00 limit
would be reduced by the amount of the employer's contribution to the
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qualified plan. In theory, this reduction is proper. However, the defi-
nition of "qualified employer contribution" is proposed Section 220
(c) (3) would result in expensive calculations for an employer, par-
ticularly in the case of a qualified defined benefit plan referred to in
Section 220(c) (3) (B).

For a plan funding a past service benefit the requirement in pro-
posed Section 220(c) (3) (B) (ii) for amortizing it is different to the
requirement in Code Section 412(b) (2) (ii) for amortizing for theFunding Standard Account. This means two expensive calculations;
one for the plan benefit and one for the employee's IRA contribution.

Another problem with a direct offset of employer contributions is
that the offset would have to be recalculated each time a change in cir-
cumstances occurs (e.g., a change in the employee's comntion or
pension benefits). A procedure would need to be developed for inform-
ing individual employees of the size of the offset. An employer could
not do this until its tax year is over, except by estimate. An estimated
employer contribution could be wrong, so that the employee's contri-
butions to the IRA could be too small or too large, in which case the
employee would be subject to a 6% excise tax penalty on the excess.

Under these circumstances, it is likely that most employers would
balk at making the calculations needed for their employee's IRA's. If
so, the whole purpose of extending IRA's to active participants would
be defeated. The result would be "Indian-Giving"; giving a benefit by
legislation but negating it by administration.

Bills H.R. 2848, 8990, 9293 and 11940, submitted by Representatives
Thomas F. Railsback, Robert J. Cornell, William A. Steiger and John
N. Erlenborn, respectively, would provide for an offset somewhat like
that in Bill H.R. 10612. Three other Bills, H.R. 9426, 9427 and 9681,
are identical to Representative Cornell's Bill H.R. 8990 and have been
cosponsored by at least 85 other Representatives. Under most of the
Bills, instead of making an actual calculation of the employer's con-
tribution in every case, or those cases where it is difficult to make the
calculation an employer contribution rate of 7% of compensation could
be assumed. Although this is an improvement over the provision in
proposed Section 220(c) (3) (B) (ii), it nevertheless requires the cal-
culation of a direct offset.

Senator Daniel K. Inouye has submitted Bill S. 2428 which would
extend IRA's to active participants and would provide for an offset
for employer contribution. However, a method lor calculating the
offset ii not included in the Bill and would be left to be provided by
regulation.

It is suggested that the desired objective can be achieved much more
easily andon a basis that requires no calculation to be made by an
empToyer or anyone except the employee. In place of the 15%/$1,500
limit and the offset in proposed Section 220(b)(1) (A) and (B), I
suggest defining the maximum contribution an active participant can
make as a gradually reducing percentage of the employee's compensa-
tion as the latter increases in size. Or, alternatively, the maximum
contribution could be a gradually reducing number of dollars as the
employee's compensation gradually increases in sie

Both of these concepts are demonstrated in TABLE (A), attached.
Using either of these concepts would mean that the employee could

6-16--7-t. 7-IT
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easily calculate his or her own maximum contribution limit without
having to get any contribution figure from his or her employer. Forcompensationo" it is suggested that it could be defined as the figure il
Box 2 of Form W-2, which the employer has to calculate and firnish
to the employee anyway.

If the figure in Box 2 is used as the "compensation" as suggested, the
figure would be somewhat smaller than the figure defined in proposed
Section 220(a). However, for simplicity's sake, it is nevertheless sug-
gested that the Box 2 figure be used.

If the deduction limit is changed to 15%/$2,000 as has been pro-
posed by the Secretary of the Treasury, TABLE (B), attached,
demonstrates how the concept could be used under the larger limit.

If TABLE (A) or TABLE (B) procedure is adopted, proposed
Section 220(b) (1) would be changed to include the table selected. A
suggested wording for 220(b) (1) is attached. Also, if TABLE (A)
or TABLE (B) procedure is adopted, proposed Section 220(b) (7)
and 220 (c) (3), (4) and (5) could be deleted. A suggested wording
for 220(c) (1) is also enclosed to define "coin pensation".

It is agreed that the use of TABLE (A) or ' ABLE (B) would not
be as finely accurate as the method in proposed Section 220(b) (1), but
is fine accuracy really needed I After all, the limits of 15%/$1 500 or
15%/$2,000 are nothing more nor less than arbitrarily selected figures.
Why try to add fine accuracy to an arbitrarily selected figure? More-
over, fine accuracy would be expensive to obtain and administer for
all concerned (employee, employer, Internal Revenue Service) and
confusing to an employee..

I have suggested using the compensation figure shown in Box 2 of
Form W-2. I realize that an employee does not receive his Form W-2
until after the end of his taxable year. However later in this brief, it
is suggested that an employee be permitted to make contributions until
his tax filing date (see "Carryback Provision").
Go vernmnt plans

Proposed Section 220(b) (2) would decline to extend IRA's to ac-
tive participants of governmentt plans" (as therein defined). Making
use of the reducing limits suggested above under TABLE (A) or
TABLE (B), should make it feasible to permit active participants in
government plans to contribute to IRA's.

For employees with incomes of sufficient size that they can afford
to contribute to IRA's the size of the permitted contributions avail-
able under either TABLE (A) or TABLE (B) are such that there
would seem to be no logical reason for not granting the privilege to
active participants in government plans.
403(b) place

In essence, a 403ib) plan (so-called tax sheltered annuity) has al-
ways been a type of retirement savings much like an IRA. It is true
that the contribution limits are calculated by a different formula. It is
also true that tecluically a 408 (b) plan is based on employer Contribu-
tions. It is also true that the original concept was that a 403(b) plan
would be a substitute for a quained pedsion plan.

However, in practice, 403(b) contributions are almost always em-
ployee contributions developed through a salary reduction agree-
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ment. By this means, employees are able to secure deductions for their
contributions. Moreover, even if the employer is making contributions
to a qualified plan, an employee is stil- able to make contributions to
a 403(b) plan and obtain tax deductions for them, although the de-
duction limit is reduced because of the employer's contributions to a
qualified plan. In practice, a 403(b) plan is really a type of IRA, sub-
ject to different limits and different requirements.

Proposed Section 220(a), which would be added to the Code by Sec-
tion 1502 of Bill H.R. 10012, would permit an employee participating
in a 403(b) plan to establish an IRA. All of the Bills referred to above
would also permit such an employee to establish an IRA.

Because a 403(b) plan is like an IRA, I suggest that IRA's be not
extended to active participants in 403 (b) plans, which -would mean
removing the reference to such plans from proposed Section 220(a).
Members of Reserve comppnent of the Armed Forces

Senator Strom Thurmond has submitted Bill S. 2006 to the Senate
and Representative James R. Jones has submitted Bill I.R. 11084 to
the House. Each of these Bills would extend the privilege of establish-
ing IRA's to members of reserve components of the armed forces, pro-
viding such members are otherwise permitted to do so.

It is suggested that Section 1502 be amended so as to provide for
the addition to Code Section 219(c) and to proposed Section 220(c)
the subsection (3) contained in Bills S. 2006 and H.R. 11084.

Trnz XV-INDIVIDUAL RETIREMENT AccouNT AMENDMENTS

BEG. 1502--LET 98 FOR ACTIVE PARTICIPANTS

Basic philosopAy
The philosophy of permitting a qualified pension or profit sharing

plan to be expanded to include a provision whereby employees may
make contributions to such plans and take deductions ?or them, is
highly desirable.

Many small corporate and non-corporate employers would like to
establish retirement plans for their employees. However, due to finan-
cial circumstances, they do not feel that they can contribute enough on
their own to provide worthwhile pensions, even though, as employers,
they are able to take deductions for their contributions. If the.W emd-
ployers could establish plans under which both employers and em-
ployees could secure deductions for contributions, it is believed that
many more small employers would establish retirement plans.

Many Senators and Representatives have expressed the thought that
an important objective of ERISA is to expand pension coverage to
many more employees.
Eotend LERA'e to all plans

With these thoughts in mind, the concept of permitting a provision
to be added to a qualified plan that would permit employees to' oin with
their employers in accumulating savings for retirement, is very com-
mendable. However proposed SVetion 408A, as it would be incorpo-
rated in the Code hy Section 15 2, is disappointing. Section 408A
would make LERA's available for only qualified plans in operation on
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September 2, 1974; no plan established after that date would be able
to include the provision. Not only is this disappointing, but it is also
discriminatory without apparent justification lor such exclusion.

Also, the provision for LERAs would be of no help whatever to
small employers who had not prior to September 2 1974 established
plans for their employees, where it could do a great aeal of good.

Therefore, it is suggested that Section 408A (a) be amended by the
deletion of the provMo "if the plan was in existence on September 2,
1974".
Alternati e to offetting employer contribution

The comments in regard to proposed Section '220 (b)(1) above and
the suggestion for using TABLE (A) or TABLE (B) would apply
to contributions to LERA's.
Code section 415

Code Section 415 places limits on benefits and contributions under
retirement plans. Ordinarily, the contributions made to IRA's must
come within the 15%/$1,500 limit specified in Section 219 without any
reference to Section 415. Also, under proposed Section 220, contribu-
tions to IRA's by active participants would have to come within the
15%/$1,500 liiiit, again without reference to Section 415. This treat-
ment of contributions to IRA's is quite logical and proper.

However, under Bill Ii.R. 10612, Section 1502(c) (16) would amend
Section 415(c) (2) so that employee contributions to a LERA would
be considered to be contributions to the qualified plan in question. The
result is that the LERA contributions would be taken into account in
applying the 25%/$25,O00 limit in Section 415(o). There seems to be
no logical reason for treating LERA contributions any different to
IRA contributions.

Therefore, it is suggested that the proposed amendment of Section
415(c) (2) be deleted by deleting proposed Section 1502(c) (16).
Acorued benwie

Proposed Section 408A (h) (1) describes a procedure for separating
the benefits accruing from LERA contributions from the benefitsaccruing from the nondeductible employee contributions to thequalified planl..

LERA contributions will need to be segregated from all other
contributions (both employer and em loyee contributions) at all times.
Also, investment earnings on LERA contributions will need to be
segregated and credited to the individual LERA contribution account&
Because the LERA contributions and earnings must at all times be
segregated for account'mg and reporting purposes (even though they
may be commingled with the qualified plan assets for investment
purposes), there seems to be no need for including a provision for
computing and segregating accrued benefits. Actually, the LERA
provision would be operated as a defined contribution plan appended
to a qualified plan, regardless of the type of plan that the qualified
plan might be.

Therefore, it is suggested that proposed Sections 408A (1) and (2)
be deleted from the Bill.
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Timu XV-INxVIDUAL Rinmirxr Accour AamNDmxwrs

OTHER IRA PROPOSPAI

Inereated deduotion limit
- The 156/$1,500 limit for contributions and deductions was first

proposed in December, 1971 by President Richard M.'Nixon and,
subsequently, it was included in Bills S. 3012 and H.R. 12272 sub-
mitted to the 92nd Congress. In due course, that limit was included
in the Employee Retirement Income Security Act of 1974.

Because the Consumer Price Index has risen appreciably since 1971,
Secretary of the Treasury William E. Simon in October, 1975 when
testifying before the House Ways and Means Committee on Bill H.R&
10612, proposed that the dollar limit should be raised to $2,000 and
that it should be indexed to C.P.I.

Most IRA's are started by individuals at ages beyond 45, which
means that they normally have fewer than 20 years to accumulate
savings for retirement. The following table (which is based on an
insurance company's immediate annuity rates) will give an indication
of the retirement pension that can be expected to be purchased by an
annual contribution of $1,500 accumulated at 6% compound interest
to retirement at age 65.

Auawal Wesmut aai 1 e1
AcamudWe(a

StVVa1 op omeu0 at sa 65 MS Femak

$17U4 - A634

Sm2,2)6.99

At ages beyond 45, it is obvious from the above table that contribu-
tions of $1,sW per year are going to produce inadequate retirement
pensions for anyone who can afford to set aside $1,500 per year.

Therefore, it is suggested that the limits of 15%/$1,600 for IRA's
and LERA's pre too-ow and they should indeed be raised to 15%/
$2,000 if not to some larger limit. For this purpose Code Section 219
(b)(1) and proposed Section 220(b)(1)(A) would need to be

A comparison of the 15%/$1,500 limit for IRA's with the 1596/
$7,500 limit for self-employed persons under Keogh plans underlines
the need to raise the limit for IRA's. The pension benefits under a
Keoh plan could be 500% f those under an IRA I

Bill H.R. 2848 submitted to the 94th Congress by Representative
Thomas F. Railsback, would increase the limit for IRA's to 20%/
$',500. Although the idea of an increase as provided in Bill H.R. 2848
is to be commended, it is suggested that an increased limit of 15%/
$2^,00 or perhaps 159v/$3,000 would be more reasonable.

EBISA amended Code Section 404(a) (6) so that for all types of
qualified pension and profit sharing plans (including Keogh plans)
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employer contributions may be made at any time up to the filing date
of a tax return and be counted as having been made on the last day of
the taxable year for.which the tax return is made. The amendment
was made primarily to assist self-employed persons to make contribu-
tions to Keogh plans, because a self-employed person frequently does
not know where he stands financially at the end of his taxable year.

Much the same circumstance applies to an employee contributing
to an ERA. Whether the suggestion above regarding the use ol
TABLE (A) or TABLE (B) is adopted or whether the offset provi-
sion in proposed Section 220(b) (1) is adopted, an employee may not
know where he or she stands at the end of his or her taxable year
in respect to making a contribution to an IRA.

For the sake of simplification, it has been suggested above that
the use of TABLE (A) or TABLE (B) be related to the use of the
figure in Box 2 of Form W-2 (although this relationship is not essen-
tial to the use of TABLE (A), or TABLE (B) as proposed above).
Form W-2 would not be received by an employee within his taxable
year. Even if TABLE (A) or TABLE (B) is not adopted and, in-
stead, the calulations described in proposed Sections 220(b) (1) (B)
and 220(c) (8) are ado pted, the figure for the "qualifying employer
contributions' are not likely to be received by the employee within
his or her taxable year.

Therefore, it is suggested that Section 404(a) (6) be amended to
permit IRA contributions to be made at any time up to the tax filing

ate in the same fashion as contributions to a qualified plan.
Exeees contribution and penalty tax

Confusion has developed recently with regard to the meaning of the
Code Sections 408(d) (4), 4973(a) and 4973(b) as to what constitutes"excess contributions" and as to when and how the 6 percent excise tax
penalty is to be imposed.

Publication 590 published by the IRS in April, 1975, contains this
paragraph:

"This exci8e tax is not applied if the exces contribution, and any
interest earned on it up to the date of distribution, it distributed to
you,. The interest element will be taxable income to you in the tax
year in which you receive it. This distribution must take place no later
than the time you are required to file your tax return for the year
in question." [Emphasis added.]

TIR-1446 issued by the IRS on March 6, 1976, contains this
statement:"Tnder the Code, the 6 percent excise tax is imposed on an excess
contribution for the year in which it is made, even thougA the eaveee
is withdrawn by the due date for the flhng of the rMtum." [Emphasis
added.]

TIR-1446 went on to say that an error had occurred in Publication
500 and that it would be corrected in the next printing.

I suggest that the interpretation of the Code in TIR-1446 is unduly
harsh and is not what Congress intended when it passed ERISA. Code
Section 408(d) (4) provides for the timely refund of excess contribu-
tions prior to the tax filing data (or extension thereof). Code Section
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4973(a) provides for the imposition of the 6 percent excise tax on
excess contributions and 4973 (b) defines "excess contributions". A rea-
sonable interpretation of these three subsections of the Code would be
that the excise tax would not be imposed on an excess contribution
that has already been refunded.

To reinforce this interpretation, the last sentence of Code Section
4973(b) reads as follows:

"For purposes of this paragraph, any contribution which is dis-
buted out . . . (an IRA) . . . in a distribution to which Section 408
(d) (4) applies, shall be treated a8 an amount not contributed." [Em-
phasis added.]

It appears that Congress intended this sentence to mean that an
excess contribution refunded unler Code Section 408(d) (4) is not to
be considered as an excess contribution and, therefore, not subject to
the penalty tax. If the refunded amount is an "amount not contrib-
ited', then it obviously cannot be called an excess contribution. In

spite of this sentence, 'TIR-1446 considers the refunded amount to be
an amount contributed rather than an amount not contributed.

It is suggested that the wordings of Code Sections 408(d) (4), 4973
(a) and 4973(b) should be reviewed to make sure that they carry
out the intentions of Congress.

A "Carryback Provision" has been suggest.d above under which
contributions would be permitted up to an individual's tax filing date.
The refund provision in Code Section 408(d) (4) ties in nicely with
a carryback provision. An individual would be able to make contribu-
tions and obtain refunds of excess contributions up to his tax filing
date (or extension thereof). Tidying tip Code Sections 4973(a) and
4973(b) so as to make it clear that an excise tax penalty is not levied
on excess contributions that have been timely and properly refunded,
would be a logical and desirable action.

I would like to suggest a further amendment to Code Section 408
(d) (4). As a matter of convenience, it is suggested that the individual
be given the privilege of:

(a) Receiving excess contributions as a cash refund, or
(b) Transferring them as a payment on account of his contribution

to his IRA for his next succeeding taxable year.
In the case of (b), the transfer should be made only on written

instructions from the individual and deduction for the reapplied excess
contributions would be available, providing that the 15%/$1,500 limit
is not exceded for the next succeeding taxable year, taking into account
additional cash contributions in that year. Under either (a) or (b)
above, no excise tax penalty would be imposed on excess contributions
timely refunded.
SpoueaZ IRA

Bill S. 27 2 was submitted to Congress by Senator William V. Roth
Jr. in December, 1975 and, at the same time, Senator Mike Bansfield
stated that he would co-sponsor the Bill. I understand that since De-
cember, 1975 Senators Hubert H. Humphrey, Lee Metcalf, Joseph M.
Montoya and Herman E. Talmadge have also endorsed the concept of
Spousal IRA's. All of these Senators are to be commended for their
actions.
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Bill S. 2782 would permit.an employee to establish an IRA in the
name of his or her spouse but take deductions for contributions to it in
the employee's tax return. This Spousal IRA would be owned by the
spouse who, in due course, would include distributions from it in the
spouses tax return.

As Senator Roth said in his statement to the Senate, a housewifeusually has no earned income and no earning coverage rider Social
Security. Therefore, she must depend entirely on her husband's retire-
ment benefits. Senator Roth also pointed out that, besides providing
grea ter retirement protection, his Bill would encourage increased
savings for use in the economy of the country. This would make more
funds available for mortgages, consumer and business loans and would
stimulate construction and other economic activity.

It is suggested that provision for Spousal IRA's be incorporated in
the Code by an addition to Bill H.R. 10612. However, it is suggested
that the wording of Bill S. 2782 could be improved, as follows:

(1) The amendment that would be made in Section 219(a) would
be to add the words "or for the benefit of his spouse". It is suggested
that more than this amendment is needed to make it clear that the
spouse would be the individual who would own the Spousal IRA.
Probably a new section should be added to Section 408 and 409 to
define a Spousal IRA and to describe the requirements and conditions
pertainin to it.

2) If te Code is amended to provide for LERA's along the lines
contained in Bill H.R 10612 (wig the restriction in respect to plans
established after September 2,1974 deleted) and if IRA's are extended
to active participants, there would seem to be no reason why such
LERA's or IRA's could not be Spousal IRA's or LERA's If such is
so, then there will likely need to be revisions of proposed Sections 220
and 408A.

(3) If both spouses have earned income and both wish to make con-
tributions to one IRA, it would seem the IRA could be a Spousal IRA
in the name of one or the other of the two spouses. This aspect may
need some study.

(4) The value that has accumulated in an IRA to which a taxpayer
has made contributions probably should not be transferable into a
Spousal I&RA.

(5) Also, a participant receiving a lump-sum distribution from a
qualified plan probably should not be able to transfer it into a
Spousal IRA.

(6) When an employee reaches the taxable year in which he is 70 ,
he cannot make any further contributions to his own IRA or LERA.
However, there would seem to be no reason why he could not make con-
tributions in and after that taxable year to a Spousal IRA, at least
until the taxable year prior to the year in which the spouse attains
age 70 .

PROFOSW WORD NO iR COD sEOON 403(a) (6)

(6) Rollover amounts-In the case of an employee's trust described
in section 401(a) which is exempt from tax under section 501(a), if-
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.(A) The balance to the credit of an employee is paid to his bene-
ficiary in the event of his death while a participant in such trust in
one or more distributions which constitute a lump-sum distribution
within the meaning of subsection (e) (4) (A) (determined without
reference to (e) (4) (B)),

(B) The beneficiary transfers all the property he receives in such
distribution to an individual retirement account described in section
408(a), an individual retirement annuity described in section 408(b)
(other than an endowment contract), or a retirement bond described
in section 409, on or before the 60th day after the day on which he-re-
ceived such property, to the extent the fair market value of such
property exceeds the amount referred to in subsection (e) (4) (D) (i),
and

(C) The amount so transferred consists of the property (other
than money) distributed, to the extent that the fair market value of
such property does not exceed the amount required to be transferred
pursuant to subparagraph (B), then such distributions are not in-
cludible in the gross income of the beneficiary for the year in which
paid. For purposes of this title, a transfer described in sub arph
(B) shall be treated as a rollover contribution as described in section
408(d) (8).

NOrES

I. The wording for Code Section 408 (a) (5) would be similar.
II. If 402(a) (5) is amended as suggested in respect to allowing

"property" to be converted to "money", then 408(a) (4) should be cor-
respondingly amended.

PROPOE D WORDING FOR CODE SECTION 220(b) (1)

(b) Limitations and restrictions.-
(1) Maximum deduction.-The amount allowable as a deduction

under subsection (a) to an individual for any taxable year shall not
exceed an amount equal the percentage shown in Column (2) in
the table below corresponding to the employee's compensation shown
in C olumn (1).

_ (1) Oonov (2, i

Up to MsOM .. . ............ ..................... ......... ....Uof to W --- ............ .... ...--
0o 1 to o 0 .. . . . . . . ..--- --- -- ------ .-
001 to *0. .........-.....-..... .*n o o l t o * 8 0 o o . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . -! l0 0 1 to $1P 0 0 0 . .... . . . .. . . . .. . ... . . . . . .. ., . .. . . . . . . .001 to 91o000..............-------------
,00 1to(11.00o........------------------------

0 1 to 0........ 

.......

.to . ........... ...- - -

001 to 40--------v_--
4.0001 to S000..--

49001 to 'TI 0 0 0  

- -6001to~gg ---

toto
$22s001 to SK000-rnmftt -----
8KO

0 0 1
MA6 upS..I.

* limit
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1s
12
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S
7
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"'ROP OBD WORDINo FOR CODE SECTION 220(C) (1)

(c) Definitions and special rules.
-(1) Compensation.-For purposes of this section, the term "compen-

sation".
(i) In the case of an employee other than an employee within the

meaning of section 401 (e)(1) means compensation as defined in sec-tion 415 (c) (3) ;
(ii) In the case of an employee within the meaning of section 401 (c)

(1) means earned income as defined in section 401(e) (2).
TABLE (A)-MAXIMUM CONTRIBUTION LIMIT

Offst to take the Piece of the

Contribution Omit Contribution mitonri
loyw compesation bracket as a pecntage of as a number of If Percentage If dollar basiscompensation dasrs lss used Is used

() (2) (3) (A) (a)

........................ I0 V0 0
,0rIto s0................... 14 840 1 60

I0t* $7,000 ..................... 13 910 2 140
,01 to ss.000 ................ 12 960 3 240
9001 to 1.00 .................... .1 1.020 4 330
'0013 0............... 10 1,080 5 4201000 ................ 9 1, 00 6 480

11t001 to 12,000 ................... 8 960 7 540
2,00 to 7100 ............... 7 900 8 600

13.00 to $14,00................... 6 840 9 660
14.001 to $16,0................ 5 780 - 10 72016,001 80 . ........... 4 720 i1 780
18,0I to 000.................. 3 600 12 900

Io 001 0 ................. 2 440 13 1, 060
I00 to 4,000 .................... 1 240 14 1,260

4O0 andup..................... 0 0 is 1,500

Notes: This table (A) assumes that the normal contribution Emit Is 15 percent e $1,500. It Is sugested that either
Cl. (2) or col. (3) be included In 220(Xl) but not both. Ccl. (A) and(O) would not be Included In the cods They are
Includedhere maJnly to demonstrate the effects of col.(2) r col.). Basialty col.(3)Is mwoiytheappictlonofthe pec.
csntag In ol. (2) to the bJ l~ure In the compensation bracket In col. (1). wevor, am smoothing has been made Ior
the amounts derved from percentage roi 11 percent down to percent.

TABLE (8)-MAXIMUM CONTRIBUTION LIMIT

Offse to take thejhce of the
Contribution imit Contribution limit mpW~rs contribution

Em ocompensatim bracket asapercentae of as a number of II percent g It dollar basis
xo2 of form W-2) compensation dollars basis is used Is "Sd

(3) (2) (3) (A) (B)

$000........................ is $750
001 to S7,000 ..................... 14 ,0 4 70

.001 to $l,00............. . ... . 13 1,70 5
001 00 ................. 2 1,320 is
1 130 ...................... 11 1.430 Sm

1..00130..0 1,500 5 N
to003 1,0. ............... 9 1,530 S 4707, 10 ,000..:::::: . ......... " 1520 7 480

9 1.001 0 ................... 7 1 470 1 W
I , ,.................... 6 1.380
S, o ....... ...... 5 120 ii is ,.01 7.0.............. .... .. 4 L 08 I I.001 b .000........... 3 370 123,0

1 .00 ..... 2 620 13

100 u........ I 33: 1

Note: TMs tAke (B) asaum Mds gie mere posilbuee imI Is IS ecnfq00I suuse ilete IC2)3)beinludd a 20bI) but not bot. Cob., (A) anB) wl IOW nh Ioe Te areInlded
he b s demo"" aat eects of cl. WUACj,() Dscl. (3) is merely theop"nlada of the perc~ene in
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NAToIAL AssOCToN OF MUTUAL SAvIGS( BAN ,

Hon. RussuL TB. LoN, New York, N.Y., Apri 9,1976.

Ohairmn, Commnittee: on Finance, U.S. Senate,
Dirk.en Ofe BulOing,Waehington, D.C.

Dwm CHAuuuN LoNG: The National Association of Mutual Sav-
ings Banks appreciates the opportunity of commenting on certain
proposals contained in the Tax Reform bill passed by the House (H.R.
10612) and presently under consideration by the Senate Finance Com.
mittee. I will cone my comments to those proposals affecting Indi-
vidual Retirement Accounts (IRAs) and the deduction for interest
paid on an indebtedness.

The savings bank industry has long been in favor of proposals
which would permit individuals not otherwise covered by a qualified
retirement plan to establish a tax deductible retirement program on
their own behalf. Accordingly, our industry supported those provisions
of the Employee Retirement Income Security Act of 1974 (ERISA)
permitting the establishment of Individual Retirement Accounts. At
the outset it should be noted that the long-term nature of IRA accounts
makes them ideally suited for mortgage lending, and therefore should
be encouraged at mortgage-oriented thrift institutions. Because of
their long-term nature moreover, they can be an important means of
achieving a more even balance between the long-term assets and short-
term liabilities of savings banks--a prime objective, over the years, of
efforts to strengthen thrift institutions. Thus, IRAs can contribute to
an expanded supply of housing credit. Accordingly our industry
strongly supports all meaningful and equitable proposals which would
expand the availability of this type of retirement program.

more secifically, our industry supported those provisions relating
to individual retirement accounts which provided for tax-free roll-
overs of amounts distributed to an employee from a qualified plan to
an IRA. The stated Congressional purpose-to facilitate portability
of pensions--has been we1 served by individual retirement accounts
through these rollover provisions. However, because of a technical-
oversight in the drafting of the provisions of ERISA, an inequity be-
came apparent to which H.R 10612 has addressed itself. Under present
law where an employer terminates a plan and distributes its assets, an
employee who continues to work for the same employer will have an
immediate tax on the distribution and is not entitled to rollover the
funds tax free to an IRA.

This result obtains because of the technical definition of a lump-sum
distribution, under which a distribution to an employee who does not
sever his employment is not considered a lump-sum distribution. The
proposal before your Committee recognizes that an employee who
wishes to reinvest such a distribution in a tax qualified retirement plan
or an IRA should be permitted to do so, on the same basis as an em-
ployee whose distribution qualifies as a lump-sum distribution.

As the Committee on Ways and Means pointed out in its Report
concerning this proposal, this change would have been included in the
Employee Retirement Income Security Act of 1974 had it been
presented then. Accordingly, the savings bank industry strongly
supports the inclusion of this provision to correct this technical over-
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7-sight. This is particularly important in view of reports we have read
to the effect that many employers have been terminating existing
qualified plans and have instituted Individual Retirement Account
programs for their employees beAuse of the administrative conven-
ience afforded by these IRAs.

The savings bank industry also supports that proposal which would
permit employees who ar participants in qualified retirement plans
to make deductible contributions to an IRA or a "Limited Employce
Retirement Account" (LERA). This provision, permitting employees
under certain circumstance to contribute and deduct amounts paid into
an IRA or a Limited Employee Retirement Account, corrects another
apparent oversight under ERISA. After the passage of ERISA it
becAme appaient that certain employee, who were active participants
in qualifying plans, could not make deductible contributions to an
IRA even though the benefits provided by such a plan were less than
the employee could have provided for himself under an IRA. Under
the languageO f the ER SAprovisions, coverage under a qualified
plan, regardless of its extent, precluded the establishment of an IRA.
The savings bank industry strongly supports that provision of H.R.
10612 which permits, in general, contributions and deductions to an
employee covered by a qualified plan to the extent that his employer's
contributions to the qualified plan are less than 15 percent of his
compensation or $1600, whichever is less. This proposal would have
the obvious effect of placing an employee covered by a qualified plan
in at least as favorable a position as an employee who is not covered
by a qualified plan.

On the proposal to limit the deduction for nonbusiness interest paid
or accrued by an individual on an indebtedness, the savings bank
industry is deeply concerned about any limitation on this long-standing
deduction, particularly as it relates to mortgage interest paid with
respect to a personal residence. While we recognize that the $12,000
proposed limitation on interest deductible under this provision would
not affect the deduction available to the great majority of residentialmortgagors, we opos on principle any limitation in this area. The
Ways and Means Committee, in its Report discussing the pro posal,
stated that .". .. certain economic goals, such as home ownership,
should be within the reach of as many people as possible and thus the

deduction for personal interest should be continued."
We fear that any limitation on the deduction for interest paid ona residential mortgage could-because of inflationary pressure and

revenue "need-resultin a substantially reduced deduction in the
future if the concept of a limitation is embodied in the Internal
Rewenue Code. Such a limitation could, therefore, be in conflict with
the broadly supported goal of home ownership since deductibility of
21ortgage interest has enabled many lower and middle income tax-
payers to own a home. Any erosion of this deduction, thereforerwould
have an adverse impact on the housing market.

We hope these comments will be helpful to the Senate Finance
Committee.

Sincerely.

Chairman, COmmi on Tamim
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STATEMENT OF RACHEL Liss~s, CERRITOS, CALIF.

PROPOSAL TO AMEND INTERNAL REVENUE CODE OF 1954, SECTION 408

Some time ago Congress held hearings regarding Social Security
credit for homemakers. This would be a considerable burden for the
Social Security Administration, therefore I would like to propose an
alternate retirement plan for homemakers.

Congress has seen fit to implement several retirement programs
(i.e. corporate pension plans, self-employed individuals Keogh plan
and the IRA plan). However, the individual who has decided to
remain in the home and care for the children has been excluded from
the above mentioned retirement plans.

A mother at home is an important asset, to the family unit, as well
as to society. Children need to know that someone will be there to
love and care for them-to listen to their problems give advice and
lend a helping hand. The woman that remains at home does much
more to improve society than just rearing a family, she contributes
her time and energy to various community activities. The many varied
scouting and youth groups, PTA and school volunteer programs, etc.
would come to a sudden stop without the devoted effort of the
American homemaker.

Today in our country there are many elderly women who have
worked very hard most of their lives; they are living a very poor
existence because they did not or could not, plan for their retirement
years. The young homemaker of today must begin now to plan for
the future. The retirement plan I propose would help women attain
a better quality of life in their retirement years. It would also foster
individual incentive. This could all be done with no financial burden
to the government. Conceivably, it might even lessen the government's
financial burden, since these women would not be dependent on
welfare payments.

I feel that a homemaker's role should be considered of value, it
need not be given a set monetary value except as a starting point for
the proposed retirement plan. The Chase Manhattan Bank of New
York has determined that it would cost approximately $8,500 a year
to hire an individual to care for a family 's children and home; with
today's inflation this figure is probably far too low, but I feel it is a
good starting point.

Based upon the reasons mentioned above, I therefore propose that
serious consideration be given to the establishment of an IRA plan
for homemakers. The plan would take the following form:

1. Any individual who chooses to remain in the home to care for
their family should be eligible, provided they do not qualify for thepreviously mentioned pension plans.

2. Each year these individuals could set aside up to 15 percent of
$8 500. For the purpose of establishing an IRA account the $8,500
wifl be treated as 'earned" income-not as taxable income. The
amount set aside would be tax deductible and could be saved from the
family's income (i.e. husband's wages).

3. The other provisions for-thisoplan can be drawn directly from the
IRA plan. (Code Section 408 of the Internal Revenue Code of 1954).
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I know that the issue can be raised that larger families and larger
homes mean more work for the homemaker. Some may say that it is
unfair for a mother of two to get as much benefit as a mother of eight.
I agree that a mother of eight must do a great deal more work, how-
ever this argument should not make it necessary for another generation
of women to live poorly in their old age.

I respectfully submit this proposal for your consideration and
support.
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JoINT STATomNT or U.S. SzNAToRs IIRAu L. FoNo AND DANIEL K.
INouy (BOm HAWAI) PRoPosiNo Axz Imzrs To "SonoN 204.
METOD OF Aooouimo FoR CORPORATIOs- ENOAO iN FARMiNO"
o, H.R. 10612, TAx Rxro ACT

Mr. Chairman and e of the committee, we are submitting
this joint slttment to urge the committee to approve clarifying
amendments to H.R. 10612, ipecifically to section 204 which as asd
by the House of Representatives ;W add new section 447 toPInter-
nil Revenue Code, method of accounting for corporation engaged in
farming.

As you know, the new code section 447 would require publicly held
corporatons engaged in farming to use the accrual method of account-.
ing with the capitalization of certain preproductive period expenses.
Preproduction expenses are defined in section 101 of the bill which
would add new section 488 to the code.

The amendments we propose make clear that corporations (1) which
have been the annuall accrual method" of accouiting for farm
income for at leiat 10 ye prior to the effective date of the bill and (2)
which raise crops maturng not less than 12 months after planting
will not be foroid to chani to the new accrual method of accounting
required by section 204 ofthe House-passed bill. Text of the amend
ments is attached

ADVERs TAOT OF FARM ACCOUNTING PROVIASONS ON HAWAII'S LADIO
AGICULTURAL INDVBTRM

We are compelled to offer these amendments because, unless section
204 of the bill is clarified, proposed code section 447 together with pro-
posed code section 48 would impose unnecessary and unreasonbly
harsh accounting costs and Federal income tax burdens on the first and
second leading agricultural industries in Hawaii, cane sugar and pine-
apple. These two crops rank as Hawaii's third and fourth top income
producers, surpassed only by Federal expenditures and tourism.

The resulting impact would strike at the very survival of Hawaii's
sugarcane an-pinea pIe industries, which currently provide *obs
for about 20,000 regular and seasonal workers with a-iotal pvioll of
about $150 million.

Sugar and pineapple combined to bring about $500 million in reve-
nue. into te economy of the State of Hawaii in 1975 and paid more
than $180 million i Federal, State, and local taxes. One pineapple
company alone paid $4.4 million in 1975 Federal income taxes on net
incemo from pineapple operations.

Figures are not available for the other. two pineapple companies, but
by extrapolation based on tons of pineapple produced in Eawaii it is
possible o estimate nearly $20 millionIn Federal income taxes were
paid by the three pineapple companies in the State. Federal income

(3115)
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taxes withheld from the wages of pineapple employees totaled $8,335,-
000 with another $2,049,000 withheld for State income taxes.

Hawaii's 15 sugar companies paid about $78.4 million in Federal
taxes in 1975 and about $15 million in State and local taxes. Federal
income taxes withheld from sugar employees in that year totaled $17,-
400,000 and State withholding totaled $5,700,000. Nonlabor expendi-
tures in Hawaii by sugar companies amounted to $111 million, provid-
ing business and jobs directly and indirectly for many, many people.

!s will be shown later in this statement, both the sugarcane industry
and the pineapple industry in Hawaii--despite modernization mecha.
nization, improved yields per acre, and various self-imposed econo-
mies-genierally operate at a minimal, often margnal, level. Were it

ot for a few healthy years, such as the short-lived 1974 boom in sugar
prices and the favorable 1974-75 price levels for pineapple, it is doubt.
ful the existing sugar and pineapple companies in Hawaii would be
able to stay in business.

With U.S. sugar producers now competing directly with les-efficient
but lower labor cost sugar producers elsewhere in the world with
world sugar prices having dropped sharply from the unprecedented
heights of 1974, and with fuel, fertilizer, labor, and other costs rising
for Hawaii sugar producers, there is the stark possibility that some
Hawaiian sugar operations may suffer losses in 1976. With the outlook
for sugar p rice on the world market remaining unpromising such
marginal plantations could face an extended period of unproAtable
operations and would be forced out of business.

We are not crying wolf. Three plantations have ceased operations
during the last 5 years.

On top of all this, it is estimated the impact of section 204 of H.R.
10612 if not amended as we propose, would require an initial perma-
nent deferral of about $37,550,000 of growing crop costs, resulting in
an increase of about $18 million in ag te Federal tax liabilities.
Add to this the costs of detailed field- y-field accounting required by
section 204, and it is easy to foresee that some sugar companies in Ha-
waii would soon be forced to the wall.

One pineapple company in Hawaii would not face added taxes by
section 204, we are advised, but the remaining two would indeed be
affected, to the tune of about $7 million combined in additional Federal
income taxes. Further, one of the two companies estimates that the taxcosrof changing the accounting method would be at least $2 million-
more than all of that company's pineapple profits over a recent 10-year
period.

Competition for Hawaiian pineapple is stiff, both from low-cost
pineapple produced in foreign countries and from other fruits pro.
duced in mainland United States. Of nine pineapple companies in
Hawaii in 1960, only three remain. In 190, there were 24.517 persons
employed by pineapple companies, compared with only 11,747 in 1975.
So again, we are not crying wolf.

Although both sugar and pineapple have done relatively well in their
earnings in the past 2 years, both industries are cyclical and both are
on a downward curve. Sugar has already suffered severe price declines,
and some of the companies are approaching a marginal earnings status.
Pineapple, also, appears to have peaked, andlits earnings are on the
downgrade.
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PARM ACCOUNTING PROVISIONS ENDANGER HAWAII'S ECONOMY

Sugar and pineapple are Hawaii's chief exports This has particular
Signicance in that such exports help to keep the lid on shipping costs
for Hawaii. Sugar and pineapple provide bacldaul freight for the
vessels which bring to Hawaii from mainland United States most of
the food, construction supplies, and other essentials needed by 850,000
people of our State. Without such backhaul freight, ship ping com-
panies would have to increase their freight rates or goods imported
into Hawaii. This in turn would increase the cost of living for the peo-
ple of Hawaii, who already suffer from living costs about 15 percent
higher than those experienced by residents of the Washington, D.C.
area. The Honolulu metropolitan area, which includes the city and
county of Honolulu, where more than 80 percent of the entire State
population live, is the second highest cost area in the Nation, accord-
illto a ju&-released Bureau of Labor Statistics survey of 40 major

When sugar and pineapple companies fail in Hawaii there is no
ready and viable alternative industry to replace them. The State of
Hawaii has spent millions of dollars over the past several years trying
to establish industrial enterprises that could provide jobs for workers
made jobless by closing of sugar and pineapple companies and that
could provide a new tax base for the State's economy, but with notable
lack of success. Should Hawaii lose the sugar and pineapple industries
entirely, the impact on Hawaii's fragile economy, now suffering 9.3
percent unemployment, will be disastrous. In Maui County, despite
extensive sugar and pineapple operations, the unemployment rate is
13 percent.

HOUSE WAYS AND MEANS COMMITTEE RECOGNIZED ADVERSE IMPACT ON
HAWAIIAN SUOAR AND PINMEPPLE

When the potential impact of section 204 on -Hawaii's sugar and
pineaple industries became known, an effort was made to ameliorate
the situation, but it was too late to change the language in the bill
itself.

However, in the House Ways and Means Committe report, in ex-
plaining the proposed new code sections 447 and 468, the committee
stated:

If a corporation has computed its taxable Income on an annual accrual method
of accounting for a ten-year period to December 81, 1975, and if such corporation
raises crops which mature at least in the second year after planting, then for
purposes of this section, such corporation will be deemed to be computing its
taxable income on an accrual method of accounting and with the capitalization
of proproductive period expenses (as enumerated in new see. 468(c) (1)). (House
Report 94-58, 94th Cong., 1st Be, 1975, imie 95.)

As you know, the proposed new code section 447, to be added by
section 204 of H.R. 10612, is aimed at corporations presently reporting
farm income using the cash method of accounting. The cash method
is not used by any of the three Hawaii pineapple companies or by any
of the Hawaii sugar companies (except one small family-owned
company).

The House Ways and Means Committee, in its report on H.R. 10612
said the cash method frequently does not match income with related



3118

expenae Further, the committee said, it is inappropriate for large
corporations with ready access to the skilled accounting assistance
often required to identify specific farm costs to continue to use the cashmethod of accounti..Although Hawaitin sugar and pineapple companies have not used

the cash method of accounting permitted under Federa law and thus
have not used their, operations as tax shelters, these companies would
be forced to change to the accounting method called for by section
204 of H.R. 10612, at considerable expense.

Successful commercial growing of Sugarcane in Hawaii dates back
to the 1880'. Pineapple's modem industry in our islands began in
1901. So these are not flyby-night operations set up to take advan-
tas of any Federal tax shelter. They are mwell-estilished industries,
and they are pillars of Hawaii's economy.

AWOUNTNO FM1OD LONo USED BY lAWA! SVOAR AND PNt.APPLI
COMPANIES FULFILL INTENT OF HOUSE COMMIVF-rEE AND 18 APPROYVM
BY I.RS..

Hawaii's sugar producers have been on the annual accrual method
for the past 5 years or longer, one of the three Hawaii pineapple
companies has used the annual accrual method for more than 20
years, and a second pineapple company uses the static value method,
which, we are advised, produce. similar results.

The annual accrual method is used int only to compute farm net
income for Federal tax purposes but is also used for reporting earnings
to shareholders and the public. It was adopted with I.R.S. approval
and is regarded by the accounting profession as a sound mehod to
reflect an accurate picture of farm operations for cane sgar and
pineapple. The Securities and Exchange Commision has accepted the
annual accrual method for Hawaii's sugar plantations as conforming
with generally accepted accounting principles.

The annual accrual method currently used in Hawaii provides a
far more accurate matchup of farm income and expenses than the
crop method to which the sugar and pineapple companies would be
forced to convert under section 204 of H.R. 10612. In fact, the com-
panies had been using the crop method prior to adopting the annual
accrual method.

But as both sugar and pineapple crops require more than 12-months
to mature, the crop method proid unsatisfactory.Allowing the Hawaii sugar and pineapple companies to continue
to use the annual accrual method would carry out the intent of the
House Ways and Means Committee, which in discussing section 204
plainly indicatedd it wants income to match related Win expenses.
Such continuance would also conform to the IRS practice of accepting
the annual accrual system for Hawaii sugar and pineapple as a vlid
system for Federal income tax purposes. uch continuance would also
carry otut the intent of the House ays and Means Committee report
laW uage deeming in compliance with proposed Code sections 447
and 468 those corporations that used an "annual accrual method of
accounting" for a 10-year period to December 81, 1975, and whose
crops mature "at least in the second year after planting." Further, it
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will not interfere with the stated objectives of section 447 in the treat-
ment of farm corporations now on the cash method.

At the same time, our proposed amendments would make it impos-
sible for a tax shelter promoter to use a Hawaiian sugar plantation
to generate artificial tax losses. A new syndicate or partnership could
not meet the amendment's stipulation that it must have used the an-
nual accrual method for 10 years prior to the effective date of the
bill. Thus, Stch a new syndicate or partnership would be required to
capitalize all preproductive period expenses of growing crops.

NATURE OP SUGARCANE AND PINEAPPLE CROPS GOVERN ACCOUNINO

Both Hawaii's sugarcane and pineapple crops are long-term crops.
No beet sugar is grown in Hawaii. A field planted in sugarcane gen-
erally yields three crops over a 6-year period. The first crop is har-
vested approximately 2 years after planting, with the next succeeding
crop-which grows from the stools of the sugar plants remaining after
harvest--requi ring 2 years to reach maturity, and the third crop alsorequiring years.he rnal cycle for pineapple is 4 years. A first crop is harvested

18 to 20 months after planting, with a second crop harvested 19 to 14
months later and occasionally a third crop taken off another 12 to 14
months after that.

Years ago, it was found for these long-term crops that the crop
method of accounting, such as proposed in section 204 of H.R. 10612,
is unsatisfactory. On the other hand, under the annual accrual meth-
od, costs of growing crops are charged to current production, al-
though materials and supplies are not deductible for tax purposes un-
til actually used by the growers.

Thus, the annual accrual method is a significant aid to management
in keeping expenses within income, particularly during periods of
rising prices. It facilitates budgeting and financing operations, which
necessarily are concerned with the flow of cash receipts from product
sales and disbursements for crop expenses and capital expend itures,
rather than with the allocation of theme items to crops which were
planted several years ago or which will be harvested several years
hnice.

The annual accrual method matches costs against revenues at com
parable price levels, and therefore it produces a more realistic de-
termination of net income.

In the case of pineapple, some costs, such as those allocable to canned
product not sold a yearend would be capitalized as part of the
inventory. But treating growing pineapple as inventory, or its equiva-
lent in the form of deterred cost, is like considering eggs as inventory
before the chickens have laid them.

It is not today's prices but world prices a year or two ahead that
will determine whether costs incurred currently on growing crops
will ever be fully recovered.

The annual accrual method is simple to operate, easy to understand,
and economical. It results in income statements that am understand
able by employees, stockholders, bankers, and the public. It facilitates
labor-management negotiations.



3120

AMENDMENT INCLUDES PROVISION RE STATIC VALUE 3MTOD

The new subsection (b) we propose to section 204 of H.R. 1061l
addresses a problem confronting one of Hawaii's three pineapple
companies, the Dole Division of Castle & Cooke.

In the early 1950'1% when Dole sought to change to the annual ac-
crual method, the Internal Revenue Service denied the request be.
cause in 1938, Dole had entered into an agreement with the IRS to
remain on a static value method in future years.

That agment will be automatically superseded if new section 447
becomes law, and Dole will be required to convert to the crop method
stipulated in section 447. Such method, as we have already explained,
is inappropriate and unsatisfactory for Hawaii's long-term sugar-
cane and pineapple crops.

Furthermore, we are advised that the results of the static value
method do not differ significantly from the annual accrual method.
Dole's actual results in 19Th under the static value method differed by
one-half of I percent from the results which would have been ob.
tained under the annual accrual method.

Our proposed amendment-subsection (b)-would allow a com-
pany that has been using a static value method to elect to change to
the annual accrual method within 1 year after the effective date of
proposed new Code section 447.

We are advised that, as of December 31, 1975, Dole had a deferred
crop account of $1,028,888, which it would be permitted to write off
over 10 years if allowed to change to the annual accrual method under
our amendments to section 204 of the bill. At a 48-percent Federal
corporate income tax rate, this would produce a total benefit to Dole of
less than half a million dollars over 10 years; to be exact, $493,860.24,
or $49,386.62 for each of the 10 years.

On the other hand, if Dole is required to convert to the crop method
of accounting for pineapple, as it would if our amendments are not
approved, the cost to Dole in terms of tax burden would be a total of
$5 million over 10 years.

This substantial tax cost, plus the heavy costs of converting to the ...
crop method of accounting, would have a substantial impact on Dole's
ability to obtain adequate economic returns from pineapple. If the
marginal and deficit operations experienced' by Hawaiifs pineapple
companies in the 1960's and early 1970's are repeated, this additional
burden could lead to further reductions in Dole's Hawaiian pineap-
ple operations and increase unemployment. This would entail a loss im
Federal revenue far larger than the anticipated gain under section
204 as it stands.

REASONS WHY SECTION 204 METHOD OF ACCOUNTING SHOULD NOT APPLY
TO H1AWAII1S SUGAR AND PINEAPPLE PRODUCERS

1. The crop method of accounting required by section_204 is in-

appropriate because it would not properly match costs and revenues,
particularly as both sugarcane and pineapple in Hawaii require more
than 1 year to mature.

2. The crop method would produce possibly misleading balance
sheet figures. There would be uncertainty that the "preproductive pe-
riod" expenses would ever be fully recovered.
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3. The crop method would unnecessarily impose substantial addi-
tional accounting costs, which could be devastating to both sugar and
pineapple industries in Hawaii-both of which are normally only
marginally profitable, both of which are subject to wide cyclical vari-
ations in their profitability, and both of which are currently on the
downgrade of their cycle. For one pineapple company, the estimated
$2 million-plus tax cost of changing its accounting method is more
than all the company's profits from pineapple in a recent 10-year
period.

4. Section 204 would result in accelerated tax burdens on the sugar
and pineapple companies totaling a minimun of $25 million. Even
though H.R. 10612 allows 10 years for payment of these taxes these
are an added cost of doing business in a period when costs are already
high and inflation is expected to continue and when Hawaii's sugar-
cane industry faces fierce competition from both foreign cane, domes.
tic bee~, and corn sweetener producers and when Hawaii's pineapple
faces fierce competition from both foreign pineapple and domestic
fruits of other kinds.

For pineapple companies, facing a downturn in business the $7
million minimum tax burden would mean the difference between
profit and loss. Likewise, marginal sugar companies could find their
accelerated tax burden under section 204 the straw that broke the
camel's back.

5. Hawaii's economy-where unemployment statewide is running
9.3 percent and in some areas 13 percent-can ill afford the loss en-
tailed if additional sugar and pineapple companies should fail. Three
sugar companies failed in the last 5 years, and six of nine pineapple
companies failed in the last 15 years. Replacement industry to provide
jobs for the sugar and pineapple workers displaced so far by recent
closings has been almost nonexistent. Where would the approximately
20,000 sugar and pineapple workers find jobs if Hawan's third and
fourth ranking industries, sugar and pineapple, fail ?

6. Last but certainly not least, the potential damage to Hawaii's
sugar and pineapple industries would cost the Federal Treasury far
more than continuance of these corporations as economically viable,
tax-paying enterprises. It is estimated that, without adoption of our
amendments to section 204, Federal taxes on sugar and pieapple op-
erations in Hawaii would increase over the next 10 years by a nni.
mum of $25 million.

Basd on the Federal taxes paid by Hawaii's pineapple companies in
197-an unusually healthy year-and employee income taxes with-
held, the loss to the Federal Treasury over 10 years should the three
pineapple companies fail would total $300 million.

If Hawaii's sugar companies fail, based on their Federal taxespaid
and employee taxes withheld in 1975-a high earnings year_-'Ve loss
to the F deral Treasury could total $957.9 million over the next 10
years. It is unlikely that all sugar companies would fail at the same
time, so.this estimate is not a realistic one: however, should any of the
companies fail, the cos to the Treasury of the loss in taxes coufd easily
surpass the anticipated revenue aan under section 204.

While no one can foretell precisely the economic impact of section 204
as it stands, it seems clear to us that, without our amendments, the im-
pact on Hawaii's sugar and pineapple industries will be so adverse
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that the lomes to the Federal Treasury by forced reductions in pieap-
ple and sugar operations will far exceed the relatively small gain
anticipated for the Treasury under section 204.

URXG APPROVAL OF OUR PROPO8J&D AMZND1WT TO SZOTION 204

We believe that our amendment for the annual accrual method will
continue to provide the Federal Government with tax revenues com-
puted on an equitable and realistic basis on sugar and pineapple op-
erations in Hawaii.

We believe the Federal Treasury will be better off if our amend-
ment is adopted than if the House-passed version is allowed to
stand.

We believe our amendment fulfills the intent of the House Ways and
Means Committee, stated in its report on H.R. 10612, that farm cor-
porations which have used the annual accrual method for 10 years
prior to December 81,1975, and which raise crops maturing "at least in
the second year after planting" will be deemed to be in compliance with
the requirement of section 204 for an accrual method of accounting
and capitalization of preproductive period expenses enumerated in the
bill's proposed new code section 48(c) (1).

We urge the members of the Finance Committee to approve our
amendment to H.R. 10612.

(H.R. 1012,.94th Cone.. 2d s..,
Int.DBNT ed to b op.d Mr. lions for himself and Mr. Xsouye) to

. t e be '91*6"~biletax altattR.02 an Act to eo tetxliofteUnited States

On page 54, line 28, insert immediately after the period the follow-
ing: "If a corporation described in paragraph (1) has computed its
taxable income on an annual accrual method of accounting for the
ten taxable year period prior to the first taxable year beginning after
December 31, 1975, and if such corporation raises crops which mature
not less than twelve months after planting, then for purposes of this
section, such corporation shall be deemed to be computing its taxable
income on an accrual method of accounting and with the capitalization
of preproductive period expenses described in section 468(c) (1) for
any taxable year after December 31, 1975, for which such corporation
continues to employ such annual accrual method of accounting."

On page 58, line 9, strike out the end quotation marks.
On page 58, between lines 9 and 10, insert the following:
"(f) Annual Accrual Method of Accounting Defined.-For purposes

of subsection (a), taxable income is computed on an annual accrual
method of accounting if revenues, costs, and expenses are computed on
an accrual method of accounting and the preproductive expenses
(described in section 468(c) (1)) incurred during the taxable year are
charged to harvested crops or deducted in determining the taxable
income for such year.

On page 58, strike out. line 12, and insert in lieu thereof the fol-
lowing:

(b) Election to Change from Static Value Method to Annual
Accrual Method of Accounting.-

(1) If a corporation described in section "?(a) (1) (as added 'by
subsection (a).(1)) has computed its taxable income on an accrual
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method of acvoanting together with a static value method of account-
ing for preproductive period expenses for the ten taxable year period
prior to the first taxable year beginning after December 31, 1975, and
if such corporation raises crops which mature not less than twelve
months after planting, such corporation may elect, within one year
after the date of enactment of this Act and in such manner as the
Secretary or his delegate prescribes, to change to the annual accrual
method of accounting for taxable years beginning after December 31,
1975. Such change shall be treated as having ben made with the
consent of the Secretary of the Treasury and under regulations pre-
scribed by the Secretary or his delegate the net amount of the adjust-
ments required by section 481 (a) to ie taken into account by the
taxpayer in computing taxable income shall (except as otherwise pro-
vided in such regulations) be taken into account in each of the tentaxable years beginning with the year of change.

(2) A corporation which elects to change to the annual accrual
method of accounting under this subsection shall, for purposes of sec-
tion 447 (as added by subsection (a) (1)), be deemed to be a corpora-
tion which has computed its taxable income on an annual accrual
method of accounting for the 10 taxable year period prior to the first
taxable year beginning after December 31,1975.

(c) Edffective Date.-

STATEMMNT OF TIUE PX EAPPLEGROWERS ASSOCTIVON OF HAWAII, PRo-
POSINO CLARIFYING AMENDMENTS TO NEW SECTION 447 OF THE
INTERNAL[ REVENUES CODE

SUMMARY

Section 204 of H.R. 10612, as passed by the House, would add a new
section 447 to the Internal Revenue Coe requiring all publcly held
corporations engaged in farming to change to the accrual method of
accounting with the capitalization of preproductive period expense.

Most of tZe publicly held pineapple and sugar growers of Hawaii
compute their net income on the annual accrual method of accounting
both for tax purposes and in reporting income to shareholders and the
public. This method, an accrual method in which preproductive ex-
penses are charged to harvested crops or expensed, conforms with gen-
erally accepted principles of accounting and has been consistently ap-
plied in Hawaii with the consent of the Internal Revenue Service for
over 20 years.

In view of the marginal and cyclical nature of pineapple and sugar
operations in Hawaii, the additional tax and accounting costs of chang-
ing to a new method of accounting would have a serious impact on those
industries and on the Hawaiian economy which they help support.

The Ways and Means Committee agreed that Hawaii's pineapple
and sugar growers, having used the accepted annual accrual method
for man years, need not and should not be required to change account-
ing methods under setion 447. The facts regarding the annual accrual
method were not brought to the W.,a and Means Committee's atten-
tion in time to amend section 447 in the House bill, but the committee's
intent to allow the annual accrual method was made clear in its re-
port. See H.R. Rept. No. 94-58,94th Cong., lot sees. (1975) at page 95.
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If this committee decides to approve the concept of section 447, the
Pineapple Growers Association of Hawaii respectfully requests that
the committee amend section 447 to permit continued use of the annual
accrual method as intended by the Ways and Means Committee. Clari-
fying amendments to this effect are contained in the appendix to this
statement.

L INTRODUCTION

The Pineapple Growers Association of Hawaii 1 is filing this state-
ment in support of clarifying amendments to proposed new section 447
of the Internal Revenue Code, which would be added by section 204 of
H.R. 10612. The purpose of these amendments is to make clear that
corporations which have been using the annual accrual method of ac-
counting for farm income for at least 10 years, and which raise crops
which mature not less than 12 months after planting, may remain on
that method. The text of the proposed amendments and an explanation
of the language used are attached as an appendix to this statement.

Section 447 generally requires corporations (other than "family"
corporations) engaged in farming to use the accrual method of account-

with the capitalization of certain preproductive period expenses.'
The provision is aimed at corporations presently reporting farm in-
coine using the cash method of accounting. The Ways and Means Com-
mittee's report states that the cash method "frequently does not match
income with related expenses" and that farmers were allowed to use it
solely because of its "simplicity." The committee thought it inappro.
priate for large corporations "which have ready access to the skiled
accounting assistance often required to identify specific farm costs" to
continue to use the cash method of accounting. See H.R. Rept. No.
94-658, 94th Cong. lstsess. (1975), pp. 93-94.

Most of the major plantation owners in Hawaii are already using
an accrual method of accounting, the annual accrual method. For
important reasons discussed hereafter, however, the costs of growing
crops (including "preproductive period expenses") are charged to
harvested crops or expensed under this method in accordance with
generally accepted accounting princi plea The Internal Revenue Serv-
ice consented to the use of the annualaccrual method in Hawaii when

'The Pineapple Growers Association of Hawaii consists of the three publicly held com-
Dianes which grow and can pineapple In Hawaii: Del Monte Corp., the Dole Division of

\Castle & Cook, Inc., aud Maui Land & Pineapple Co., Inc. A description of the operations
of the members of the wst'clation and their importance to the economy of Hawaii appears
later in this statement.

'Preroductive period expenses Include "any amount which is attributable to
crops $ $ * during the reproductive period of such property and which is allowable as
a deduction for the taxable year." See pro s see. 481) (11 ?A), added by sec. 101 (a) ofIfR. 10612. The term 'pproductive period' ,means "(I in the case of property having a
ubtul life of more than 1 year which will have more than one crop or yield, the period

efore the disposition of the first such marketable crop or yield, or (i) In the case
of any other property the period before such property is disposed of." Bee proposed
s.468(c)(1) (C).added y w.101(a) of R.R. 10612. .sThere are two exceptions. Castle & Cooke asugarand pineapple ffower, Is on an
accrual method but se a static vaine method of aecountnl or the cost of arOWlngpineapple under a prlor agreement with the Internal Rqvenue Servic. Its stat c value
method, like the annual accual method, charm nost of the costs of grown crope to
harvested cro s or expense, and the mults produced are ibstantially simuar to the
annual acerual method, Castle & Cooke wool@ be permitted to change to the annual
accrual method under the amendments proposed by the Pineapple Growers Association as
explained hereitter at E a5-IT. 0

Another * eower, DI Monte, Is on an a method but uses the crol method of
accounting ?or all of Its growing crops and would not be affected by the amendments pro-

osepd by the association. Del Monte did not make the change to the annual actual
method for Its Hawaiian operations in order to maintain uniformty with Its other extesive-
farming operations on the mainland.
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that method was adopted by the Hawaiian pineapple and sugar grow-
ers almost 25 years ago.

The pineapple and sugar companies of Hawaii will have to include
as income millions of dollars of deductions legitimately and properly
claimed under their accepted, IRS-approved annual accrual method
if they are now required to change to an accrual method "with the
capitalization of preproductive expenses" by section 447. The esti-
mated initial tax cost-$25 million-would be a severe blow to com-
Panies already facing long cycles of marginal operations. The Hawai-
ian pineapple industry in particular needs help to end a decline that
has seen two-thirds of its growers go out of the pineapple business
since 1960, but this measure can only aggravate its problems. The
State of Hawaii, with one of the highest unemployment rates in the
nation and no ready alternatives for employees who depend on sugar
and pineapple for their livelihood, cannot afford further damage to
these important props to its economy.

The Ways and leans Committee was not aware of the annual
accrual method and its importance to the pineapple and sugar growers
of Hawaii when it drafted section 447. The Ways and Means Commit-
tee did make clear in its report, however, after being informed of the
facts, that it did not understand section 147 as requiring companies
to change from the generally accepted annual acrual method. Thus,
the committee stated:

If a corporation has computed its taxable income on an 'annual accrual method
of accounting' for a ten-year period to December 81, 1975, and if such corpora-
tion raises crops which mature at least In the second year after planting, then
for purposes of this section, such corporation will be deemed to be computing
its taxable income on an accrual method of acconting and with the capitalization
of preproductive period expenses (as enumerated in new sec. 468(c) (1)). HR.
Rep. No. 94-&%% 94th Cong. let Sees. (1975) p. 95.

For the reasons set forth in detail below, the Pineapple Growers
Association of Hawaii believes that this intention of the Ways and
Means Committee is-a fair and reasonable way of dealing with the
special problems of Hawaii's pineapple and sugar growers. We urge
that approval of the annual accrual method for growers presently on
that method be made explicit in the language of section 447, assuming
the committee intends to include section 44? in its "tax reform" pack-
age. The association also urges that one of Hawaii's pineapple growers
be permitted to change to the annual accrual method from the essen-
tia ly similar "static value method" if section 447 is enacted into law.
I. EXPLANATION OF THE ANNUAL ACCRUAL METHOD OF ACCOUNTING

A. Decoription o/ Hawahan pineapple operation*
The pineapple companies in the Hawaiian Islands grow pineapple

on plantations, harvest it, sell a relatively small quantity to local mar-
kets and on the United States mainland as fresh fruit, and can the
remainder as fruit and juice in a variety of sizes, cuts, and concen-
trations. Canneries are located in Kahuhti, Maui, and Honolulu. The
canned product is warehoused in Hawaii and in various distribution
points on the mainland and is sold to chain stores (retailers) and
wholesalers as well as to reprocessors for inclusion in fruit cocktail
and blended fruit beverages. A small percentage of the canned prod-
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uct is sold in Western Europe, Canada, and other parts of the world.
The normal cycle for pineapple is 4 years. A first (plant) crop is

harvested 18 to 20 months after planting.' A second (first ratoon)
crop is harvested 12 to 14 months later. Sometimes a third (second
ratoon) crop is taken off another 12 to 14 months after the second
crop, but in most instances the fields lie fallow for the duration of the
cycle. Sometimes fields are short cycled-plowed up and planted after
the second crop is harvested.

The total acreage devoted to the cultivation of pineapple ordi-
narily does not vary significantly from year to year, except for major
reductions in acreage over the past 16 years beCause of inadequate
economic returns.

The plantations plan their field operations so that approximately the
same number of acres of pineapple mature each year and so that ripen-
ing peaks during the summer months of June, July, and August. The
total amount of plantation expenses do not vary greatly from year
to year except for the effects of inflation and unforeseen circumstances
such as disease, pests, or unusual weather.

Practically all of the plantations' expenses are of an intangible
nature; that is, they comprise items that do not enter identifiably into
the product of the plantations. The intangible direct costs of growing
crops are clearing, plowing and preparing for new crops, planting
new crops, ratooning, weeding, irrigating, and fertilizing. Intangble
indirect costs are employee benefits, supervision and administration,
repair and maintenance, depreciation, taxes, insurance, and general
expenses.

Any farming operation is subject to natural hazards, and the Hawai-
ian plantations are no exception. All of the plantations are affected
by weeds, nematodes, ants, other pests, and variations of the weather,
drought, flooding, or wind action. There was a 10 to 15 percent drop in
Fawaiian pineapple production in the last few years due primarily
to the severe droight during those years.
B. His"r~ of and Juatifcation for s of the annuaZ accrua method

in Htwaii
Prior to the early 1950's, most of the major Hawaiian plantations

computed income using a variation of the "crop method" of account-
ing. This method is similar in many respeote to the crop method which
would be imposed under new section 447. Revenues and expenses are
recognized on an accrual basis; the costs of growing crops are capital-
ized until the crops are harvested.'

In the early 1950's most of the major plantations changed from
the crop method to the annual accrual method upon the advice of
a national consulting firm and one of the national accounting firms
which has offices in Hawaii. The annual accrual method is better
suited to conditions in Hawaii and results in a more realistic match-
ing of costs and revenues.

a Pinee vle tbs qualiflus as a crop "which mature(s) at leat In the swood Sfr after
planting dssated IaMreporte tW F8d Vil3te Tb. drf amend-ents hie p t.n p ~ y zdet
tbe an _ Vmlt t
41Vj VM a" e!*66 I by NAWOaisat PH"e to the iHOB, all indireet
planta owk "ea wenmnre f40000
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Under the annual accrual method, in contrast to the crop method,
the costs of growing crops are not deferred until the particular crop
is harvested but are charged to current production. Some of these
costs (that portion allocable to canned product not sold at yearend)
will nevertheless be capitalized as part of the inventory of canned
product at the end of the year. The remaining costs allocable to pine-
apple that is sold as canned goods or fresl fruit during the year, is
treated as cost of sales and charged to current period expense.One important reason for the change by sugar and pineapple grow-
ers in Hawaii to the annual accrual method Is that the crop method
required inclusion of a growing crop value in the balance sheet at a
figure which could be misleading. It is always uncertian whether all
the costs of growing crops deferrable under the full absorption crop
method proposed by section 447 will ultimately be recovered

Pineapple is a perishable commodity and has value as fresh fruit
or for canning for a period of only a few days. At any time prior
or subsequent to this short time span the pineapple plant and its
fruit are useless. Treating growing pineapple as inventory (or its
equivalent in the form of a deferr6d cost) is similar to considering
egg as inventory before the chickens have laid them.

Droaght, tropical storms, insect pests, and other natural hazards
can significantly affect crop yield. Equally important, the value of
the crop is subject to the vicissitudes of world prices for pineapple
and competing fruits which re outside the grower's control. Further,
it is not today's prices but world prices a year or two hence that will
determine whether costs incurred currently in connection with grow-
ing crops will be fully recovered.

The annual accrual method has advantages other than eliminating
vexing problems of valuing growing crops of pineapple. Because it
mates costs against revenues at comparable price levels, itp .ruces
a more realistic determination of net income. It is thus a significant
aid to management in controlling costs and gives a more realistic
view of earning for appraisal by management and 1alor during con-
tra t negotiations. In this respect the annual accrual method is quite
similar to the LIFO method ised so extensively today in valuing in-
ventories of nonagricultural products.

The crop method prow by new section 447 would add substan-
tially to the recordkeep ng costs of sugar and pineapple growers in
Hawaii without improving upon the annual accrual method. The ad-
ditional costs of installing- recording, collecting, organizing, report-
ing, and administering the element-by-element and fleld-by-fleldecost
system under a crop method could be better spent modernizing produc-
tion techniques, making Hawaii's sugar and pineapple growers better
able to compete on world markets while improving the margnal re-
turns on their operations in Hawaii. American business is already over-
burdened with paper work; requiring Hawaii's plantation owners to
change from an accepted method of accounting to one that simply re-
quires additional recordkeeping without improving the final result is
a classic example of wasted effort that should be minimized rather
than encouraged by the tax law.
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C. The Internal Revenue Service determined that the annual accrual
method, a generally accepted method of accounting, clearly re-
flects income for Hawaii' sugar and pineapple grower.

The major plantation owners of Hawaii were required to obtain
permission froim the Internal Revenue Service when they changed
from a crop method to the annual accrual method of accounting. The
Commissioner of Internal Revenue has "a broad administrative dis-
cretion" in determining whether a new accounting method "clearly re-
flects the income" of the taxpayer, and the courts rarely overturn his
decisions. See Schram v. United States, 118 F. 2d 541, 543-544 (6th
cir. 1941)

The Commissioner consented to Hawaii's pineapple and sugar
growers' change in accounting method, demonstrating that the annual
accrual method reflects the income of those growers at least as clearly as
the crop method which would be imposed by section 447.

The a nnual accrual method is not used simply for tax purposes. The
financial statements of the publicly held sugar and pineapple com-
panies of Hawaii have been prepared on this method for almost 25
years. Their statements have been audited by certified public account-
ants from national accounting firms. Those firms have consistently
rendered unqualified opinions that the companies' statements were
prepared in accordance with generally accepted accounting principles.
No exception has ever been taken to the annual accrual method. In-
deed, the adoption of the annual accrual method by Hawaii's major
plantation owners was attributable in part to the suggestion of one of
the major national accounting firms.

The annual accrual method conforms with the principles of accrual
accounting in all respects, including its treatment of the costs of grow-
ing crops.it does not distort income like the cash method of accounting
or offer opportunities for delaying recognition of income or accelerat-
ing deductions for expenses.

Income is recognized as soon as the right to receive it becomes fixed
and is not deferred until receipt as tnder the cash method.

Immediate deduction of prepaid items, sometimes seen as a tax abuse
under the cash method of accounting, does not occur under the annual
accrual method. Prepaid expenses such as freight and insurance, often
substantial itens, are capitalized and charge to periods benefited by
thp expenditure.

Pineapple growers on the annual accrual method maintain large in-
ventories of items such as fertilizer, chemicals, maintenance parts, and
other supplies. These items are not charged to expense or production
until issued or used, whereas under the cash method they are expensed
when paid.

Pineapple growers operate their own canning facilities and maintain
substantial inventories of canned pineapple. Part of the cost of inven-
tories of canned pineapple represents current costs incurred in growing
crops which have been charged to production. Under the cash method,
these expenditures would be written off to expense in their entirety
when pail.

Hawaiian sugar and pineapple growers have used the annual ac-
crual method with the approval of the Internal Revenue Service and
the accounting profession for almost a quarter centttry. There is no
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reason to impose a different method at this late date. To the contrary,
it would be inequitable to now require them to capitalize and restore
to income deductions that were legitimately claimed under an accepted
method of accounting and to pay taxes on that income now that they
can ill afford the additional expenses
D. The 8atio valAm wthod

One of Hawaii's pineapple growers, the Dole Division of Castle &
Cooke, Inc., was not permitted to change to the annual accrual method
in the early 1950's with other major plantation owners in Hawaii. Per-
mission was denied by the Internal Revenue Service because Dole had
entered into an agreement with the Service in 1938 to remain on a
static value method in future years. That agreement, of course, will be
automatically superseded if new section 447 becomes law.

The amendments to new section 447 proposed by the Pineapple
Growers Association of Hawaii would allow a company that has been
using a static value method to elect to change to the annual accrual
niethod within 1 year after the effective date of section 447 instead of
changing to the crop method otherwise required by section 447. This
would enable Dole to change to the same method of accounting-the
annual accrual method-aready used by all but one of the Hawaii's
major sugar and pineapple growers. This is only reasonable and fair
because Dole's static value method produces results substantially the
same as those of the annual accrual method. Furthermore, Dole would
be using the annual accrual method today were it not for the 1938 agree-
mient with the Internal Revenue Service that will be superseded in any
event if section 447 becomes law.

A brief explanation of the static value method used by Dole in
accounting for its pineapple operations shows that the results of that
method do not differ significantly from the annual accrual method.

Under the static value method of accounting for the costs of growing
pineapple applied by Dole under its 1938 agreement with the Internal
Revenue Service, the direct growing costs per acre at various stages
of maturity, determined at 1930's prices rather than current prices
are multiplied by the number of acres under cultivation at the end
of the accounting period. The product is treated as the value of grow-
ing crops at that date. The difference in the values of growing crops
at the beginning and the end of the accounting period is added to or
deducted from the total cost of growing crops incurred for the year
as determined under the annual accrual method to determine the
currentyear's cost of crops harvested.

To take a simplified example, suppose that the number of acres under
cultivation, all at the same stage of maturity, was 16,000 acres at the
beginning of the year and 18,000 acres at the end of the year, an
increase of 2,000 acres. Further, assume that the average direct cost
per acre at 1980's price levels was W0 per acre and that total cost of
harvested crops under an annual accrual method would be $18 million.
The costs of crop)s harvested under Dole's static value method could
then be computed as follows:

N lush restoration would be 1 eu ,ir as a madat see. 481 adjutent" In making
ebame I. aceom thos -see. 24(b))C) of H.R. 1O1R. ThJ lImpeet of

tise adjustment on Is dtseus at pp01 t -o th0 statement.
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Acts u der 1930's
culNti e Volt cost Vetoe

gan o O .. __1000 $00 P600.. . . . .. . ............... 001
D Ie e.................................................. 2.1

Cost Incurred for the year undef the annual acrual m ed ........................
Cost ofet ro harvested under stage value metho ($16,000,000WO miu ,0 ............................................................................ 17,6, %0W

The total cost of harvested crops under the static value method
would We $17,88O,000 as compared with an $18 million cost under the
annual accrual method. This is a difference of only two-thirds of 1
percent. The small difference in this simplified example is representa-
tive of Dole's actual experience. For example, Dole's actual results
in 1975 under the static value method differed by only one-half of
1 percent from the results which would have been obtained under the
annual accrual method;
E. Summary

The annual accrual method, unlike the cash method at which
section 447 is directed, cannot be contested on grounds of not match-
ing income with related expenses. It has been approved by the In-
ternal Revenue Service as clearly reflecting income, has been ac-
cepted by the accounting profession, and has been used consistently
by most of the publicly held sugar and pineapple growers in Hawaii
for almost 25 years. t is to be sharply distinguished from the cash
method, under which income is not taxed until actually received, pre-
paid expenses are immediately deducted when paid, and no invento-
ries of fiished product are maintained.

The sugar and pineapple companies of Hawaii should not be re-
quired to change to a method biicall similar to the crop method
of accounting which they abanlJoned .n the early 1950's, with the
consent of tNe Internal Reventte Service, because the crop method
was inappropriate to their conditions. There is no tax shelter or
other abuse iherent in the annual accrual method used by these
publicly held inoorations Accordingly, the Senate Finance Com-
mittee should implement the intention so clearly expressed by the
Ways and Means -(ommittee by allowing companies which have been
usin1 the annual accrual method of computing farm income to remain
on that method for tax and public accounting purpose&

III. FINULMA OPAaTIONS IN HAWAII A MARGINAL rOR LoG 0PUIODS
AND COULD BZ T1RZAT IN 17 GROWERB ARE FORGE) TO INCUR THU
ADOMONAL ACCOUNTING AND TAX Oot OF oANGINo TO TIUCOP
MEIOD OF AOCOUNTINO PROPOM BY N3W SECTION 44T
Pineappl is one of the man~aye of Hawaii's undiversifed econ-

omy. It is the 'Staes fourth la.rest source of revenue (after Federal
Government expenditures, tourism, and sar), accotwmtig for $141
million in 1975. The ind ust payroll was million in 1975, paid to
,more than 5,000 garly employed w and 8,000 eseon&l
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workers employed, during the peak summer months. Pineapple and
sugar are Hawaii's two principal cash crops and only significant
exports, providing the income needed to buy the mainland's products;
These crops also provide the shipping industry with its only im-
portant backhaul freight, thus reducing the cost of food, medicine,
construction materials, and other supplies which must be shipped
into Hawaii from the mainland.

In the past 15 to 20 years, growers have found it increasingly
difficult to obtain adequate economic returns from pineapple opera-
tions in Hawaii. Long periods of marginal and deficit operations,
only occasionally broken by brief periods of prosperity, have driven
many companies out of the pineapple business. Two-thirds of the
nine pineapple companies in Hawaii in 1060 are no longer in thepineapple business. Employment in pineapple operations has declined
from 24,517 in 1960 to 11,747 today.

Section 447, if applied to the remaining pineapple growers of
Hawaii, can only accelerate this trend. It is estimated that, to begin
with, the affected companies would have to pay $7 million in addi-
tionaltaxes as a "transitional adjustment" if forced to change to the
crop method.' This amount could mean the difference between profit-
able and deficit pineapple operations in- Hawaii for many years.

The relatively small, short-term revenue gain e is not worth the
very serious risk that, if section 447 does not recognize and accept the
annual accrual method, further substantial reductions in pineapple
operations and unemployment may be the result. One need only look
at tie experience of one of the three remaining pineapple growers
in Hawaii, Maui Land & Pineapple, to see why this risk is so real
and substantial.

Maui land & Pineapple would be faced with a $2 million increase
in its Federal income tax bill if it is forced to change to the crop
method of accounting. During the entire 10-year period, 1968-72,
Mfaui's net 'earnings from pineapple totaled less than $2 millions a
return of barely two-thirds of 1 percent on its owner's invested
capital. If the experience of the coming 10-year period is similar to
that of 196B-72 (which may be too optimistic), the initial tax impact
of section 447 will wipe out all of Maui's pineapple profits for 10 years.
Hawaii's pineapple growers cannot long remain in business with no
prospect of any economic returns.

Any further reductions in pineapple operations would have severe
repercussions in the Hawaiian economy and would ultimately reduce
Federal revenues by far more than $7 million. Unemployment in the
State of Hawaii is over 9 percent and in pineapple growing areas

Twoot three ajor pnepple rowes in Hawail would be affected by this provialoio

Mfaul and & Pineapple Co.. Ine.. and the Dole Div1slon of Catle A Cooke. in. However,
the Wars ad U P Commltte"0' esumate tht a 44? will result In ,n jng~'e Inrl~oratetaxl~lty of.880 millioo annually a oa~ not be substantilly "lftdby"th

amendmenta to tetlom 44Tproposed there a In WY neapie .t wera Asiociation becauie,
as noted above. the committee l a s ulr.ugnd that aita.pineapple conpanis on
the annual accrual method would not he slreet seto n 44T. "'here w oIlld be a reyen~e
los of approximately al million dollars ovae 0 pears as a result of allowing Dole to
cnhinge from the static vllUe method to thq;nn a accrual method.

in entrast to th T million of addittopal revenue which might be obtained over s
I0.year nerliod... If sectinn 44T Iaplflled to l lIwan neap pile operations, the Ways ad

ens committee predicted that the "tax reform a i tatimlcton" meesure. Is
. 1061,woud raise $1.S00,000,000 annuay by 1981. see H. Kept. -458. 4th Cong.,

so -7--pt. 7-19
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such as Maui it is already up to 13 percent. The State has found from
past cutbacks in pineapple operations, particularly on the island of
Molokai, that the resultiNg unemployment is especially persistent and
troublesome because of the lack of alternative employment opportni-
ties in pineapple growing arM. Keeping in nd that the Hawaiian
pineapple companies withheld over $10 million in Federal, State,
and local taxes on the wages of pineapple-related employees in 1975
and paid an estimated Of4million in e State, and local taxe
on their earnings from pineapple operations, the amount at risk is
substantial indeed.

Even without the prospect of additional taxes, the future of the
Hawaiian pineapple industry was so much in doubt that hearings
on its continued viability were held in October 19T3, in Honolufu,
by Senators Hiram L. Fong and Daniel K. Inouye, and Representa-
tives Spark M. Matsunaga and Patsy T. Mink. The problems of the
industry have been identified as an influx of foreign pineapple im-
ported into the United States (lower-priced because of cheap labor
and the availability of low cost foreign shipping)1 and an over-
supply of competing domestic fruits. Solutions ave not been so
readily apparent.

The Hawaiian pineapple industry received a temporary reprieve in
1974 and 1975. This period has seen higher pineapple p rice and a more
reasonable return to pineapple growers, principally because cutbacks
in acreage combined with drought conditions in the tropics and adverse
weather conditions elsewhere reduced the availability of pineapple
and competing fruits.

There are signs that these conditions are now ending. Pineapple
supply is catching up with demand, and special promotional allow-
ances must now be offered to counter increased competition 'from corn-
peing fruits. The tropical drought has broken and additional pine-
apple acreage has been planted to partially offset the closing o cr-

tain operations in 1978 and acreage shifted to production for fresh
fruit sles. Following the cyclical pattern of the past few decades,
pineapple earnings appear once again to be on a downward trend.

Gret potentialharm to the pineapple industry aid the State of
Hawaii could result if Congress forces a change from the annual ac-
crual method. Over the long term the Federal Government and cer-
tainly the State of Jawaii would suffer a net revenue loss if the addi-
tional tax and acwountin cost burden causes a further contraction in
pineapple operations andemployment in Hawaii. Equally important,
no change to necessary because the annual accrual method already
meets the Internal Revenue Code's requirement of clearly reflecting
income.

We therefore urge the Sent Finance Committee not to adopt
section 447 without irt implementing the intention of the Ways and
Means Committee byr R section j47 in the manner set forthin the appendix to th t Lma

tUSdV US.law Itbe Aoew Aet) qsblpm at 4a#5la pit S @deid
.tcmam a gosip lp-lt, o~!.e d oivtmS g conts emtaemv m numuu qm t14 GnSom Tnqva
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ApFiwDix TO STATEMENT Or PI NZAPPL GRowin AssocIATIoN
OF HAWAI

TEX OF AMENDMENT TO SECTION 204 OF H.R. 10612
The Pineapple Growers Amociation of Hawaii supports the adopt.tion of the following amendments to section 204 of H.R. 10612.1. Section 204(a) ( 1) adding new section 447 to the Internal RevenueCode, is amended by adn te following new sentence to paragraph

(a) of section 447 (at page 54, line 28):
If a corporation has computed its taxable Income on an annual accrual methodof accounting for a 10year period prior to [the effective date of section 447],and If such corporation raises crops which mature not les than twelve monthsafter planting, ten for purposes of this section, such corporation will be deemedto be computing Its taxable income on an accrual method of accounting and withthe eapitalsation of preproductive period expenses described In section 48(c) (1).

2. Section 204(a)(1) is further amended by adding the followingnew subsection 447 (f) (at page 58, after line 9) :
(f) AMw .4i aorwa method of aooot l del$.ed.-For purposes of subsection(a), taxable Income Is computed on an annual accural method of accountng itrevenue, costs and expenses are computed on an accrual method of accountingand the preproductive period expenses (desCribed In section 468(c) (1)) Incurredduring the taxable year are charged to harvested crops or deducted In determine.

Ing the table indme foe sach year.
S3. Section 204 is further amended by redesign g paragraph (b)thereof as paragraph (c), and by adding th foing now paragraph(b) (tpage58, after lineal): wing
(b) Electim to oho e from et4to vlse method to umnan sooror method of
(1) Ble0o0ti,--if a coprtion has computed Its taxable los me on an accrualmethod 9f accounting together with a static value method of accounting forpreproductive period expenses for a ten-yeir period prior to [the effective dateof secdon 447), and if aud xron raises crops which mature not les thantwelve monUth after planting, suck coratiMon may elect (within one year afterthe date of enactment of this act In such manner as the Secretary or hf delegateprescribes) to cPag t the annul accruea method of accounting for taxable

yemN beginning after [the effecti!e date of section 447). Such change ball betreated as having been made with the consent of the Secretary of the Treasuryand, under regultl.on prescribed by the Secretary or hi delegate the netamount of the adjustments required by section 481(a) to be taken Int accountby the taxpayer in computing taxable Income shall (except as otherw4ft providedin such reulations) be taken into aomnt In eh of the 19 taxable years begin.
with the yee of etange

ebDaw of eleetlo for Purnoea of eeefto 44.-A corpoatlon"which electsto cnge to the annual method of acounting under this subsetio d1ll, Lbr purps" of secton 447, be dee9edto be a caoo~ Wr.hewh ban oon4ue4 HeA tanaING Income On an annual a0crual method Pt Acunting for a 10-year period priorto effectivee date of secon 447].

EXPLANATIOZ? OP AMENDMN TO NEW SUO'IN 44?
All but one of the major sugar and pineapple growers in Kawail usethe annual awns] method (or aAtatl value method which prdueWsimilar results) in o ptig the net income from farming. The an*
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nual accrual method was adopted in the early 1950's with the approval
of the Internal Revenue Service. The companies, all of which are pub-
licly held, also use the annual accrual method in reporting earnings to
shareholders and the public.

The Ways and Means Committee, in its report on section 447, stated
that the new section would not affect companies raising crops which
mature at least in the second year after planting (like Hawaiian sugar
and pineapple) that have been using the annual accrual method of
accounting for at least 10 years. The amendments make this intent ex-
plicit in the language of section 447.

The amendments also deal with the special case of a Hawaiian com-
pany that was not permitted to change to the annual accrual method
in the 1950's solely because it was using a static value method under an
agreement entered into with the Internal Revenue Service in 1938. The
static value method produces results which are essentially the same as
those under the annual accrual method. It is only reasonable and fair
that this company now be given the opportunity of changing to the
annual accrual method used by most of the other sugar an inepple
growers in Hawaii since the 1938 agreement which previously pre-
vented a change to this'method will be superseded by section 447 in any
event.

STATEMENT OF HAWAIIAN SUGAR Pi,.&rzRs' ASSOCIATION BEORE mTz
Commrrl, ON FINANCE, UNITD STATrA SENATE, ON PROPOSED SEC-
TI0N 447, INTrNAL REVNUE. CoDE (SrcioN 204 OF H.R. 10612)

The Hawaiian Sugar Planters' Association (HSPA) is a nonprofit
agricultural organization of sugar companies and individuals united
for the purposes of maintenance advancement and F. vtection of the
sugar industry in Hawaii. Attached to this statement is a list of the
member companies of HSPA which together account for about 95
percent the sugarcane grown in Hawaii, or about 10 percent of total

.S. consumption requirements (appendix, page 1).

L UKMKMARY

Proposed section 447 would require corporations (with certain ex-
ceptions not applicable here) to use the accrual method of accounting
for farming operations and also to capitalize preproduotive expenses
associated with growing crops These expenses are listed in proposed
section 468(c) (1) sectionn 1I(a) of H.R. 10612) and would include
all plantation costs b to growing sugarcane prior to the dis-
position of the first marketable crop. In Hwaii; this preproductive
period extends approxitnately two years.

The proposed change in accounting method is directed at corporate
enterprises which are reporting form income and expenses on the cash
method.

Hawaiian sugar producers ar not on the cash method. They have
been on an "annual accrual method" for 25 years, with the specific ap-
proval of the Internal Revenue Service. It has been and still is con-
sidered to be a sound method of accounting for the indimtry.

The change with respect to treatment of preproductive expenses
that would be required by application of proposed section 447 in
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its present form would have serious financial impact on the entire
sugar industry in Hawaii and, therefore, on the economy of the State
as a whole.

The unintended consequence to Hawaii of proposed section 447
was not brought to the attention of the Committee on Ways and
Means until markup on the bill was completed. When the committee
was told of this problem it added to the report on H.R. 10612 the fol-

. lowing statement of its intent:
If a corporation has computed its taxable income on an 'annual accrual

method of accounting' for a 10-year period to December 81, 1975, and if such
corporation raises crops which mature at least in the second year after planting,
then for purposes of this section, such corporation will be deemed to be'com-
puting its taxable income on an accrual method of accounting and with the
capitalization of preproductive period expenses (as enumerated in new sec.
468(c) (1)). [H.R. Report No. 94-658, 94th Congress, 1st session, (1975), p. 951

In order to further effectuate the stated intention of the Ways and
Means Committee in connection with section 447, the Hawaiian Sugar
Planters' Association respectfully urges the Committee on Finance
to amend section 447 in the manner shown, (appendix, page 2), con-
sistent with the quoted language of the report. The proposed amend-
ment will permit the sugar industry in the State of Hawaii to continue
its presently approved method of accounting and will not interfere
with the stated objectives of section 447 in the treatment of corpo-
rations now on the cash method.

1. SUGAR IN TH STATE ECONOMY AND IMPACT OF PROPOSED CHANCES

(a) The pke of sugar in the economy of Hawaii
The sugar industry is the third largest source off income for the

State of Hawaii, after Federal Government expenditures and tour-
ism, which have only in recent years supplanted sugar in the No. 1
position. As it has been for nearly a century, sugar is Hawaii's prin-
cipal export. In 1975, sugar contributed approximately $368 million to
the State s economy. Since most of Hawaii's food and other essential
supplies must be imported from the mainland, the shipments of
sugar are extremely important to the State's trade balance.

Sugar producers employ approximately 9,000 full-time year-round
workers in the State, with a 1975 payroll of approximately $110 mil-
lion. Nonlabor expenditures by sugar companies in the State totaled
about $111 million. Federal and State taxes paid in 19T6 were approx-
imately $93,500,000 and Federal and State withholding taxes were
over $23 million.

Compared with most other regions of the United States, Hawaii's
economy is relatively undiverif-ed, primarily because of its distance
from other markets but also because of the relative scarcity of natural
resources. Pineapple, the second largest export, contributed approxi-
mately $141 million to the State's economy in 1975. (For several
years, pineapple growing has been declining in Hawaii because of the
impact of lower cost competition from other parts of the Pacific).
These four areas, Federal Government, tourism, mgar, and pineapple,
represent the major elements of the economy. Damage or economic
difficulties in any one of them can have far-reaching consequences
throughout the State.
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Since the termination of the 40-year-old U.S. Sugar Act at the
end of 1974, U.S. sugar producers have been competing directly with
less efficient but lower labor-cost sugar producers in various parts of the
world. World sugar prices dropped in 1975 from the unprecedented
and short-lived heights of late 1974 to a present level at which some
Hawaiian sugar operations may not be profitable in 1976. The outlook
for sugar prices on the world market is uncertain and currently un-
promising. At the same time, fuel, fertilizer, labor, and other costs
continue to rise rapidly. Three plantations have closed over the.last 5
years. Any extended period of-unprofitable operations undoubtedly
would cause other marginal plantations to go out of business. With
current unemployment in the State already 9.3 percent (cor ared
with a national rate of 8.7 percent), any rther closings would seri-
ously aggravate thin grave situation. Despite the earnest and coop-erative efforts of a1lthe parties involved, no satisfactory alternative
employment has been found for many workers from these defunct
plantations.

The additional burden which might be imposed by application of
new section .44 in its present form would be particularly damaging
to the Hawaiian sugar industry and the State's rather fragile economy
at this critical time.
(b) Impaot of applioation of proposed ection 447

Based on available information, the major Hawaiian sugar comt-
panies estimate that the financial effect the change proposed by section
447 would have on them would be as follows:

(1) An initial, permanent deferral of approximately $37,550,000
of growing crop costs would be required in the year the change would
become effective, thereby causing an increase of about $18 million in
agg-egate Federal tax liabilties.

(2) Assuming even moderate inflation in the future, additional
tax o ligations would occur in each succeeding year because expenses
actually incurred in the year of harvest or sale would be higher than
the costs deferred or capitalized in prior years.

(8) Additional expenses in significant but undetermined amounts
would be incurred in changin accounting methods and in maintaining
the new systems required for compliance with the proposed code
revisions. Much of the additional work would require collection of
data on a field-by-field basis which would be both time-consuming
and expensive because of the number and diversity of field operations.

I. BUGA PLAWTATI OP OP IRATONS

The .gar plantations in Hawaii grow sugarcane, harvest it, grind
it at their mills and prooem it into raw sugar and, to a minor extent,
into molasses. Storage a it at t a raw sugr is no
substantial so that the plantations do not have a large inventory of
raw sugar and molasses at any time durmg the year. Title to the raw
sugar = to their cooperative marketing organiaon when loaded
aboard ground traneortation equipment for movement from the milk
to shipping termials in Hawail 8ubstantilUy all of the raw sugar

is then Shipped to the mainland where it is refned and market.
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The total acreage devoted to the cultivation of sugarcane in Hawaii
is fairly constant from year to year because there are practical limi-
tations on the amount of land available for farming.

The land under cultivation is divided into fields which, largely
because of contour, are not uniform in size or shape. Some contain
only a few acre; others contain several hundred acres. Each plan-
tation has a great many fields. A field planted in sugarcane generally
yields three crops over a period of about 6 years. The first crop is har-
vested approximately 2 years after planting. The second crop, which
grows from the sLools of the sugarcane plants after the first harvest,
and therefore is known as a ratoon crop, matures approximately 2 years
later. The third crop which develops from the same source after
the second harvest, and therefore is likewise a ratoon crop, requires still
another 2 years, approximately to reach maturity.

The plantations plan their field operations so that about the same
number of acres of sugarcane mature each year, and, to the extent
practicable, in each month during each year. There is an off-season of
from several weeks to upwards of .3 months, usually late in the year,
during which no harvesting or milling operations take place and dur-
ing which major mill repairs are made. As a result of the mill shut-
down at year end, the plantations have no inventory of raw sugar at
the end of their taxable year.

The sugar plantations have substantial capital investments. In addi-
tion to the land, mills are necessary for grinding the sugarcane and
procesing it. Mechanical equipment is extensively used in-the fields in
all phases of the work.

The principal kinds of plantation expenses related to growing
crops-the items with which this statement is concerned-are the
following: Clearing, plowing, and preparing for new crops; planting
new crops; repairing and replanting ratoons; weeding; irrigating;
fertilizing; and indirect expenses

It is tobe noted that because of the relative continuity of plantation
operations, all of these expenses recur annually, although the amounts
vary from year to year. Under relatively stable economic conditions the
fluctuations are not greit.

Practically, most plantation expenses are comprised of items that
do not enter identifiably into the product of the plantations. Seed is
cut from the plantation cane and the cost of purchased seed is very
-minor. Of the direct expenses, labor (for planting, plowing, weeding,
irrigating, and fertilizing) is much the largest element. Of the purr
chased materials, water, fertilizer, and herbicides are by far the most
important items. It is impossible to identify any of these in the grow-
ing cane, or in the raw sugar and molasses which constitute the finished
products of the plaintations.

Because of the nature of most of the exe it would be difficult
.to allocate them exactly among fields and crops. Even some of the
direct expenses can be assigned to specific crops only in an arbitrary
manner.

In this connection, it is to be noted that in part the plantation ex-
penses serve to maintain the productivity of the land tself as well as
to produce sugarcane and transform it into raw sugar ana molasses.

Any farming operation is subject to natural .hazards, and the Ha-
waiian plantations are no exception. All of the plantations are affected
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by variations in weather, drought, flooding, or wind action, and a
small number have been and may hereafter be affected by lava damage
or tidal wave action.

IV. ANNUAL ACCRUAL METHOD OF ACCOUNTING

All major sugar corporations in Hawaii use the "annual accrual
method" in determining taxable income. Under this method all planta-
tion expenses, both direct and indirect, are deducted from gross in-
come-i.e., charged against revenues as incurred. It is significant to
note that the annual accrual method creates a miuch different result
than the treatment of expenses under the cash method. The annual ac-
crual method requires that materials and supplies are not deductible
for tax purposes until they are actually used by the plantation. For
example, the cost of fertilizer-or herbicides would not be deductible
until utilized by the plantation.

Some of the plantations began to use the annual accrual method for
accounting and financial statement purposes as to a portion of their
expenses-those classified as indirect expenses-prior to 1913; -others
did so during the 1920's; and still others did so during the 1930's.
By 1937 all of the plantations (except one small unit which is on
the cash basis) were using that method as to indirect expenses.

Eventually they extended its use to the remainder of their ex-
penses-those classified as direct expenses. The following shows the
years in which the plantations began to use the annual accrual method
with respect to all of their expenses, both direct and indirect:

1931-4 plantations (but 3 of these did not adopt the annual accrual
method for income tax purposes until 1937).

1934-1 plantation.
1951-6 plantations.
1952-14 plantations.
1954-3 plantations (but all of these adopted the annual accrual

method for incorin tax purposes retroactively as of 1952).
The change from the deferred crop method to the annual accrual

method for Fedeial income tax purposes by the three plantations in
1937 was made after receipt of a favorable ruling from the Commis-
sioner of Internal Revenue permitting the change in method. Simi-
larly, the change to the aecrual method for Federal income tax pur-
poses of the 6 plantations in 1951 and the 17 plantations in 1952
was made with the consent of the Commissioner of Internal Revenue.
The other two plantations used the annual accrual -method since their
inception.

In the opinion of Haskins & Sells, cerTified public accountants,
the annual accrual method is in conformity with generally accepted
accounting principles, clearly reflects annual income as reported in
financial statements. and is supported by sound business reasons, taking
into consideration certain aspects, peculiarities and hazards inherent
in sugar operations. Their opinion, with detailed support, is on record
with the Internal Revenue Service in Washington, D.C. The Securi-
ties and Exchange Commission has also accepted the annual accrual
method for Hawaii's sugar plantations. as conforming with generally
accepted accounting principles.
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The annual accrual method is a significant aid to management in
controlling costs, that is, in keeping expenses within income. This is
especially so during a period of rising prices such as has characterized
the economy for the past several years. For the same reason, it facili-
tates budgeting and financing operations which necessarily are con-
cerned with the flow of cash receipts from product sales and disburse-
ments for plantation expenses and capital expenditures, rather than
with the allocation of these items to crops which were planted several
years ago or whicdwill-be harvested several years hence. Because it
results in income statements that are dily understandable by em-
ployees, stockholders, bankers, and the public, it is a great help in
negotiations between management and those groups. This is most
important in labor relations, which have been extremely difficult for
the plantations during recent years. The method is simple to operate,
easy to understand and economical. The plantations have been able
to eliminate a substantial volume of detailed accounting work as a
result of using it.

V. CHANGES PROPOSED BY SECTION 447 AND REASONS THEREFOR

(a) Proposed method of-aeeuWing
The bill adds a new section to the code (sec. 447) which requires

corporations (with certain exceptions not applicable in this situation)
to use the accrual method of accounting for farm operations and also
to capitalize their preproductive period expensse of growing crops.
The preproductive period ex n-ses required to be capitalized under
this provision are the reproductive period expenses enumerated in
new section 468(c) (1) which includes all plantation costs attributable
to growing sugar. In the case of property having a useful life of
more than 1 year, which has more than one crop, such as a sugar plant,
the preproductive period extends until the disposition of the- first
marketable crop or yield-approximately 2 years for Hawaiian
sugarcane.
. Thus, costs attributable to the cultivation, maintenance, or develop-
ment of a newly planted sugarcane field in a taxable year before the
first year in which a marketable crop is sold are preproductive period
expenses and must be capitalized.
(b) Stated general reasons for change

The report of the House Committee on Ways and Means contains
the following general-reasons-for change [numerals in brackets added
for reference] :

[1] "Under the cash method of accounting, all items which consti-
tute gross income are reported in the taxable year in which actually
or constructively received, and expenses are deducted in the taxable
years in which they are actually paid. The primary advantage of the
cash method is that it. generally requires a minimum recordkeeping;
however, it freouentlv does not match 'income with related expenses.
Consequently, the cash niethod can be used to create tax losses which
defer current tax liabilities on both farm and nonfarm income. Cor-
porations. as well as individuals, can benefit by the time value of such
deferral of taxes.
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S[2] "The opportunity for farmers generally to use the cash method
of accounting, without inventories and with current deduction of cer-
tain expenses which are properly capitalizable was granted over 50
years ago by admiistrative rulings. These rmui were issued at a
time when most agricultural operations were smalfoperations carried
on by individuals. The primary justification for the cash method of
accounting for farm operations was its relative simplicity which, for
example, eliminates the need to identify specific costs incurred in
raising particular crops or animals.
• [3] "In recent years, however, many corporations have entered

farming. While some of these corporations involve relatively small
business operations owned by a family or a few individuals, other
corporations conduct large farm busineises which have ready access
to the skilled accounting assistance often required to identify specific
farm costs. In addition, sophisticated farm operations have often been
carried on by farm syndicates or partnerships consisting of high-
income investors and a corporation representing a promoter of a farm
'tax shelter'.

[4] "In view of this, your committee believes it is appropriate to
require corporations, and certain partnerships, engaged in farming
use an accrual method of accounting with the capitalization of certain
preproductive period expenses. Your committee, however, has ex-
cepted from this requirement certain small or family corporations in
order to continue the cash basis method of accounting essentially for
all those but the larger corporations engaged in farming." MH.R.
Rept. No. 91-658, 94th Cong., 1st sess. (1975), p. 94.1
(o) Inapplioability to sugar industry in Hawaii

The first two paragraphs of the committee's report are directed at
the abuses that can result under the cash method of accounting. These
abuses cannot exist in Hawaii because all of the suga plantations
except one (Gay & Robinson, a family-owned plantation) use the
accrual method in determining income for financial reporting and
income tax purposes.

The third paragraph discusses the abuses created by new corporate
farmers as well as farm syndicates or partnerships consisting of high-
income investors and a corporation representing a promoter of a farm
tax shelter. The Hawaiian sugar plantations commenced operations
in the eighteen hundreds. While some plantations have closed since
that time and others have been sold between various Hawaiian cor-
porations, all of the Hawaiian plantations have in the past and are
now owned by corporations with a long history of farming in the
Hawaiian Islands. Not a single plantation is owned, by a "new"
corporate farmer. Furthermore, not a single sugar plantation in
Hawaii has been used as a farm syndicate or partnership to promote a
farm tax shelter. The limited amount of land, the substantial cost of
maintaining sugar plantation and the very low profit margin has
made sugar in 11awaii avery unattractive target for tax shelter pro-
moters. Nevertheless, we recognize the valid concern that the House
Committee on Ways and Means has expressed concerning tax
shelters. Under our propose solution, including the proposed statu-
tory language, we know of no way for a tax shelter promoter to utilize
a Hawaiian sugar plantation to generate artificial tax losses. Since no
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such enterprise would have been using the annual accrual method for
a period of 10 years prior to the effective date of the bill, it would
be required to capitalize all preproductive period expenses of growing
crops.

APENDIX

Plantat on Members of Hawaiia n Sugar Planter' Assoocation
Island of Kauai--Gay & Robinson; Kekaha Sugar Co., Ltd.; The

Lihue Plantation Co., Ltd.; McBryde Sugar Co., Ltd.;, and Olokele
Sugar Co., Ltd.

Aland of Oahu-Oahu Sugar Co., Ltd.; and Waialux Sugar Co.,
Inc.

8land of Maui-Hawaiian Commercial & Sugar Co.; Pioneer Mill
Co., Ltd.; and Wailuku Sugar Co.

Island of Hawaii-Hilo Coast Processing Co.; Honokaa Sugar Co.;
Ka'u Sugar Co., Inc.; Laupahoehoe Sugar Co.; and Puna Sugar Co.,
Ltd.

TEXT OF PROPOSED AMENDMENTS TO SECTION 2 0 4 (A) OF H.% 10 612

1. Section 20((a) (1), adding new section 447 to the Internal Reve-
nue Code, is amended by adding the following sentence at the end of
section 447(a) (at page 54, line 23): ,

If a corporation has computed its taxable income on an annual ac-
crual method of accounting for a 10-year period prior to [the effective
date of section 447], and if such corporation raises crops which mature
not less than 12 months after planting, then for purposes of this
section such corporation will -be deemed to be computing its taxable
income on an accrual method of accounting and with the capitaliza-
tion of preproductive expenses described in section 468(c) (1).

2. Section 204(a) (1) is further amended by adding the following
new subsection 47(f) (at page 58, after line 9):

(f) Annual acoruaZ met od of aoco.hting deflned.-For purposes of
subsection (a), taxable income is computed on an annual accrual
method of accounting if revenues, costs and expenses are computed on
an accrual method of accounting and the preproductive period ex-
penses (described in section 468 (c) (1)) incurred during the taxable
year are -charged to harvested crops or deducted in determining the
taxable income for such year.

RAU8EYER PWIT

If the proposed amendments are adopted, the text of section 204(a)
of the bill would read as follows: (amendatory language italic).

So. 204. Method of Accounting for Corporations Engaged in
Farming.

(a) GXneral Rule.-
(1) Subpart A of part II of subchapter E of chapter 1 (relating to

methods of accounting) is amended by adding at the end thereof the
following new section:

SvO. 447. Method of Accounting for Corporations Engaged in
Farming.
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"(a) General Rule.-Except as otherwise provided by law, the
taxable income from farming of-

"(1) a corporation engaged in the trade or business of farming, or
"(2) a partnership engaged in the trade or business of farming, if

a corporation is a partner in such partnership, shall be computed on an
accrual method of accounting and with the capitalization of prepro-
ductive expenses described in section 468(c) (1). If a corporation ha8
computed t8 taxable income on an annual accrual method of account-
ing for a 10-year period pror to (the effective date of section 447)
and if 8uc corpor ati On rase8 crop8 which mature not le88 than twelve
nths4 water planting, then for p.urpoMce of this section, 8uch corpora-

tion. will be deemed to be computing it8 taxable income on an accrual
ntethod of accounting and with the capitalization of pre productive ex-
penses described in section 468 ( c) (1).

(Subsections (b) (c) (d) and (e) omitted for simplicity.)
(f) Annual accrual method of accounting defined-For purPoses

of subsection (a), taxable income i8 computed on an annual accrual
method of accounting if revenues, co8t and expenses are computed on
an accrual method of accounting and the preproductive expenses de-
scribed in section 468(c) (1) incurred during the taxable year are
charged to harvested crops or deducted in determining the taxable
incoIne for such year.

STATEMENT OF BUHlDING OWNERS AND MANAGERS
AssOCIATION, INTERNATIONAL

The Building Owners and Managers Association, International,
through its 70 local associations, represents a large percentage of the
commercial office space in the UnitedStates and many other coun-
tries.

The 4,000 high-rise buildings managed or owned by BOMA mem-
bers have approximately 500 million square feet of commercial space.
The international office is at 1221 Massachusetts Avenue Northwest,
Washinton, D.C.

The limited artificial loss provisions of H.R. 10612 will result in
significant long-term disadvantages to the commercial real estate com-
nmunity and to the general public.

It is not our goal to duplicate other lengthy statements on the bill.
We will briefly list our objections and some suggestions regarding the
LAL provisions.

1. LAL discriminates against the steady person willing to make a
long-term investment. Builders and developers will continue to build,
if possible; but the rate of return to potential investors would have
to be increased to compensate for any new tax disincentives and to
compete with alternative investment opportunities. Real estate will be
less and less likely to attract risk capital from successful persons,
typically doctors, lawyers, and small businessmen, who respond to the
current tax incentives. This is particularly likely if a limitation on
artificial losses would exempt, oil and gas industries and partially
exempt farm operations. LAL provisions represent a general bias
against individual investors and in favor of corporate enterprises.
BOMA believes that sources for needed capital will largely dry up.
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2. The end result of discouraging private capital investment in real
estate will be a need for increased Government participation in areas
such as housing and in revitalization of urban commercial facilities.
Private enterprise is frequently able to accomplish more with fewer
resources and less social cost.

3. Movement of risk capital away from commercial real estate will
have a cumulative effect on commercial centers - the central cores of
our cities:

(a) New construction will be discouraged;
(b) Maintenance and redevelopment of older structures will be dis-

couraged; and
(c) The tax base on both land and improvements in center city areas

will deteriorate.
Public transportation will be less practical as commercial activity

decentralizes from existing high density centers and corridors. Par-
ticular disadvantages will be increased use of automobiles and in-
creased air pollution. Jobs will be lost in central city areas-not only
in services requiring office space but in many supporting services -
restaurants, theaters, shops. There will be increasing demands for
Federal money to replace lost tax revenue in the-face of continuing
social problems. Over a period of time there will be an erosion of the
centralcity tax base and abandonment of marginal income properties.

4. The provisions add another layer of complexity to alrea dy corn-
plicated, often inequitable tax laws.

5. Canada recently relaxed its LAL-type rule, enacted in 1971, be-
cause of a downturn in real estate activity. Lawmakers there under-
estimated the effect of barring certain real estate losses-so-called
capital cost allowances-from being deducted against income f rom
other sources.

The best plan for limiting urban sprawl is to regenerate our city
cores and the corridors leading to them. These are the areas where coni-
mercial and residential facilities are most concentrated and where
rapid transit is available or most feasible for development.

As Congressman William M. Ketchum of California noted in his
dissenting views to H.R. 10612, "You cannot tax a business whose
doors you have forced to close."

STATEMENT OF THE NATIONAL CIRISTMAS TREE ASSOCIATION

INTRODUCTION

The Christmas tree industry is composed of over 10,000 small land-
owners in almost every State: Virtually all of these are family enter-
prises. These people are investing more than 10 years of their time,
money, and effort to bring their trees to the marketplace.

The growing of Christmas trees is a long-term high-risk business.
The grower is subject to many hazards from both natural and man-
made causes. Disease, wind, frost, heat, drought, ice, blizzards, hail,
insects, rodents, fire, vandalism, theft, and air pollution are typical of
problems that face the grower. With the exception of theft ana to some
extent vandalism, all of the mentioned risks are uninsurable. Thus, the
Christmas-tree grower is unlike any other small businessman. The
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grower is also subject to these risks for a longer period than any other
small businessman.

Although these are small family businesses, we are providing em-
ployment for more than 100,000 people. Many of these jobs are in eco-
nomically depressed or low income rural areas. Growers provide em-
ployment for many types of workers, male and female, unskilled,
semiskilled, students and economically unemployed.

As Christmas tree growers, we are producing a valuable and useful
crop on lands abandoned by agriculture or unsuitable for agricultural
crops. The leading species of Christmas trees in consumer preference
are the pines, and these will grow well on the poorest of soils that will
sustain no cash crop.

Today there are over 450,000 acres planted in Christmas trees. In
addition to helping perpetuate one of our oldest and greatest tradi-
tions, these acres are providing green belts of natural beauty, wildlife
habitat and improved watersheds. Each acre of young growing trees
supplies the daily oxygen requirements of 18 people.

Christmas trees are a renewable, nonwasting, biodegradeable natu-
ral resource. There are 30 million Christmas trees harvested each year.
It requires the planting of 80 million seedlings annually to sustain this
level of production.

Christmas tree growing is a long-term endeavor requiring extensive
training and knowledge. During the 10- to 20-year growth period to
maturity of the tree, the grower must personally practice Intensive
management. This management takes a substantial amount of time
and effort on the part of each grower. It is apparent from these re-
quirements that the industry has never proven to be a desirable tax
shelter for the investor. The growing of hristmas trees does not pro-
vide noncash deductions to apply against ordinary income. A substan-
tial portion of the grower's expenditures are for labor which cannot be
prepaid at the whim of the grower. These expenses must be made an-
nually or the grower will lose his investment. Some of these expenses
come without warning when a grower must combat insects, disease or
other disaster.

Due to the high risk factors, Christmas tree growing is not suscepti-
ble of leveraging. We know of no syndication in the Christmas tree
industry. We do know that it has been tried in several forms and that
each time it has resulted in a disastrous experience for the investor and
has been abandoned by the promoter and speculator.

It should be clearly understood that the Christmas tree industry is
an integral part of the timber industry for it becomes an important
part of the total land management program. Furthermore, Christmas
tree growing has tended to become more specialized due to consumer
preference requirements and the intense forest management practices
which must be used.
Limitdion on artfloWo losses

We as Christmas tree growers of this country are highly disturbed
by the provisions of H.R. 10612 which include us in the definition of
"farm Qperations" with respect to the provisions relating to limita-
tion on artificial losses (LAL).

The Congress has never placed Christmas trees in the definition Qf
"farm operations"' nor considered LAL provisions applicable to
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Christmas trees. We were never granted an opportunity to be heard,
nor did we have knowledge of the action of the House Committee on
Ways and Means until after the fact.

The expenses of the Christmas tree grower are not capital expenses
but ordinary and necessary maintenance expenses, This issue has been
litigated, and the Courts have been consistent in this opinion, first in
the case of Ransburg v. United State., 21 AFTR 2d 560, in the District
Court, Southern District of Indiana, in 1967. Later in the Tax Court
case of Kinley v. Commiagioner, 51 TC 1000, 1969, which decision was
affirmed in the Second Circuit Court of Appeals, 26 AFTR 2d 5127,
1970.

The Internal Revenue Service has also accepted this position in
Revenue Ruling 71-228. They are not "artificial" expenses. They are
real, actual cash expenditures.

Prior to Congress granting the use of long-term capital gains treat-
nient to the Christmas tree industry, 20 million foreign Christmas
trees were imported annually. Now this is less than 4 million trees an-
nually. Capital gains as it exists today has made it possible for the
American grower of quality grown plantion trees to capture this
market. Any change in the Iaw will drastically affect the American
growers' competitive position. Consumer demand will not change, but
this demand will be met with foreign trees and the petrochemical (en-
ergy wasting) artificial object.

Even today the Christmas tree growers must keep extensive records.
The basic practice of the industry is to cut in one field for 3 years and
then replant. The changes in H.R. 10612 would add another record-
keeping burden on a small businessman.

If the provisions of H.R. 10612 concerning Christmas trees and
LAL are not changed, several results will occur. There will be no new
investments in this area. Small family land holdings will be consoli-
dated into large holdings. Sound forest management practices will
cease. The green belts of beauty will disappear, and many will become
brick and mortar.

Unfortunately,- due to the nature of the investment, the Christmas
tree grower cannot easily or casually abandon his investment. He made
his investment decision based on a set of rules. But when the rules are
changed, he cannot quit and get his money back. He has acted in re-
liance on the good faith of the Congress.

It is most difficult to understand why the Congress would pass tax
legislation that will, without doubt, discourage and deter tree planting
when the USDA-U.S. Forest Service, Department of the Interior
State governmental agencies and local governmental agencies are all
conducting programs to increase tree planting. There can be no ques-

•tion but that Christmas trees are a true long-term capital asset.
We ask that Christmas trees not be considered as a farming activity

for the purposes of the LAL provisions, inasmuch as Christmas trees
are not considered as a farming activity for other provisions In the
tax code.
Holding period

The Christmas tree industry is highly concerned about the extension
of the holding period from 6 months to 1 year. The industry feels that,
if the language of section 631(a) was changed so that-the phrase "be-
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fore the beginning of such year" was removed, this would put the
grower on the same basis with all other investors.
Minimum tax

The Christmas tree industry whole-heartedly supports the concept
of a "True Minimum Tax." The unfortunate fact is that the 1969 law
did not accomplish this goal. The changes in the minimum tax law in
H.R. 10612 still do nothing new to accomplish that goal.

Certainly the inclusion of the untaxed portion of capital gains in
the listed preferences was not proper as the capital gain was already
taxed. The only result has been to put a further deterrent on capital
formation. The changes in H.R. 10612 will only further discourage
capital formation. If this trend continues, capital gains will be noth-
ing but print on the pages.

There can be no question that we must encourage capital formation
to rebuild our economy.

We request that a true minimum tax be adopted and the capital
gains be dropped from the preferences taxed under the present law.

TEsTOim-oY OF RICHARD J. BJELLAND, PRESIDENT OF LANDURA Cone.

I would initially like to express my appreciation to Hon. Russell B.
Long, chairman, and members of the committee for their time and
effort in reviewing and considering my testimony. Most of us outside
the political spectrum do not realize the total time and effort that is
contributed to legislative acts, and we tend to be overly critical when
those acts pertain to our specific industry.

Our specific industry-is related to real estate development and in-
vestment and, as we all know, is slowly recovering from the "reces-
sionary blues." The 1975 residential construction picture was at. its
lowest point in 29 years, with both single and multiple family suffering
from high costs for land, labor, material, and especially financing.
brighter picture is predicted for 1976, with most housing economists
estimating 1.5 to 1.7 million housing starts. Also, in their estimates,
they concede that the vast majority of housing starts will be in the
single-family submarket, with the multiple-housing submarket re-
ceiving less stimulation due to high finance costs for both interim and
permanent financing.

The Tax Reform Act of 1975 (H.R. 10612) as presented to the Com-
mittee on Finance from the House Ways and Means Committee, out-
lines a wide variety of tax reforms and alternatives. The goals of tile
bill are to improve the equity of our tax system and reduce undesirable
effects on the allocation of resources, simplify the tax law, extend in-
dividual and business tax reductions, and improve administration of
the tax laws and strengthen the rights of the taxpayer.

My current concern is not with the general goals of the Tax Reform
Act, but with a specific omission from the proposed act. In researching
and analyzing II.R. 10612, I realized that a possible error has been
made pertaining to the low/moderate-income housing pograms, which
are to receive a 5-year exemption under the LAL provision. Generally,
the House of Representatives included the various Housing and Urban
Development (HUD) programs, that is, section 286, 221 (d) (3) and
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section 8, but did not include Farmers Home Administration
(FmHA) rural rental housing program (515).

FmHA housing delivery process was established in 1949 under the
Federal Housing Act, but was oriented toward farm ownership pro-
grams. Currently, the 502 single-family program represents these past
housing efforts. The current 515 multiple-family housing program was
started by the Senior Citizens Housing Act of 1962, and did not start
expanding until fiscal year 1972-73. (See app., History of FmHA
Housing Program Summary.)

RURAL RENTAL HOUSING GROWTH (1970-77)

Fu ndin Number of
level units

Fiscal year:
1970 .........................--.............................................. 2,440, 740 2, 995
1971 ....................................................................... 26,788,690 2,624
1972 ....................................................................... 40,117,880 3,868
1973 ....................................................................... 105,062,630 8, 839
1974 ........................................................................ 173,314,630 12590
1975 ....................................................................... 252,349,000 19,490
1976 ....................................................................... 340,000,000 21,250

Subsequent ............................................................ 200,000,000 13, 333
1977 pro ed ............................................................. 400, 000, 000 23,529

Generally, FmHA rural rental housing program can be utilized for
the construction, purchase, or rehabilitation of multiple-family hous-
ing within communities of 10,000 persons, or up to 20,000 persons if the
community is outside a SMSA area and has a shortage of mortgage
credit, an(dis not being serviced by HUD.

Rental housing loans can be made to individuals, trusts, associations,
partnerships, limited partnerships, State or local public agencies,
consumer cooperatives, and profit and nonprofit corporations. If the
applicant is a profit organization, they are limited to an 8-percent re-
turn on their initial investment in a project. Besides limiting the invest-
ment return, FmHA determines the appropriate rent levels (through
income limitations), thus insuring residents of low/moderate incomes
or 62 years and older. (See app. II, FmHA Rural Rental Housing.)

FinTIA rural rental housing programs conform with the IRS code,
section 1039 (b) (1) (B), which defines a "qualified housing project" for
lower income families:

Section 1039(b) (1) (B) IRS Code-
(l) Definitions-for purposes of this section:
(1) Qualified Housing Project-term "qualified housing project" means a proj.

ect to provide rental cooperative housing for lower income families-
(A) With respect to which a mortgage Is insured under Section 221(d) (3)

or 236 of the National Housing Act, and
(B) With respect to which the owner is, under such sections or regula-

tions issued thereunder-
(i) Limited as to the rate of return on his investment In the project,

and
(ii) Limited as to rentals or occupancy charges for units in the project.

The Tax Reform Act of 1975 defines the specific housing projects
which are allowed a 5-year extension under the LAL provisions. The
Ways and Means Committee specified certain low/moderate housing
programs administered by the Department of Housing and Urban De-
velopment (HUD) as receiving a-5-year extension pertaining to the
LAL provision (limitation on artificial losses).

69-516-76---pt. 7- 20
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Section 470(e) subpart, page 80-81, H.R. 10612, in the Senate of the
United States:

(3)' Low Income Housing-In the case of low-income housing, subpart shall
not apply to real property If-

(A) Before January 1, 1979, there Is a subsidy commitment to support new
construction or substantial rehabilitation under Section 8 of the United States
Housing Act of 1937, as amended (or under the provisions of State or local
law authorizing similar levels of subsidy for lower income families) and
sn-h commitment was made before the beginning of the construction or re-
habilitation of such property, and

(B) The construction period for such property begins before January 1,
1981.

Also included in the definition of the low-income housing are other
low/moderate-income housing programs sponsored by HUD.

Section 470, page 27, H.R. 10612:
(4) Low-income Housing-the term "low-income housing" means-

(a) Property with respect to which a mortgage is insured under Section
221(d) (3) or -236 of the National Housing Act, or housing financed or as-
sisted by direct loan or tax abatement under similar provisions of State or
lical laws, and with respect to which the owner Is subject ,to-the restriction
of Section 1039(b) (1) (B).

FmHA rural rental housing program, as previously described in a
preceding section, indicates that the program limits the amount of re-
turn the owner can acquire as well as the amount of rent which can be
levied against tenants. Due to the restrictions and limitations which the
low/moderate-income housing programs place upon investors/own-
ers-that is, limited profit and restricted market-another incentive is
required to enhance persons/companies to construct and manage low/
moderate-income housing.

Currently, we are slowly recovering from a housing crisis which par-
alleled the lowest production points of the 1940's. Single-family hous-
ing was reduced to extremely low levels and multiple-family housing
was impacted more severely. It is important that we recognize hous-
ing as a high national priority, and design/implement policies which

- maximize this goal.
Since Mr. Nixon's moratorium on Federal housing programs in 1973,

low/moderate-incojlie housing production has decreased to low levels,
and there is an obvious need for housing of this type. The majority of
builders/developers do not respond to this specified housing submarket
due to a "possible" high risk and low return.

Currently, the major emphasis in providing low/moderate income
housing is through the "filtering process" and HUD's section 8 pro-
gram. Neither currently are providing the needed units or functioning
effectively. The only available housing program which provides low/
moderate income housing in rural areas is the FmHA programs. For
those persons in rural areas who do not have adequate moneys to pur-
chase homes, rental units are a viable living alternative. Fm-IA rural
rental housing program is the only rental housing program available
to persons of low/moderate incomes within rural areas, and there is
a well-documented need.

We feel that the exclusion of the FmHA rural rental housing pro-
gram was an oversight by the House Ways and Means Committee, and
not one of the merits or credibility of the program.
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I appreciate your taking the time in examining my testimony, and
wish you the best of luck on a very delicate and controversial legisla-
tive matter.

Thank you. APPENDIX I.-FMHA HISTORy

SUMMARY

The Farmers Home Administration (FmIA), an agncy within
the United States Department of Agriculture (USDA), was estab-

wlished in 1946. (Previous agency title: 193746, Farm Security Ad-
ministration.) The primary objective of FmHA was toprovide assist-
mince to rural/farm related problems, which included loan programs
for farm ownership. p

The FmHA housing delivery system that currently exists, evolved
from a series of legislative acts concerning both housing and rural
development. These were:

Federal Housing Act of 1949.-Legislated' the responsibility of
FmHA to provide housing to the farm industry.

Federal Housing Act 971961.-Authorized FmHA to obligate hous.
ing loans to persons residing within a rural incorporated community
of up to 2,500 persons. (Current 502 single family housing program.)

Senior Citizens Housing Act of 1962.-Established loans for low-
rent apartment projects for elderly persons (62 + yearp. (Current 515
multifamily housing program.)

Federal Housing Act of 1965.-Raised population limit of rural
areas to 5,500 persons.

1966.-Eligibility was equalized for senior citizens and low-income
persons in both rural housing (single family) and rural housing
(multifamily).

Housing Act of 1968.-Established interest supplement housing loan
programs for low-income persons.

Housing Act of 1970.--Again, raised the population definition of a
rural area to 10,000 persons.

Rural Development Act of 1972.-FmHA was authorized to finance,
,construct and market multifamily (515) housing projects through
limited partnership syndication procedures.

Houang and (fommnity Development Act of 197.-Again, in-
creased the definition of rural areas to include communities of up to
20,000 persons, not within a SMSA area. (Current status: Federal
Register Review, December 1975, authorization by FmHA by March-1976.)

APPENDIX II.-FxUA RURAL RENTAL HOUSING

Loans for rental housing in rural areas are available from Farmers
Home AdminiStration (FmHA) to provide living units for persons
with low and moderate incomes and for those age 62 and older. Loans
may be made for housing in open country and communities up to 20,000
people, but applicants in towns of 10,000 to 20,000 should check with
their local FmHA office to see whether the agency can serve them.

All phases of this program are available to persons of either set or
:any race, creed, color or national origin.
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How many loan funds be sed?
Loans are primarily made fo build, purchase or repair apartment-

style housing, usually consisting of duplexes, garden-type or similar
multi-unit dwellings. The housing must be modest in size, design, and
cost, but adequate to meet the tenant's needs.

Funds may also be used to: Buy and improve the land on which the
buildings are to be located; provide streets and water and waste dis-
posal systems; supply appropriate recreation and service facilities;
install laundry facilities and equipment; and landscape, including
lawn seeding, shrubbery, and tree planting, or other measures to make
the housing an attractive addition to the community.

Funds may not be used for nursing, special care or other institu-
tional types of housing.
Who may borrow?

Eligibility of applicants will be determined by Farmers Home.
Administration. Borrowers should have the ability and experience to,
operate and manage a rental housing project successfully.

Rental housing loans can be made to individuals, trusts, associations,-
partnerships, limited-partnerships, State or local public agencies, con-
sumer cooperatives, and profit and nonprofit corporations. Nonprofit
corporations may be organized in a regional or multicounty basis.
Borrowers must agree to provide rental units for occupancy by eligible
individuals or families. They must be unable to finance the housing
with personal resources and, with the exception of State or local public
agencies, be unable to obtain credit from other sources on conditions
and terms which would permit them to rent units to eligible families.
If the borrower is a profit or limited-profit organization, the assets
of the individual members will be considered in determining whether
other credit is available.

FmHA will deal only with the applicant or his authorized repre-
sentative. In the case of a nonprofit applicant, the representative must
have no pecuniary interest in the housing site, the award of contracts,
or purchase of equipment.
Does FmiA linit the borrower'8 profit?

In cases, rent charges must be within the limits that eligible ocu-
pants can afford to pay. Borrowers are required to deposit rental
income in special accounts and establish reserve funds to meet the
long-term capital replacement needs. Limited profit borrowers are
allowed an 8 percent return on their initial investment in a project.
Who may occupy the housing?

The housing is for families and individuals with low and moderate
incomes, and for senior citizens age 02 or over. The maximum income
level for occupancy will be established by Farmers Home
Administration.
What are the terms?

The maximum repayment period is 50 years for projects designed
for senior citizens-and 40 years for all other projects. All applicants
are required to provide initial operating capital equal to at least -2
percent of the cost of the project. For nonprofit organizations and
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State and local public agencies, the 2 percent operating capital may
be included in the loan as part of the development cost.

Loans to nonprofit organizations and State or local public agencies
can be up to 100 percent of the appraisal value or development costs,
whichever is less. Loans to all other applicants are limited to not more
than 95 percent of the appraisal value or development cost, whichever
is less. Loans for the purchase of buildings less than 1 year old will,
however, be limited to 80 percent of the appraised value.
18 the borrower expected to refinance the loan?

When the financial position of -the borrower reaches the point that
he can repay or refinance through a commercial lender, the loan con-
tract provides that he shall do so.
How will planning and construction be performed?

Before a loan can be approved, applicants must provide detailed
plans, specifications, and cost estimates. The applicant must provide
complete architectural services, including inspections during con-
struotion. The Farmers Home Administration will review the plans
and inspect the construct ion as it progresses.

A borrower who is a builder and capable of building his own project
may be permitted a contractor's fee which is typical for the area.

All borrowers are encouraged to obtain interim construction funds
from local lenders. A borrower must show that local construction
funds are not available before FmHIA will provide such funds.
What are the construction standards?

All project development work such as buildings, streets, water, waste
disposal, heating, and electrical systems must fully conform with hp-
plicable laws, ordinances, codes, regulations, and Farmers Home Ad-
ministration requirements.
When con construction be started?

The borrower must wait until the loan is closed and authorization
given by Farmers Home Administration to start construction. If in-
terim construction financing is to be used, construction will start only
after the loan is approved and funds obligated.
lWhere may housing be locked?

The housing will be located on desirable sites in a residential area
that iA easily accessible to community services and amenities, with an
assured supply of safe drinking water and suitable arrangements for
waste disposal approved by FmHA. Housing will be arranged on the
site in an attractive manner to accent and preserve the advantages of
natural topography, trees, and shrubbery.
What infomnation is needed?

The local county supervisor of the Farmers Home Administration
will provide information on how to complete and file applications.
Applicants must furnish: Complete financial information; preliminary
plans, specifications, and cost estimates; a budget of anticipated in-
come and expenses; and survey information supporting the need for
housing in the area.

Applicants may secure application forms and other sample FmHA
forms for completing budgets and market surveys.
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Wt about loan applicant fees and other dharges
Fees are not charged for appraisals or loan processing. However, the

applicant pays for legal services necessary to guarantee that he has
a satisfactory title to the site and for other incidental loan closing
costs. These expenses may be included in the loan.
What 8ecurty i required ?

Each loan will be secured in a manner that adequately protects the
financial interest of the Government. A first mortgage willbe taken on
the property purchased or improved with the loan except for public
or quasi-public organizations that cannot give a real estate mortgage.
In those instances the security will be determined by Farmers Home
Administration.
How do thee loans aid in rural deMelopmenc'?

Rental housing loans are made -through the Farmers Home Admin-
istration to help provide decent homes in suitable living environments.
Good rental units give a balanced housing program to a rural com-
munity and make it a more desirable place to live. An adequate supply
of quality housing helps check the flow of rural people to urban areas
by encouraging families to live in rural communities.

The program raises living standards, creates a healthy environment
for family life, and makes rural communities attractive locations for
development and expansion of industries.

Rental housing loans stimulate economic activity in rural com-
munities by increasing sales of building materials and home furnish-
ings, and by providing jobs for construction workers.

STATEMENT BY LARRY E'rrNER, Dm ro oF PLANNING AND MARKET

RESEARCH, LANDURA CORP.

LoW-iNCOMM HOUSING UNDER LAL

Rural rental housing (516) and it8 relationship to the Tax Reform
Act of 1975

In researching and analyzing the recent Ways and Means Commit-
tee Tax Reform Act of 1.975 and H.R. 10612 as read on December 5
1975, and referred to the U.S. Senate Committee on Finance, I realize 1

that a possible error has been made pertaining to the low/moderate
income housing programs, which are to receive a 5-year exemption
under the LAL provision. Generally, the House of tep resentatives
included the various Housing and Urban Development (HUD) pro-
grams--that is, section 236, -section 221 (d) (3), and section 8--but
did not include Farmers Home Administration (FmHA) rural rental
housing program (515).

We have initiated several inquiries into the matter and have received
positive responses, but presently no results. With realization of the
problem, we initiated letters to several rsons within Con qs and
the administration; that is, Paul Conn, Director of Multip e Family
Housing, FmHA; Se.ator Al Ullman, Chairman Ways and Means
Commitee; and the Joint Committee on Internal Revenue Taxation.
Our intent was to inform persons of the problem as well as seek assist-
ance or initiation of action to relieve the problem.
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Preceding this effort, we felt it important to assess the reason for the
omission from the act, so we initiated meetings with Paul Conn of
FmHA; and Don Ricketts, Alan Rosenbaum, Lawrence Woodworth,
staff persons of-the Joint-Oommittee on Internal Revenue Taxation.
Both roved helpful in trying to assess and resolve the problem.

Pau Conn, Director of Multiple Family Housing, FmHA,
assessed of the problem, and he thought that he had an understanding
with the Ways and Means Committee that the rural rental housing
program (515) was to be included with other low/moderate income
housing programs sponsored by HUD. He felt that the problem was
one of oversight and not one:of the merits and importance of the 515
program. I requested that he write a letter to the Joint Committee on
Internal Revenue Taxation and Senate Finance Committee assessing
them of the oversight, and he said he would.

After my visit with Mr. Conn, I met with Don Ricketts, Alan
Rosenbaum, and Lawrence Woodworth, staff persons of the Joint Com-
mittee on Internal Revenue-Taxation, and spoke to them about the
problem. They said they were not aware of the program, how it func-
tions, and have had no communication with FmHA. I highlighted the
515 program to the staff persons, as well as compared the program
with other low/moderate income housing programs. The initial con-
clusions were that the program did have the necessary merits to be
included with the HUD programs, and that again it was a legislative
oversight. For the staff to make specific recommendations, they re-
questel specific information from myself (Landura Corp.), a letter
from FmHA, and a meeting with FmHA to discuss appropriate
program details.

At this point, I realized that a lot of material, meetings, and recom-
mendations had to be completed in a very short period of time
(April 23, last day for written testimony), and that "those involved
may not make it." It was at this time I contacted your office for a
"possible" direct solution.
FmHA ruraZ reWal hou ing

FmHA housing delivery process was established in 1949 under the
Federal Housing Act, but was oriented toward farmownership pro-
grams. Currently, the 502 single-family program represents these past
housing efforts. The current 515 multiple-rfamly housing program was
started by the Senior Citizens Housing Act of 1962, and did not start
expanding until llscal yearJMT-73. (See appendix, "History of
FmHA Housing Prok-rafm.")-

RURAL RENTAL HOUSING GROWTH

Number of
Amount units

F........................ ;2 ... 40.. 740 "
1971........................................................27,0,0 2,6241972.................... ............................. 40 ,117, 3,8%1973 ................................................................ . 105 L"2,60 t81,74 .................................................. 17331 ,30 12

.................................................... 2M,340 11g.
1976 ............................... 340- M 000 121,250
19............... ....... ........................ n, 2 52

S Approilmetoly,
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Loans for rental housing in rural areas are available from Farmers
Home Administration (FmHA) to provide living units for persons
with low and moderate incomes and for those age 62 and older. Loans
may be made for housing in open country and communities up to
(0,000 people, but applicants in towns of 10,000 to 20,000 should check

with their local FmHA office to see whether the agency can serve them.
All phases of this program are available to persons of either sex or

any race, creed, color, or national 6rigin.
How may loan funds be used?

Loans are primarily made to build, purchase or repair apartment-
style housing, usually consisting of duplexes, garden-type, or similar
multiunit dwellings. The housing must be modest in size, design, and
cost, but adequate to meet the tenant's needs.

Funds may also be used to: Buy and improve the land on which the
buildings are to be located; provide streets and water and disposal
systems; supply appropriate recreation and service facilities; install
laundry facilities and equipment; landscape, including lawn seeding,
shrubbery and tree planting, or other measures to make the housing
an attractive addition to the community.

Funds may not be used for nursing, special care or other institu-
tional types of housing.
WT'ho may borrow?

Eligibility of applicants will be determined by Farmers Home Ad-
ministration. Borrowers should have the ability and experience to
operate and manage a rental housing project successfully.

Rental housing loans can be made to individuals, trusts, associations,
partnerships; limited-partnerships, State or local public agencies, con-
sumner cooperatives, and profit and nonprofit corporations. Nonprofit
corporations may be organized on a regional or nmutlicounty basis.

Borrowers iimust agree to provide rental units for occupancy by eli-
gible indiviluads or families. They must be unable to finance the hous-
ing with personal resources and, with the exception of State or local
public agencies, be unable to obtain credit from other sources on condi-
tions and terms which would permit them to rent units to eligible
families. If the borrower is a profit or limited-profit organization, the
assets of the individual members will be considered in determining
whether other credit is available.

FmHA will deal only with the applicant or his authorized repre-
sentative. In the case of a nonprofit applicant, the representative must
have no pecuniary interest in the housing site, the award of contracts,
or Purchase of equpnient.
Doe FnHA limit the borrower's profit?

In cases, rent charges must be within limits that eligible occupants
can afford to pay. Borrowers are required to deposit rental income in
speial accounts and establish reserve funds to meet long-term capital
replacement needs. Limited-profit borrowers are allowed an 8-percent
return on their initial investment in a project.
Who may occupy the houAing?

The housing is for families and individuals with low and moderate
incomes, and for senior citizens age 6"2 or over. The maximum income
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level for occupancy will be established by the Farmers Home
Administration.
What are the tern4t

The ihaximum repayment period is 50 ears for projects designed
for senior citizens and 40 years for all other projects. All applicants
are required to provide initial operating capital equal to at least .
percent of the cost of the project. For nonprofit organizations and
State and local-public agencies, the 2-percent operating capital may
be included in the loan as part of the development cost.

Loans to nonprofit organizations and State or local public agencies
can be up to 100 percent of the appraisal value or development costs,
whichever is less. loans to all other applicants are limited to not more
than 95 percent of the appraisal value or development cost, which-
ever is less. Loans for the purchase of buildings less than 1 year old
will, however, be limited to 80 percent of the appraised value.
I the borrower expected to refinance the loan ?

When the financial position of the borrower reaches the point that
he can repay or refinance through a commercial lender, the loan con-
tract provides that he shall do so.
How will planning and construction be performed?

Before a loan can be approved, applicants must provide detailed
plans, specifications, and cost estimates. The al)plicant must provide
complete architectural services, including inspections during construc-
tion. The Farmers Home Administration will review the plans and
inspect the construction as it progresses.

A borrower who is a builder and capable of building his own project
may obtain a loan under the same conditions as any other applicant.
The builder-applicant may be permitted a contractor's fee which is
typical for the area.

All borrowers are encouraged to obtain interim construction funds
from local lenders. A borrower must show that local construction
funds are not available before FmHA will provide such funds.
What are the construction standards?

All project development work such as buildings, streets, water, waste
disposal, heating, aL(l electrical systems must fuily conform with appli-
cable laws. ordinances, codes, regulations, and Farmers Home Admin-
istration requirements.
When can construction be started?

The borrower must wait until the loan is closed and authorization
given by Farmers Home Administration to start constriction. If in-
terim construction financing is to be used, construction will start only
after the loan is approved and funds obligated.
Where may housing be located?

The housing will be located on desirable. sites in a residential area
that is easily accessible to community services and amenities, with an
assured supply of safe drinking water and suitable arrangements for
waste disposal approved by FmHA. Housing will be arranged on the
site in an attractive manner to accent and preserve the advantages of
natural topography, trees, and shrubbery.
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What inforwion ie needed?
The local county supervisor of the Farmers Home Administration

will provide information on how to complete and file applications. Ap-
plicants must furnish: Complete financial information ; preliminary
plans, specifications, and cost estimates; a budget of anticipated income
and expenses; survey information supporting the need for housing in
the area.

Applicants may secure application forms and other sample FmHA
forms for completing budgets and market surveys.
What about loan applicant feee amd other charge.?

Fees are not charged for appraisals or loan processing. However, the
applicant pays for legal services necessary to guarantee that he has a
satisfactory title to the site and for other incidental loan closing costs.
These expenses may be included in the loan.
Vhat security is required?

Each loan will be secured in a manner that adequately protects the
financial interest of the Government. A first mortgage will be taken
on the property purchased or improved with the loan except for public
or quasi-public organizations that cannot give a real estate mortgage.
In those instances the security will be determined by Farmers Home
Administration.
How do these loans aid in rural development?

Rental housing loans are made through the Farmers Home Adminis-
tration to help provide decent homes in suitable living environments.
Good rental units give a balanced housing program to a rural com-
munity and make it a more desirable place to live. An adequate supply
of quality housing helps check the flow of rural people to urban areas
by encouraging families to live in rural communities.The program raises living standards, creates a health environment
for family life, and makes rural communities attractive locations for
development and expansion of industries.

Rental housing loans stimulate economic activity in rural communi-
ties by increasing sales of building materials and home furnishings
and by providing jobs for construction workers.

TAX REFORM ACT OF 1976

The House of Representatives Ways and Means Committee for-
warded H.R. 10162, that is, Tax Reform Act of 1975, to the Senate Fi-
nance Committee for their consideration and recommendation of the
Senate. The Ways and Means Committee specified certain low/moder-
ate income housing programs administered by the Department of
Ilousing and Urban Development (HUD) as receiving a 5-year exten-
sion pertaining to the LAL provision (limitation on artificial losses).

Section 470(-) subpart, page 30/31, H.R. 10612 in the Senate of the
United States:

(8) Low Income Housing-In the case of low-income housing this subpart
shall not apply to real property if-

(A) before January 1, 1979, there Is a subsidy commitment to support new
construction or substantial rehabilitation under Seetton 8 of the United States
Housing Act of 1987, as amended (or under the provisions of State or local law
authorizing aimilar levels of subsidy for lower Income families) and such orm-
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mitment was made before the beginning of the construction or rehabilitation of
such property, and

(B) the construction period for such property begins before January 1, 1981.
Also included in the definition of the low-income housing are other

low/moderate income housing programs sponsored by HUD.
Section 470, page 27, H.R. 10612:
(4) Low-Income Housing-The term "low-income housing" means--
(A) property with respect to which a mortgage Is Insured under Section 221(d)

(8) or 286 of the National Housing Act, or housing financed or assisted by direct
loan or tax abatement under similar provisions of State of local laws, and with
reject to which the owner is subject to the restriction of Section 1039(b) (1)
(B), or

Section 1039(b) (1) (B) IRS code-
(b) Definitions-for purposes of this section
(1) Qualified Housing Project-term "qualified housing project" means a proj.

ect to provide rental cooperative housing for lower income families-
(A) with respect to which a mortgage Is Insured under Section 221(d) (8) or

236 of the Natlonal Housing Act, and
(B) with respect to which the owner is, under such sections or regulations

Issued thereunder-
(I) limited as to the rate of return on his Investment In the project, and
(it) limited as to rentals or occupancy charges for units In the project.
(Further explanations of LAL provisions and low/moderate Income housing,

Tax Reform Act of 1975-Report of the Committee on Ways and Means* * eon
HR 10612, page 28-87.

Fml-IA rural rental housing program as previously described in a
preceeding section, indicates that the program limits the amount of
return the owner can acquire as well as the amount of rent which can
be levied against tenants. Due to the restrictions and limitations which
the low/moderate income housing programs place upon investors/
owners, i.e., limited profit and restricted market, another inetive is
required to enhance persons/companies to construct and manage low/
moderate income housing.

Currently we are slowly recovering from a housing crisis which
paralleled the lowest production points of the 1910's. Single family
housing was reduced to extremely low levels and multiple family hous-
ing was impacted more severely. It is important that we recogize hous-
ing as a high national priority, and design/implement policies which
maximize thi goal.

Since Mr. Nixon's moratorium on Federal Housing programs in
1973, low/moderate income housing production has decreased to low
levels, and there is an obvious ne: for housing of this type. The
majority of builders/developers do not respond to this specified hous-
ing submarket due to a "possible" high risk arnd low return.

Currently the major emphasis in providing low/moderate income
housing is through the "filtering process" and HUD's section 8 pro-
gram. Neither currently are providing the needed units or functioning
effectively. The only available housing program which provides low/
moderate income housing in rural areas is the FmHA programs. For
those persons in rural areas who do not have adequate moneys to
purchase homes, rental units are a viable living alternative. FmHA
rural rental housing program is the only rental housing program
available to persons of low/moderate incomes within rural areas, and
there is a well-documented need.



3158

APPENDIX I.-HISTORY

SUMMARY

The Farmers Home Administration (FmHA), an agency within the
U.S. Department of Agriculture (USDA), was established in 1946.
(Previous agency title: 193746, Farm Security Administration.)
The primary objective of FmIA was to provide assistance to rural
farm-related problems, which included loan programs for farn
ownership.

The FmHA housing delivery system that currently exists, evolved
from a series of legislative acts concerning both housing and rural de-
velopment.. These were:

Federal Ho sing Act of 194.-Legislated the responsibility of
FmIIA to provide housing to the farm industry.

Federal Jlausing Act of 1961.-Authorized FmIIA to obligate
housing loans to persons residing within a rural incorporated commiu-
nity of up to 2,500 persons. (Current 502 single family housing
programm)

Skernor Citlzen8 Housing Act of 1962.-Established loans for low-
rent apartment projects for elderly persons (62 plus years). (Current
515 multifamily housing program.)

Federal IHousiing Act of 1965.-Raised population limit of rural
areas to 5,500 persons.

196.-Eligibility was equalized for senior citizens and low-income
persons in both rural housing (single family) and rural housing
(multifamily).

Housing Act of 1968.-Established interest supplement housing loan
programs for low-income persons.

Housing A et of 1970.-Again, raised the population definition of a
rural area to 10,000 persons.

Rural Development Act of 197.-FmHA was authorized to finance,
construct, and market multifamily (515) housing projects through
limited partnership syndication procedures.

Housiang and Conwnity Development Act of 1974.-Again, in-
creased the definition of rural areas to include comnmunities'of up to
20,000 persons, not within an SMSA area. (Current. status: Federal
Register Review, December 1975, authorization by FiIIA by Mar'li
1976.)

EVOLUTION OF FARMERS 1OME ADMINISTRATION

Farmers Home Administration has tried to assist in the resolution
of farm and rural problems. FmHA's sphere of influence and responsi-
bilities has expanded since its legislative inception in 1933. Legislative
acts and administrative directives have all assisted in the expansion
of duties.

The linkage of FmITA can be traced back to the Resettlement Ad-
ministration, a rural rehabilitation agency under the President created
by Executive order in 1935. The agency now serves under its 11th
administrator.

The Resettlement Administration absorbed depression-era pro-
grams that had been carried on in 40 States by Rural Rehabilitation
Corporations formed under the Emergency Relief Act of 1933. Rural
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Rehabilitation loans were intended to help farm families remain
on the land and work their way off relief rolls.

During its 2 years of existence, the Resettlement Administration
made hundreds of thousands of short-term loans, often supplemented
by grants, to low-income farm families to help them become self-
supporting. Resettlement also emphasized follow-up supervision over
the progress of its borrowers, to help assure that the purpose of loans
would more likely be achieved. Borrowers were given tec-hnical coun-
seling in better management of farm and home finances and better
farming methods.

In 1937, there was a growing conviction by the U.S. Department of
Agriculture (USI)A) and in Cong ress that supervised credit, as
pioneered by Iesettlement, could be tfhe answer to a worsening national
l problem of hardship and failure among tenant farmers. On July 22,
1937, the Barkhead-Jones Farm Tenant Act was enacted. It created
a new program of supervised 40-year farm ownership loans to farmers
who lacked other sources of credit for buying their own land and for
farm and home improvement. Administration of the act was given to
the Resettlement Administration.

Also enacted in 1937 was the Water Facilities Act which provided
loans for individual and association farm water systems in 17 western
States where drought and water shortages were familiar hardships.
Resettlement shared administration of this act with the Soil Conserva-
tion Service and Bureau of Agricultural Economnics. It was the fore-
runner of present-day massive rural programs in water systems, waste
disposal, and other rural community facilities now administered by
the FmiHA.

As administrative actions were taken to carry out the Farm Tenant
Act, it was announced in September 1, 1937, that the Resettlement
Administration would be renamed Farm Security Administration and
placed under the Department of Agriculture. Tl is change took effect
in 1938.

In the ensuing 9 years, the Farm Security Administration (FSA)
carried on supervised credit, programs that enabled thousands of
farmers to become farm owners. Farm and home counseling by county
office staff was part of FSA's service to borrowers. FSA, also carried
on Resettlement-oriented projects to establish new farms and com-
imunities, services in group medical care, agricultural cooperatives,
migratory labor camps, and other social and economic programs. In
1942, FSA also was given full responsibility for the water facilities
program in the western States.

By 1946, it was generally conceded, both in and out of Congress and
witin the agency itself. that a restructurin of FSA was necessary,
that some old Resettlement programs were no longer justified, that
vurrent programs could be improved, and perhaps new programs
would be needed in th"t postwar period. Accordingly, in August 1946,
congress s passed the Farmers Home Administration Act. This meas-
tre, which took effect in 1947, reconstituted FSA under the new name,
Farmers Home Administration.

Combined in te new FmHA werv somp programs of FSA and the
emergency crop and feed loan program. The latter, a service in short-
term feed -seed-fertilizer loans to farmers in designated hardship
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areas, had been originated through USDA in 1918, and carried on
during 1933-46 through Production Credit Association of the Farm
Credit Administration s agricultural credit system.

The Farmers Home Administration Act also gave FmHA new
authority: to insure loans made by banks, other agencies and private
individuals, as well as to make direct Government loans. The act
brought an end to Rural Rehabilitation loans, of which over 3 million
had been made since 1935 by Resettlement and FSA for a-total
exceeding $1 billion.

In its first 3 years, FmHA confined its operations to development
of its supervised farm-ownership and farm-operating loan programs,
and to water facilities projects in the western States.

The year 1949 brought the first of many additions to FmHA's port-
folio of services, all made available to rural people through the now
well-established system of FmHA county offices, which still currently
exist.

The Federal Housing Act of 1949 gave FmHA the authority to make
housing loans to farmers as a part of the national housing program.
The Disaster Loan Act of the same year originated the special emer-
gency farm loan for recovery from lo3ses inflicted by natural disaster.

The Water Facilities Act was amended in 1954 to apply nationally,
rather than in the area of 17 western States, and to let farm area
water systems take on nonfarm customers in rural communitie&
Rural communities were defined at that time to consist of under
2,500 population.

Rural development was given Federal program status by USDA
administrative action in 19-55. FmHA's first involvement was a pilot
program of loans to small farms inadequate to qualify even for reg-
ular FmHA loans. Rural development is planning, financing, and
development of facilities in rural areas that contribute to making
these areas desirable places in which to live and make private and
business investments; the planning, development, and expansion of
business in rural areas to provide increased employment and income:
the planning, development, conservation, and use of land, water and
other natural resources of rural areas to maintain or enhance the
quality of t'he environment for people and business in rural areas
and processes and procedures that have said objectives as their major

In.1959, FHA began to make loans to local governmental orga-
nizations covering the local share of cost in small watershed projects
under Public Law 566.

A major overhauling and expansion of FmTIA authorities camq.
with passage of the Consolidated Farmers Home Administration
Act of 1961. Its principal provisions--

Raised limits on farmer loans--to $60,000 for farm ownership,
replacing a formula whereby each county's limit had been the
average value of its family farms, and from $20,000 to $35,000
for farm operating purposes.

Opened up the water system program to the general rural
.population, including incorporated towns up to 2,500. The loan

limit on a project (previously $250,000) was raised to $500,000
for a direct FmHA loan, $1 million for an inrmred loa&
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Also in 1961, the Federal Housing Act was amended to make non-
farm rural residents eligible for FmHA's direct housing loans. This
new jurisdiction in rural housing extended to towns of up to 2,500
population.

Still more expansion of FmHA services came in 1962. The Senior
Citizens Housing Act set up loans for low-rent apartment projects
designed to meet the'needs of people age 62 and over-a type of hous-
ing acutely lacking in rural communities. Amendment of the FmHA
Act authorized loans for shift in land use to outdoor recreational
facilities built primarily to benefit rural people. The agency began
to make loans to family farmers to set up farm-based recreation and
other nonagricultural enterprises that would add to family income,
and for association grazing ranges where family farmers and ranch-
ers share the use of more grazing land for livestock production. A
pilot program for rural renewal, delegated to FmHA, launched
experiments in several States as to what could be accomplished
through a concentration of resources to develop better community
facilities, improved homesites, and better housing, and to attract new
industry to underdeveloped rural areas. Rural renewal was dis-
continued as an experimental program in 1969. FmFA also was author-
ized in 1962 to make loans covering local project costs in areas eligible
for benefits of a resource conservation and development program
which, like the small watershed program, is supervised by USDA's
Soil Conservation Service.

The Economic Opportunity Act of 1964 established loans to low-
income rural people for small farm improvements or nonfarm enter-
prises that would add to family income. FmHA performed the lend->
ing through its county offices, with funds provide by the Office of
Economic Opportunity, until 1971. The agency made nearly 65,000
loans to individuals totaling $109.3 million, and 1,476 loans to co-
operatives totaling $21 million.

The expansion of old programs and enactment of new ones during
the first 4 years of the 1960's had raised FmHA's total loan and grant
volume from the $300 million level of 1960 to $750 million in 1965.
But this was only the beginning of the upsurge in FmHA services
brought on by the large-scale rural housing and rural development
programs enacted during the ensuing 10 years.

Rather than set up new agencies to administer new services, Con-
gress and the administration continued to specify that FmHA's
existing system and county offices, long experienced in serving rural
communities, would be used as the delivery vehicle for the new and
larger rural programs. As a result, FmHA's annual volume now has
soared to the $4 Jillion inark.

The second major expansion of the 1960's in programs serviced
through FmIA came under acts passed by Congress in 1965:

Rural housing was changed from a program of direct loans to one
primarily of insured loans and the population limit on towns served
through FmH was raised from 2,500 to 5,500. This oened the way

for the annual volume -of FmHA rural housing credit to rise from
the $1383 million level of 1965 to the multibillion-dollar level of present
times.

The water facilities loan program was transformed into a loan-
and-grant program for both water and waste disposal systems. Rural
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towns of up to 5,500 were made eligible "to be included in FmHA-
financed projects, and the limit on FmHA financing of a project was
raised to $4 million.

Rurml housing programs were accelerated still more under legisla-
tion paused in 3 of the next 4 years:

In 1966, eligibility was equalized for senior citizens and young
low-income families seeking FmHA rural housing loans or tenancy
in rural rental housing.

In 1968, another overhauling of the Housing Act of 1949 estab-
lished the interest-supplement housing loan program. It enables some
low-income families to pay as little as 1 percent interest, and pro-
vides for subsidized loans to developers of low-priced rental housing
for low-income families and senior citizens. New programs also were
enacted in 1968 for rural homesite development loans and for grants
toward support of "self-help" homebuilding group projects. Grants
of up to 90 percent, as well as loans, were authorized for farm labor
housing projects.

The Housing Act of 1970 permitted the population limit on a rural
community where FmHA housing loans may be made to be raised to
10.000 (made effective in May 1971).

In 1970, legislation was passed to remove technical barriers to the
use of investors' FnJHA-insured funds, rather than direct appro-
priated funds, for loans to tax-exempt-public bodies such as munici-
palities and -public service districts. That year marked the beginning
of a period of rapid growth and increased service to small towns.

The two most important recent legislative acts are summarized in
the following pages; the Rural Development Act of 1972 and the
Housing Community Development Act of 1974. Both delegated nu-
merous responsibilities to FmHA and as yet the majority of sections
of these acts have not been enacted into procedural rules.

RURAL DEVELOPMENT ACT OF 1972

As part of Richard Nixon's new federalism, a combination of rev-
enue sharing and community development programs were directed
toward decentralizing decisionmaking to the local governing level.
'he rural Development Act of 1972 was directed to modify and

improve many long-standing, agriculturally oriented activity of the
Department of Agriculture. This is important because it was directed
and emphasized toward rural America. Its primary focus was to add
new authority to the USDA programs for accelerating the develop-
mnent of rural areas.

The main rural development features are: (1) Community de-
velopment, including loan and grant authority for water and waste
disposal systems and related facilities, technical assistance and cost
sharing for municipal and industrial water supplies, grants to orga-
nize and train local fire protection forces, and comprehensive planning
grants; (2) business development. which includes guaranteed loans
for commercial and industrial projects to improve the job opportuni-
ties in rural areas, small msiness loans, encouragement of one use
of private credit institutions to make and service loans, authority for
'USDA to cooperate in joint financing arrangements with other Gor-
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ernment agencies, and safeguards against increasing production when
existing capacity is not being efficiently utilized; (3) research and
extension in three programs--rural development extension, rural de-
velopment research, and small farm research and extension activities;
(4) natural resources programs which authorize grants for pollution
abatement, provide for cost-sharing with landowners for conserva-
tion and environmental protection, and provide for a national land
inventory and monitoring system; (5) national policy and adminis-
tration that requires the establishment of national goals for various
aspects of rural development and coordination of all Federal activities
to accomplish rural development goals, pr~vid3s authority over the
location of all Federal field units concerned with rural development,
directs all executive departments and agencies to give "first priority"
to locating new offices in rurl areas, and estaishes an Assistant
Secretary for Rural Development in USDA.

It is interesting that except for title VI, the RDA does not estab-
list new types of Federal authorities, but merely adds to USDA pro-
gram authorities that already existed elsewhere-thus adding to the
proliferation of programs. The major innovations of the RDA are
the requirement for setting national goals, the authority for coordina-
tion of all Federal and delivery systems and annual reports to the
Congress in attaining these goals, all contained in section 603 of the
act.

The Rural Development Act of 1972 was directed toward creating
a viable and stable economic situation in rural areas. Employment
opportunities would create a new demand for housing, and the Hous-
ing and Community Development Act of 1974 tries to meet this
demand.

HOUSING AND COMMUNITY DEVELOPMENT ACT OF 1974

Influvenee on FmHA and rural housing
The Housing and Community Development Act of 1974 was enacted

on August 22,1974, and will in the upcoming years'influence the distri-
bution of housing in all areas of America. This section will not discuss
seven of the eight title sections that were enacted. Title V of the
H. & C.D. Act pertains to rural housing and specific amendments which
alters past sections of previous housing acts.

The act extends rural housing programs to territories and possessions
of the United States which include Guam and the Trust Territory of
the Pacific Islands. The various programs had already been in oprra-
tion in Puerto Rico, and has functioned efficiently.

Both the 502 and 504 programs of single-family unit pertain to some
degree of rehabilitation. The dollar amount of rehabilitation has been
increased from $2,500 to $5,000, which will hopefully foster more utili-
zation of the various rehabilitation programs.

One of the most significant amendments was to redefine the term
rural", which is expanded to include places W.-ith a population in excess

of 10,000 but less than 20,000 which is not contained within a standard
metropolitan statistical area (SMSA). Also the area must have a seri-
ous lack of mortgage credit as determined by the Secretary of Agricul-
ture and the Secretary of Housing and Urban Development. The previ-
ous definition only included those areas which had a l)opulation of

69--516--76-pt. 7--21
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10,000. As of yet the total number of cities which qualify has not been,
determined throughout the United States. Oregon has approximately
10 cities which will qualify for FmHA funding.

Another important element deals with subsidy and assistance pay-
ments for low-income persons and families.

The Secretary of Agriculture is authorized to make and insure loans under the.
rural housing loan programs to provide rental on cooperative housing and related
facilities for low-income persons who reside in multifamily housing projects.
Assistance payments to owners of such rental housing are authorized to make.
housing available to low-income occupants at a rate commensurate to income and
not exceeding 2 50/o of income. Assistance payments are to be made on a _uuit
basis and may not be made for more than 20 percent of the units in a project
except that (1) projects financed by a Section 515 elderly housing loan, a Section
514, domestic farm labor housing loan, or a Section 516 domestic farm labor low-
rent housing grant may receive assistance for up to 100 percent of the units; and
(2) assistance payments for more than 20 percent of project units may be made
when the Secretary determines such action is necessary or feasible. The Rural
Housing Insurance Fund will be reimbursed by annual appropriations in the
amount of assistance payments as described above.

The act also increases the total loan amount for 515 multifamily
projects, from $750,000 to an unlimited loan amount, as long as ade-
quate need on demand is justified.

Condominiums are authorized in both the 502 and 515 programs, to.
both low and moderate income persons.

The Secretary of Agriculture is authorized, in his discretion and upon terms
and conditions (substantially identical insofar as feasible with those specified
in Section 502) as he may prescribe, toincite and insure loans to low and moderate
income persons and families to cover a one-fa-mily dwelling unit in a condominium
located in rural areas. The Secretary also is authorized, in his discretion and
upon terms and conditions (substantially identical insofar as feasible with those
specified in Section 515) as he may prescribe, to make or insure blanket loans to a
borrower who certifies that upon completion of a multi-family housing project,
(1) each family unit will be eligible for a loan or insurance, and (2) each dwelling
unit will be sold only on a condominium basis and sold only to purchasers eligible
for loan or insurance.

The amendment which possibly will have the most impact and sig-
nificance pertains to mobile homes. The term "housing" as used in title
V of the 1949 Housing Act is broadened to include mobile homes. The
term "housing" as used in title V of the 1949 Housing Act is broadened
to include mobile homes and mobile home sites. The Secretary is di-
rected to prescribe Minimum property standards for mobile homes and
the sites upon which they are to be located. Loans for the purchase of
mobile homes and sites are to be made under th6 same terms and con-
ditions as applicable under section 2 of the National Housing Act in.
financing the purchase of mobile homes and sites.

CALIFORNIA INDEPENDENT PRODUCERS ASSOCIATION,
Long Beach, Calif., A pril 2, 1976.Mfr. MICHAEL J. STRNm,

Staff Director, Committee on Finance,
Dirksen Offce Building, Washington, D.C.

DEAR MR. STERN: The following testimony is entered into the record'
on behalf of the members of the California Independent Producers:
and Royalty Owners Association. Otr association represents the inde-
pendent oil and gas producers in the State of California.
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GENERAL COMMENTS

The most damaging portion of the proposed bill is section 101, linii-
tation on artificial losses. This section will severely impact the industry,
but the small independent producer will be hurt the most.

This section is so punitive that it may cause the demise of many
independents. Only independents rely on outside capital investments
to finance, or aid in financing, a large perceilt of their drilling activities.
The proposed capitalization of "development well" intangible drilling
and development cost will remove a large amount of risk capital that
independents now receive. The money will be invested elsewhere, be-
cause the tax incentives for risking investment dollars in drilling
projects is being altered, or removed.

The "ripple effect" of this loss of capital is far reaching. The reduc-
tion of drilling dollars will cause a reduction in drilling activity. This
means a reduction in employment and taxable income dollars.

Many independents may be forced out of business, causing a con.
solidation of the industry into larger companies, but the most sirnifi-
cant impact will be an increase in our reliance on expensive, unrelable
foreign oil imports.

REDUCTION OF CAPITAL/DRILLING

Section 466(b) of the proposed bill places intangible drilling and
development cost from development wells into a "deferred deduction"
program. Page 55 of the House Ways and Means Committee sunmary
states:
In many cases a deduction for intangible drilling cost is not essential to stimulate
additional drilling. This is particularly true given the increases in prices of new
oil in recent years, for wells other than exploratory wells which are drilled after
a new reservoir of oil has been tapped.

The author fails to consider the fact that intain gible drilling deduc-
tions provide needed cash flow for development wells required by lease
obligations. Even with the very optimistic projections of 70 percent to
80 percent success in "some areas' (as indicated in the committee sum-
mary), borrowing the needed money from a bank is not feasible. In-
dependent producers would have to use other producing properties as
collateral, thus limiting the number of wells drilled to their proven
reserves. The added cost of the money would also necessitate a higher
level of commercial production from the well, arid some prospects may
not be drilled due to this added cost.

Although exploratory wells may deduct intangible drilling cost,
the selection of an arbitrary 2-mile distance from existing production
for qualification as exploratory is absurd. The oil industry classifies
exploratory wells as wells seeking new reserves, regardless of distance.

In California. some wells offsetting production are exploratory, but
would not be drilled under this requirement. Geological information
gained from offset wells is often used in developing new oil prospects,
and these prospects may be lost.

Exploratory wells "not more than 2-miles" from production will be
permitted, but investors will not know if such wells qualify for IDC
deductions until after their drilling money has been spent. This poten-
tial change of categories for the IDC deductions will be detrimental to
raising funds for drilling within 2 miles of another property.
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The bill is also retroactive to the first of the year, yet no agency exIsts
to determine if a well drilled within 2 miles "taps" a reservoir from
which there has been "significant oil or gas production". This require.
ment is outlined in section 470, subparagraph (a) (6) (ii), and states:
The taxpayer establishes (in the manner provided in regulations prescribed by
the Secretary) by maps and othe r evidence that the well will not tap any reservoir
from which there has been significant oil or gas production.

Independents will be faced with the impossible, and unfair situation
of proving (according to regulations of someone presce'ibed by the
Secretary> that exploratory wells drilled since January 1, 1916, to the
passage of the bill, be qualified as exploratory and subject to IDC
writeoff provisions.

Also, what is the definition of "tap" and "significant production"?
Until these terms are clearly defined (by a person yet ureained), this
section of the bill would only add confusion to the industry.

Theproposed bill will destroy the incentive to complete marginal
wells. Investors may prefer to take a loss, rather than tying up their
funds for a long-term payout, because of the "deferred deduction"
provisions of the bill.

The bill further discriminates against the independent producer
by requiring that deductions be taken on a property by property basis.
Most all other businesses can write off the loss from one source against
another profitable source.

REDUCTION OF EMPLOYMENT

Gainfully employed persons in the oil and gas producing industries
will be proportionately reduced by the percent that independents are
forced to curtail their drilling. In 1974, the industry spent approxi-
mately $9 billion in exploration and development. Approximately $4
billion of this was spent by independents and their investors.

Employment in this segment of the industry, nationwide, was ap-
proximately 302,000 persons, with 22.600 employed in our State. These
persons drilled a total of 31,700 wells of which 22,400 were develop-
ment wells. In California, 1,918 development wells were drilled com-
pared to only 235,exploratory wells."

Since independents drill the majority of the wells in the Nation,
and since only independents raise outside capital to fund this drilling
activity, and since the majority of wells drilled are development wells,
the adverse impact on employment seems obvious, and employment by
independent producers will suffer the most.

REDUCTIONS OF TAXABLE INCOME

Although the Ways and Means Committee estimated an increase
in collected tax revenue over the next 3 years, Government tax reve-
nue may decline. Using a conservative economic turnover factor of
five, the independent producer contributed $20 billion to our Nation's
economy in 1974. If invested capital declined by only 10 percent
($400 million), the net loss of tax revenue would be a conservative
$200 million, or roughly the equivalent of the estimated increase in

Source: American Petroleum institute's Quarterly Statiatlcal Review.
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revenue under the LAL provisions of the Tax Reform Act. (See
attached calculations.)

Congressman Morris Udall (D-Arizona) recently stated on na-
tional television that no tax "reform" bill ever increased tax income
to the Treasury. We agree with the Congressman's analysis.

CONSOLIDATION OF THE INDUSTRY

In the last 20 years, the number of independent producers in the
United States has dropped from 20,000 to approximately 10,000. This
50-percent decline was due to an increase in the cost of domestic
drilling and production, the low domestic price for crude oil and
natural gas, and adverse tax legislation, such as the Tax Reform Act of
1967.

As these independents went out of business, their holdings were
taken over by larger companies or abandoned. Loss of IDC writeoffs
on development wells could cause further reduction in the number
of independents. -

There is no reason for an independent producer to risk his after-
tax dollars on development drilling when there are many other busi-
ness opportunities available. Loss of IDC writeoffs will cause many
of these independents to sell to larger companies that do not rely on
investor capital for development drilling. This will lead to less com-
petition in the industry when many of our legislators are asking for
more competition.

INCREASED RELIANCE ON FOREIGN OIL

Domestic production has declined to the-point that we now import
nearly 50 percent of our crude oil. Projections for 1980 indicate this
will increase to 60 percent unless drastic measures are taken to increase
domestic production; however, it seems that the Congress fails to
realize the significance of energy independence.

In less than a year and a half, over $5 billion has been removed
from the industry because of depletion allowance losses and the roll-
back of prices under the Energy Pricing and Conservation Act. Dur-
ing the same time period, the cost of drilling and production has
increased tremendously. Now the industry is faced with another dis-.
incentive in the Tax Reform Act of 19 5.

If we are to develop a strong domestic industry, the Congress must
propose tax relief, not additional tax burdens. Yet, adverse egilsation
such as H.. 10612 and the recently proposed increase in minimum
tax on preference income (expanded to include intangible drilling
and development cost, and depletion) all remove risk capital from
the producing industry.

luMMARY

If the proposed Tax Reform Act, or the proposed expansion of
minimum taxes on preference income are voted into law, the net
effect will be:

1. A reduction in available capital for domestic drilling.
2. A further reduction in the number of independent operators,

and a resulting reduction in drilling activity.
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3. A reduction in employment in the oil and gas producing indus-
tries.

4. A resulting reduction in the amount of taxable income to the
Government.

5. More consolidation of the industry into larger companies.
6. An increased reliance on expensive, unreliable foreign oil.
The proposed Tax Reform Act imposes a condition wherein the

independent oil and gas producer and his investors do not know what
their tax situation will be until after they drill. This is an impossible
condition, injurious to the Government, the industry, and the Ameri-
can people.

Thank you for this opportunity to comment,-
Sincerely, JA3IES 1. WOODS,

Executive Vce President.
CHART 1

APPROXIMATE REDUCTION IN TAXABLE INCOME

[in billions of dollars

Under current Under tax
tax laws reform changes

974 exploration and development expenditures by independents ..................... I$4.0 i $4.0

r-onservative 10-percent reduction ............................................................... 4

Adjusted capital amount ......................................................... ... 3.6
Economic turnover factor ......................................................... 3 5

Total economic impact ..................................................... 20.0 18.0

Net reduction in taxable income .............................................. $2 0
Estimated income tax (percent) ........................................... 10

Potential tax loss (per year, based on 1974 data) .............................. - $0.2

1 Independent Petroleum Association ef America (approximate).
I U.S. Department of Commerce (circulation factor of $1 through the U.S. economy).

STATEMENT ON BEHALF OF T11E AM1ERICAN, HORSE COUNCIL, INC;

This statement is filed on behalf of the American Horse Council
in response to the request by the Committee on Finance for comments
in regard to H.R. 10612, the tax bill passed by the House in Decem-
ber of 1975.

The American Horse Council is a nationwide trade association
representing a membership of approximately 2 million horsemen.
These members are a cross section of the American people--men,
women, and children from all economic segments of society. The
council has 78 member organizations including breed registries,
breeders associations, racing associations, professional associations,
commercial organizations, and activity groups.

Thus, when the council speaks for horse owners and breeders, it
is not speaking about just race horses since the majority of the mem-
bers of the horse council are not en aged in racing.

While no official census of the U.S. horse population is available,
estimates indicate that there are now over 8 million horses in this
country-double the number recorded in the 1960 agricultural census.
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The horse industry is a $13 billion industry which provides hundreds
of thousands of jobs to people throughout the country. The racing
segment of the industry alone produces over one-half billion dollars
in parimutuel taxes to the 30 States which have parimutuel racing.

From the standpoint of the horse industry, particularly horse
owners and breeders, there are several provisions in the House-passed
tax bill which cause concern.

LIMITATION ON ARTIFICIAL LOSSES--LAL (SECTION 101 OF TIE BILL)

The major concern of the council is the imposition of the "limita-
tion on artificial losses," referred to as LAL, on equine farming opera-
tions. While certain changes were made in the House bill by the Ways
and Means Committee to ease the impact of LAL on the farming indus-
try, the council remains strongly opposed to the LAL concept.

The LAL approach is extremely complicated and discriminatory.
In our judgment, LAL could prove to be as unworkable as the excess
deductions account provision which, as discussed below, has been a
source of confusion since its inception. Many questions as to treatment
of income, deductions, dispositions, et cetera under LAL are not
answered by the explanation accompanying the House-passed bill.

Moreover, as applied in the Tax Reform Act of 1975, the LAL con-
'cept has become a means of discriminating against a few industries,
one of which, unfortunately, is farming. We do not believe that the
record before the Ways and Means Committee warranted inclusion
of horse owners and breeders under LAL. While there have been claims
of abuses in some areas, horse farming is certainly not in this category.

The American Horse Council believes that tax reform should take
the form of a universal program which is not limited to a few indus-
tries in an attempt to "plug loopholes." The abuses which have arisen
through the distortion of legitimate tax incentives enacted by the
Congress in the past will lose their appeal if the final tax reform pack-
age-imposes unavoidable obligations on all taxpayers. Such an ap-
proach would be designed to force each investment decision to be
examined on its own merits without the possibility of a 100-percent
or better return from tax savings alone. In this manner, the Congress
could cure the flagrant abuses and apply tax reform in an even-handed
manner.

One possible approach to the problem is the "at risk" limitation on
deductions which is presently contained in the House bill. The council
concurs with other livestock organizations which have testified before
the committee that this measure would be adequate to close the door
on so-called farm tax shelters.

Another avenue is an alternative minimum tax which has received
much attention in recent weeks. However, if the Finance Committee
does decide to adopt alternative minimum tax measures, the council
would like to have the opportunity to work with the commitee and its
staff as the legislation develops.

In the event that the LAL approach is adopted by the committee,
the council strongly urges that the provision be amended to change the
definition of a "farming syndicate.

LAL would limit certain losses to the extent such losses result from
farm-accelerated deductions. Generally, accelerated deductions relat-
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ing to livestock are (1) prepaid feed, seed, and other similar prepaid
items, and (2) the accelerated portion of depreciation. However, in
the case of a farming syndicate, preproductive peiod expenses, such
as the cost of raising animals, are also included as accelerated deduc-
tions subject to the LAL limitations.

The House bill defines a farming syndicate as (1) a partnership en-
gaged in farn.ing which is registered with a Federal or State securi-
ties agency, (2) a partnership engaged in farming if more than 50 per-
cent of the losses are allocable to limited partners and (8) any other
famn enterprise if it is registered under Federal or State securities laws
or if the allocation of losses is similar to an allocation of more than
50 percent of the losses to a limited partner. The committee report
states that this latter category includes "many forms of organiza-
tion of farm enterprises such as general partnerships, agency relation-
ships created by management contracts, trusts, and interest in sub-
chapter S corporations." The report goes on to state that a "person
is similar to a limited partner if he does not actively participate in
the operation or management of the farm."I

The definition of farming syndicate as interpreted by the committee
report would appear to affect many hors owners and breeders and
otKer legitimate frmers who are not engaged in business for tax shel-
ter reasons. For example, a number of farmers use limited partner-
ships for estate planning purposes. Under these limited partnerships,
the principal equity owner is no longer active in the business but is a
limited partner. This would not appear to be the kind of situation that
should be subject to the limitation on the dhtuction of preproductive
period expenses. It is extremely complicated and costly to account for
these expenses.

Accordingly, we recommend that the definition of "farming syndi-
cate" under LAL be restricted to mean only a partnership engaged in
farming if at any time interests in suoh paritnersbip have been offered
for sale in an offering required to be registered with the Federal securi-
ties agency having authority to regulate the offering of securities for
sale.

ACCRUAL ACCOUNTING FOR CORPORATIONS ENGAGED IN FARMING
(SECTION 204 OF TIll' BILL,)

The bill requires corporations engaged in farm operations, other
than subehapter S corporations and mily corporations, to use the
accrual and inventory accounting methods for f Wm operations. This
provision is objectionable for a variety of reasons.

Farin corporations are frequently used for estate tax planning. They
are by no means necessarily large corporations. Even though there is an
exception for family corporations, over a period of years many.family
situations cin change causing the corporation to no longer come within
the exception for family corporations. For example, three first cousins
could become 100 percent owners of corporate stock previously owned
ly three brothers and the corporation would then not qualify as a
fliAly farm.

IReport of the Committee on Ways and Means, V. 47.



31-71

It appears inconsistent to say that a corporation owned by three first
cousins-which does not elect a subchapter S-is required to use the
acorual method of accounting while a subchapter S corporation which
has 10 shareholders who are totally unrelated can continue to use the
cash method of accounting.

In short, the provision is discriminatory. The tax law should require
taxpayem engaged. in sinilar businesses to use the same general method
of accounting.

Therefore, the council recommends that this provision be deleted
ft'nm the bill. If in fact there is concern about a regular corporation
using farm losses to offset nonfam income, all corporations, not just
family corporations and subchapter S corporations, could be placed
uider LAL. This would mean thit similarly situated taxpayers are at
least given similar tax treatment.

REPEAL OF THE EXCESS DEDUCTIONS ACCOUNT (SECTION 203 OF THE BILL)

The House bill provides that no additions to the complicated ex-
cess deductions account--section 1251 of tie Internal Revenue Code--
are required for tax years beginning after 1975. Under EDA, farm
losses-subject to certain exemptions-are placed in an account and re-
captured as ordinary income against gains from the sale of most farm
PrTheouncil wholehesitedly endorses this much-needed change to the

cument tax law. Unfortunately, the cbanze does not go ftr enough
since ib leaves on the books indefinitely EDA accounts which have
occurred prior to 1976.

Statements by the chairman of the Ways and Means Committee,
the Treasury Department, and the farm community were all in agree-
moat on the fact that this provision is, overly complicated and nearly
impossible to properly administer., The proposed regulations under
EPA, which. are4 pages in tke Commerce earing1fouse Tax Re-
porter, are ahlost incomprehensible. With the termination of future
aditions to EDA, it is doubtful whether the Internal Revenue Serv-
ice will ever finalize these regulations. This means that if EDA is left
on the books. for prior years, both the IRS and taxpayers will have to
try to understand and apply this section under unworkable and un-
intelligible rules.

In view of this, ib hardly seems good tax policy to leave existing
EI)A acunts dangling for many years into the future because o
a provision in the tax code which has been repealed for most purposes.

For these reasons, the American Horse Council recommends that the
EDA provision be completely repealed for tax years beginning after
1975. This would eliminate 9DA accounts after this year, but would
not affect sales completed prior to 1076.

Alternatively, if the committee does not completely repeal EDA for
tax years beginning after 1975, the ouncil suggests three technical
changes to improve the provision: (1) Elimination of the possible dou-
ble recapture of depreciation deductions under section 1251; (2) re-
moval of soil and water couseovation expenditures and land clearing
expe.diares of farmers from r!capture under section 1281; and (3)
elwihiation of the restriction whieh causes recapture of the divisive



3172

reorganization of a farm corporation thereby making EDA the same
as other recapture provisions in the code.

Thunk you very much for allowing the American Horse Council
this opportunity to express its views on H.R. 10612.

SUMMARY OF STATEMENT OF CHARLES H. PamnY, PRF-smzNw OF
MAGNATE CORP.

1. Magnatex Corp. expresses its deep concern over the proposed
disallowance of current deductions for intangible drilling costs. This
proposal, the latest in a series of Government actions, is greatly in-
hibiting the exploration for new domestic sources of oil tand gas.
The statement presents a specific case study, setting forth the actual
impact tile proposed legislation already has had on Magnatex, a
typical small independent oil and gas operation.

2. The proposed changes have failed to take into account the large
risks involved in discovery and development of new sources of oil
and gas. Because of these risks, which are significantly greater than
in most other businesses, tax incentives are critically important, espe-
cially at the small producer level, in attracting the capital investment
necessary to sustain such operations.

3. The attempt in H.R. 10612 at distinguishing between exploratory
and development wells seriously misconceives the realities of oil pro-
duction and therefore fails to provide sufficient tax incentives for
continued exploratory activity. The attached statement contains an
alternative definition which recognizes the risks inherent in all drilling
operations through utilization of existing State well-spacing
standards.

4. The passage of this legislation by the House has already created
uncertainty in the petroleum industry, causing serious reductions in
drilling rig utilization, domestic oil and gas production and available
venture capital, all at a time when Congess should be pursuing our
Nation's goals of increased domestic production and reduced depend-
ence on imported oil. Mlagnatex respectfully urges the Congress not
to overlook the realities of oil production and this Nation's need for
a continued reliable and economical supply of energy. To do so in an
attempt to resolve one problem of national concern will constitute a
grave disservice to the people of this Nation who rely on domestic
petroleum for their continued well-being.

STATEMENT

fy name is Charles Priddy. I am president of Magnatex Corp.,
a small, independent oil and gas producer located in Midland, Tex.
This statement is being filed with your committee as part of its record
of the hearings on tax reform to express my company's deep concern
over the provisions of h.R. 10612 that would disallow current deduc-
tions for intangible drilling costs.

This legislation is the latest in a series of Government actions
that are materially inhibiting the exploration for new domestic sources
of oil and gas. The passage of this cutback in the deduction for intan-
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gible drilling costs by the House of Representatives, with the uncer-
tainty created in the industry by such action, has already caused:

(1) A serious reduction in drilling rig utilization;
(2) A reduction in domestic oil and gas production; and
(3 A drastic decrease in available venture capital with which

to engage in further oil and gas exploration.
This trend will, of course, accelerate if the proposal is enacted into law.

I submit that making such a change in our tax laws in the name of
tax reform at this- point in our Nation's history is manifestly ill-
timed and unwise. At the very time that Congress should be develop-
ing new incentives for the discovery and development of domestic
sources of oil and gas, tax reformers are proposing to eliminate a long-
standing rule whose very purpose is-to encourage exploration for these
critical natural resources. Clearly the denial of the current deduction
of intangible drilling costs would be directly contrary to our country's
goals of increased domestic production and reduced dependence on im-
ported energy.
Deccription of Magnalea-a typical small independent oil and gas

producer
Much has been said along these lines in general terms. I would like

to take this opportunity to speak more specifically about Magnatex
Corp., a smal oil and gas operation, one with which I am intimately
familiar, and one which is typical of a great number of independent
oil and gas operations. As you know, it is the independents who are
responsible for drilling about 85 percent of all exploratory wells in
the Uiiited States each year.

The exploration division of Magnatex accounts for some $3 million
of drilling activity per year in the Permian Basin area of west-Texas.
The funds for these activities are raised from persons both within and
without the industry.

Midland is a part of the Permian Basin which comprises some
100,000 square miles covering 27 counties in central-western Texas and
four counties in southeastern New Mexico. The population of the area
is approximately 500,000 and the 96,000 wells in the area produce
some 2.1 million barrels of oil per clay and approximately 8 billion cubic
feet of gas per day. This amounts to approximately 25 percent of the
crude oil produced in the continental United States and some 20 per-
cent of the natural gas. The area is largely dependent upon the petro-
leum industry as its source of livelihood, as are its two largest cities,
Midland and Odessa, which together comprise some 40 percent of the
area's population.
Negative effects of recent Government action on the petroleum indus-

try in the Permian Basin
As I have indicated, the petroleum industry in the Permian Basin

has been very adversely affected by several recent actions of the Fed-
eral Government. The'first, the repeal of the depletion allowance for
major companies, decreased the moneys available for exploration in
our area by a substantial amount. Estimates of this amount vary from
$500,000 to $1 million per day, but this is a difficult figure to determine
since some of the companies affected were already using cost depletion
rather than percentage depletion.
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The second injury to the available capital market was caused by
the rollback of the price of new oil whic I reduced the income in the
Permian Basin area by a more precisely measurable figure, approxi-
mately $2 million per day.

The third damaging Federal action is the threatened disallowaneo
of the intangible drilling costs as a current deduction. This proposal
has already had a definitely negative psychological effect upon the
plans for industry drilling duringg 1976. This effect is most accurately
measured in terms of drilling rig activity. As of March 8. 1976, there
were 308- drilling rigs available in the Permian Basin, 96 of which
were not being utilized. During this same period of 1975, only 12 rigs
were not being utilized, and in 1973 only 24. It should be noted that the
number of active rigs has decreased fiom a high of 276 in November
1975 to a 3-year low of 212 in March 1976, all at a time when vital na-
tional policies seek increased domestic production and less dependence
on foreign sources of oil.
Baeic differences between oil ea'ploraton and otler businesses vai'rtnt

different tax treatment
It would appear to me that the purpose of the Tax Reform Act of

197.5 in its purest form is to simplify the tax structure and make it
applicable in a more uniform-manner to all persons and to all busi-
nesswa. Magnatex believes, however, that it is extremely important for
this legislation to wntinue to recognize that certain tyles of businesses
have inherent risks which need tax incentives to make them function
viably in the marketplace, especially when the product they produce
is vitally important to our national well-being. One such business is
the oil-producing industry with the attendant high risks involved in
the discovery and development of new sources of petroleum. Congress
should not attempt a shotgun approach to tax reform that will pur-
portedly resolve one problem of national concern while serving only
to intensify another. I

A better and more ready understanding of the high risks and unique
problems involved in oil production may be obtained by comparison
with the problems of other industries. Since we at Magnatez are in-
volved in other types of businesses, such as objective comparison is
realistically available to us. For example, before we initiate a new
business venture, we always conduct a Market survey in an effort to
project the economic feasibility of the project. Such a market survey
s not very much different in concept from the geological and geo-

physical' work which is required before an oil well is drilled. Where a
manufacturing enterprise is involved, one would attempt to establish
total costs by carefully studying the product to be developed and by
determining through trial rins the labor as well as the material costs
involved. With a manufacturing enterprise, these costs can be fairly
accurately determined and will indicate the minimum sales volume
that must be achieved if the new venture is to succeed.

Similar economic studies are involved in preparation for drilling
an oil well. However, the equivalent to the market potential in the
case of a manufacturing enterprise is the vast unknown as to the
amount of oil reserves to be encountered. This vast unknown high-
lights the large difference between the risk involved in evaluating
whether to engage in a new manufacturing enterprise and that in-
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volved in drilling a new oil well. The difference stems from the in-
herent technological difficulties involved in dealing with a commodity
that is located from 2,000 to 30,000 feet below ground with tools of
evaloation which, at the very best, are blunt.

'The factors involved in assessing the risks of devolp.ing a ptroleun
prospect include a con bination of geology, economics, and personal
inion. Tihe geological factors rMlate tothe-discovery of an oil or gas
reservoir beneath tlie Ear'th's surface. The discovery of a new petro-

leum pool, however, is not euoigh; there must be enough Tecoverable
oil and gas discovered to return a ptofit above and beyond all costs -
of exploration, drilling dry holes, and operation. These are the eco-
nomic factors, and they involve considerations of thie price of petro-
leun, geological and geophysical costs, lease costs, drilling costs, de-
pletion, and taxes. It must be noted again that Congress has already
taken action which seriously affects two of these economic factos-
the price of petroleum and depletion.

Even once a reservoir is pinlpointed geologically, it remains impossi-
ble to predict the economic iabflity of a recovery process. This is
because the technology developed -in the drilling industry is, unfortu-
nately, far from perfect, andunanticipated I)roblems are the rule
rather than the exception. In many cases, numerous test wells will have
to be drilled before a productive well is located, and in most cases there
is not sufficient information gathered as the well is drilled to stop the
venture at, any point below its target depth. This is quite a different
situation from that found in normal business venture where trends of
sales, and so forth become apparent early in the venture and can indi-
cate that the project should be discontinued long before a complete loss
is incurred. In the petroleum industry, even on a highly rated prospect,
the operator normally encounters such difficulties as casing failures,
lost circulation blowouts, directionally drilled holes, stuck drill pipe,
and lost holes. Those of us involved in the-petroleum industry recog-
nize these as the unseen and unpredictable risks which make an extra
incentive mandatory if the petroleum business is to continue to oper-
ate as a viable economic entity.
71& "explortory we"ll definition i8 basically ill canceived

The proposed legislation has attempted to recognize the need not
to discourage continued exploration for new oil and gas resources by
excepting the intangible drilling and development costs incurred in
connection with "exploratory wells" from the limitation on artificial
loss provisions. Unfortunately, this distinction is misplaced because
the risks inherent in oil production do-not disappear based on a dif-
ferentiation between an exploratory and a development well. The risk
of not obtaining production, if.& successful economic penetration is
made-to the depth desired, is reduced in the drilling of a. development
well. Nevertheless, because of the problems inherent in all drilling
technology, the reduction in risk is not all that great. Accordingly,
while there is a difference between an exploratory well and a develop-
mient well, each of these ventures involve risks far beyond those of
the normalbusiness venture. As a result, continued tax incentives must
be provided for all such drilling operations if the national interest in
increased domestic production and decreased dependence on foreign
sources of oil is to be fulfilled.



3176

If the concept of an exploratory well is nevertheless to be retained it
should be modified so as to conform to the practical and under-
8tood realities of the oil producing business

As its-primary position Magnatex believes that any attempt to dis-
tinguish between so-called "development" and "exploratory wells is
counter-productive. However, if such a distinction ultimately becomes
a part of the tax law Magnatex strongly feels that the proposed defini-
tion of "exploratory" well needs radical revision because it is totally
inconsistent with industry concepts and is not based on sound geologi-
cal and engineering information. The proposed definition seeks to
distinguish between "exploratory" and 'development" wells on the
arbitrary basis that an exploratory well consists of a well each point on
which, at the time the well is completed, is more than 2 miles from the
nearest point on the nearest producing well or which is completed
2 years or more after the completion of the last producing well that is
less than 2 miles away. Furthermore, other provisions of the legislation
would make it virtually impossible to determine with any degree of
certainty whether a well would qualify as an "exploratory well" until
after the well was completed.

I believe that this proposed definition is arbitrary and unnecessarily
complex and is based on no sound technological foundation. Under the
proposed definition a large portion of those wells which are in fact
exploratory," as the term is recognized in the petroleum industry, will

be excluded from the tax incentives necessary to stimulate exploration.
Furthermore, the uncertainty resulting from Fossible after-the-fact
disqualification of an exploratory well is likely to act as a further
deterrent, to investment and exploration for new oil reservoirs in the
immediate vicinity of existing wells.

More specifically, the proposed definition fails to take into account
accepted petroleum industry concepts as to what constitutes an ex-
ploratory well and what constitutes a development well. The generally
accepted industry definition of a development well is one which is
drilld on a minimum risk property to enhance and improve the daily
productive capacity of a given reservoir in a given fiel d.Deyelopment,
therefore, is more for the purpose of maintaining daily capacity than
it is for proving the existence of producible reserves. An exploratory
well, on the other hand, is recognized by the industry as a well which
is drilled in unproven or semiproven territory for the purpose of
ascertaining the presence of commerciallyproducible reserves.

As has aleady been indicated, one cannot determine with absolute
certainty the existence of commercially producible reserves until drill-
ing is completed. Furthermore, the legislative definition does not take
into account the fact that adjacent wells may be producing from differ-
ent fields or from different reservoirs. For example, where a field is
confined by a fault it is very possible that a well drilled adjacent to
an existing well and within the 2-mile limit of the proposed definition
would be tapping an entirely different field quite unrelated in terms of
risk to the field already producing.

Also, the risks involved in drilling for nonproducing reservoirs with-
in the confines of an existing field are equivalent to those involved in
drilling for similar reservoirs quite far from an existing field.

As we see it at Magnatex, the problem is one of arriving at working
definitions that are both administratively feasible and recognize the
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risks inherent in oil drilling operations. In terms of administration,
the major oil producing States have already established "field spacing
regulations" designed to regulate the number and spacing of wells
groducing from given reservoirs and given fields. For example, the
6tate of fexas has established statewide spacing standards ranging
from 40 acres on oil wells to 160 acres on gas wells. These spacing re-
quirements may be increased at a hearing before the RailroadCommis-
sion of Texas, but in general will not be decreased. For practical pur-
poses, the Railroad Commission maintains the 40-acre spacing on shal-
low wells (down to 7,000 feet) and will allow 80-acre spacing on deeper
wells because the pressures encountered in the deeper depths will al-
low more adequate drainage and recovery on larger spacing units.
Magnatex believes that the Congress should utilize, to the greatest.
exterit possible, existing concepts of exploratory and development
wells and existing State conservation and spacing systems in arriving
at workable procedures for implementing the proposed tax changes.

With this in mind, Magnatex suggests that a much more sound and
workable definition of exploratory wells would relate to existing State
spacing standards where such standards are available. A workable def-
inition of an exploratory well that should be provided as an option
to the existing definition would be:

Any well drilled more than one field spacing unit from any other well produc-
Ing in the same reservoir in the same field.

Such a definition recognizes the risks inherent in passing over an
adjacent, undeveloped spacing unit to explore for reserves which would
not be expected to be recovered in a reasonable length of time through
existing wells, as opposed to the drilling of minimum risk properties
on adjacent spaces in order to enhance and improve the daily produc-
tive capacity of the existing reservoir.

Furthermore, in order to qualify an exploratory well a taxpayer
should only have to establish, on a prospective basis, that a well will
recover oil that is not expected to be recovered in a reasonable period
of time from existing wells. Investors must not be subjected to the
uncertainty involved in post-drilling disqualification.
The definition of "property" is overly broad

Another area where the legislation has failed to recognize the risks
inherent in a total drilling operation is in its definition of the term
"property" as it relates to the source of income against which intan-
gible drilling costs may be expensed. The legislation proposes to limit
deductions to the extent of net related income from the same "class of
property" and the definition of "property" requires each oil and gas
property to be treated as a separate class of property for purposes of
determining deductions. Thus, the intangible drilling expenses with
respect to one oil or gas property could not be utilized to offset the
income from another such property regardless of the proximity of the
properties, geographically, or geologically.

To the extent that this definition would require each well to be
treated as a separate property, Magnatex believes that it fails to
recognize the economics of oil production where many test wells and
dry holes usually have to be drilled in order to prove the reserves of a
given reservoir and to establish commercial levels of production.
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Tle limitation resulting from the definition, o, property proposed
would be similar to permitting .a .anufaOturing concern to deduct
research and develqpment costs only drom te income produced by a
,particular new product -line whiah resulted from sucli search and
develkpmsnt erts. The .fact that research and development can
be written oft against ihe total lines of a conmpazy of coy.se encourages
t company :to 'enge. n :additional research and developm Sat
may or ma.y not produce more viable and more useful economic
pVroducts. Any other tax treatment would serve only to discourage
such additional development.

The same is true in the case of thepetroleum industry. Any -attempt
to'limit recovery of intangible drilling costs on less than a reservoir
basis will serve only as a disincentive to the increased petroleum pro-
duction so necessary to our Nation's well-being. Furthermore, any
required calculation of costs on a well-by-well _basis would impose
an extreme hardship since, in general, central tank batteries are
maintained with respect to a given 'lease whether it encompasses 40
acres or 4,000 acres. The production from all the wells on stch leases
are normally pumped to, measured and sold from a central battery.
Atypical tank battery for a small lease represents an expenditure of
perhaps $50,000. Under the proposed definition, if producers were
required to measure production on a well-by-well basis it would
require-the installation of new tank batteries and-measuring devices
for a large number of wells at an additional expenditure of $50,000
per well, which would serve only to unnecessarily inflate the price of
petroleum -products to the consumer.
The probable consequenoes if the Houae treatment of intangible drill-

ing and development c08t8 i8 OnMcted
These then are the economics and practicalities of oil production of

which Congress must be aware before it acts in its:enthusiasm to cor-
rect one problem of national couicern at the expense of another. What
will be the consequences of a failure to give adequate consideration to
the economics of oil production? The provisions of the Tax Reform
Act of 1975 that would discontinue the allowance of current deduc-
tions for intangible drilling costs have.already had and will continue
to have a major impact on oil production and especially on the small
producer. The small producer, in particular, relies on outside 'capital
for his exploration activities. To obtain or attract such investment
he must compete in the capital markets with other types of investments
that provide both economic gain and 'tax deferralbenefitg. The eco-
nomic gain that the small producer can offer to prospective investors
has already been materially reduced by the provisions of the Energy
Policy and Conservation Act which require a reduction in the price
of new crude oil by some 15 percent. These price controls have had a
direct effect on the ability to attract outside capital investment in oil
and gas properties. In enacting the Tax Reduction Act of 1975, it is
quite clear that Congress intended to encourage the activities of the
small -producers relative to their larger competitors, the major oil
companies. The proposed legislation, however, cuts in exactly thle o'p-
,posite direction, directly zeroing in on the small producers' available
capital market, and thus materially reducing their operations.

Furthermore, while the maintenance of price controls on crude oil
may provide some interim benefit to consumers, that benefit will be
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seriously reduced if domestic production decreases and consumers are
requiredto rely on higher priced, uncontrolled foreign oil. To the ex-
tent that the proposed intangible drilling cost provisions result in a
dislincentive to production, they also cut in the direction opposite to
the Energy Policy and Conservation Act which requires even prioe
contevols to -be "consistent with obtaining optimum produotion of
crude oil in the United States."

The .incompatibility of this proposed legislation with the Tax Re-
duction Act of 10975, with the Energy Policy and Conservation Act,
and with the general attitude of Congress toward the small producer.
and toward the Nation's domestic energy problems is confusing to the
industry and .especially to the small producer. Such uncertainty has
already affected the ability to raise outside capital at a time when the
Nation's energy needs are at a maximum.

In exploration efforts at Magnatex, we have seen our annual drill-
ing expenditures in the United States increase from $50,000 a year in
192 to approximately $3 million per year for 1076. While pnor to
1972 Magnatex conducted substantial drilling operations in Canada,
aloig with other producers it has had to give up those drilling oper-
ations solely because of oppressive tax measures adopted by the Ca-
nadian Government. The bulk of Magnatex's drilling operations are
now conducted in the continental United States. As of arch 15, we
have just completed our money-raising efforts for 1976 and have found
that investment by parties outside of the industry has decreased some
40 percent in anticipation of the disallowance of the intangible drill-
ing costs deduction.

Magnatex is specifically aware that the threat of tax legislation
as passed by the House of Representatives has deterred the potential
investment of several new investors who have chosen to channel their
funds into real estate investment and municipal bonds. These addi-
tional funds alone would have increased our drilling activity by some
$300,000. It is our experience at the present time that the cost of finding
a barrel of new crude oil is approximately $3 to $4 per barrel in the
ground for the longer term reserves, and$5 to $6 per barrel in the
ground for the short-term reserves. A translation of these figures in-
dicates that, in the case of our own very small operation, the failure to
attract new investors who had indicated interest prior to the proposed
legislation, will deprive the Nation of some 75,000 to 100,000 barrels
of new oil during the year 1976.

Of course, our situation is a very small part of the entire industry,
but we believe that it typifies what is happening to most independent
producers. Moreover, the drilling rig count in the Permian Basin
should provide an excellent indication of what. is happening nation-
wide. The approximately 100 inactive rigs in our area indicate a de-
crease in expenditures on discovery of new petroleum reserves of ap-
proximately $830,000 per day in the Permian Basin alone. This would
mean, in turn, that new reserves which are readily available are be-
ing left undrilled at the rate of approximately 100,000 to 150,000 bar-
rels per day. The causes of this lack of activity are economic, both in
terms of available return on investment relative to the risk incurred
and in terms of the lack of available investment capital due to the
uncertainty forced upon the industry by recent congressional acts and
proposals. Naturally, the increased tax revenue that this drilling ac-
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tivity would generate is substantial and is being lost along with the
needed hydrocarbons.. It is extremely important to those of us who live in petroleum-
industry-oriented communities that the Nation as a whole be aware
of the wvidesp tead impact which administrative regulations and con-
gressional enactments have upon the economy and employment of our
entire communities. The Permian Basin has approximately one-half
million residents of which we approximate 150,000 to be under primary
employment. The recent decrease in drilling rig activity in the Permi-
an Basin alone has caused direct unemployment of approximately
5,600 persons, and it is anticipated that the indirect effect will de-
crease employment in the Permian Basin by another 13,000 people
within the immediate future, affecting 8.7 percent of the available
primary work force.

In summation, the recent governmental roadblocks affecting the
orderly progress of the petroleum industry are of great concern to
all segments of the industry but especially to us small producers who
are so directly and severely affected by the proposed House legis-
lation. The industry has been wounded; the facts are currently avail-
able to indicate this beyond any shadow of any doubt. We anticipate
serious problems for the community in which I live and for the 13,000
people whose employment is threatened. But perhaps the most serious
consequence of the way things are going is the certain decline in this
Nation's future reserves of oiT and gas.

This is not a regional problem. Te welfare of the entire Nation de-
pends on an assured, reliable, stable source of domestic fuel. Magnatex
and other independent producers are doing their part to pursue the
goal of energy independence for the United States, but tax proposals
such as these are strongly undercutting this thrust. The goal of in-
creased domestic production and decreased dependence on imported
oil led to the price decontrol provisions of the Energy Policy and
Conservation Act. This is not the time to create more uncertainty or
to eliminate those incentives which influence potential investors in
oil and gas ventures. To enact these measures and eliminate the source
of capital needed to sustain the independent producer in his search
for and production of additional domestic reserves is counterpro-
ductive, is incompatible with the intent of both the Tax Reduction
Act of 1975 and the Energy Policy and Conservation Act, and is con-
trary to the Nation's interests.
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STATEMENT BY MARGARET Cox SULIV.AN, PRESIDENT, STOCKHOLDERS
OF AmERiCA, INC.

Mr. Chairman and members of the Committee on Finance, I ap-
preciate this opportunity to present the views of Stockholders of
America to this distinguished committee. I am Margaret Cox Sullivan,
president of Stockholders of America. Inc.. nationa 1 nonpartisan. non-
profit organization of- individual stockholders, headquartered in
WVashington. We have members in all 50 States. Our diversified meni-

bership is representative of the makeup of stockholders generally.
They really are from every "walk of life." We know. The only require-
ment for membership is stock ownership. We are not concerned with
what specific stocks or how many shares are owned. We do not get in-
volved in the internal aft~irs of any one company nor do we join in
class action suits or prowy fights. however. we alo have a deep and
abiding concern that stockholders' interests be represented and their-
colloctive voice be heard.

You gentlemen do not need to be told that our country has been
through some very rough economic times. While there seems to be
reason to be optimistic. these times are still critical. There is not solid
confidence in the country's economy. Rather. it is more a feeling of
touch and go. Therefore, the decisions made by your committee are
not only important, they are vital. Strong. positive steps are required
to guide this economy to a solid base to sustain strong, and continuing
real economic groowh. To keep our enterprise economy going ani

-growing we musb insure the constant flow of capital investment which.
is the financial fuel-the driving force of it. This must not be forgotten
if as a Nation we want to-keep our industrial leadership in the world,
keep our country strong, and keep our standard of living known as-
the American way of life.

And we are not talking about capital needs in the future: the need
for capital is now. The storage of investment capital has reached the
crisis stage in our country today. and the projected needs for new capi-
tal in the next decade are staggering.

Historically, it has been the individual stockholders who have been
the mainstay of the equity capital market. Its success and strength
has come from the fact that there are millions of differing decisions,
judgments, and opinions being made daily in diversified market trans-
actions. This makes for liquidity; this makes for a true auction; this
makes for a trie market value of stocks. The individual investors
make the market. They are often called the backbone. the strongest
ingredient of our economic system, and sometimes just the "little
gutys," but they are a fundamental part. They play a vital role in ourecnomic system--call it the capitalistic system. or free enterprise,
private enterprise or the profit system, because they are the capital
force of our country. Just a the labor force supplies labor services,
so capital services are supplied by the capital force. Contrary to the
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opinion held and voiced by some, they are from every "walk of life."
But they all have one thing in common: they are all capitalists. They
are all in the equity capital market. They are the owners of American
business. They supply the capital--their hard-earned moneys-to
create the jobs, to make the products, to do the research for technical
advancement, to start up new companies, to enlarge existing ones in
return for shares of ownership. That is the American economic sys-
tem. This system has built out of a wilderness the most powerful in-
dustrialized Nation ever known, with its people having the highest
standard of living. It has made us a Nation of owners. The success
and strength of this system are due to this large ownership base. It
is this system that makes the goods and services on which our tax
structure is based.

However, in the past several years we have witnessed some very dis-
turbing trends that have had a major impact: the number of individ-
ual stockholders has declined. For the first time since 1952 when such
figures were recorded, the number of stockholders did not increase but
rather decreased by over 18 percent in the last 5 years, according to sta-
tistics released by the New York Stock Exchange. The figure slid from
32 million to 25.7 million. This is particularly frightening when it has
been estimated that 50 million stockholders would be needed by 1980
to meet the capital needs for a growing work force and continuing
economic development. This alarming unprecedented decline in stock
ownership must not go unnoticed but should be taken as a warning
signal.

For it must not be overlooked that at the same period in our na-
tional history that the number of stockholders was growing, we as
a country were enjoying rapid, prosperous economic expansion. There-
fore, in the interest of tile well-heing, vigor and health of the national
economy, your committee in its deliberations should consider actions
not only to attract the potential investor to the equity capital market,
but to insure the return of those who have defected from the market-
place-in many cases just for liquidity to pay their household bills-as
well as to keep the present stockholders in the market as continuing
investors. Your committee has the power to initiate tax revisions in
the investment area, to relieve investors of the tax burden they are
carrying and to create a better and more attractive investment climate
to make saving and investing not only possible but worthwhile. With
all the high-sounding talk about capital formation, it begins with
the dollar saved in the pocket. Tile.s are our concerns at Stockholders
of America.

Therefore it was very heartening to us as stockholders when the
Stockholders Investment Act was introduced by Senator Bentsen
in 1973 and reintroduced this session. It was the first time in ninny
years that stockholders were considered and that vital role they play
in our national economy was recognized. In introducing this legisla-
tion, Senator Bentsen not only brought out the plight of the indi-
vidual stockholder, but his flight from the market as well. We heralded
this legislation as "an historic good 'turn in events' for our national
economy" and immediately devised a plan for alerting individual
stockholders to the tax relief they would receive with the sliding
scale tax treatment of capital gains and with more realistic tax treat-
nient of capital losses, as included in the Bill.
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It was a new plan; it had never been done before because there was
never a national stockholder orgnition such as ours before. We
designed a postcard-type ballot for individuals to use in endorsement
of the Stockholders Investment Act. These were not only sent to our
own membership but we also asked corporations to inform their stock-
holders of this legislation by means of a fact sheet and letter covering
all the issues of the act along with a ballot for stockholder endorse-
ment. All the identical ballots were returned to SOA and even though
they did not carry prepaid postage, thousands and thousands were
mailed to us. Some corporations who did not participate in the plan
gave a brief explanation of this legislation to their stockholders in
either their publication or by letter. The plan was recognized in-the
financial community as a professional and innovative approach, and
further, SeA has been credited with creating better communications
between stockholders and managements.

This cooperation within our business system can be very beneficial
not only to the system itself, but to the entire national economy.

We cannot overemphasize the importance of stockholders' endorse-
ment of this act particularly the sliding scale tax treatment of capital
gains and more liberalized treatment of capital losses. We know these
are vital issues to stockholders because in addition to our ballot plan
we have undertaken several surveys of stockholder opinion. In all
cases we have found that the three most important issues to stock-
holders collectively are unfair taxation of capital gains and losses
and the grossly unfair double taxation of dividends.

With the demand for capital never greater, with an 18 percent de.
cline in the number of individual investors and with the economic
recovery process needing stabilization to restore confidence, it is im-
perative that strong remedial steps be taken to encourage equity in-
vestment and broader participation in our system.

Therefore, Stockholders of America advocates:
(1) The establishment of a stockholder dividend tax credit to elim-

inate double taxation of dividend payments to stockholders. Under the
stockholder dividend tax credit plan the stockholder would report the
actual dividend "grossed up'" by the corporate tax deemed to have been
paid with respect to that dividend, and then claim a credit against his
tax for those taxes already paid. The plan is not complicated and the
mechanism for it_ can easily be worked out. Data necessary, to cal-
culate the tax credit could be furnished on form 1099 which corpora-
tions are already required to send to dividend recipients. Taxpayers
would merely transfer the numbers to the appropriate lines on their
income tax form.

(2) The authorization of a $5,000 annual deduction against, ordi-
nary income for net capital losses with a 3-year loss carryback.

(3) The establishment of a graduated or sliding .cale capital gains
deduction plan, beginning at 50 percent after 6 months holding and
increasing by 2 percent at the end of 1 year and each year thereafter
through the 15th year of holding to a maximum capital gains of 80
percent.

(4) Additionally, Stockholders of America supports the Presi-
dent's plan for broadened stock ownership (BSOP) which would per-
nit a stockholder to deduct annually an amount, within limits, in-
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vested in stocks or mutual funds. Such a plan would serve the goal
of increased individual participation in building our needed capital
force.

(5) Since stock holdings are an integral part of most estates, we
would also encourage the adoption of the Presidents proposal to in-
cr ase the estate tax exemption from $60,000 to $150,000. Such an in-
crease would give at least some recognition to the rise in the Consumer
Price Index since the setting of the original deduction. Likewise, the
increased exemption would reduce the need for forced liquidation of
stocks to meet tax payments and would lead to further reliance upon
stocks for future estate building.

We believe our proposals. in the investment tax area are good, sound
steps that will attract new investment capital and unlock capital
resource& This, in turn, will stimulate the economy and create jobs,
develop new job opportunities, technologies and ideas that will make
the companies of the future and lead the country to the desired goal
of full-scale economic recovery.

The actions taken by your committee and your colleagues in the
weeks ahead could well-be the determining factor in the state of the
Nation's economic health. The responsibility and the opportunity are
yours.
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U.S. SENATE,
Washington, D.C., March 30,1976.

Hon. RussML B. Lowe,
Chabr'n.n, Finance Committee,
U.S. Senate, Washington, D.C.

DEAR it. CAIRKMAN: This letter is offered in the hope that that
section of the House tax reform bill dealing with the now proposed
20 percent withholding on large gaming winnings be deleted.

Ih ave had extensive contact wvth the representatives of all forms of
!egalized gambling in the United States, including thoroughbred rac-
ing, casino operators, lottery, and harness racing representatives. All
agre that. the House proposal of withholding 20 percent of all win-
nings of $1,000 or more in which the odds are at least 300 to 1 would be
highly discriminatory in that it makes no provision for the deduction
of losses. Additionally, it would represent a bookkeeping burden far
in excess of the amount of additional revenue which could be gained.
I would also point out that there is a very significant compliance with
the tax laws on gambling windfalls now which I understand has been
est Imated as high as 85 percent.

This view is shared by the National Commission on Policy Toward
Gambling which the Congress set up in 1970 and which has been study-
ing the overall problems of gambling as a national legal enterprise
for more than 2 years. Their report will be due this fall and I think
it would be an injustice for the Congress to act precipitously at this
time in advance of the Commission's recommendation, which will be
based on a tremendous national search for the facts and the expendi-
ture of approximately $2 million. I am certain that you will be hearing
directly from Charles Morin, Chairman of the Commission, during the
course of the inquiry. You will also be receiving letters for the record
from various Governors and executives of leading legal gambling en-
terprises who have been in contact with me and others on the burdens
which arise from the House proposal.

The trend in more than one-half of the States has been to seek addi-
tional revenue through various controlled wagering schemes which
serve the important dual purpose of denying the proceeds to organized
crime as well as raising revenue for desperately needed educational and
other public social needs. The proposed 20 percent withholding would
create very real problems in discouraging these lawful efforts by the
States and would serve only to lend confusion and an administrative
nightmare to these legitimate effort&

Since the House made no effort to call witnesses or receive testimony,
I respectfully suggest that this premature and ill-advised effort .be
dropped from the Senate bill and I assure you that the necessary statis-
tical information from all of the parties concerned will be in the hands
of the committee prior to the time you tnd your associates need to
make a decision on this matter.

With kind personal regards,Sinerly HOWARD W. CANNON.
(3189)
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CONGRESS OF TIE UNITED STATES,
HOUSE OF REPRFSENTATIVE8 ,
Was8hington, D.C., April 27,1976.

lion. RUSSELL B. LONG,
Chairman, Senate Finance Gommittee,
Dirksen Senate Ofwe Building, Washington, D.C.

DEAR Mn. CIIRIMAN : This will inform you of my strong opposition
to section 1207 of the House-passed tax reform bill and my hope that
you andi members of your committee will drop this section from the
Senate version of H.R. 10612.

Section 1-207 rejuires the withholding of 20 percent on all winnings
of $1,000 or more in which gambling winnings are 300 times more than
the wager. This section of H.R. 10612 was adopted by the House com-
mittee in mirkup without prior hearings.

The language in House Report 94-658 gives the reason for adoption
as follows:

"Although most wagering tranmactions have no tax significance since
the majority of bettors end up the year with no not wagering gains, the
special type of wagers mentioned above represent unique and occa-
son a~l windfalls that generally produce significant tax liability."

The report language indicates a negligible amount of tax avenue
would be forthcoming to4,he Treasury. I believe the cost placed on the
gaming establishment operator and the cost of enforcement would fur-
ther deplete the tax provision proceeds.

There was no opportunity for a Member of the House or any reprm.
sentative of the gaming industry to appear and give testimony on this
provisioni at the hearings. As the bill was reported to the House Rules
Committee, it was the recommendation of the committee that only sev-
eral sections of the bill be open for debate on the floor and, as a result
section 1207 was not open for discussion.

This in itself, in my opinion, was unfair to our democratic processes
and to those who may have wished to develop additional facts and re-
fute the advisability of inclusion of the language in section 1207.

I seriously doubt the broad effect the amendment places on those
States which have legalized gambling was seriously considered. As I
read the language of section 1207, a church bingo game or church or
club sponsored riaffle whore tickets are sold for very small amounts and
often times see the winner receiving g a payout or prize valued at several
thousands of dollars would require the sponsor to withhold taxes on
the payout. I was advised that county fairs, which are so popular in
many lfidwestern and other Stutes, where several days of races are
held, would also cause the sponsors to withhold on certain types of
bets if the winnings such as a daily double were over $1,000 and where
the wager conformed with the bill language definition.

It is apparent to me the administration of this provision would cause
miich unfavorable comment from the public if, in fact, IRS or the tax
collecting agents were effective at the enforcement level.

Gaining operators in Nevada, now pay taxes on their winnings. To
expect these business operators to become a watchdog for the Treasury
and to force them to the additional expense of collecting and report-
ing, is in my opinion unwarranted.

In addition, Congress passed Public Law 91-452 which set up a
Commission on the Review of the National Policy Toward Gambling.
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Three million dollars was appropriated for the Coinmission to study
the problems of gambling and taxes. The Commission is made up of
Members of Congress and the public. The Commission report and
findings as a result of hearings and studies will be available in Octo-
ber 1910.

This Commission has no opportunity to report to the Ways and
Means Committee on its findings to date. It seems reasonable to ex-
pect that any new taxes or prohibitions placed upon the individual
States with respect to gaming operations should first follow close scru-
tiny and study of the Commission report.

Nevada, as well as other States, has depended upon gaming receipts
to supplement State tax revenues. Much of this income is earmarked for
schools and other social problems. The States are now hard pressed to
raise sufficient tax revenues and to further inair this effort by addi-
tional controls and additional tax collection efforts at the Federal level
is unnecessary and undesirable.

As you may be aware, representatives of the thoroughbred racing,
casino operators, lottery and harness racing associations have all
voiced objections to this provision of the Tax Reform bill.

It is for these and other reasons that I respectfully trust you and
your committee will delete language in section 1207 from the Senate
version of H.R. 10612.

Sincerely,
JAMIES D. SANTIX!.

aMOoN RA01NO COMMISSION,
Portland, Oreg., April 28,1976.Hon. RussmL, Lo-xa,

OIirrnan of the Senate Finance Committee,
U.S. Senate, Wa.kington, D.C.

DFAR SENATon Lorio: As you are aware, one of the provisions of the
Tax Reform Act proposes a 20 percent Federal withholding tax at the
source on large gambling payoffs. I would hope that you and your
committee would conclude that the retention of such provision was not
necessary. Its inclusion, in my opinion, is not in the best interest of
the sport of racing.

Among other things, it reduces from circulation and additional
wagering the 20 percent, of the payoff retained. This affects the "han-
(Ile" of subsequent races which, in turn, affects the amount of needed
funds available to the. State, the horsemen and the track.

While I have neither proof or statistics to support this premise, it
does not appear unreasonable to assume that it could encourage more
people to take advantage of bookmakers and illegal gambling sources,
in which case the State revenue, horsemen and tracks all lose.

I am also concerned about the extent a business entity should become
a specialty tax collector. Already, the IRS is furnished with identifi-
cat ion of Iarge payoff winners..

In the final analysis, the basic question is whether the benefits offset
the costs and additional administrative burdens involved. It is my
personal conclusion thlit they do not.

Sincerely, WILLIA.M E. Lo vE Member.
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GAMING INDUSTRY ASSOCIATION OF NEVADA, INC.
Reno, Nev., March 31, 1976.

Hon. MIK O'CALLAGIIAN,
Governor, State of Nevada,
Capitol Building, Car8on City, Nev.

DER GOVERNOR: Several weeks ago Mr. David W. Hagen of the
firm of Guild, Hagen & Clark, Ltd., represented our association at a
meeting in Washington with Senator Cannon in regard to the pro-
posed 20 percent withholding amendment contained in H.R. 10612,
commonly referred to as the "Tax Reform Act of 1975."

The enclosed letter was directed to him as the attendant represent-
ing Nevada interests. There is no indication, however, that a similar
letter was sent to you by the Senator so I am taking the liberty of for-
warding this copy to you.

We are hoping that you will find time in your busy schedule to di-
rect a letter to Senator Russell Long, chairman of the Senate Finance
Committee, prior to or not later than April 9, with copies to Senator
Cannon, myself, Mr. Hagen and Bob Cahill of the Nevada Resort
Association.

I am also enclosing a copy of that portion of the bill which we feel
would be disastrous to Nevada's aming Industry.

Thanks very much for your help.Sincerely, LES KOFOFw, Executive Director.

GAMING INDUSTRY ASSOCIATION OF NEVADA, INC.,
Reno, Nev., April 6,1976.Hon. RussELL, B. LONG,

Chairmna, Finance Committee,
U.S. Senate, Vashington, D.C.

DARMR.CHFAIRMAN: Our industry has been deeply concerned about
the 20 percent withholding provisions contained in section 1207 of
H.R. 10612, now being considered by your committee.

Section 1207 provides for the na-ndatory withholding on all win-
nings over $1,000 (with odds of more than 300 to 1), with no provi-
sion for deduction of losses. As a matter of fact, most of the payouts
in Nevada casinos are just that-payouts-and not winnings. In other
words, they are actually a return of previous losses which properly
would not be classified as winnings or as taxable income to the player.
Reduced to fundamentals, if all casino players were permitted to de-
duct all losses from all payouts received there would be no taxable
income to players..

Casinos are the winners as is evidenced from the report of the gam-
ing control board for the calendar year of 1975. Gross win for all
Nevada casinos was in excess of 1,41 billion on which the casinos paid
in excess of $100 million in gaming privilege taxes to the cities, coun-
ties, the State of Nevada and the Federal Government. This amount
is in addition to all the property, sales and use, Federal income, pay-
roll and other usual taxes paid by other types of business, all of which
are paid by gaming, too.
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W1e sincerely hope that these facts, together with those which you
will undoubtedly receive from other interested industries and indi-
viduals, will justify the complete deletion of section 1207 from the bill.

Sincerely, LES KOFOE, Executive Director.

MARYLAND RACING COfMMSSION,
Baltimore, Md., April 6,1976.

ion. RussEra, LOG,
Chahvnan.. Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEAR SENXATOR LoNG: I am writing to you in behalf of the Maryland
Racing Commission in regard to our objection to the proposed 20 per-
cent withholding amendment to all legalized gambling businesses.
This proposed amendment would have severe adverse effect on the
revenue from horseracing, not only to the State but to the racing
associations, the horse owners, trainers, and breeders.

In the year 1975, the State of Maryland was the beneficiary of $20
million in revenue from horseracing. The adoption of the 20-percent
withholding tax will have two very important impacts on pari-mutuel
tracks:

A. The money withheld will not be wagered.
B. Deducting 20 percent of the winnings on such races will provide

a disincentive and accordingly reduce total wagering.
Further, the costs to implement the withholding measure are ex-

cessive and exceed the potential increased revenue to the Federal Gov-
ernment.

The Maryland Racing Commission would like to reiterate its oppo-
sition to the 20-percent withholding amendment because of the adverse
fiscal impact it will have on pari-mutuel wagering, and trusts your
committee will act unfavorably on same.

Very truly yours,e tlJ. NEWTON BREWER, Jr.,

Chainan.

STATE OF MAINE,
STATE LOTTERY COMMISSION,

Augusta, Maine, March 31,1976.Senator HOWARD W. CANNON ,

State of Nevada,
U.S. Senate, Washington, D.C.

DEAR SENATOR CANNON: IU has been the sentiment and conviction
of the Maine State Lottery that the effect of the proposed 20 percent
withholding amendment to all legalized gaming businesses, including
lotteries, would have very adverse effects.

The mandate of this Commission is that it generate to its fullest
potential as great an amount of profit for the State's treasury as is
possible within the purview of the meaning of the term "lottery.

Our senior senator, Edmund S. Muskie, and our junior senator,
William D. Hathaway. as well as our Congressman from tle second
district, William H. Cohen. all have supported our view that the pro-
posed 20 percent withholding amendment would have the effect of
slowing down lottery ticket sales.
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We would be honored and pleased to have these recommended
sentiments, which we hereby forward to you, lend their weight as an
addition to the similar sentiments which we know have been expressed
to you on behalf of all other States which maintain lotteries.

I close with my sincerest appreciation for your efforts and discus-
sion with Senator Long of the Senate Finance Committee. Your sup-
port of our view and your intercession on our behalf merits our thanks
and we extend them to you.

Very truly yours, PL-= . GoRmN, Chaiman.

STATE OF NEVADA,
NEVADA GAMTNo COMMISSION,

Carbon City, Aev., April 14,1976.
Hon. HOWARD W. CANNON,
U.S. Senate,
Washington, D.C.

DFi,% HoWARD: Thank you very much for your letter of April 7,
1970, regarding foreign money in our gaming establishments.

I appreciate that you normally do not express views on our gaming
- control intrastatee' but I certainly appreciate your expression of

opinion on this particular subject because I think it is more in your
area.

Happily, also, my views coincide exactly with yours (as usual).
W arrest personal regards.

Sincerely y , PETR ECIIEVERRIA, Chairman.

APRm 8, 1976.
Hon. RuSSELL LoNo,
Chairman, Finance Committee, U.S. Senate,
Washington, D.C.

DEAR SENATOR LONG: Your committee has under consideration
IT.R. 10612 known as the Tax Reform Act of 1975. As chairman of the
Nevada Gaming Control Board I feel it necessary to bring to your
attention problems that portions of this legislation would create for
the administration and conduct of the gaming business.

Section 1207 of the bill would be applicable to slot machines, keno
and bingo gaines. These constitute a material percentage of the gaming
business conducted in Nevada. To require that management of these
businesses act in the capacity of tax-collectors imposes a burden that
should properly be performed by duly authorized revenue agents.
This requirement will lead to innumerable disputes with customers
and direct the resentment of the public towards businessmen who
should not have to interpose themselves between taxpayers and
government.

What makes this withholding obligation so particularly obnoxious
is that in the majority of instances the "winnings" will not, truly be in-
come. For example, a customer may be losing several thousand'dollars
when lie "wins" -several hundred on a keno ticket.. Since losses can be
deducted against winnings there is no income, but the businessman
would be required to withhold the 20 percent provided in the
legislation.
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In closing I must remark that Govermnent should have some faith
in the American citizen's willingness to fairly pay his proper taxobligations.Thank you for your consideration.

Sincerely,
PHInI P. HANNIFIN, Chairman.

WEST VIRGINIA RACING COBIMISsxON,
SeC Lharle8ton, W. Va., April 15, 1976.Senator RUSSELL LONe,

Chairman, Senate Finance Committee, U.S. Senate,
Washington, D.C.

DEAR SENATOR Loxo: As chairman of the West Virginia Racing
Commission, I would like to express the opposition of our Commis-
sion to the-proposed legislation in the Tax Reform Act of 1976,
wherein there is a proviso for a 20 percent Federal withholding tax
on gambling payoffs when the odds are 300-1 or better and the payoff
is $1,000 or more.

As you already know, sulftantiaLmvenue is generated to the various
States through the racing industry. Moneys won, as a general rule,
are reinvested through the mutuel window, and it is this multiplier
effect that generates much of the revenue realized. Enactment of this
legislation would cause a substantial decline in the daily mutuel handle
and a resulting loss of revenue to the States. Such legislation would
likewise encourage illegal gambling operations, where there would be
no withholding.

I realize there is some concern about the so-called 10-percenting
operation at race tracks, however, this illegal activity could be ade-
quately handled if there were some cooperation between the IRS and
the tracks by means of proper surveillance and the use of retaining
liens.

It seems to me that such legislation would be far more detrimental
to the States' revenue than it would be of benefit to the Federal Gov-
ernment in attempting to correct this illegal activity, particularly,
when the Federal Government already has the power and means to
eliminate same.

For these and many other reasons the West Virginia Racing Com-
mission is expressing its objections to the proposed legislation.

Very truly yours, Huiny L. BucH, Chairman.

69-516-76---pt. 7-23



CoMMIssIoN ON THE REVIEW OF THE
NATIONAL POLICY TOWARD GAMBLING,

Washington, D.C., April 2, 1976.
Hon. RUSSELL B. LONG,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.
(Attn: Mr. Michael Stern, staff director, Senate Finance Committee).

DEAR SENATOR LoNG: In my letter of December 11, 1975, I de-
scribed the mandate of the Commission on the Review of the National
Policy Toward Gambling, and requested that the Commission be
given the opportunity to present testimony to the Senate Finance
Committee on legislation providing for the taxation of gambling-
related activities. We have been advised by Mr. Michael S tern that
the Finance Committee is presently considering legislation concerning
the withholding of winnings from legal state gambling operations.
We appreciate this opportunity to submit a written statement for
the record to the Committee.

The Commission-which comprises seven public members appointed
by the President, four distinguished members of the House, and your
four colleagues of the Senate: John L. McClellan, Howard W. Cannon,
Hugh Scott, and Robert Taft, Jr.-has been appropriated $3 million
"to conduct a comprehensive legal and factual study . . . of policy
and practices with respect to . . . taxation of gambling activities and
to formulate and propose such changes in those policies and practices
as the Commission may deem appropriate," which necessarily will
include our recommendations regarding the provision of income, ex-
cise, and occupational stamp taxes, as well as other related taxation
policies effecting gambling activities in this country.

The Commission's research effort is nearly completed, although a
great deal of analysis remains to be done. Our social survey of gambling
behavior has provided substantial information on gambling participa-
tion throughout the United States, and testimony has been received
from over 200 witnesses, including the Director of the Internal
Revenue Service and representatives of many legal gambling in-
dustries, at hearings held across the country. Based upon our studies
to date, the Commission has reached a preliminary consensus on what
the National policy towards gambling should be.'We believe that the
States should have the primary responsibility for determining what
forms of gambling may legally take place within their borders. The
only bases for Federal involvement are the protection of the national
interest and the prevention of interference by some states with the
gambling policies of other states. The Commission thus perceives
only two justifications for federal action relating to gambling:

(1) There is an identifiable national interest in reaching a certain
type of conduct-as, for example, the national interest in suppressing
illegal gambling that is related to organized crime; or

(3196)
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(2) only action by the Federal Government will prevent interference
by one state with the gambling-related policies of a sister state,
through the use of the facilities of interstate commerce.

Turning now to the issue of whether the withholding of Federal
income taxes on certain specified gambling winnings would be consis-
tent with our national policy, it is necessary to examine the probable
effects of such withholding, based upon analysis of both Federal
taxation practices and the operation of legal gambling industries.
The following factors should be considered:

(1) What additional revenues would be realized by the Federal
Government, and would they justify this measure? For example, our
record indicates that 85 percent of all state lottery prize winners
voluntarily pay taxes-on winnings, and that information on other
winners ot large prizes is made available to the IRS on forms 1099,
which are filed b y the state lotteries. 'The Treasury Department
should provide estimates on how much additional revenue would be
collected, and on whether these revenues would warrant the adminis-
trative expenses involved.

(2) What administrative burdens would be imposed upon legal
industries in complying with such a policy? Would this seriouslyimpair their ability to raise revenues for the purposes of state govern-
ment? For parimutuel racing, withholding might reduce the amount
re-bet in subsequent races, thereby reducing the overall handle and
the takeout by the state. Or, withholding might make legal state-run
lotteries or numbers games less attractive to bettors than the illegal
forms of gambling with which they are in competition. Withholding
could thus operate as a disincentive to the realization of state policies.

Moreover, since Federal income tax withholding is not generally
applied to transactions within our economic system, to subject only
certain types of gambling to withholding may amount to a discrimina-
tion against an industry which has been given legal sanction in some
or all of its forms by a majority of the state governments, and which
has been relied upon to provide revenues for state purposes.

(3) Is there a reasonable relationship between the amount to be
withheld and the amount actually owed in taxes? In Nevada, an
individual might win at keno on the same day that he incurs heavy
losses at the casino tables. The Internal Revenue Code provides
that gambling losses are deductable from gambling winnings in deter-
mining taxes owed. Hence a policy of withholding taxes on gambling
winnings, without regard for losses incurred, might artificially distort
the true tax picture of the wagering participant, since most gamblers
ultimately lose.

Using the above criteria, at the present time we seriously question
-whether the legislation before the Finance Committee concerning
the withholding of taxes on gambling winnings would serve to further
any identifiable national interest; indeed, it would appear that with-
holding might interfere with the policies of numerous state govern-
ments. T1he Commission awaits the completion of its fact-finding
processes before making any conclusory statements in this regard; in
particular, the results of our social survey may provide definitive
answers to these issues. Our findings on this matter will be made
available to the Finance Committee as soon as they have been re-
viewed by the full membership of the Commission; and, findings on
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other aspects of the taxation of ambling activities, such as the
excise and occupational taxes and te whole issue of federal taxation
of gambling winnings, will also be presented to this Committee upon
completion.

Thank you for providing the Commission with this opportunity to
present testimony for the record of the Finance Committee. We
extend again our invitation to share with the Committee the research
materials which we have assembled relating to the taxation of gam-
bling-related activities.

Very truly yourg HCARLES H. MORIN, Chairman.
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D',.. WiInt & Co. IN.c.,
New York, N.Y., April 23,1976.

Mr. MICIIAL STERN,
S taff Director, Committee on Finance,
Washington, D.C.

DEAR MR. STERN: On behalf of the brokerage firm of Dean Witter &
Co. Inc., of which I am a first vice president, I would like to submit
the following comments with regard to the Senate Finance Committee
hearings on tax revision and extension of expiring tax cut provisions.
The testimony that I am submitting is similar to that delivered before
the House Ways and Means Committee regarding tax treatment of
public utilities on July 23, 1975. 1 am responsible for research and
analysis of regulated industries for our firm, and I am writing you on
behalf of our corporate finance efforts and of the utilities that we aid
in their financing efforts.

INVESTOn LOSS OF CONFIDENCE

Over recent years we have witnessed a process of disintermnediation
among institutions and fiduciaries of their holdings in utilities includ-
ing electric, gas, and telephone companies. Coming at a time when
capital requirements for the industry doubled, there was a basic altera-
tion in the market acceptance of new, as well as, existing securities.
After the omission of the Consolidated Edison common dividend in
the spring of 1974, recognition of a radically different concept of risk
entered the market and for a short. while threatened the whrle stream
of distribution. While the. problem has not been solved, recent develop-
ments in the money markets, plus rate increases by State and Federal
regulators, has given temporary respite.

Equity investment in the public utility arena has had an intriguing
history. For example, in the mid 1960's when utilities were considered
to be the growth stocks of the decade, about 25 percent of the total
market value of securities held by many large mutual funds were in
electric, telephone, and gas common stocks. Over 60 percent of the
common stock of Florida Power & Light Co., as an example, was held
by these funds. In total, utility equities comprised 6.4 percent ($2.2
billion) of the total market value of all reporting mutual funds at the
end of 1965 ($35.2 billion). At the end of 1974. they comprised only
1.5 percent ($0.5 billion) of the $35.8 billion of market value.,

Records of largo insurance company and pension fund portfolios
are more difficult to obtain, but here, also, there has been a discernible
reduction in the holdings. More important, these organizations are not
adding utilities to their portfolios, and for the moment this source of
finds for new investment seems closed.

I ,Mutual Fund Fact Book," March 1975, Investment Company Institute, Washington,
D.C.

(3199)
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INC]MASED MAGNITUDE OF EXPEND Mrr

During the next 5 years, approximately 1 million people per year
will enter the labor force. If we are to provide them with work-and
see unemployment no worse than it is currently, not improving as the
administration propose&-it will be necessary to augment our utility
services for energy as well as communications. The correlation between
job availability and needed increments to utility facilities has been
amply demonstrated.

According to estimates, a minimum of 5 percent per year, and prob-
ably closer to 7 to 8 percent, must be added to current utility capacity
in order to provide tihe service levels necessary to achieve the employ-
ment goal of no increase in unemployment. This works out to $20 bi-
lion per year for power, $3 to 1$5 billion for natural gas, and $12 to $1-5
billion for eoinimications. Since aggregate capital expenditures for
1976 probably will be in it range of $110 to $12Z billion, utilities alone
will account for over 30 percent of the total.

NEED FOR TAX BENEFITS TO ATTRACT INVESTORS

Financing of this magnitude for an industry that some investors
shun and others believe risky will be difficult at best. For this reason,
passage of legislation designed to attract new money through tax
advantages is a most desirable course. If such is not forthcoming and
companies must depend solely on rate relief-which will be necessary
in some measure in any event-the ability to move our economy forward
could be impaired to a serious degree.

With the magnitude of capital expenditures facing the electric and
telephone segments of the industry, one cannot be aided and the other
left in an inferior position. Such a course will result in raising consumer
rates to the afflicted segment and, in time, reduce employment in that
industry. Both electric companies and telephone companies are regu-
lated by commissions established to set reasonable rates, but they are
unlikely to respond favorably if the Congress puts one industry in it
disadvantageous position. Others who have testified before you have
proposed modifications of the investment tax credit capital gains
treatment of reinvested dividends. In general, I agree with their sug-
gestions and would seek additional consideration of treatment of com-
mon dividends on new common stock as capital gai:lo. for a limited
period of time as being beneficial.

INCLUDE AL, UTILITIE8

I would offer the financial judgment, however, that these approaches
should be adopted for all utilities. The potential loss to the Treasury
should not be meaningful, and the tradeoff in enhancing the ability
to provide employment for a growing labor force should more than
con-pensate for the cost.

Secretary Simon stated on July 8 before this committee that granting
the power industry these tax benefits would cost the Treasury $600 mif-
lion in fiscal 1976. If this amount were doubled through inclusion of
other portions of the regulated industry group, it would be cheap
compared to the alternative.
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There is one other reason for including all utilities in the package.
If one group or sector is anointed and another excluded, higher regu-
lated rates would be diverted to more attractive securities. An approach
singling out only- one sector of regulated industries might well cause
more problems than it solves.

I believe that the modifications to tax laws as generally being pro-
posed to your committee, are crucial to the ability of the electric and
communication industries to attract the capital necesry to achieve
the goal of providing utility services for the jobs that the country
needs.

Very truly yours, KEwn HOLLSR,

Firet Vice President--Reearch.

STATEMENT 1Y RICHARD S. WEYoANDT. VICE PRESIDENT,
MONONOAIUA PoWME Co.

The following statement is presented on behalf of Monongahela
Power Co., West Penn Power Co., and the Potomac Edison Co., operat-
ing companies of the Allegheny power system. Monongahela serves
customers in West Virginia and Ohio; Potomac Edison serves cus-
tomeis in West Virginia, Pennsylvania, Maryland, and Virginia; and
West Penn serves customers in Pennsylvania. All three companies have
ownership in power stations in West Virginia.

We did not have advance awareness of the hearing on S. 1957 which
was had 2 weeks ago before the Energy Subcommittee. so I am taking
the liberty of now submitting these comments in the hope of providing
some background information which may be helpful to your committee
in assessing the bill's impact. The Allegheny power system companies
would like very much to see S. 1957 enacted for the following reasons.

The bill is one which purposes to prohibit a State from taxing elec-
tricity which is generated within that State and transmitted to another
State for consumption there As you doubtless know, the subject at-
tracted attention when New Mexico last year imposed a tax on elec-
tricity generated in New Mexico and sold in Arizona. At the. present
time, some people in West Virginia are evincing interest in similarly
increasing the State business and occupation tax on electricity gen-
erated in West Virginia and sold out of State. There is presently
pending in the State legislature a bill (S.B. 572) which would raise
such tax from its present rate of 0.88 percent of the gross proceeds
derived from such sales, to 3 percent of such proceeds.

We maintain that an increase in the tax on WVest Virginia-generated
electricity which is sold out of State will actually hmt customers of
Monongahela and Potomac Edison in West Virginia as well as cus-
toiners of West Penn in Pennsvlvania and customers of Potomac
Edison in Pennsylvania, Maryland and Virginia, and it is to the ad-
vantage of all those customers to have such tax kept at a minimum or
eliminated completely. In addition, to the extent that such tax dis-
courages out-of-State electric utilities from continuing to build power
stations in West Virginia to serve their out-of-State customers, the
future of West Virginia's coal industry will be threatened as well as
the State's future industrial development.
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Le' ine refer first to the example of an electric utility generating in
West Virginia, such as Monongahela, which serves West Tirginia cus-
tomers and which occasionally also sells to out-of-State utilities. When
Monongahela builds a new power station in West Virginia it does so
because the increased generating capacity is needed to enable it to
meet the increasing peak demands of its customers. During times when
customer demand is below peak, a portion of the company's available
capacity is not being used-particularly immediately following com-
pletion of a new power station. In order to avoid saddling its own

Vest Virginia customers with the full cost of maintaining such idle
capacity, the company endeavors to sell it to other utilities at a profit,

An out-of-State utility will purchase such so-called economy power
from Monongahela only when Monongahela's cost of generating the
power is less than the out-of-State utility's own cost of generation.
When a sale is made, the difference between the two costs is divided
equally between the participating companies so that both benefit. The
priofit realized by Monongahela from such a sale is then credited
against the expense of serving West Virginia customers, thus in effect
keeping their rates to a minimum. Without such out-of-State sales,
West Virginia customers would have a greater generating capacity
cost to bear.

Such transactions also occur in reverse, when Monongahela buys
unused capacity from out-of-State utilities needed to meet a temporary
surge in the demands of its West Virginia customers. By increasing
the tax on electricity generated within the State for out-of-State sale,
West Virginia will add to the cost of such electricity which must be
borne by customers of the purchasing utility through higher rates-.
The States in which the purchasing utilities are located can be ex-
pected to retaliate by increasing the tax on electricity generated in
those States and soldto Monongahela in West Virginia-thus neces-
sitating higher rates in West Virginia.

Let n refer now to the example of an out-of-State electric utility,
such as West Penn, generating in Vest Virginia whose customers are
located outside West Virginia-78 percent of Potomac Edison's cus-
tomers are also located outside West Virginia. Obviously the rates of
those customers will have to be increased to absorb the West Virginia
tax on the elect ricity generated in 'est Virginia for their consunp-
tion. However, there is a further effect which can be predicted which
will multiply the injury to the State's economy and future industrial
development.

West Virginia is, as you know, a major source of coal for the entire
country. Because of its plentiful supply of coal, electric utilities serv-
ing customers in other States-such as Appalachian Power, Ohio
Power and Vepco in addition to West Penn and Potomac Edison-
have constructed power stations in West Virvinia to be near such
supply and to avoid high fuel transportation costs. As a consequence,
'West Virginia's coal industry has benefited measurably and industry
has been attracted to West Virginia by its lower electric rates.

Within the past 10 years, the Allegheny power system companies
have constructed two major power stations-Fort Martin an(I Iar-
rison-in West Virginia and a third, Pleasants, is currently under
construction. The annual coal consumption of each of these stations
is approximately 3 million tons per year. Each of these, stations, upon
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completion, thus provides employment for approximately 800- coal
miners whose annual wages total more than $10 million. If West
Virginia, through its taxing power, increases the cost of West Vir-
ginia-generated power to customers of the out-of-State utilities named
above, those utilities in the future are certainly going to look for sites
near coal reserves in States other than West Virginia on which to con-
struct further new power stations. West Virginians would then begin
to find thbniselves having to rely more and more on imported power
at resulting higher rates made necessary by required additional trans-
mission facilities.

Power station construction itself provides a significant benefit to
West Virginia. The Pleasants station will cost $681 million and will
employ as many as 1,800 construction workers with an average annual
payroll of $37,500,000 over a period of 4 years. Upon completion, the
station will employ 130 operating employees with an annual payroll
of nearly $2 million.

We believe, therefore, that if West Virginia and other States are
allowed to tax sales of locally produced electricity sold in other States,
all electric utility customers will eventually find themselves paying
higher electric rates because, with respect to local electric utilities serv-
ing local customers, the resulting high price of electricity which those
utilities will have to charge out-of-State utilities will discourage pur-
chases by such utilities; without the revenues from out-of-State sales
to help carry the cost of unused generating capacity between periods
of peak demand, local-intrastate--rates will have to be increased to
reflect such cost. We believe also that the future of the coal industry
and industrial development generally in West Virginia and similar
coal-supplying States would suffer greatly if a tax-induced increase
in the price of electricity generated within a State by out-of-State
utilities for sale to their out-of-State customers would discourage
further power station construction in such coal-rich States.

I hope that you will give serious consideration to the above factors
in evaluating . 1957 and that you will conclude that its passage would
not only forestall retaliatory taxation by the various States but would
in fact serve as an anti-inflationary curb on utility costs to the benefit
of ratepayers in all the States.
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Deduction of Expenses Attributable to Business Use of Homes,
Rental of Vacation Homes, Et Cetera
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STATEMENT OF THE MARRIOTT CORP.

Marriott Corp. ("Marriott") appreciates the opportunity to coin-
ment on the Tax Reform Act of 1975, as passed by the House of Repre-
sentatives on December 4, 1975 (H.R. 10612). We are specifically
concerned with section 601(B) of this legislation dealing with the
deduction of expenses for vacation homes.

BACKGROUND INFORMATION

Marriott's Camelback Inn ("Camelback") located near Scottsdale,
Ariz., contains 413 resort condominiums. All the condominiums have
been sold. The owner of a condominium is permitted to use his condo-
minimum unit up to 28 days per year while participating in a rental-
pool program. Marriott believes that hotel rental-pool condominium
projects similar to Camelback Inn should be exempt from this pro-
posed legislation.

Under the present law, section 183 of the Internal Revenue Code
provides that if an activity is not engaged in for profit, the amount of
the allowable trade or business deductions-such as depreciation, main-
tenance, and utilities-cannot exceed the amount of gross income de-
rived from the activity less certain deductions otherwise allowable
such as interest and taxes. Under the present tax law, the determina-
tion of whether an activity is engagedin for profit is made by refer-
ence to objective standards taking into account all the facts and cir-
cumstances of each case. There is a presumption that a taxpayer is
engaged in an activity for profit if in 2 of the 5 preceding years, in
certain cases, 7 years, the activity actually produced a profit.

Under legislation passed by the House of Representatives, if a vaca-
tion home is used by a taxpayer for personal purposes for the greater
of 2 weeks or 5 percent of the actual business use (that is its actual
rental time), then section 183 would be applicable (whether or not the
presumption under present law would otherwise apply). This clearly
produces an injustice when it is applied to a resort hotel condominium
project like the Camelback Inn because:

The owners' usage has not reduced the rental income or profitability
of the hotel, but in fact has helped to improve sales and profits.

The condominium hotel is managed by a professional hotel company
and its occupancy is in excess of 80 percent whereas the industry aver-
age for hotels ranges from 65 to 70 percent.

When owners use their condominiums, they pay a service charge
which covers their direct expense. -

The investments made by these owners have appreciated substan-
tially since the offering was first made.

The condominium owners in this type of project have clearly in-
vwested in a business and thus are engaged in an activity for profit; this
is not at all like a second home which has not been rented or operated
on a professional hotel basis.

(3207)
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PROPOSED LEOISLATION-OFFECT ON REAL ESTATE MARKVr

This proposed legislation, if adopted, would have a detrimental
impact on the real estate industry, and specifically on Marriott's con-
dominium development program. As a result of our Camelback Inn
condominium sales program, we have paid approximately $2,800,000
in Federal taxes, and the sales of these units have provided the econ-
omy with approximately $22 million in new construction and develop-
ment funds. If the legislation restricts the owner's use to 14 days, we
believe this could severely hamper anyone's ability to sell second home
or hotel-type condominiums in the future.

ANALYSIS OF HOTEL-TYPE RESORT CON4DOMIN"IMS

There are a number of resort hotel condominium projects around
the country. We would like to emphasize that our discussion is based
on professionally managed resort condominium hotels. The hotel
industry has a 65 to 70 percent year-round occupancy as opposed to
the individual condominium owner who manages his unit for his own
behalf. We estimate that on the average this type of individual prob-
ably has a 30 to 40 percent year-round rental occupancy.

Using Camelback Inn as an example of a resort hotel condominium
project, we have analyzed the lost income at Camelback Inn resulting
from owners using their condominium units. The amount of room
revenue that would have been generated had there been an available
room to rent to the public when a condominium owner was staying at
the Inn is illustrated in the following table:

Lost Actal
revue room sales Percent

Yer endinS July:
1974 ........................................... $6,800 867,400 0.18ofl
1975S................................................. 91100 4. 3A6.No .21 of I

We originally designed our program to limit owners' use to 28 days
because we did not want the profits of the hotel to decline should there
be an excessive owners' use. Now, after 2 years, our experience as
shown in the above table proves that owners' usage has had a very
negligible effect on gross revenues. Therefore, tax revenue from the
Inn has not diminished as a result of the owners using their condo-
minium units.

As a matter of fact, for the owners who use their units, we have
found their vacation time is so varied over the year, that the owners'
use generates income which otherwise would not be present in the
hotel Actually, the net effect is that the condominium owners are
bringing more business into the hotel. This results in additional tax
revenues because of increased sales.

In addition, when owners use their units, they pay for the direct
costs of their stay (housekeeping, front office services etc.) by paying
a service charge of $7-$11 per day. Here again, since the condominium
owners are paying for the expenses, the profits of the hotel are not
reduced.
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LOSS OF TAX REVENUE AS A RESULT OF rROPOSED LEGIBIATON

We are in the process of planning the development of a number of
other resorts which would utilize the same concept as Camelback Inn.
The estimated condominium sales value of these projects could exceed
$100 million within the next few years. However, if the proposed legis-
lation is adopted, these projects and others which the hotel and other
real estate industries might develop, would probably have to be can-
celled since the condominium method of financing will not be avail-
able. It is our opinion that resort condominiums cannot be marketed if
an owner is restricted to only using his unit 14 days a year. Therefore,
we feel that enactment of this legisation will cost the federal Govern-
ment millions of dollars in tax revenues.

Additionally, everyone connected with the real estate industry
knows that the vacation home market has been in an unprecedented
economic recession. Although we do not have statistics for the loss of
tax dollars and jobs as a result of this slump, we believe that the pro-
posed legislation before this committee will be extremely detrimental
to the rebuilding of the vacation home industry.

ALTERNATIVE PROPOSAL

In the alternative, if this committee deems it necessary to enact this
proposed legislation, we would strongly recommend that such legisla-
tion provide incentives for those who own such units to rent them to
the greatest extent possible. This can be done by increasing the owner
usage to 10 percent of actual time rented. The individual owner will
have the incentive to work much harder to rent out his unit. The more
the unit is rented, the more vacation days he will ean. This proposal
then has a twofold advantage since it will create additional taxable
income to the owner, which will result in greater tax revenues for the
Federal Government. We can illustrate this by the following example:

SIA& ofoodofnlnlum unit

Year I Year 2 Yar 3

Total nights ava lable for re tal ..................................... 365 365 36S
Assumed number of nights rented .................................. 91 182 273
Occupancy ratio (n ts rented dided by total n ts prcen) 25 so 75
Gross revenues (nights rented time $60 rate per n ht )............... $5, 460 $10,920 $16,380
10 pe t of nhts rented ......................................... 9 18 27

SUMMARY

In summary, the Camelback Inn, which is a hotel-type condomin-
ium project, is one that has been designed purely on a business basis,
so as to maximize profits and provide a reasonable amount of personal
use to individual owners. Our experience since implementing the con-
dominium program has proven without a doubt that the 28-day limita-
tion of personal use has not reduced the gross rental income of the
hotel. Therefore, we feel that the proposed legislation will produce a
harsh result which is not needed.

Our feeling is that the present tax law is adequate to prevent abuses
in this area. If this committee decides to enact the legislation as pro-
posed, we feel that it would have a serious impact on the real estate

69-516--76--pt. 7-24
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industry as well as on Marriott's condominium programs and put a
further damper on stimulating the vacation home industry. The alter-
native proposal we have made is to provide owners incentive to maxi-
mize rentals which could be a way to minimize the impact to the real
estate industry and yet increase revenues and taxes; that is, give usage
of 14 days or 10 percent of actual time rented, whichever is greater.

Thank you for this opportunity to present our views to you today.
We strongly urge this committee to specifically exclude resort hotel
condominiums from section 601 (B), or to modify it to increase the
usage to 10 percent of time rented.

STATE-HENT OF THE AMERICAN LAND DEVELOPMENT ASSOCIATION

THE SECOND OR VACATION ' HOME INDUSTRY

The second-home industry has a long history in the United States.
It dates to the earliest fishermen's shacks on the edge of oceans and
rivers, and hunting cabins in the mountains. In recent generations, the
retirement home has become a major segment of the second-home in-
dustry. Most recently, interest in condominium-type housing in the re-
sort areas of the country has grown rapidly to become a major new
market segment.

The second home has become a significant economic force in contem-
porary society. It represents the new aspiration of millions of Ameri-
cans, much as first-home ownership was the driving force which
motivated an earlier generation.

To see why this is so requires only a cursory review of well-known
trends in the United States. The growth of leisure time and the ac-
companying desire for healthy, family-oriented outdoor recreation
and sports activity have been key factors. Increasing affluence, earlier
retirement, the shorter workweek (and its more recent byproduct, the
4-day week, now practiced by some 3,500 companies across the coun-
try), improving retirement, and other benefit programs have been
fundamental to the growth of the second-home industry. Increasing
longevity, a more mobile population, and the well-known problems
of the cities have also encouraged this generation to seek a haven in
the more tranquil settings which second lomes provide. The problems
of inflation have encouraged the purchase of real estate, with second
homes a popular choice.
Second home-A major industry

There are more than 3.5 million second homes in the United States
today (table 1). More than 5 percent of all housing in this country
is now second homes. A study by McKinsey and Co. estimates that in
1972, second-home sales exceeded $7 billion, and notes that second
homes have become a major business.
Growth of 8econd-home industry

The total number of second homes is increasing by in excess of 150.-
000 units per year. It is currently estimated that between 8 and 10
percent of all new housing starts are now second homes.
Income characteristics of eecond-home owner8

The typical second-home owning household is not substantially more
affluent than the average household. A 1967 income study indicates that
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median income of second-home households was $10,950, compared with
$8,600 for all households. Fort:y-three percent of all second home
households had ls than $10,000 in annual income, while only 2.9 per-
cent made over $50,000 a year and only 9.2 percent made between
$25,000 to $50,000 per year.
Use of second homes by owners

The typical second-home owner makes frequent use of his home,
with an average of 53 days of occupancy per year (table 2). Recent
surveys indicate usage is increasing steadily over time. Almost all
(92 percent) second homes are occupied by their owners at some time
(luring the year, according to census data.
State mo8t affected by second-home indutry

There are two significant ways of looking at the aphic implica-
tions of the second-home industry. It is necessa to look at both the
States which have the most second homes and the States which have the
most second-home owners. For example, in Maine, Vermont, andNow Ham shire, more than 15 percent of all housing units presently
in those States are second homes. Therefore, the economic implica-
tions of events affecting those States (as well as many others) would
be severe (table 8). The second consideration is the actual number of
second homes within the State. New York leads with 201,000, followed
by Michigan with 167,000, California, 117,000, and New Jersey, 105,-
000. Pennsylvania, Texas, and Florida all have in "excess of 80,000
(table 4). The southwest is the most rapidly growing area in the con-
struction of new second homes.
Future of the 8ecwnd-home industry

A comprehensive survey of plans for future ownership of second
homes was conducted in 1973. This representative national survey
(chart 1) shows the very sizable growth in demand for second homes
through 1985. This survey shows that overall second-home ownership
is projected to more than double by 1985, given 1973 consumer attitudes
and economic conditions. Resort condominium unit ownership will
more than quadruple over that same period.

TABLE I.-DEMAND FOR RECREATIONAL PROPERTIES, BY TYPE OF PROPERTY, UNITED STATES, ESTIMATE
FOR 1973 AND PROJECTED FOR 1975, 1980, AND 1985

Type Of property 1973 1975 1980 1985

Number of households ...................................... 67,430,000 70. O0. 000 77.000.000 84,000,000
Number of households owning recreational propertes......... 5,732.007,008 ,000 8,855,00 11,760,000

Percent of total households .............................. 5 10. 0 1l. 5 14
Number of households owning vacant recreational lot for specula-

tionfinvestment ........................................... 877, 000 1,051,000 1,155.000 1,680,000
Percent of total households....................... 1.3 L5 1.5 2

Number of households owning vacant recreational lot for future
building............:" .. ;... .1. 416,000 1,752,000 2,310,000 2,520,000

Pecetotoalouehld.....................2.1 2. 5 30 3
Number of households owning single family detached leisure

home .................................................... 3.237,000 3,855,000 5,005,000 6,720,000
Percent of total households ............................. 4.8 5.5 6.5 8

Number of households owning resort condominium unit ......... 202,000 350, 000 385,000 840, 000
Percent of total households ................................ 3 .5 .5 1

Source: Recreational proper a, May 1974 R. L Ragatz Associates, a study conducted for the Present's Council of
Envlronmeontal Quality in association with HUb and the Appalachian Rogonal Commission.
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TABLE 2.-DURATION OF LEISURE HOME OCCUPANCY, BY REGION, UNITED STATES, 1966

Percent of leisure homes

Duration of occupancy United States Northeast Noth-central South West

Less than 30 days .................... 28. 3 23.7 31.4 36.1 26.1
30 to 59 days ......................... 29.0 26.8 29.2 its 42.5
6.to89days....................... 17.9 24.3 16.5 9.4 13.3
90 to 179 days ........................ 19.3 18.7 21.0 20.9 16.1
no days or longer ................... - 5.5 6.5 1.9 14.8 2.0
Media days occupancy ................ 53.0 59.0 49.0 52.0 47.0

1,496,000 542,000 474,000 245. 000 235, 000

Source: U.S. Department of Commerce Bureau of the Census, "Second Homes In the United States" (Washington:
Government Printing Office, 1969), Current Housing Reports, Series H-121, No. 16.

TAMZ 8.-Percent leisure homes are of total housing units, States ranked by
percent of total, United States, 1970

Maine -----------------
Vermont---------------
New Hampshire -----------
Alaska-----------------
Wisconsin--------------
South Dakota-----------
Montana---------------
Minnesota--------------
Michigan ---------------
Idaho------------------
North Dakota-----------
Wyoming ---------------
Colorado---------------
Delaware ---------------
,New Mexico............
South Carolina -----------
West Virginia ............
Arkansas---------------
North Carolina -----------
Mifssisippi-------------
Missouri---------------
Washington-------------
Nebraska----------
Texas------------------
Kentucky--------------

18.5
16.5
15. (

7.6
6.8
6. T
6.6
0.6
6.4
6.3
5.0
4.9
4.7
4.5
4.5
4.5
4.4
4.1
4.1
4.1
3.8
8.7
8.6
8.4
8.1

20.
27.
28.
29.
80.
31.
32.
33.
34.
85.
80.
37.
8&

39.
40.
41.
42.
43.
44.
45.
4&,
47.
48.
49.
50.

Virginia----------------
Rhode Island-----------
Iowa------------------
Oklahoma..............
Alabama---------------
New York ----------------
Oregon-----------------
Arizona
Massachusetts
Louisiana
Kansas
Indiana................
New Jersey
Tennessee--------------
Utah - --------
Nevada................
Pennsylvania............
Georgia----------------
Maryland---------------
Florida................
Connecticut.............
Hawaii-------------
Ohio...................
California--------------
Illinois................

I "Leslure homes" are enumerated by combining the U.S. Bureau of the Census categories
"rural seasonal vacant" and "other rural vacant. This combination basically Includes
housing units which are intended for occupancy during only certain seasons of the year.

Source: Derived from U.S. Department of Commerce, Bureau of the Census. "U.S. Census
of Housing .- 970 Detailed Houstng Characteristics" (Washington: Government Printing
Office, 1972, Final Report HC(l)-B1-452. table 82.
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2.

4.
5.
0.
7.

9.
10.
11.
12.
13.
14.
15.
18.
17.
18.
19.
20.
21.
22.
23.
24.
25.

3.1
3.1
3.1
.0

2.9
2.9
2.8
2.8
2.7
2.6
2.6
2.6
2.6
2.5
2.5
2.5
2.4
i3
2.2
1.7
1.6
1.4
1.4
1.4
1.1
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TABLE 4.-ESTIMATED NUMBER OF VACATION HOMES IN UNITED STATES

[Units hold for ouasioal use plus seasonal units minus units held for migratory workers; States ranked by number and
percent of total, 19701

Total vacation Percent of total
state homes vacati homes

United Stats ..................................................... 1.645,400 100.0

1. New York ......................................................... 200 636 12.1
2. Michigan ........................................................... 167,243 10.2
3. California ........................................................... 116843 7. 1
4. New Jersey ........................................................ 104. 988 6.4
5. Pennsylvana ....................................................... 81 839 5. 0
6. Texas .............................................................. 80475 4.97. Florida ................................................... o415 4.9
8. Wisconsin.............. .................................. 68922 4.2
9. Maine .............................................................. 65,54 4.0

10. Massachusetts ...................................................... 65.435 4.0
11. Minnesota .......................................................... 62,671 3.8
12. New Hampshire ..................................................... 36,851 2.2
13. Ohio .............................................................. 36,606 2.2
14. North Carolina ..................................................... 35.063 2.1
15. Indiana ............................................................ .34,189 2.1
16. Illinois ............................................................ 29.771 1.8
17. Virginia ........................................................... 26681 1.6
18. Washington ......................................................... 22,116 1.3
19. Maryland .......................................................... 20.913 1.2
20. Connecticut- ........................................................ 19,499 1.2
21. Kentucky ........................................................... 18,461 1. 1
22. South Carolina ...................................................... 18,390 1.1
23. Vermont ............................................................ 18,376 1. 1
24. Missouri ............................................................ 17,675 1. 1
25. Colorado ........................................................... 17,564 1.1
26. Alabama .......................................................... 16.735 1.0
27. Georgia ............................................................. .1482 .9
28. Iowa ............................................................... 12.411 .82. Louisiana ........................................................... !1,.631 .7
30. Rhode Island ........................................................ 11568 .7
31. Tennessee .......................................................... 11,399 .7
32. West Virginia ....................................................... 1 305 .7
33. Oreon .............................................. 9445 .6
34. Mis w ....................................................... .9,052 .6
35. Montana ............................................................ 8,629 .5
36. Arizona ............................................................ 8,472 .5
37. Idaho ............................................................. 8 119 .5
38. New Mexico ........................................................ 7 060 .4
39. Oklahoma ......................................................... .6815 .4
40. Delaware ........................................................... 6,204 .4
41. Arkansas ........................................................... 6,099 .4
42. South Dakota ....................................................... 5 508 .3
43. North Dakota ....................................................... 5,5346 .3
44. Nebraska ........................................................... 5,013 .3
45. Kansas ............................................................. 4.915 .3
46. Alaska ............................................................ 4, 750 .3
47. Utah ............................................................... 4,663 .3
48. Wyoming........................................................... 2,717 .2
49. Nevada ............................................. .. 2,393 .1
SO. Hawai ............................................................. , 726 .1
51. District of Columbia ................................................. 1052 .1

Source: Derived from: U.S. Department of Commerce, Bureau of the Census, "U.S. Census of HousinL 1970, General
Housing Characteristics" (Washington: Government Printing Office, 1971), Final Report HC()-Al-52, table 2s

STATEmENT OF DR. JOSEPHi Dufry, GENERATE, SECRETARY, Tur.
AmERCAzN AssociA Ox OF UNivEmsrry PRoFEssoRS

I am pleased to submit this statement on behalf of the 80,000 mem-
bers of the American Association of University Professors as well as
many other members of the academic profession. We have been au-
thorized by the American Political Science Association to inform the
committee that the association supports our position on the issue
which is the subject of this statement.
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Our statement focuses on section 601 of H.R. 10612, which relates
to the deduction for expenses attributable to the business use of homes.
As presently proposed in section 601, the home office deduction would
no longer be available to faculty members currently and prospectively
employed at colleges and universities. Because they are employees and
their taxable income is obtained primarily as a result of their status
as employees, section 601 would effectively prohibit their expenses
incurred in the use of a home office.

We regard section 601 as both discriminatory and inequitable, and
we respectfully request the committee to revise it. Two well-established
principles serve as the basis for our request. The deduction currently
permits faculty members to establish a more accurate computation of
their taxable income. Furthermore, the expenses of a home office are
directly attributable to the customary duties of faculty members.

It is important to put the home office deduction in its historical con-
text. In 1963 the Internal Revenue Service issued revenue ruling 63-
275 and in 1964 issued revenue ruling 64-272. In the background of the
former ruling was a series of decisions on the deductibility of a pro-
fessor's research expenses dating back to 1922. The immediate catalyst
was Harold H. Davis, which was before the tax court in 1962 and the
U.S. Court of Appeals for the Ninth Circuit in 1963. The primary issue
in Davis was whether the expenses incurred in research were deduct-
ible under section 162(a) of the Internal Revenue Code as "ordinary
and necessary" business expenses. The Commissioner disallowed the
deduction and the tax court sustained him. However, while the case
was on appeal to the Ninth Circuit, the Commissioner joined in a stip-
ulation to vacate and remand the case to the tax court for entry of "no
deficiency." Among the issues in Davis was whether Professor Davis
could deduct the expenses incurred in maintaining a study in his home
for the purposes of research and writing. As a result of the stipulation,
Professor Davis was entitled to deduct the expenses of his home study.

Revenue ruling 63-275, which was issued at approximately the same
time of the disposition of Davis, recognized the deductibility of re-
search expenses incurred by professors as ordinaryy and necessary"
business expenses under the Internal Revenue Code. Of particular
significance is the recognition in the ruling that the duties ofa profes-
sor encompass not only lecturing and teac Iing but also communication
and advancement of knowledge through research and publication;
that appointments to faculties are made with the expectation that
independent research will be carried out; and that it, is necessary for
professors to engage in research.

In 1964, in order to further clarify the issue of a professor's home
study, revenue ruling 64-272 was issued. Professor A at X College had
duties which included research and publication. His institution pro-
vided inadequate space and facilities to carry on such research; there-
fore Professor A used a home office and was able to establish the pro
rata portion of the depreciation and expenses for maintaining his resi-
dence which is properly attributable to such use. The ruling provided
that such expenses were deductible under section 162 and section 167
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of the Internal Revenue Code in computing a professor's taxable
income.

Three current and compelling factors serve as the basis for reten-
tion of the home office deduction for faculty members. We respectfully
urge the committee to consider these factors in its analysis of section
601:

First.-Faculty members tend to purchase homes which have suf-
ficient space for a home office or studio. In many instances, they have
remodeled or enlarged their homes in order to provide for such a fa-
cility. Removal of the deduction for legitimate use of such space would
create a significant financial hardship on such faculty members.

Second.-Faculty offices on the campuses of colleges and univer-
sities are not normally designed to provide adequate space or facilities
for the research and writing in which professors engage. Frequently,
two or more faculty members share an office which is limited in size
and usually not conducive to concentration on research materials or
the preparation of scholarly works. In a home office or home studio, a
faculty member normally maintains a research library, documents,
notes, a typewriter, and other necessary equipment purchased or ob-
tained specifically for the purpose of research.

Third.-Within recent years, and particularly since the advent of
the energy crisis, faculty offices on the campuses have been inaccessible
to faculty members as a result of substantial efforts by institutions to
conserve energy and sharply reduce expenses. Formerly, campus offices
were adequately heated at all times, and campus buildings in which
faculty offices are located were always accessible. Neither of these situ-
ations is true on most campuses at the present time. The amount of
heat available during nonclass hours has been sharply reduced; con-
cern about security has required institutions to lock buildings which
are not required for student use. In the evenings, on weekends, and
during student holidays and vacations, when faculty members are
frequently accustomed to working in their campus offices, the offices
generally are unavailable to them. As a result, an increasing number
of faculty members have established home offices in order that they
may continue to carry out their customary duties of employment. We
believe that neither faculty members nor the institutions at which they
are employed should be penalized because of their efforts to conserve
energy.

We recognize the potential for abuse of this and other deductions,
and we fully support the effort to stop the present abuse by individuals
whose job descripiions do not require work at home. flowever, the
elimination of the home office deduction for faculty members is
harsher than is nec .,ssary in order to stop any abuses of the deduction.
We believe that legitimate criteria can be established which will per-
mit faculty members to use their home offices for the performance of
their customary duties. We respectfully urge the committee to con-
sider such criteria as it proceeds to analyze section 601.

We shall &3 pleased to respond to any inquiries from members of
the committee.
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REVENuE Ruiwno 63-275

SECTION 162.--TRA OR BUSINESS EXPENSE

26 CFR 1.162-1: Business expenses. Rev. Rul. 63-275
(Also Section 274; 1.274-4, 1.274-5.)

Treatment of research and related expenses incurred by college and
university professors.

Advice has been requested concerning the deductibility for Federal
income tax purposes of research expenses, including traveling expenses,
incurred by college and university professors in their capacity as
educators.

The facts presented are that the duties of a professor, with or with-
out tenure, encompass not only the usual lecture and teaching duties
but also the communication and advancement of knowledge through
research and publication. Appointments are commonly made to college
and university faculties with the expectation that the individuals in-
volved will carry on independent research in their fields of competence
and will put that research to use in advancing the body of learning in
that area by teaching, lecturing and writing. It is customary, there-
fore, for professors to enge in research for the above purposes.
Where the research is undeken with a view to scholarly publication,
the expenses for such purposes can not usually be considered to have
been incurred for the purpose of producing a specific income-produc-
ing asset.

Section 162(a) of the Internal Revenue Code of 1954 provides for
the deduction of all the ordinary and necessary expenses paid or in-
curred during the taxable year in carrying on any trade or business.
Among the items representing business expenses are traveling ex-
penses (including amounts expended for meals and lodging other than
amounts which -are lavish or extravagant under the circumstances)
while away from home in the pursuit of a trade or business.

Section 1.162-1(a) of the "Income Tax Regulations" provides with
certain exceptions not here material, that business expenses deductible
from gross income include the ordinary and necessary expenditures
directly connected with or pertaining to the taxpayer's trade or busi-
ness. See, however, section 274(c) of the code and section 1.274-4 of
the regulations which impose certain restrictions on the deductibility
of travel expenses incurred by an individual who, while traveling
away from home in the pursuit of trade or business, engages in sub-
stantial personal activity not attributable to such trade or business.
See also section 274(d) of the code and section 1.27A-5 of the regu-
lations for the rules with respect to the substantiation of traveling
expenses.Based on the facts presented, it is held that research expenses, in-

cluding traveling expenses properly allocable thereto, incurred by a
professor for the purpose of teaching, lecturing, or writing and pub-
ishing in his area of competence, as a means of carr--ing out the duties

expected of him in his capacity as a professor and without expectation
of profit apart from salary, represent ordinary and necessary business
expenses incurred in that capacity and are, therefore, deductible under
section162(a) of the code. Stenographic and other expenses incurred-
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in preparing a manuscript for tlis purpose and its publication costs
are likewise deductible as business expenses under section 162(a) of
the code. See, however, G.C.M. 11654, C.B. XII-1,250 (1933), with
respect tW capital expenditures connected with such research. The re-
sponsibility rests with each professor to show that the amounts
claimed are reasonable in relation to the research performed and that
the research is in his area of competence: that is, that the research is
directly related to the general field in which the professor is perform-
ing services as an educator.

In the event income results directly from teaching, lecturing, or
writing based upon research the cost of which has already been de-
ducted, such cost may not again be taken into account in determining
the income to be reported for Federal income tax purposes.

See revenue ruling 55-385, C.B. 1955-1, 100, with respect to the
treatment of royalty and other income from writing as self-employ-
ment income.

This ruling does not cover the situation where a professor's activi-
ties may bear some similarity to those described above but are such as
to constitute a separate trade or business.

Advice has been requested concerning the deductibility for Federal
income tax purposes, of the cost of maintaining an office in the home
by a college professor in his capacity as an educator.

A, a professor at X college, has certain duties which encompass not
only the usual lecture and teaching duties but also the communica-
tion and advancement of knowledge through research and publication.
It is necessary, therefore, for A to engage in research for the above
purposes. The college does not furnish adequate space and facilities
necessary to carry on such independent research. Thus, it is necessary
for A to furnish his own space and facilities. A regularly uses a part
of his personal residence for that purpose and can establish the pro
rata portion of the depreciation and expenses for maintaining his
residence which is property attributable to such use.

Revenue ruling 63-275, C.B. 1963-2, 85 provides that research ex-
penses incurred by a professor with or without tenure, for the purpose
of teaching, lecturing, or writing and publishing in his area of com-
petence, as a means of carrying out the duties expected of him in his
capacity as a professor and without expectation of profit apart from
salary, represent ordinary and necessary business expenses in that
capacity and are, therefore, deductible under section 162 of the Internal
Revenue Code of 1954.

Revenue ruling 62-180, C.B. 1962-2, 52, provides that an employee
who, as a condition of his employment, is required to provide his own
space and facilities for performance of his duties and who regularly
uses a portion of his personal residence for that purpose may deduct
a pro rata portion of the expenses of maintenance and depreciation
on his residence.

Based on the facts presented, it is held that a pro rata portion of the
depreciation and other expenses of maintaining his residence incurred
by A in his capacity as a professor are deductible under section 162 and
section 167 of the code.

In the absence of a reimbursement or other expense allowance ar-
rangement with his employer to cover the office expenses here involved,
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such expenses are deductible by A only in computing taxable income
and only provided the standard deduction is not claimed or the tax
computed from the optional tax table.

ConcoRAN GALLERY or Arm,

Hon. RUSSELL LONG, Vasdngton, D.C., April23, 1976.

Senate Finance Committee,
Washington, D.C.

DEAR SENATOR LONG: This letter represents my views concerning
section 601 of H.R. 10612 which I understand the Senate Finance
Committee is now considering. Although the remarks below are my
personal opinion, I am currently director of the Corcoran Gallery of
Art and dean of the Corcoran School of Art in Washington, D.C. In
addition, I have been a practicing artist for 20 years and have lectured
widely here and abroad. Therefore, I believe I have some insight into
the effect of this provision on the artistic profession which may not
have been available previously to the committee.

Let me preface my views with an acknowledgement of the difficulty
of the committee's task in revising the Internal Revenue Code so that
it is equitable for all taxpayers. Let me also assure you that it is not
my purpose to carve out a felicitous exception to the code for the
artistic community, nor to suggest that artists should be subsidized
through the tax stncture, but rather to bring to the committee's atten-
tion aspects of the proposed amendment which would have a discrim-
inatory effect on artists, photographers, and other creative individuals.

The question of deducting expenses attributable to the business use
of a home is a difficult one, further complicated by several recent Tax
Court decisions. Thus, in the face of uncertainty, it is fully appro-
priate that the Congress act to clarify the matter. As I am sure you
realize, the substantive problem in this area involves the proper sta'nd-
ard to apply in determining when the use of one's home for a business
purpose should be deductible, This is a particularly difficult determi-
nation when one's home is merely an adjunct to ordinary business
premises, particularly as the Tax Court has applied an "appropriate
and helpful" criterion to determine its necessity to the taxpayer. Con-
sequently. I concur in the view that the dwelling unit must be. the
principal place of business for the taxpayer and must be, used for busi-
ness purposes on a regular basis if it, is to be deductible. In the case
of employees, I also concur that the use must be for the convenience
of the employer. Bv eliminating the supplementary use-of a home for
business purpows, I believe you will avoid a great many abuses which
have undoubtedly occurred.

Mv concern with the provision lies in the case of artists and other
individuals who either cannot afford separate business premises or
who must have their facilities at hand at all times for creative or other
reasons. Tn particular. two aspects of the p-;ovision appear to work
an uniustified hardship.

The first element which I feel is discriminatory relates to the pro-
posed limitations on deductions (Sec. 280(c) (4)). Under this provi-
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sion, the amount which may be deducted (assuming other criteria are
met) is limited to the gross income associated with the use of the
facility. While some businesses generate sales on a regular basis, this
is not true for artists and other creative individuals. A beginning
artist may work for 5 years before he or she receives his first one-man
show (the major sales vehicle for artists). Even then, as in my case,
one-man shows may still only be held every 2 or 3 years as the amount
and quality of work justifies an exhibition. The same is true of authors
and composers whose creative work may be years in the making. Fur-
ther, application of this limitation runs counter to the other provi-
sions of the tax code without any articulated justification. Procedures
such as income-averaging acknowledge and deal with the problem of
irregular income production. Mere importantly, the "five-year pre-
sumption" is urgently applied to determine ihe legitimacy of the
deductibility of all business expenses. Should this legislation be en-
acted, the deduction associated with utilization of one's home would
be the only deduction at variance with this test.

A se cond problem inherent in section 280C,) (4) deals with the
proper allocation of income to the home unit. A sculptor might main-
tain a home studio for the creation of models, but execute a dark-
room at home while photographing elsewhere. Allocation of income to
the home facility, no matter how essential it is, may well be disallowed
bV the IRS.

It might be argued that eliminating this limitation on deduction
would allow major abuse. I disagree. The most effective tool for
determining(T the legitimacy of any business deductions is the ,5-year
presumption, and an exception to'Ibis standard should not be thrust
forward without conclusive justification. Consequently, it is my strong
recommendation that section 280(c (4) be deleted ana that the section
183 5-year presumption be controlling for determining the deductibil-
ity of home-use business expenses.An additional problem I have with T.R. 10612 deals with the sec-
tion 280(c) (1) requirement that the home space be exclusively used
for the business purpose. While this requirement works a hardship on
a smaller group of creative artists (those who need to use, part of their
studio for other purposes)., I am sure, the committee wishes to be fair
to all if it can be accomplished within its basic tax reform mandate.
There are many artists who, to save expenses,. literally live in their
studio. This is most prevalent in New York where special legislation
has been enacted to allow artists to occupy loft space which would
ordinarily only be available for commercial use. In other instances, a
photographer will use a bathroom or kitchen as his darkroom because
of the great expense of installing plumbing. Under the current provi-
sion, no deduction would be allowed irrespective of the amount of
income these facilities generated.

T realize that it could be argned that these are normal living expenses
which the artist would ordinarily bave to bear. As a practical matter,
artists who are unable to afford separate facilities would choose a dif-
crent (and perhaps less expensive) space should they be merely inter-
ested in a dwelling unit. I realize that to allow joint use may lead to
abus, in ti proper allocation of personal versus business use. How-
ever, T also believe the retention of the provision will be equally stis-
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ceptible to abuse. Consequently, I would recommend the deletion of
the word "exclusively" in section 280 (c) (1).

Let me also raise a third point which I believe should be clarified
in the committee report. Section 280(c) (1) (a) applies to the tax-
payer's "principal place of business". It is my assumption that this
relates to the business whose income is being taxed and not to the major
source of income of the individual.

In summary, I support fully the basic purpose of the committee to
define the limitations on deductibility of home-business expenses.
Likewise, I concur that the deduction should only be available in a
narrow context. Nonetheless, I am certain the committee would not
want to discriminate against artists and other creative individuals
whose income, because of the nature of the creative process, is not
as regularly produced as that of a salesman or manufacturer. It is my
sincere hope that the committee will act favorably on my recom-
mendations. The potential for abuse if my suggested amendments
are adopted is allnost negligible, but the hardship for artists and
other creative individuals is most severe if relief is not granted by the
committee.

Sincerely, RoY SLADE.

AMERICAN ASSOCIATION OF UNIVERSITY PROFESSORS,
Washington, D.C., April 26,1976.

DEAR SE4ATOR: In preparation for the markup of H.R. 10612, I
wish to bring to your attention the enclosed information and docu-
ments pertaining to the question of the home office deduction for facul-
ty members. If approved in its present form, section 601 of H.R. 10612
would eliminate the present home office deduction for faculty members.
We are very much opposed, of course, to such action, and we have
encouraged faculty members to write to you and your colleagues on
the Senate Finance Committee about the impact ol the proposal.

The enclosed materials include:
1) Section 601 of H.R. 10612.
2) Statement by General Secretary Joseph Duffey and accompany-

ing Revenue Rulings 63-275 and 64-272.
(3) A letter from General Secretary Joseph Duffey, dated Decem-

ber 10, 1975, to Senator Russell B. Long detailing the historical
background of the home office deduction for faculty members and
responding to th-1e report of the House Ways and Means Committee.

(4) Senator Long s response to General Secretary Joseph Duffey,
dated January 2S3 1976.

(5) Senator Ribcoff's response to General Secretary Joseph Duffey,
dated January 14,1976.

(6) Three articles on the home office deduction from AAUP
Legislative News issues of September and November 1975 and January
1976.

(7) The AAUP Legislative News of March 16, 1976, which includes
an article on the home office deduction on page 5.

(8) A resolution adopted by the National Council on the Arts,
adopted in February 1976.
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(9) A statement which appeared in the American Historical Asso-
ciation Newsletter of March 1976.

We would be most pleased to supply additional data or to respond
to any inquiries about the home office deduction.

Sincerely, AImm D.SUMBIG,

Director of Government Relation.
Enclosures.

TITLE VI-BUSINESS RELATED INDIVIDUAL INCOME TAX PROVISIONS

SEC. 601. DEDUCTIONS FOR EXPENSES ATTRIBUTABLE TO BUSINESS USE OF HOMES,
RENTAL OF VACATION HOMES, ETC.

(a) NONDEDUCTIBILITY OF CERTAIN ExPENsES.-Part IX of subchapter B of
chapter 1 (relating to items not deductible) is amended by adding at the end
thereof the following new section:

"SEC. 208. DISALLOWANCE OF CERTAIN EXPENSES IN CONNECTION WITH BUSINESS USE
OF HOME, RENTAL OF VACATION HOMES, ETC.

"(a) GENERAl RuL.-Except as -otherwise provided in this section, in the
case of a taxpayer who Is an individual or an electing small business corpora-
tion, no deduction otherwise allowable under this chapter shall be allowed
with respect to the use of a dwelling unit which is used by the taxpayer during
the taxable year as a residence.

"(b) EXCEPTION FOR INTEREST, TAXES, CASUALTY LOSSES, ET.-Subsection (a)
shall not apply to any deduction allowable to the taxpayer without regard to
its connection with his trade or business (or with his income-producing activity).

"(C) EXCEPTIONS FOR CERTAIN BUSINESS OR RENTAL USE; LIMITATION ON
DEDUCTIONS FOR SUCH USE.-

"(1) CERTAIN BUSINESS USE.-Subsection (a) shall not apply to any item
to the extent such item is allocable to a portion of the dwelling unit which
is exclusively used on a regular basis as-

"(A) the taxpayer's principal place of business, or
(B) a place of business which is used by patients, clients, or cus-

tomers in meeting or dealing with the taxpayer in the normal course
of his trade or business.

In the case of an employee, the preceding sentence shall apply only if the
exclusive use referred to in the preceding sentence is for the convenience
of his employer.

"(2) CRTAIN STORAGE UsE.-Subsection (a) shall not apply to any item
to the extent such item is allocable to space within the dwelling unit which
is used on a regular basis as a storage unit for the invention of the taxpayer
held for use in the taxpayer's trade or business of selling products at
retail, but only if the dwelling unit is the sole fixed location of such trade or
business.

A3mcAN ASSOCIATION OF UNrvERSrrY PROFESSORS,

H-on. RUSSLL B. Loa, VWashington, D.C., December 10, 1975.

Chairman, Senate Finance Committee,
Washington, D.C.

DFAR SENATOR LONG: I wish to bring to your attention a matter-of
considerable urgency involving It.R. 10612 (Tax Reform Act of 1975),
which the House passed last week and which your committee is now
considering.

Included among the propo.wA revisions of the Internal Revenue
Code is section 601 of II.R. 10612. This section relates to home office
deductions, and as presently written in the legislation, it adversely
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affects faculty members engaged primarily in research and publica-
tion. We are strongly opposed to its enactment.

The home office deduction is a means by which college and university
professors engaged in research and publication have been able to estab-
lish a more accurate computation of their taxable income. The applica-
tion of this deduction to professors was clearly established in the
1960's.

In 1963, the Internal Revenue Service issued Revenue Ruling 63-275
and in 1964 issued Revenue Ruling 64-272. In the background of Reve-
nue Ruling 63-275 was a series of decisions on the deductibility of a
professor's research expenses dating back to 1922. The immediate
catalyst was the Harold 1I. Davis case, which was before the Tax Court
in 1962 and the U.S. Court of Appeals for the Ninth Circuit in 1963.
The primary issue in the Davis case was whether the expenses incurred
in research were deductible under section 162(a) of the Internal Reve-
nue Code as "ordinary and necessary" business expenses. The Commis-
sioner disallowed the deduction, and the Tax Court sustained him.
However, while the case was on appeal to the ninth circuit, the Com-
missioner joined in a stipulation to vacate and remand the case to
the Tax Court for entry of "no deficiency."

Revenue Ruling 63-275, which was issued at approximately the same
time of the disposition of the Davis case, recognized the dediuctibility
of research expenses incurred by professors as "ordinary and neces-
sary" business expenses under the Internal Revenue Code. Of particu-
lar significance is the recognition in the ruling that the duties of a pro-
fessor encompass not only lecturing and teaching but also communi-
cation and advancement of kno vledge through research and publica-
tion, that appointments are made to faculties with the expectation that
independent research will be carried out, and that it is customary for
professors to engage in research.

Among the issues in the Davi8 case was whether Professor Davis
could deduct the expenses incurred in maintaining a study in his home
for the purposes of research and writing. Although the home study
issue was not discussed in Revenue Ruling 63-275, the principle under-
lying the ruling controlled it, and it was conceded by the Tax Division
of the Department of Justice in the Davis appeal. Professor Davis was
entitled to deduct the expenses of his home study.

In 1964, in order to clarify the issue of a professor's home study,
Revenue Ruling 64-272 was issued. Professor A at X College had du-
ties which included research and publication. His institution provided
inadequate space and facilities to carry on such research, and therefore
Professor A used a home office and was able to establish the pro rata
portion of the depreciation and expenses for maintaining his residence
which is properly attributable to such use. The ruling provided that
such expenses were deductible under sections 162 and 167 of the Inter-
nal Revenue Code in computing a professor's taxable income.

In its report accompanyingI.R. 10612, the Ways and Means Com-
mittee specifically points "o the university professor's use of the home
office deduction as an example of the "appropriate and helpful" stand-
ard, to which the committee objects. But in the example cited by the
committee, it speaks of the university professor using "a den or some
other room in his residence for the purpose of grading papers, pre-
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paring examinations, or preparing classroom notes." The example com-
pletely ignores the fact that from the very outset the home office deduc-
tion was designed primarily to permit the professor involved in re-
search and publication, which are recognized by the Internal Revenue
Service as appropriate employment functions of the college or univer-
sity professor, to establish an accurate computation of his or her tax-
able income. A review of the Davik case and the two revenue rulings
clearly establishes the rational basis for the current interpretation of
the applicability of the home office deduction to the professor engaged
in research and publication.

In a statement we sent to the Ways and Means Committee on July 21,
1975, we pointed out the detrimental impact which the proposed change
would have on professors with home offices who are currently engaged
in research and publication. We pointed out that the committee's pro-
posal would create a situation in which professors would be incurring
costs of performing some of their employment functions at home with-
out being able to net or deduct those costs against the gross income
which their employment produces. We also said in our statement that
"this is harsher than is necessary to stop the present abuse by individ-
uals whose job description does not require work at home."

We would strongly recommend, as we did in our statement of July 21,
that no change be made in this deduction, particularly in view of the
inconsistency of the committee's report on the use which university
-professors make of their home offices with the established interpreta-
tion of the Internal Revenue Code under the principles of the two
revenue rulings and the Davis case. We believe that the removal of
this deduction would add further to the erosion of real income which
faculties have undergone in recent years.

Sincerely,
JOSEPH Duwmy.

UNITED STATES SENATE,
CoMmrrrTiE ON FINANCE,

DW hington, D.C., January 23, 1976.Dr. JOSEPH DuFFEr,
General Secretary, American Association of University Professors,
Washington, D.C.

DEAR DR. Dur my: This is in response to your letter objecting to
legislation recently reported by the House Ways and Means Coommittee
and approved by the House of Representatives that would limit the
deductibility of a home office for Federal income tax purposes.

The House report prepared in connection with that bill, indicates a
need for tighter rules to govern the deductibility of expenses attribu-
table to the maintenance of a home office in order to restrict this deduc-
tion to business expenditures as opposed to those of a personal or
family nature.

The proposed provision distinguishes between an employee and a
self-employed individual who deals with patients, clients or customers
in his home in the normal course of his trade or business, because the
latter use is believed to be distinguishable as an income-producing ac-
tivity. The incremental expenses of such home use may be deducted
only to the extent of the incremental income produced by that use.
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The use of a home office by an employee cannot generally be similar' y
related to incremental income. Where an income-producing second-
ary occupation is conducted in the hoae office, such as writing text-
books, painting, giving private music lessons, et cetera, a deduction to
the extent of the income produced by the activity would be allowed.

It may indeed be that this provision, in attempting to limit a cer-
tain type of abuse, has worked a real inequity on teachers who must do
a significant part of their work-related activities in their homes and
who have bought larger homes or added on studios, music rooms or
dens specifically to accommodate those activities.

Please be assured that when the Senate Finance Committee considers
the House-passed tax legislation, this provision will be studied very
carefully to insure that we do not unfairly discriminate against any
particular group of taxpayers.

Witl every good wish, I am
Sincerely,

RUSSELL LoNo, Chairman.

UNITED STATES SENATE,
C0biuiT= ON GOVERNMENT OPERATIONS,

Washington, D.C., January 14,1976.Mr. JosE.rh DUFFEY,

American A8sociation of University Professors,
Washingto-n, D.C.

DEAR JOE: Thank you for your letter regarding section 601 of H.R.
10612, the Tax Reform Act of 1975, which revises the deduction for
expenses attributable to the business or professional use of homes.

I am sympathetic to your concern that section 601 as presently writ-
ten may affect college teachers inequitably. Many teachers do a sig-
nificant part of their work at home, where conditions may be more
favorable for reading and writing. Many colleges quite laudably are
attempting to reduce expenses for heat, lighting, etc. in office build-
ings; our tax laws must recognize that such economizing may compel
teachers to rely increasingly on their offices at home.

As a member of the Committee on Finance, which shortly will begin
consideration of tax revision legislation, I will urge that serious con-
sideration be given to revising section 601 so that college teachers
are not treated unfairly by the act. I believe that it is possible to end
abuses of the present law without eliminating entirely the deduction
of such expenses for college teachers.

Sincerely, ABERicoim.

[From AAUP Legislative News, September 1975]

AAUP CorMENTS ON TAX PROPOSALS

The House Ways and Means Committee is currently considering
proposals for changes in the Internal Revenue Code, and some of the
proposed changes will affect faculty members. On the basis of an
invitation to comment on proposals which were under consideration
during the previous Congnss, AAUP submitted a statement in July to
the Ways and Means Committee. The statement was prepared by Prof.
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Leo Raskind of the University of Minnesota Law School, who serves
as chairman of the AAUP's Subcommittee on Taxation.

AAUP's statement dealt with three proposals which directly affect
faculty members: (1) restricted use of home office deductions; (2)
a change in the deductions allowable for attending conventions, educa-
tional seminars, and meetings outside North America; and (3) the
elimination of deductions for certain employee business expenses be-
low a floor of $200.

Between 1958 and 1963 AAUP was actively involved in obtaining a
series of Tax Court and Internal Revenue Service rulings recognizing
the deductibility of research expenses incurred by professors (see
AAUP bulletin, spring 1964, pp. 14-18). In an agreement with the
Tax Division of the Department of Justice during the same period,
the deduction of home office expenses by a university professor was also
allowed. The AAUP's current statement points out the earlier rulings
which recognized the distinctive features and requirements of aca-
demic employment. The statement recommended that i-ew legislation
permit deduction of home office expenses in the case of "any trade or
business of a kind customarily using the home for the performance
of required duties" and that the committee's report cite as an exam-
plo the faculty member who uses a home study for class preparation
and "preparing and reviewing manuscripts of scholarly work." In the
absence of broad-based tax reform, AAUP recommended that no
change be made in the current provision for home office deductions.

The committee also had under consideration a .roposal which would
limit deductions for expenses incurred in attending conventions, edu-
cational seminars, or similar meetings outside North America. No
deduction would be allowable for foreign travel expenses for an indi-
vidual with respect to such meetings unless the location is consistent
with the activities, purposes and functions of the meeting. In its state-
ment, AAUP noted that the purpose of the proposed change was to
supplement the present "test of motive" which operates exclusively at
the individual taxpayer level with an additional showing at the con-
vention level of the compelling reasons for holding the convention
outside North America. "This new provision," the AAUP statement
said, "would have a constraining effect on members of the higher edu-
cation community." The statement cited several examples, including
teachers of modern languages and law professors, who would be re-
stricted under the proposal, and recommended inclusion of descriptive
language and examples which would recognize the justified or reason-
able purposes for holding a convention, seminar, or meeting outside
North America.

AAUP's statement strongly opposed the enactment of any provision
eliminating deductions of employee business expenses below a floor
of $200. The enactment of such a proposed flat floor runs counter to the
settled interpretation of the Internal Revenue Code and to the prin-
ciple of a clear reflection of income, the statement said.

As a follow-up to the submission of the statement to the committee,
the committee It staff communicated with chapter presidents in the
congressional districts of the members of the Ways and Means Com-
mittee. The chapter officers were informed of both the proposals and
the AAUP statement. They were asked to contact their Representatives

69-516--76--pt. 7- 25
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and to discuss the proposed changes with them within the context of
the AAUP statement. They were also asked to inform their faculty
colleagues of the committee's work.

On September 23 the Ways and Means Committee discussed the
home office deduction. It tentatively agreed to provide definitive rules
for permitting deduction of expenses for home offices and sharply re-
duced the instances in which such deductions would be allowed. The
committee provided for two situations in which home office deduc-
tions would be permitted. Deductions would be permitted with respect
to the portion of the home that is used exclusively on a regular basis
as: (1) The taxpayer's principal place of business, or (2) a place of
business which is used for patients, clients, or customers in meeting
or dealing with the taxpayer in the normal course of business. Under
these two e ceptions, the deduction for allowable expenses may not
exceed the income generated by the business activities of the taxpayer
in his or her home. In the case of an employee, the business use must
be for the convenience of the employer.

On the following day, September 24, the committee concluded its
discussion of the proposal relating to the deductibility of expenses of
attending conventions, educational seminars, or meetings outside
North America. The committee rejected the proposed test o relevancy
of the convention or meeting and instead tentatively agreed that de-
ductions would be allowed for expenses incurred in attending nor
more than two conventions per year which are held outside the United
States. Further, the amount of the deduction for transportation ex-
penses may not exceed the cost of airfare based on coach or economy
class, and the amount of the deduction for expenses other than trans-
portation expenses cannot exceed the fixed amount of per diem allowed
to government employees at the location where the convention, semi-
nar, or meeting is held.

The committee has not yet considered the third proposal. All of the
committee's decisions, it should be emphAsized, are tentative. During
the week of October 20 the committee will review its tentative deci-
sions and decide whether it wishes to proceed with the introduction of
a bill. Even if it decides to sponsor a bill, there would be further hear-
ings before a bill was sent to the floor for debate.

The opportunity for further contacts with Members of Congress
about the proposals and tentative decisions of the Ways and AMeans
Committee exists. The House will be in recess twice in October-
October 9-20 and October 23-28. The recesses will permit faculty
members to visit with Representatives in their district offices. Written
comments should be directed to the Representative's office in Washing-
ton. Copies of the AAUP statement to the Ways and Means Com-
mittee are available from Associate Secretary Sumberg.

(From AAUP Legislative News, November 1975]

HouSE WAYS AND MEANS CoMMTrTEE INTRODUCES H.R. 10612

When we last reported on the tax reform activities of the House
Ways and Means Committee, we said that the committee's decisions
of September 23-24 concerning the home office deduction and the de-
duction for expenses incurred in attending educational meetings
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abroad were tentative. Those tentative decisions have now been given
final approval by the committee and are included in the Tax Reform
Act of 1975 (H.R. 10612), which Chairman Al Ullman introduced on
November 6. Action on the bill is expected shortly after Congress
reconvenes on December 1.

The committee did not act on a third proposal which would have
affected faculty members. That proposal, which was designed to elim-
inate deductions for certain employee business expenses below a floor
of $200, would have resulted in a loss of deductions for dues paid to
disciplinary societies and professional organizations as well as for
books and supplies.

Under section 601 of H.R. 10612, the only instances in which deduc-
tions for home offices will be allowed are when such offices are "ex-
clusively used on a regular basis" as (1) the taxpayer's principal place
of business, or (2) as a place of business which is used by patients,
clients, or customers in meeting or dealing with the taxpayer in the
normal course of his trade or business, or (3) as a storage unit for the
inventory of the taxpayer held for use in the taxpayerIs trade or
business of selling products at retail.

In a 476-page report which accompanied the bill, the committee
challenged recent Tax Court decisions that permitted deduction of
expenses attributable to a home office if the maintenance of the office
is "appropriate and helpful" to the employee's business. The report
pointed out that in at least the fourth judicial circuit, the court of
appeals had held that such expenses were nondeductible personal ex-
penses, and that it was therefore unnecessary to decide if maintenance
of the home office was appropriate and helpful in carrying on a per-
son's business. In order to obtain a deduction, the court said that an
employee would have to show that the office provided by the employer
is not available at the times the employee uses the office in his or her
residence or that the employer's office is not suitable for the purposes
for which the taxpayer is using his or her home office. In its report,
the committee said that the determination of allowing a deduction
under the "appropriate and helpful" standard was necessarily sub-
jective. According to the committee, the standard creates inherent
administrative problems and permits deductions of personal, living,
and family expenses which are not allowed under the current law.
Pointing directly to the university professor as an example of the
current use of the "appropriate ana helpful" standard, the committee
said: "If a university professor, who is provided an office by his em-
ployer, uses a den or some other room in his residence for the purpose
of grading papers, preparing examinations, or preparing classroom
notes, an allocable portion of certain expenses might be claimed as a
deduction even though only minor incremental expenses were incurred
in order to perform these activities." I.R. 10612 provides that the
new provision would become effective on December 31, 1975.

In its statement of July 21 to the Ways and Means Committee,
AAUP argued that the committee's proposal to restrict severely the
use of the home office deduction would "cause a distortion in the com-
putation of taxable income of university professors." Professors would
beincurring costs of performing some of their employment functions at
home without being able to net or deduct those costs against the gross
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income which their employment produces. "We think this is harsher
than is necessary to stop tie present abuse by individuals whose job
description does not require work at home." The statement pointed
out that home offices are used by faculty members primarily for re-
search and writing or grading examinations. In 1963, the Internal
Revenue Service recognized in a revenue ruling the distinctive nature
of academic employment and permitted deductions for research ex-
penses. "The proposed change," the statement pointed out, "would
effectively distort and discriminate against this class of employees
whose job requirements impose on them the obligations of research and
writing."

Section 602 of H.R. 10612 restricts deduction for expenses incurred
in attending foreign conventions, including educational meetings. The
committee rejected an earlier proposal for a test of relevancy of the
convention to the taxpayer. Instead, it restricted deductions to two
foreign meetings per year, required deductions for transportation ex-
penses to be no greater than the lowest coach or economy rate, and
determined that the transportation expense deduction was valid only
if the person devotes more than one-half of the total days of the trip to
business-related activities, and the subsistence expense deduction was
valid only if the person attends two-thirds of the daily business-
activities. In no case may the subsistence expense deduction exceed the
per diem rate permitted to U.S. civil servants.

AAUP's primary concern in its statement of July 21 was the pro-
posed shift from the present test of motive of the individual taxpayer
to a new test of relevancy of the convention to the taxpayer. AAUP
had rejected the new proposal because of its "constraining effect on
members of the higher education community." The Ways and Means
Committee agreed and then turned to finding ways of preventing
abuses of the current law.

The Tax Reform Act faces an uncertain future when Cong re-
convenues on December 1. It was intended to follow in the tradition of
the Tax Reform Act of 1969, the most comprehensive reform of the
income tax law since its inception in 1913. As the Ways and Means
Committee moved through its deliberations in September, October,
and early November, at least two complications developed. The first
involved the President's proposal to cut taxes by $28 billion and to
hold Federal spending in fiscal year 1977 to $395 billion. The proposal
created problems for the committee because it could deal only with the
tax reduction while the spending limit fell into the area now covered
by the Congressional Budget and Impoundment Control Act of 1974.
The majority of the committee favors an extension of the 1975 indi-
vidual and corporate tax cuts, and such a provision has been included
in H.R. 10612. The President has announced that he will veto H.R.
10612 if it fails to include a ceiling on fiscal year 1977 spending. As a
result, separate legislation simply extending the 1975 tax cuts has
been introduced. Thus, in case Congress rejects H.R. 106129 the sepa-
rate tax cut bill will be pressed forward, and the tax reform provisions
in H.R. 10612 would have to be reconstituted in yet another bill.

A second complication arises from the disappointment of tax re-
formers on the Ways and Means Committee with the final product
represented by H.R. 10612. They believe that several of the most neces.
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sary reforms were gutted in the final days prior to approval. As a re-
sult, they have pressed for consideration of amendments on the floor of
the House. Traditionally, tax bills may not be amended during House
debate. However, the House Rules Committee has recommended a
modified open rule with 6 hours of debate and consideration during
the debate of seven amendments. Tax reformers support five of the
seven amendments.

AAUP will express its continuing concern about the home office
deduction prior to the House debate. Chapters and members may ob-
tain an update of information by contacting Associate Secretary
Sumberg.

[From AAUP Legislative News, January 1976]

AAUP STATEMENTS ON 1OME OFFICE DEDUCTION BRING RESPONSE

When Congress reconvened on January 19, the home office deduction
issue received new attention. The House passed the Tax Reform Act
of 1975 (H.R. 10612) on December 4 by a vote of 257 to 168. The
Senate did not take up the bill prior to the congressional adjournment
on December 19. The Senate Finance Committee has not yet announced
its schedule for hearings on the bill.

In an effort to forestall passage of the restrictive provisions in sec-
tion 601, which includes severe limitations on use of the home office
deduction, General Secretary Joseph Duffey wrote first to Representa-
tive Al UlIman (D-Oreg.), chairman of the House Ways and Means
Committee, and then to Senator Russell B. Long (D-La .), chairman
of the Senate Finance Committee. Copies of the letters were sent to
members of the House of Representatives and the Senate.

In his letter to Chairman Ullman, Dr. Duffey expressed the AAUP's
"disappointment over the way in which the Ways and Means Com-
-mittee has handled the home office deduction under the current pro-
posed revisions in the Internal Revenuie Code." He told Senator Long
that the issue was "a matter of considerable urgency." In both letters,
he reviewed the background of the home office deduction, which in-
cludes a series of decisions on the deductibility of a professor's re-
search expenses dating back to 1922. He pointed to two Internal
Revenue Service rulings: (1) Revenue Ruling 63-275, which recog-
nized the deductibility of research expenses incurred by professors
as "ordinary and necessary" business expenses under the Internal
Revenue Code. This ruling recognized that the duties of a professor
include not only lecturing and teaching but also research and publica-
tion, that faculty appointments are made with the expectation that
independent research will be carried out, and that it is customary for
professors to engage in research. (2) Revenue Ruling 64-272, which
clarified the issue of the deductibility of expenses for a home study
by a professor engaged in research and publication.

Dr. Duffey recommended that no change be made in the home office
deduction for faculty members. He pointed to the serious inconsistency
in the report of the House Ways and Means Committee on the use of
home offices by professors, and he said that "the removal of this deduc-
tion would add further to the erosion of real income which faculties
have undergone in recent years."
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The rules under which the House considered H.R. 10612 on Decem-
ber 4 precluded any additional amendments which might have led to
the elimination of section 601. In response to his letter to Senator
Long, copies of which were sent to all Members of the Senate. Dr.
Duffey received an encouraging response from Senator Abraham
Ribicoff (D-Connecticut). Senator Ribicoff said that he was sym-
pathetic to the AAUP's concern about section 601. "Many teachers,"' he
said. "do a significant part of their work at home, where conditions may
be more favorable for reading and writing. Many colleges quite laud-
ably are attempting to reduce expenses for heat, lighting, and so forth,
in office buildings; our tax laws must recognize that such economizing
may compel teachers to rely increasingly on their offices at home."
Senator Ribicoff, who is a ranking member of the Senate Finance
Committee, said that he will urge "that serious consideration be given
to revising section 601 so that college teachers are not treated unfairly
b the act. I believe that it is possible to end abuses of the present law
without eliminating entirely the deduction of such expenses for college
teachers."

General Secretary Duffey and Associate Secretary Alfred D. Sum-
berg are currently working with Senator Ribicoff's staff person on
recommendations for revision of section 601.

Interested faculty members may wish to express their opinions on
the subject to members of the Senate Finance Committee: Senators
Russell B. Long, Herman E. Talmadge, Vance Hartke, Abraham
Ribicoff, Harry F. Byrd, Jr., Gaylord Nelson, Walter F. Mondale,
Mike Gravel, Lloyd Bentsen William D. Hathaway, Floyd K. Has-
kell, Carl T. Curtis, Paul J. Fannin, Clifford P. Hansen, Robert Dole,
Bob Packwood, William V. Roth, Jr., and Bill Brock. Letters should
be addressed care of U.S. Senate, Washington, D.C. 20510. Please
send copies of your correspondence to Associate Secretary Sumberg at
the Washington office.

[From the AAUP Legislative News]

SENATE FINANCE COMrrIT E To HoL HEARINGS OIN H.R. 10612

The Senate Finance Committee will begin hearings on the Tax Re-
form Act of 1975 (H.R. 10612) on Wednesday, March 17. Of par-
ticular concern is the committee's consideration of a revision of sec-
tion 601 related to the home office deduction. AAUP has worked with
Senator Abraham Ribicoff (D-Connecticut) in the preparation of an
amendment which is designed to protect the legitimate use of home
offices by faculty members.

During the past several weeks, there has been a heavy volume of mail
directed to members of the Senate by faculty members who use their
home offices for research, writing, and preparation of their courses.
The responses from Senators have been uniformly sympathetic.

One such response came to General Secretary Joseph Duffey from
Senator Russell B. Long (D-Louisiana), chairman of the Senate
Finance Committee. Senator Long acknowledgd Dr. Duffey's letter
of December 10 and expressed concern about the potential impact of
section 601 on faculty members. "It may indeed be," he said, "that this
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provision, in attempting to limit a certain type of abuse, has worked
a real inequity on teachers who must do a signficant part of their
work-related activities in their homes and who have bought larger
homes or added on studios, music rooms, or dens specifically to accom-
modate those activities." Senator Long assured Dr. Duffey that the
Senate Finance Committee will study section 601 very carefully "to
insure that we do not unfairly discriminate against any particular
group of taxpayers."

In a related development, the American Political Science Associa-
tion informed Dr. Duffey on February 6 that "in matters relating to
the proposed legislation designed to limit the deductibility of a home
office for Federal income tax purposes (sec. 601 of H.R.'10612), you
are authorized to state that the American Political Science Association
supports your association's efforts to prevent passage of the legisla-
tion." Associate Secretary Sumberg has been in contact with the con-
stituent societies of the American Council of Learned Societies con-
cerning the current status of the issue.

Faculty members interested in the home office deduction are en-
couraged to write to their Senators and to members of the Senate
Finance Committee: Senators Russell B. Long, Herman E. Talmadge,
Vance Hartke, Abraham Ribicoff, Harry F. Byrd, Jr., Gaylord Nel-
son, Walter F. Mondale, Mike Gravel, Lloyd Bentsen, William D.
Hathaway, Floyd K. Haskell, Carl T. Curtis, Paul J. Fannin, Clifford
P. Hansen, Robert Dole, Bob Packwood, William V. Roth, Jr., and
Bill Brock. Letters should be addressed care of U.S. Senate, Wash-
ington, D.C. 20510. Copies of correspondence should be sent to As-
sociate Secretary Sumberg at thWashIington office.

FEBRUARY 1970-NATIONAL COUNCIL ON TE ARTS RESOLUTION

Statement on tax reform bill of 1975
The National Council on the Arts notes that the Tax Reform Bill

of 1975, currently before the Senate Finance Committee, would amend
present tax laws with respect to the deduction of expenses attributable
to the use of a taxpayer's home for business purposes. The Council
believes that the proposed revision (section 601), as presently drafted,
could have discriminatory effects on the Nation's artistic community.

Under present law, expenses incurred in maintaining a residence are
deductible if incurred in connection with the taxpayer's trade or busi-
ness or for the production of income. Therefore, if an artist's, writer's,
or composer's dwelling includes a studio or workshop and he or she
earns income from the sale of works created there, a portion of the
expenses incurred in maintaining his or her residence is deductible
from adjusted gross income.

Under the proposed bill, deductions would be permitted only if (1)
an exclusive portion of the taxpayer's dwelling is used on a regular
basis as his principal place of business or, (2) as a place where, in the
normal course of a business activity, tti taxpayer meets or deals with
patients, clients, or customers. _ _

Many artists, writers, and composers utilize a portion of their homes
exclusively as studios and workshops. Artistic works created there
may often result in earned income. However, unlike accountants, dc-
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tors, or lawyers whose "principal business" activities or jobs are usu-
ally synonymous with their main professional interests, artists,
writers, and composers must frequently perform nonart business ac-
tivities or jobs to provide a basic livelihood for themselves and their
families. It is unclear under the proposed legislation whether, when
this is the case, a studio or workshop in an artist's home would be con-
sidered as his "principal place of business" for income tax purposes
and thus qualify for the deduction, even though it is here the creative
person performs his professional artistic activity. Also, with respect
to the second exception, it is not clear whether, for example, art dealers
who sell artists' works, or publishers who distribute writers' works,
could be regarded as "clients or customers." Further, it is unclear
under the proposed law whether an artist or writer who deals directly
with "customers" at his studio or workshop, while being the employee
of another for basic livelihood purposes, would qualify under the see-
ond exception, since it apparently will benecessary that any such use
be for the convenience of his employer-even though such employment
is not related to the artist's professional work.

Consequently, the Council is concerned that the section 601 criteria
presently contained in the Tax Reform Bill for allowing the deduction
of expenses attributable to the business use of homes could have seri-
ous discriminatory effects on the Nation's artistically creative com-
munity, when considered in light of the tax advantages which would
continue to be available to other professionals under the proposed
legislation.

Accordingly, the Council requests that a copy of this resolution he
communicate to appropriate congressional stair and that endowment
staff enter into discussions with congressional staff members in order
to achieve necessary clarification or modification of these provisions to
ensure that artists, writers, composers, and other creative persons do
not suffer discriminatory effects under the provisions of the tax reform
bill of 1975, as finally enacted.

[From the American Historical Association Newsletter, March 1976]

AAUP EXAmINES TAx REform LEGISLATION-

The Senate Finance Committee is examining the Tax Reform Act
of 1975 (H.R. 10612) which includes severe limitations on the use of
the home office deduction by faculty members. The American Associa-
tion of University Professors has been following the legislation
closely, and AAUP General Secretary Joseph Duffev has recom-
mended that no change be made in the home office deduction for
faculty members. In letters to the House Ways and Means Committee
and the Senate Finance Committee, Mr. Duffey has pointed to the
inconsistency in the report of the House Was and Means Committee
on the use of home offices by professors, and he said that "the removal
of this deduction would add further to the erosion of real income which
faculties have undergone in recent years." The AHA office is lending
its support to the effort to retain recognition of the legitimacy of the
home office deduction.
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The Senate Finance Committee is expected to hold hearings on
H.R. 10612 in mid-March. Interested faculty members may wish to
express their opinions on the subject to members of the Senate Finance
Committee: Senators Russell B. Long, Herman E. Talmadge, Vance
Hartke, Abraham Ribicoff, Harr F. Byrd, Jr., Gaylora Nelson,
Walter F. Mondale, Mike Gravel, Lloyd Bentsen, William D. Hath-
way, Floyd Hanson, Robert Dole, Bob Packwood, William V. Roth,
Jr., and Bill Brock. Letters should be addressed c/o U.S. Senate,
Washington, D.C. 20510. The AAUP requests that copies of such cor-
respondence be sent to Associate Secretary Alfred D. Sumberg at the
AAUP office, 1 Dupont Circle, Suite 500, Washington, D.C. 20036.
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STATEMENT BY JOHN H. NOONAN, VICE-PRESMENT, KIDER, PEABODY &

Co., INc., NEw YouR, N.Y.

ALTERNATIVES TO TAX EXEMPr STATE AND LOCAL BONDS

Introduction
As a-vice president in one of the Nation's largest investment bank-

ing corporations with indepth expertise concerning State and local
financing, I am pleased to have the opportunity to submit this state-
ment concerning the above-cited topic.

Prior to the iliscussion of alternatives, in general, and H.R. 11214,
in particular, a review of the legislative history of section 103 (a) (1)
of the Internal Revenue Code of 1954 is appropriate.
Legislative Hi8tory

Section 103(a) (1) has its origin in the Revenue Act of 1913 1 which
was enacted 1 year after the adoption of the 16th amendnen to the
Constitution. It is substantially identical in language to section 22(b)
(4? (A) of the 1939 code and provides, in brief, that interest on the
obligations of State and local governments is tax-exempt. Apparently,
this concept was adopted by Congress because of the belief that the
Constitution prohibits the Federal Government from taking any ac-
tion which might impair the ability of State and local governments
to borrow.2 Although many legal experts have expressed differing
opinions on the constitutionality of the Federal Government's power
to tax State and local obligations, for purposes of this statement, it is
assumed that within limits Congress has the authority to amend sec-
tion 103 (a) (1)' of the code.

Act of Oct. 3 1913, eb. 16, 38 Stat. 168. See. TI(B) of the 1913 act provided, in rele-
vant part, as follows: "That in computing net Income under this section there shall be
excluded the interest upon the obligations of a State or any political subdivision
thereof * 0 4"

2 See, for example congressional debates relating to the 1939 act, 84 Congressional Rec-
ord 7497, 7705--7768; 86 Congressional Record 12185 (1940 act); 88 Congressional
Record 6278-6280. 7789-7790. 7798. 77805, 7891-7912 7920-7949.

s It Is likely that if the Congress enacts an alternative to local tax-exempt bonds it wil
be challenged In the Supreme Court. The hearings considering the Tax Reform Act of
1969 are replete with references to the constitutionally or lack thereof of an alternative
to tax-exempt obligations. For example, Assistant Secretary Cohen cited the U.S. Supreme
Court case of Polloo v. Farmers' oan Trust ompany, 157 U.S. 429 (1894), which held
unconstitutional an income tax on tax-exempt Interest. In 1939, the State attorneys gen-
eral submitted a brief to the Congress indicating that this opinion had not been overruled
by the 16th amendment. Note that the National Association of Attorneys General have
ramrmed this brief in both 1969 and 1978. On the other hand, former Congresswoman
Martha Griffiths (D., Mich.) introduced a letter from the U.. Assistant Attorney General,
Samuel Clark. Jr., dated Apr. 14, 1942, which concludes that "* 4 * no objections oa
constitutional grounds can be smccesfully raised against the proposal to tax %he I-
come .. .received upon outstanding Btata obligations." That letter had been prevlois|y
Introduced in hearings before the Ways and Means Committee in 1942 by Randolph Paul,
a tax adviser to the Treasury Department.

If the Issue were to be lt gated, the question would be whether intervening decisions of
the Supreme Court, as Well as the 16th amendment, have overruled the Pollock ease. Sub-
sidiary issues would be whether the los of the tax exemption by Federal statute Infringed
upn the powers, of State and local governments and if they may elect to have their
obligations taxed by the Federal Government If the Constitution prohibits same.

- (3237)
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Since 1913, the Congress and the Treasury have considered various
legislative proposals to amend section 103 (a) (1) and its predecessors.
The legislative history from 1913 to 1968 is set forth in more detail
in exhibit A attached hereto. This statement will focus on the legis-
lative history from 1969 to the present.

The Tax Reform Act of 1969, as passed by the House of Representa-
tives, contained a provision -' allowing State and local governments
the option 6 of issuing federally subsidized taxable obligations. If the
option were not elected, such governments could continue to issue tax-
exempt obligations. If the option 1 were exercised, the Federal Govern-
ment would make payments on the bonds equal to the average cost
of the additional interest payable--the difference between taxable
and tax-exempt interest rates) plus, in theory, an additional amount.
The fixed percentage subsidy would be paid by the Treasury auto-
inatically to the issuer and would be either a specified percentage of
the yield rate at which the obligations were issued (25 to 40
percent) or a number of percentage points based upon a similar per-
centage applied to a relatively current corporate bond yield. Payment
of the interest subsidy would be made to the issuer or its paying agent
by the same time the issuer was required to make interest payments.
Also, the interest subsidy could be paid through the use of dual
coupons on the bonds--one for the State or local government and
the other to be paid by the Federal Government. The latter feature
was considered necessary for those States which have a statutory
maximum interest limitation.

The first decision of the Senate Committee on Finance, in its de-
liberations on the Tax Reform Act of 1969, was to delete this House
provision providing a subsidy for taxable State and local bonds. Sena-
tor Russell B. Long (D-La.), chairman of the committee, indicated in
a press release dated October 9, 1969, that every Governor and most
other local officials objected -to the House's taxable bond option pro-
vision. Because of these objections and Treasury's opposition, the
Senate's version deleting the option carried in conference.

However, after 1969 there was a major change in opinion, and by
1972, a position supporting a taxable bond option, under certain pre-
scribed circumstances, was adopted by the National Governor's Con-
ference, the National League of Cities, the National Association of
Counties, and the Municipal Finance Officeri Association. This ex-
tins , in part, the passage of S. 3215 by ;he Senate Committee on

anking, ousing and Uiban Affairs in 1972 which provided for a
taxable bond option. S. 3215 was referred to the Senate Finance Com-
mittee where no action was taken.

On February 23, 1973 a panel of invited experts testified before the
House Committee on Ways and Means on "An Alternative To Tax-
Exempt State and Local Bonds." All of the panelists supported a tax-
able bond option, provided various safeguards were included to in-

'see. 101 and 102.
h The optional a roach apparently originated In 1941 with Mr. Lawrence Seltser whenhe proved that Re red ral Government Sy state and local governments some fixed

roporton of their annual interest payment If they Issued taxable bond. See National
aAscatio,. Proel se (191), p. 195.

GThe option was not to be available for arbitrage bonds as defined In see. 108(d) of thecode and certain Industrial development bonds as defined In sec 108(c) of the code.
Those Industrial development bonds which qualify under se. 108 (c)(4), (e)(5), and
(c ) apparently would be eli ble for the tax subsidy.

e hearings on S. 6215 (eeral finandn authority). Senate Committee on Banking,
Housing and Urban Affairs, 92d Cong., 2d seas., 277, May l-17. 1972.
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sure the continuation of the tax-exempt market and the autonomy of
the State and local governments in their decisionmaking process.8

Following the panel discussions, many of the same witnesses who
appeared before the Senate Banking Committee appeared at Public
hearings, with others, before the House Committee on Ways and
Means to testify in favor of a taxable bond option. The major state-
nent in opposition was presented on behalf of the National Associa-
tion of State Auditors, Comptrollers and Treasurers.'

The Department of the Treasury in its 1973 "Proposals for Tax
Change," before the Ways and Means Committee, reversed its 1969
opposition to a taxable bond option. It recommended a "Taxable
Municipal Bond Act of 1973" which would provide a subsidy equal to
30 percent of the net interest on qualifying State and local obligations
if the issuer elected to issue taxable ones. The issuer would be eligible
for the subsidy, with certain limited exceptions, if it satisfied Treas-
ury regulations or entered into an agreement with the Secretary. In
addition, the 30 percent subsidy would be reduced by Treasury ad-
ministrative cost, and the issuer would have to report to the Internal
Revenue Service the payments of taxable interest to the bondholders.
See exhibit B for a more detailed explanation of this Treasury pro-
posal, which was not enacted.
Why had Congre88 considered altermutive8 to tax-exempt obligations?

Challenges to the historic condition of tax-exempt treatment for all
State and local obligations have been grounded on three arguments--
equity, cost, and market. - _

The equity argument asserts that it is unfair to permit some tax-
payers to escape payment of Federal income tax on interest income
merely because they invest in State or local obligations. There is a
growing feeling among a number of legislators, economic and tax
experts, and reform groups that every citizen should pay some Federal
income t_4. They assert that tax-exempt bonds reduce the effective
progressivity of the income tax by virtue of the fact that the tax-
exempt bonds are worth more to the taxpayers in the higher tax
brackets; therefore, there is a redistributional effect in the sense that
a tax burden is borne disproportionately among the population.

The cost argument asserts that the savings generated to State and
local governments from the sale of tax-exempt bonds are less than
the costs. absorbed by the Federal Government by reason of forgone
revenues1 However, other experts, including myself, believe that it is
impossible to determine the loss, if any, to the Treasury as a result
of the issuance of tax-exempt obligations. Any reyenue estimate must
assume a particular effective Federal income tax rate on the part of

0 "Panel Diseussons Before the Committee on Ways and Means on Tax Reform," panel
No. 8 "An Alternative to Taz-Ezempt Stat, and Loca Bonds," Feb. 28, 1978._ ld"Public Hearinr Before the Committee on Ways and Means on the Subject of General
Tax Reform, pt. 0 (Ap. 78 4297-4488.

to see Congresional Record, 56, Dec. 17, 195. '"The ratio of yields varied In
response to the general ayailabiUty of cret, the demand for credit, and the proportionate
demand by State and local governments to the total market demand for credit. As a result,
hlh..ncome Individuals and nstitutions otherwise subject to high tax rates who constitute
a major portion of the market for tax-exempt State and loal securities have been receiving
signilScantly larger tax benelte than needed to bring them into the market. Recent estimates
pOtee the annual savings in interest charges to Itate and local governments at$1.3 bl-lion, but the annual revenue loss to the Federal Government has been estimated at $1.8
billion." See I. Rept. 91-418, 91st Cong.j 1st see., pt. 1, p. 178 (A g. 2. 1069) for an
estimate of the total cost to the Treasury in 1969 In the amount of $500 million.
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the purchaser and a particular savings on the part of the issuers.
Therefore, the alleged loss fluctuates depending upon the assumptions
used.

Regarding market, reform proponents point to evidence indicating
that the tax-exempt market may not be large enough to support the
capital requirements of State and local governments at reasonable
rates. A growing body of experts believe that State and local govern-
ments must have available new markets to raise sufficient capital at low
interest rates in order to perform their civic functions. It should be
pointed out that their comments are directed to the costs of borrowing
and not to funds available since the largest sales volume of long-term
State and local obligations occurred in 1975. It is clear that State and
local governments have an adequate market for their obligations at
some rate of interest.

The costs of governmental functions (such as education, health,
housing, crime, and pollution control) are growing as the Nation's
population increases and the urbanization process continues. However,
State and local governments have not had a source of revenue that
grows proportionately. Accordingly, those who challenge tax-exempt
obligations argue that the Federal Government has some degree of
responsibility to insure that State and local governments have avail-
able to them another means of raising capital. In other words, they
believe that the present tax-exempt market may not provide a sufficient
means to raise the needed capital.

Assuming that your committee accepts any of the foregoing argu-
ments, what are the alternatives that it should consider?

ALTEtNATIVES TO TAX-EXEMFP OBLIGATIONS

Before listing the five most considered alternatives and discussing
them,, it should be made clear that, if any alternative is adopted, it
must be in the form of an option on the part of the issuer. This would
insure State and local governments that their existing market would
remain viable, and would also provide an additional market for their
capital formation. Further, an alternative system would be acceptable
to State and local governments only if they are convinced that they
will continue to be free from Federal review of the merits of a project
or their financial stability.2l

Prior to a detailed discussion, in brief, the five alternatives which
have been most widely discussed are:

1. The direct subsidy: Examples would be the Tax Reform Act of
1969 as passed by the House of Representatives, S. 3215 as passed by
the Senate Committee on Banking in 1972;, and H.R. 11214 as pro-
posed by Congressman Henry Reuss (D-Wisc.).

2. A Federal urbann" which would sell taxable securities of its
own and then either buy tax-exempt obligations fr6m State and local
governments or loan funds directly to them. In form, this would
follow previously established "urbanks" for other special programs.

u David 3. and Attlat F. Otto I he Tax Bubtidy Through ztemption of State and Local
Bond Interest" a compendium o papers submitted to the Joint Economic Committee,
July 15, 1972, p. 505.
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3. A Federal subsidy to existing tax-exempt institutions (such as
pension and profit-sharing trusts, private foundations, universities,
etc.) whenever they buy tax-exempt obligations.

4. The creation of a revolving fund, outside the annual appropria-
tions process which would remit to the State and local governments
the taxes that the Federal Government collected in any case wherein
those local governments sold taxable obligations.

5. Amendment of section 14(b) of the Federal Reserve Act to allow
the Federal Reserve to purchase State and local obligations.
1. Direct 8ubidy

a. IPn geraL-If this concept is adopted, it is recommended that the
committee combine the best features of both the 1969 House and
the 1973 Treasury proposals. In other words, adopt the unfettered
option rules of 1969 along with the set percentage concept (or statu-
tory percent with no discretion on the part of the Secretary to.vary
it) of 1973. (In no way should the restrictive rules, as set forth in the
1973 proposals, vesting too much authority in the Secretary, be
adopted.) The opposite or unfettered approach appears to be set forth
in the Reuss bill, H.R. 11214.

b. Digoswion of Rews bil--The Reuss type of bill could accomplish
two goals: One, assure State and local governments that the Federal
Government would not review a project either for its social desirabil-
ity or economic viability; and two, give State and local governments
stability through a fixed subsidy which they could rely upon in their
long-term planning.

There are several other aspects of H.R. 11214 that should be dis-
cumsed at this juncture; namely, the lack of specifics and the creation
of a Municipal Finance Assistance Office within HUD.

(i) The need for more specificity in the Reuss bill can be illustrated
by the following examples:

(a) Definition of interest cost.--If the committee adopts a fixed
percentage, it must define the term "net interest cost per annum" as
used in section 4(b) (1) of the bill. The problem is the bill does not in-
dicate how premiums and discounts and multiple interest coupons con-
tained in most municipal issues should be treated. For example, it could
mean net interest costs as that term is used in awarding municipal
bonds at competitive sale; that is, a weighted average interest cost
per year which gives effect to underwriters discount or premium.

(b) Subsidy guarantee.--The bill should make clear the Federal
Government's obTigation with respect to interest payments in the event
of default by the State or local government. .

(c) Date election is made.--The bill should provide that State and
local governments are not required to make the election until the date
the bonds are delivered. The bill must not require its election in ad-
vance of delivery, because the market conditions do not remain
constant.

(d) Dual coupon bonds.-There are some States whose constitutions
or statutes provide for maximum interest rates, and therefore the bill
should provide for dual coupons.

(ii) Creation of Municipal Finance Assistance Office. The creation
of any assistance office is unnecessary and will detract from the un-

69-816-7--pt. 7-26
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fettered concept. While such an entity's purpose is laudible, it could
ultimately provide the vehicle for Federal controls and supervision of
both taxable and tax-exempt obligations. In addition to the concern
that the original purpose of this entity could be subverted, this office
is not needed because State and local governments have financial ex-
pertise available to them. Moreover, if the option operates properly,
the assistance office would have no function.

o. Sub8idy perCentaqe.--One of the key issues is the rate of subsidy.
Proposals have rang from 25 percent to 50 percent.1 2 The arguments
are that too low a rate would not be effective because State and local
governments would continue to use the tax-exempt market. On the
other hand, a high rate of subsidy would result in most obligations
moving to the taxable market.

In this connection, Mr. Jon F. Fogarty, chairman, Public
Finance Council of Securities Industry Association in previous testi-
mony before your committee has suggested a subsidy of 33/ percent.
He subsequently justified this as follows:

We proposed a maximum subsidy of 33A percent to try and "peg" the market
at somewhere around its traditional ratio. Then, in times of crunch, volume of
taxables would climb releasing pressure on the tax-exempt #market which would
automatically cycle ratios back down and preserve an existing market that has
performed. Such a maximum subsidy also would reduce demands on the Treasury
and reduce probabilities of eventual federal control of local governmental
financing.n

Joseph H. Crown, Counsel to Tenzer, Greenblott, Fallon & Kaplan,
N ew York, New York, on the other hand calls for a 50 percent subsidy:

I advocated a 50 percent subsidy because studies have indicated that & 83.3
percent subsidy would supplant only about 10-15 percent of new Issues; that
a 40 percent subsidy would give a higher degree of substitution but still leave
a quite large volume of tax-exempt securities to be issued; while a 50 percent
subsidy would probably result In taxable bonds almost entirely displacing tax-
exempt issues.

The Senate Banking Committee, In reporting favorably in 1972 on a 83.8 per-
cent subsidy, was seemingly influenced in fixing such a low rate by concerns
over the "cost to the Treasury" of a higher rate and hoped thereby to overcome
the Treasury's then generally negative attitude. But this factor of net cost to
the Treasury is hardly a valid criticism of the proposal, or an obstacle. In an
era in which the federal government is providing billions of grants to state and
local governments and in which there Is widespread support for massive revenue-
sharing with no strings tied, the level of a federal interest subsidy should not
be determined upon the basis of a narrowly conceived break-even point for the
U.S. Treasury."

Whatever percentage this committee decides is appropriate, it
should be pointed out that in the final analysis it is highly unlikely
that there will be a net revenue gain to the Treasury. Thus, the real

SSec. 101 of the Tax Reform Act of 1069 provided for a rate from 25 to 40 percent. How-
ever, the Treasury announced through Chairman Mills that Itwould recommend to the
Senate a flat 40-oprcent subtdy See congressional Record,.pp. H7088 and H7105 (Aug. 6,
1969). Senator McGovern, on Nov. 25, 1969, made the folowing remarks: "In my judg-
ment, an equitable solution to this diMeulty is to offer a Federal Interest subsidy of 8uffietent
sue that local governmental bodies will realize that it to to their best advantage to accept
tibs subsidy In return for the Issuance of taiabIe bonds. The House of Representatives
ae=epted this approach In theory hut failed to enact an Interest subsidy large enough to be
attractive to States and localities. The Senate deleted the vision entirely. In my
judgment If the Congress were to provide for a 50-percent interest subsidy and declare
hat the eeral Government will offer thi subsidy for all bonds without judging their

merits, It will have established the necessary preconditions for the gradual and voluntary
elimination of the tax-exempt bond problem.' See Congressional R2cord, pp. H7088 and
117105 (Aumg. 25. 196p).I Tax Notes, ed., James S. Byrne, vol TV, No. 2, Monday, Jan. 12, 1976, V. 11.

16 Ibid., note 14, pp. 18, 82.
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issue is not the merits of one percentage level over another but of
the effect of different subsidy levels on the market. For example, at
40 percent there is no question that some State and local governments
will elect the option but others will not.

d. C(oncaion,--It should once more be emphasized that the "direct
subsidy" alternative is meritorious only with the proviso that it is op-
tional, continuous, has no Federal strings attached, and provides for a
sufficiently high subsidy. In brief, the committee should not reverse
its 1969 position that there must be no usurpation of State and local
government autonomy in making the decision to proceed with a
project.
2. Urban Developnwnt Bank

This proposal requires the establishment of an Urban Development
Bank " which would be authorized to provide loans to State and local
governments or to purchase their obligations. The difference between
the Bank's yield and the interest received on the loans would be pro-
vided either by Congressional appropriations or the Treasury would
be authorized to purchase the Bank's obligations.

This concept is nt nearly as sound an alternative as a fixed direct
subsidy. The committee should not enadt such a proposal because it has
the potential for allowing State and local governments to borrow be-
yond their means. This assumes no Federal restritions. If this assump-
tion is incorrect, then the proposal suffers from the earlier objection to
any alternative which alters the current Federal-State relationship.
In any event the adoption of this proposal would mandate the creation
of a new Federl bureaucracy--he last thing that is needed to aid
State and local governments. Finally, it should be pointed out that
urbank removes the checks and balances that exist in the marketplace
and would have the tendency to increase the cost of other Federl
financings which obviously would result in higher interest costs for all
taxable obligations.
S. Sub#*d to ta0-eoempt entitie

In lieu of or in conjunction with a direct Federal interest subsidy,
a subsidy could be paid to tax-exempt entities (under section 501 of the
Code), Which purchase tax-exe pt oblig ions. Such a program would
have the dual advantage of insuring no Federal intervention and
broademnig the market 1or State and local obligstons. This alterna-
tive would be beneficial assuming that the balance of the safeguards
suggested under the direct subsidy are aso adopted.

In substan.-M, the concept is the same as a direct subsidy but on a
smaller scale. 1t is subject to criticism because it hus the potential for
altering the Federal Government's relationship with tax-exempt
entities.
4. Revolving fund

The Congres could create a special account to be funded by the
Treasury with the proceeds collected by the Federal Government from
taxable State and- local bonds This is somewhat like a direct subsidy

u A hlimlar proposal would be multiurbauks, I.e.. a system under which State and local
governments borrowing would be handled by a local urbank; or, in the alternative, aserie of ranks for dIlferent problems, such as a school urbank, a highway urbank, and
so forth. Tis concept would cause administrative confusion and therefore lack@ merit.
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scheme, but the amount paid to the State and local governments would
be limited to the exact amount of the Federally collected tax dollars.

In order for the plan to be equitable, the admnistrative costs would
probably be excessive. In all likelihood, local governments would ob-
ject to its enactment because the "refunds" would be payed to the State
governments which in turn would redistribute the funds. From an in-
vestment banker's viewpoint, the proposal would not provide a stable
market upon which State and local governments could rely. For ex-
ample, no issuer would know at the time of issuance the amount of re-
fund'it would receive from the fund. Thus, this proposal would not be
as effective as a direct subsidy.
5. Amendvwnt to section 14(b) of the Federal Re8erve Act

Under this plan, the Federal Reserve would be authorized to buy
State and local obligations. The theoretical advantage of this scheme
is that the Federal Reserve is experienced in bond purchase programs
and has reserves to manage such programs.

The principal benefits of this program are that, one, the rights of the
State and local governments to issue tax-exempt bonds would not be
impaired; two, it requires no now appropriations; and three, it pro-
vides a now purchaser for State and local bonds. However, it is doubt-
ful that the Federal Reserve would be a constant purchaser unless
mandated'to do so by Oongress.
Advantages and ditadvantages of an alternative to tax-exempt

obligation
Having considered the various alternative proposals to section 103

(a) (1) of the code, from which the committee might choose, the sub-
stantive effects associated with adopting any one of them should be
explored.

-In this connection, no judgment as to the constitutionality of
taxing interest paid on State and local governmental obligations will
be made. In addition, it is recognized that it is easy to advise the com-
mittee not to distoT the existing Federal-State relationship but admit
that there is no way of measuring the impact of any alternative prior
to its adoption. Finally, the "pros" and "cons" which are set forth
below do not take into consideration the difficulties that might be faced
in marketing any new type of security.
Advantages

It has been argued by some legislators economic and tax experts, and
reform groups that an alternative taxable bond system for State and
local obligations should be adopted because:

(1) The Treasury has estimated a revenue loss to the Federal gov-
ernment resulting from the sale of tax-exempt obligations which it
projects to be greater than the amount of interest saved by State and
Iocal governments. The Treasury, in 1969, testified before the Senate
Finance Committee, that a subsidy would save both the Treasury and
State and local governments money. Assuming a 30 percent subsidy
and a tax-exempt obligation selling within 75 percent of a taxable
8 percent corporate bond, he results are as follows: the Treasury would
pay out 2.4 percent which is less than the 3 percent loss derived from
not taxing a 6 percent tax-exempt obligation (assumed tax savings if

i-
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a taxpayer is in the 50 percent bracket), and the State saves .4 percent
(30 percent of 8 peroent-5.6 percent effewive rate) by issuing a taxable
obligatiort instead of a 6 percent tax-exempt obligation.

However, Senator Wilii.ms responded to the foregoing logic as fol-
lows: "As one who has never yet seen a su~bsidy tha we eyr started and
came out ahead making money paying it out * * ,.16 In addition to
the fwAt that a subsidy can result in a revenue loss, note that the exam-
ple illustrates the new Treasury position so long as the taxpyer is in
at least a 40 percent bracket. If the taxpyers bracket is less, the exam-
ple undermines the Treasury contention that it will not lose money
with a 30 percent subsidy. This would probably be the case with tax-
able obligations since pension funds and other exempt organizations
might be the greatest purchasers of such obligations.

(2) The result of a new option would be to expand the capital mar-
ket for muncipel obligations since there would be new customers such
as moderate income individuals, tax-exempt entities, and life insurance
companies.

(3) State and local governments can still issue'tax-exempt obliga-
tions; the determination to issue them will be made at the option of
the community or the State.

(4) An alternative will reduce the amount of tax-exempt obligations
that are issued. This will decrease a tax inequity, i.e., the exemption
produces inequality in the Federal tax system by reducing the pro-
gressivity of the individual income tax and creating a different tax
treatment of persons with the same income depending upon whether
or not interest income is taxable or tax-exempt. The combination of
the Federal subsidy and the decrease in the amount of tax-exempt ob-
ligations issued will force the remaining tax-exempt obligations to
bear less interest which will decrease the inequity.

(5) It has been argued theoretically, that a taxable alternative might
have countercyclical effects on interest rate movements.17 However, it
remains to be seen whether or not this result would occur.
Disadvantages

While there are obviously some compelling reasons for adopting an
alternative option to section 103 (a) (1), there are sound arguments
indicating that this would be to the detriment of State and local gov-
ernments:

(1) The lure of a direct subsidy from the Federal Government would
alter the classic and time tested method of financing for State and
local governments. This could result in greater 'dependence on Wash-
ington than at present.

(2) A change would, in substance, be a modification of the existing
balance of power between the Federal, State and local governments.
This added "power of the purse" in the Federal Government could
discourage or impede local financings and thereby discourage their
normal operations.

* Hearings on general tax reform before the Committee on Finance, P. 634 (1969).
One current problem In the operation of monetary policy over the cycle Is that State

and local governments, tend to bear a disproportonate share of the burden of credit
stringency. This is reflected In the fact At as Interest rates in general rise, tax-exempt
rates rise more rapidly than do taxable rates. Since a fixed subsidy ties the tax-exempt
rate, or equivalently the taxable municil rate net of subsidy, to the general taxable rate,
this cyclical tendency for municipal bop rate to rise and fall relative to the taxable rateswould be eliminated,.
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(8) The State and local governments and the purchasers of their
obligations would become d-ependent upon the Federal Government
fairly administering the subsidy at adequate levels without market
disrupting amendments. Any future discontinuance of all or a part
of the subsidy could be disastrous to either the purchasers or State and
local governments.

(4) Should the alternative effectively eliminate the tax-exempt mar-
ket, State and local governments would be compromised if the Federal
Government subsequently withdrew the subsidy. This is true because
it would take a substantial period of time to reestablish the tax-exempt
market.

(5) Treasury revenue estimates are incorrect. The cost of administer-
ing the program plus the cost of the subsidy will more than offset the
increased Feeral revenue derived from the issuance of taxable bonds.

(6) Even if the- bond market ultimately adjusts to new conditions,
the period of adjustment would cause needless increases in cost to
many vital public projects.

(7) Investors in tax-exempt obligations pay an indirect tax by hold-
ing secuirties which bear a lower rate of interest than conventional
securities. Accordingly, an alternative is not a tax reform since the
tax inequity argument is incorrect.

(8) If the subsidy rate is high enough to force local governments to
abandon the present system entirely, the costs to the Federal Govern-
ment could exceed the alleged loss it currently sustains.

(9) It is likely that some taxable municipals would have to be sold
at a higher'rate than commercial obligations to attract investors. For
example, a low-rated community could not compete with a high-rated
corporation.

(10) Assuming -initial guarantees that the Federal Government
would not review the project or the fiscal soundness of the issuer, it is
likely that the Federal Government ultimately would impose restric-
tions."' For example, the 1973 Treasury proposal could have required
closing agreements between State and local governments and the Fed-
eral Government; the Reuse bill -would create a new Federal agency to
"aid" State and local governments. In addition, it is conceivable that
future administrations would judge this program on the basis of Fed-
eral economic fiscal policy. Accordingly. the subsidy could be with-
drawn or modified prospectively after State and local governments
have commenced relying upon it.

(11) The total effect on taxable bond markets could be disastrous.
For example, there could be billions of dollars of additional taxable
obligations per annum. This would result in an increase in borrowing
costs for both the public and private sectors. Obviously, this would be
an additional revenue cost to the Federal Government.

CUIIRJMNT SITUATION
I general

As of today, it appears that the market for State and local bnds is
not slackening and that the present psychology of investors is that the
Federal Government should iot tamper with tax-exempt interest rates.

u5 Hearing on general tax reform, Senate Finance Committee,p. S7O (1969). Secretaryof the Treauury Kennedy, In response to a question from Senator Fannin commented: "And
I would want to be sure that an obligation was sound If we were putting our name on it.
So there Is that feature that at least the Secretary of the Treasury would be concerned
about. Default on an obligation that had some subsidy by the Federal Government would
be quite a thing."
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However, this would not preclude the Federal Government from issu-
ing or having State and local governments issue taxable obligations
for State projects. In fact, many of the objectors to the alternative in
1969 have modified their position. In addition, Congress has recently
passed a number of provisions which may require State and local gov-
ernments to issue taxable securities in order to receive a subsidy for
specific projects (e.g. certain loan programs under Farmers Home
Administration, HilI--Burton, and Housing and Urban Development). -
Retie bQl, H.R. 11214

H.R. 11214 takes into account most of the safeguards which were
discussed previously, but as set forth earlier, it too needs modifications.
Under that bill, the Federal Government automatically provides a
fixed 40 percent subsidy to issuers electing to issue taxable obligations.
It corrects many of the flaws contained in the Treasury's 1973 proposal.
But the provision calling for the creation of a Municipal Finance As-
sistance Office should be deleted to prevent such an office from review-
ing the State and local projects in the future.

As to the Reuss bill using HUD instead of the Treasury, since the
enactment of a subsidy would involve billions of dollars, it should be
administered, if st all, by the Treasury which is the agency with debt
management experience.

CONCLUSION

The Reuss bill is appropriate provided the safeguards previously
discussed are also adopted. Finally, it should be clear that I favor
improvement in the market situation for State and local governments
but am concerned at what cost.

In summary, assuming that your committee can adopt an option as
an alternative in lieu of the elimination of section 103(a) 19 so that
State and local governments are given a choice and so that (1) the
market is not disrupted, (2) no new Federal bureaucracy is created
either to review the projects themselves or the financial capabilities of
the issuer, (3) the cost of the new program is not excessive, (4) the
financial mechanism offers at least as good an advantage as that
offered by the present tax-exempt market, and (5) the financial

-mechanism is automatic and irrevocable; then, I believe that the Con-
gress may provide State and local governments with an additional eco-
nomic tool to deal with the problems they face.

EXHIBIT A.-LEISLATIvF, HISTORY OF SECTION" 103 (a) (1) OF TIlE
INTERNAL REVENUE CoDE OF 1954 AND ITS PEDECEssoRS F Fno 1913
To 1968

The Income Tax Law of 1894 (which was part of the Tariff Act of
1894), provided no exemption for interest on State and Municipal
Bonds. Pollock v. Farmera' Loan & Truet Company, 157 U.S. 429,
aff'd on rehearing, 158 U.S. 601 (1895), held that the income tax provi-
sion was unconstitutional on two grounds: (1) it was a direct tax with-
out apportionment, and (2) interest on State and municipal bonds was
constitutionally exempt from tax.

IAny alternative system must be in the formh of an option. As Senator Gore in 1969
commented: "But in any event, it is clear that tax exemption cannot and should not be
ended in any way until there Is a trustworthy alternative that offers greater advantages to
State and local governments than does tax exemption. The essence and emeacy of our
system of Government depend [sie) upon effective local sel-government," Senate Report

0. 91-552, 91st Cong., 1t ess, p. 830 (Nov. 21, 1969).
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The 16th amendment was ratified in 1913 and provides that,
The Congress shall have power to lay and collect taxes on incomes, from

whatever source derived, without apportionment among the several States, and
without regard to any census of enumeration.

The 16th amendment cleared the way for the Revenue Act of 1913
which was approved on October 3 of that year and made effective
November 1. Section II(B) of that act provided, in relevant part, as
follows:

That in computing net income under this section there shall be excluded the
interest upon the obligations of a State or any political subdivision thereof * * *.

The exemption from tax provided for interest on State and munici-
pal bonds has resulted in continuous controversy almost since enact-
ment. Since 1918 there have been numerous attempts to remove or
modify it. Such attempts have reached-various stages in the legislative
process, but none resulted in final legislation.

In the Revenue Act of 1918, the Ways and Means Committee ap-
proved and the House passed legislation which would have eliminated
all exemptions for interest on State and municipal bonds except for
those issued prior to the effective date of the act, and except for bonds
held which did not exceed in the aggregate $5,000 in principal.1 The
committee report states that, while there is doubt as to the constitu-
tionality of taxing such interest, justice requires its taxation, at least
in times of war. The Treasury Department supported this provision asa means of protectin the market for Liberty bonds during wartime.
The Senate Finance Committee, however, rejected it, noting that, apart
from constitutional questions, it seemed unwise to impose a tax on the
interest from State and local obligations as long as the States were not
free to similarly tax interest on Federal obligations.3 The House
receded in conference."

Secretary of the Treasury, Glass, in his 1919 report, recognized
that the problem of exempt securities was aggravated because the sur-
tax rates reached 70 percent during the wartime.5 His report stated
that the exemption coupled with high tax rates was causing a diversion
of needed capital from taxable into tax exempt securities. As a solu-
tion, he proposed a reduction in the surtax rates with an increase in
the normal rates. He also proposed inclusion of the interest on tax
exempt securities for the purpose of computing the income tax without,
specifically taxing the income on such securities. This would have
resulted in otherwise taxable income being taxed at higher rates. In
1920, the Treasury Secretary again espoused the view that lower
surtax rates would remove the incentive for wealthy individuals to
invest in tax-exempt bonds., No action was taken by Congress in 1919
or 1920.

A joint resolution (H.J. les. 102) was submitted on May 3, 1921.
It would have amended the Constitution to remove the tax-exempt
status of State and local bonds. It was thought at that time that a
constitutional amendment was necessary to remove the exemption

H. Rept. 767, 65th Cong.. 2d sees.
Lnt, The Origin and Survival of Tax Exempt Securities, 12 National Tax Journal

801. 804 (1959).2 S. Rept. 617. 63th Cong., 8d sees.
4 H. Rept. 108T. 65th Cong.. ad sees.
9 Annual report of the Secretary of Treasury, 1919. p. 24.
* Annual report of the Secretary of Treasury, 1920, p. 87.
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because of the Supreme Court's decision in Evana v. Gore, 253 U.S.
245 (1920) where the Court stated, in dictum, that the 16th amendment
did not entitle the Federal Governnment to tax State and municipal
bonds. The Treasury Secretary supported the proposed amendment,
but suggested modifications to House Joint Resolution 102 to remove
retroactive features with respect to outstanding issues and to grant
reciprocal privileges to the States to tax interest-6n Federal obliga-
tions.?

Because the problem continued to exist, the President's address to
Congress on Deoember 6, 1921, asked Congress to consider a consti-
tutional amendment to remove the exemption.' The Secretary of the
Treasury, in his 1922 report, proposed either a constitutional amend-
ment or a reduction in the surtax rates.' Hearings were held by Ways
and Means in 1922."

Following the hearings, Reltesentative Green introduced a joint
resolution along the lines suggested by the Treasury Secretary (H.J.
Res. 314, 67th Cong., 4th sess.). The House passed the resolution on
January 23, 1923, by the necessary two-thirds vote (223 yea, 101 no)."
The Senate Committee on the Judiciary held hearings on the resolu-
tion but did not report it. On January 10,4924, Congressman Green
reintroduced his resolution." The Ways and Means Committee again
endorsed the resolution, but this time the House failed to give the
necessary two-thirds approval.

Largely in response to the failure of Congress to approve a con-
stitutional amendment removing the exemption, the Treasury pro-
posed lowering the maximum surtax rate to 25 percent with a normal
tax rate of 6 percent. It was believed that a maximum rate of 31
percent would discourage investment in tax-exempt securities."3 Con-
gress reduced the maximum surtax rates to 40 percent in 1924 and
20 percent in 1926. The legislative history makes it clear that the
problem of tax-exempt securities was a major force behind the reduc-
tion in surtax rates.

With the lowering of surtax rates in 1926, the furor over tax-exempt
securities subsided through 1932. Between 1932 and 1937, 80 resolu-

-tions were introduced calkg for-eontitutional amendment to end
or curtail the exemption.1'

In 1933, Senator Clarke introduced an amendment to the National
Industry Recovery Act to tax interest on all State and local bonds.
The Senate approved the measure (45 to 37).1s The measure was
dropped, however, by the conference committee apparently, in part,
due to its retroactive feature.16

In January of 1934, Senator Ashworth introduced a resolution,
Senate Joint Resolution 7, to amend the Constitution, which was sim-
ilar to the Green resolutions of 1922 and 1924. The resolution was

'Letter of Sept. 23. 1921. annual report of Secretary of the Treasury. 1921. pp. 379-380.
U Letter of the Secretary of the Treasury relative to tax-exempt securities, Jan. 16, 1922;

annual report of the Secretary of the Treasury, 1922, p. 818.
'iId., P. 820.
20 Reartngs on tax-exempt securities .H. Res. 102. 211, 281, 282, 67th Cong., 4th seas.
u 69 Concrengional Reord 2284 (67th Cong., 4th sees.).
1 .J3. Res. 186. 68th Con., 1st eas.
U Annual report of the Secretary of the Treasury, 1923, pp. 6-11.
1, Lent, supra. 609.
2577 Conrr, sional Record 5420-5421.
Is Ibid.. 5857.



3250

reported by the Senate Judiciary Committee (S. Rept. 738), but was
never considered on the Senate floor.17

President Roosevelt, in a special message to Congress on June 19,
1935, asked for an amendment to the Constitution to remove the
exemption." ft

Again on April 25, 1938, President Roosevelt presented a message to
Congress asking for legislation to eliminate the tax exemption for
interest on State and local bonds.

In response to the President's second message, the Senate estab-
lished a special committee comprised of three members from the Judi-
ciary Committee and three from the Finance Committee. That com-
mittee held extensive hearings in 1939.19 The majority report of the
special Senate committee recommended elimination of the exemp-
tion while offering reciprocal privileges to the States to tax interest
on Federal securities."0 The minority report by two members opposed
removal on the grounds that it was economically unsound and uncon-
stitutional.2 1

A House floor amendment offered in 1939 would have removed the
exemption for State and local securities while allowing a 100-percent
tax credit computed on the basis that exempt income from such secu-
rities constituted all of the taxpayer's taxable income. The effect of
this amendment would have been to tax otherwise taxable income at
higher tax rates. The House rejected the amendment.22

In 1940, Senator Brown, chairman of the special committee, offered
a floor amendment to eliminate the exemption while offering reciprocal
privileges to the States to tax interest on Federal securities. After
en h debate, his amendment Was rejected.23

World War II brought higher tax rates, and Treasury Secretary
Morgenthau in 1942 propsed that the exemption for State and local
obligations be removed for outstanding and new isues. His position
was that owners of bonds bought during periods of lower tax rates
received a windfall caused by higher tax rates.2 4 The House took no
action on the Secretary's recommendation, but the Senate Finance
Committee added an amendment to the Revenue Act of 1942 elimi-
nating the exemption for bonds issued after January 1, 1943. The
Finance Committee amendment also offered reciprocal privileges to
the States. The amendment was defeated on the Senate floor.25

From 1942 through 1950, no major congressional activity occurred
regarding the elimination of State and local tax-exempt bonds. In 1951,
Treasury Secretary Snyder proposed removal of the tax exemption
on future issues. He stated that other alternatives could be developed

IT Lont, up ra, 809.
u H. Doe. 229. 74th Cong., lot ses&, p. 5.19The Treasury Department supported removal of the exemption, while most Statesopposed removal. U.S. Senate, Special Committee on 'axation of Government Securities and

Salaries. hearings on S. Res. 303 (75th Cong.), 1039. During this same period, the Ways
and Means Committee held similar hearings. Committee on Ways and Means. hearings on
proposed legislation relatIng to tax-exempt securities, 75th Cong., 1st sess. (1989).c S. Rept. 2140, 76th Cong., 8d smes. (1940).st bid., pt. 11.

2 84 Congressional Record 7497, It should be noted that such a provision would havelittle effect where all or substantially all of a taxpayer's Income Is comprised of tax-exempt
interest.

" 86 Congressional Record 12804.s4 Statement of Secretary Morgenthau before the Committee,,on Ways and Means,
Mar. 3. 1942, hearings on Revenue Act of 1942. p. 8.

I 88th Congressional Record 7949.



3251

to compensate the States for the loss of their tax exemption. Presum-
ably, the alternative means would have been a Federal subsidy to the
States.21 The proposal was not ado pted.

In 1954, the Treasury proposed the taxation of interest on future
issues of local housing authority bonds.2T The Ways and Means Com-
mittee first announced tentative approval of this proposal but later
reversed itself.28

Sentiment for removal of the exemption next was evidenced at ex-
tensive hearings on the subject before the Ways and Means Committee
during 1958 and 1959.9 No serious consideration was given to this
topic until the Tax Reform Act of 1969.30

ExHxmrr B.-SUMMARY OF "PRoPOSALS FOR TAX CuANGoE,
DEPAIRMET OF THE TREASURY", APRuL 30, 1973

The Treasury reversed its 1969 position on the grounds that one,
the proposal would provide a more stable market in municipal bonds
by allowing them to compete more effectively with corporate obliga-
tions, especially when market rates are high; two, municipals would
be more attractive to pension trusts and other exempt organizations;
and three, it would tend to reduce the supply of exempt obligations
thereby also reducing interest rates on exempt obligations issued
in the future.

All obligations exempt under section 103(a) (1) would be eligible
with the following exceptions:

1. Interest is unrealistically high.
2. Short term (less than 1 year) obligations.
3. Bonds held by congressionally established entities such as Hous-

ing and Urban Development or Health, Education and Welfare or
owned by the United States or by another State or local government.

Initially, there would be a 10 percent limitation on the maximum
interest rate on which the subsidy would be paid. This could be modi-
fied by the Secretary. Thus, for example, unless the Secretary modified
the maximum interest rate, if a 12 percent bond were to be issued,
the 30 percent subsidy would be computed only on the basis of
10 percent interest.

The issuer must either enter into an agreement-with the Secretary
or meet his regulations in order to receive the Federal subsidy. Once
the bonds are issued, the subsidy may not be revoked, and would be
paid by a permanent appropriation from Congress. The 30 percent
subsidy would be reduced by the Treasury's administrative cost andwould be adjusted to reflect any discount or premium. The proposal
includes in the subsidy base the amounts paid to intermediaries (such
as underwriters and paying agents) in the course of issuing the obli-

" Hearings on revenue revision of 1951. pt. I, before the Committee on Ways and Means,
82d Cong.. lot sess. (1951). pp. 18-14. 88-94.

The Treauury frat proposed this concept in 1949. See S. 188, 81st Cong., 1st me.,
see. 505.

SLent, supra, 814.
U Statement of Stanley Burroy, hearings on general revision before the Committee on

Ways and Means, 85th Cong., 1s seas.. p.-8S (1958); tax revision compendium o panel
discussions on broadening the tax base before the House Committee on Ways and Means,
86th Cong., lit ses., pp. 679-791 (1059) ; panel discussions on income tax revision before
the House Committee on Ways and Means 86th Cong I'st seas., pp. 889-402 (1959).

2o This excludes the enactment of see. 163(c) in 1 8 relating to Industrial development
bonds.
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gation and the day-to-day servicing of the issue. However, normal ad-
ministrative costs incurred by the issuer would not be eligible.

Prior to payment of tke subsidy, a verification that interest was still
due and payable would l% required from the State. The issuer would
report to the Internal Revenue Service the taxable interest paid t6
holders, The bond would be required to contain a notification of the
taxability of interest payments.

Regulations wouldbe issued providing alternative sets of standards,
which if met, would eliminate the necessity for an advance agreement.
Upon appropriate certification from the issuer that it has met the ap-
plicable set of standards, the subsidy becomes automatic. The intent of
the regulation would be to, one, limit negotiated agreements to unusual
cases; two, provide assurance to the public; and three, prevent unnec-
essary Federal review of State and local decisions. They would also set
fortl, (1) the time and manner of making an election; (2) when the
Secretary would pay the subsidy; (3) the limitations on the general
exceptions in the eligibility rules; (4) definitions of net interest ex-
pense, administrative costs, and issuer; (5) the notation to appear on
the face of the obligation with respect to taxability; (6) the subsidy
eligibility -rules; (7) information reporting; and (8) provisions for
bond premiums and discounts.

The Treasury estimated the cost of the subsidy to the $180 million
annually, which would be offset by increased tax receipts so that there
would be little or no net gain or loss to the Treasury. As to how the
subsidy would operate in the future, the Treasury stated that experi-
ence under the program would be required in order to evaluate the
need for more or fewer restrictions on eligibility.

AR ENT, Fox, KIwTw, PuwrIW & KAHNI,
Washington, D.C., April 3, 1976.

Hon. MICHAEL STmN,
Staff Director, Senate Committee on Finance,
Waskington, D.C.

DEAR MR. STERN: Enclosed please find five copies of the statement
of Humana, Inc. relating to the funding of hospital facilities through
the medium of tax free industrial development bonds. The testimony
suagests certain changes to section 103 of the Internal Revenue Code.

Humana, Inc. is located at One Riverfront Place, Post Office Box
1438, Louisville, Kv. 40201. Any correspondence relating t6 this testi-
mony should be addressed to Mr. William C. Ballard. Jr., vice presi-
dent of Humana, Inc., with a copy to the undersigned.

Very truly yours, JOHir L. BURKE, JR.

Enclosure.

STATEMENT OF HUMANA, INC.

I. INTEREST OF HUMANA, INC.

Humana, Inc. ("Humana") is a Delaware corporation, headquar-
tered in Louisville, Ky.. whose stock is traded on the New York Stock
Exchange. Humana is involved in the health care field as a provider
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of hospital services. It designs, supervises the construction of, and
owns and operates short-term, acute-care community hospitals. At
present, Humana is operating 62 hospitals located in 15 States, has
4 hospitals under construction (which will add 2 additional States)
and ranks second among investor-owned hospital service companies
in the number of licensef hospital beds (8,275).

Our statement to this committee sets forth our concern that the pro-
visions of the Internal Revenue Code relating to industrial develop-
ment bonds are too restrictive in the context of present economic re-
alities, and, unless amended, will foreclose the use of such bonds as a
vehicle for the construction of investor-owned hospitals. As more than
two-thirds of Humana's present patient capacity has been constructed
since 1969, with 10 hospitals being financed through the issuance of
industrial development bonds, Humana believes it is well qualified to
address itself to this concern.

U. STATEMENT OF POSMON

A. Present 8tate of the law
As this Committee is well aware, section 103 of the Internal Revenue

Code makes subject to Federal income tax the interest income from in-
dustrial development bonds, unless such bonds (i) are issued to assist
a trade or business carried on by an "exempt person" as defined by
§ 103(c) (3) ; 1 (ii) provide revenues for certain "exempt activities"
within the meaning of 0 103(c) (4); or (iii) are issued within the
scope of the "small issue exemption described in § 103 (c) (6).

The term "exempt person" is defined to include (i) a governmental
unit or (ii) an organization described in-code § 501 (c) (3) and exempt
from Federal income tax. Thus, hospitals which are owned and oper-
ated by a State or local governmental unit or by a charitable entity
may be financed by tax-exempt municipal bonds, without regard to the
aggregate face amount of such bonds or the total cost of the project
being financed.

The-term "exempt activities" means the providing of any of seven
specific types of facilities, including (i) sports facilities, (ii) conven-
tion or trade show facilities and (iii) air or water pollution control
facilities. Thus, any person or entity, whether nonprofit or profit-
oriented, may receive funding for such projects through the vehicle
of tax-exempt industrial bonds, without regard to the aggregate face
amount of such bonds or the total cost of the project being financed.
A good example, is the sports promoter/team owner whose sports fa-
cility is made possible through the issuance of municipal bonds.

The term "small issue" exemption describes the third method of
funding community projects through tax-exempt municipal bonds, and
the only method which is currently available to an investor-owned pro-
vider of hospital facilities, such as Humana. It would not be productive
to develop the intricacies of this exemption in this statement. Suffice
it to say that no bond issue pursuant to this exemption may exceed $5
million in face value and the project being funded may not exceed $6

'Teebnlaly, of course, t bond imaunce, the major portion of the proceeds of which
are ued In the trade or business of an "exempt person" is not included in the definition
of an "Industrikl development bond." Sec. 108(c) (2). '
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million in cost (determined over a 6-year period). If the $5 million
limitation is exceeded, the entire bond issue fails to qualify for Federal
tax exemption. In essence no project which has a, projected cost of
more than $5 million may be funded by tax-exempt municipal bonds.'
B. Suggested changes in the law

For the reasons set forth herein, Humana suggests the code section
103 be amended to permit the funding of tax-free municipal bonds for
the construction and renovation of all hospital facilities, no matter by
whom constructed and regardless of the -total cost of constructing or
renovating such facilities. The specific method of achieving this re-
sult is by amending section 103 (c) (4), dealing with exempt activities,
to add thereto a new subparagraph (-) to read: "hospital facilities." 3
Thus, p laced in context, section 103(c) (4) (H) would exempt from
Federal income tax the interest income from: * * * any objection
which is issued as part of an issue substantially all of the proceeds of
which are used to provide hospital facilities.

In the absence of such an amendment, Humana suggests that this
committee amend that portion of section 103 which deals with the small
issue exemption and the $5 million limitation thereon. That limitation
should be substantially raised. We suggest a ceiling of $15 million,
which would be simply effectuated by amending section 103 (c) (6) (D)
to insert "$15 million" in the two places where the figure "$5 million"
now appears.

M. REASONS NECESSITATING THE CHANCE IN THE LAW
A. Background and developments in the field of hospital service

When the industrial development bond provisions of the Internal
Revenue Code were enacted in 1968,' investor-owned hospital service
companies were virtually unknown. In fact, at the end of 1967, there
were 5,850.community hospitals in the United States and only five hos-
pitals were operated by investor-owned, multiple-unit hospital service
corporations. In 1968, the vast majority of the hospital facilities in this
country - and this is still the case today - were owned and operated
by local governmental entities or charities (including religious
groups).1 As stated earlier, when owned by such "exempt persons,"
these hospital facilities may be financed in full by tax-exempt munic-
ipal bonds, regardless of total cost, pursuant to code section 103 (c)

We believe that this provision of section 103 helps accomplish a very
important and laudable social objective - the construction and opera-
tion of needed hospital facilities. However, we believe that the very
same assistance should be available when hospital facilities are con-
structed and operated by investor-owned entities. It is the objective of

I It should be noted that Al, million In tax exempt bonds may be issued for any project.
regardless of the total cost See. 103 (c() (A)

edc) SenatorT entsen ofthise ommttee ha Iniroduced a bill, 8. 3241. which would achieve
this objective.

4 Public Law 90-864 (June 28. 198) and Public Law 90-434 (Oct. 24, 1918). Certain
amendments with respect to water control facilities (see. 103(c) (4)M()) and "unforeseen

rpendituree' (se. 108(e) (6) (F)) were made by the Revenue At of 1971. Public Law
92-17M

G In 1974. there were 5 977 non-Federal hospitals In this country. Of this number. 0.202
(or more than 8? percent) were owned by state and local governmental entities (1,821)
or nonprofit organlsatIons (8,881). See, 1974 Annual Survey of the American Hospital
Association.
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providing health care facilities that should be encouraged and the fact
that such facilities may be provided by an investor-owned entity rather
than a charitable corporation or governmental unit should-be ir-
relevant.

It may well be that, because of the very minor role played in the hos-
pital industry in 1968 by investor-owned companies, Congress be-
lieved it had fully accomplished this objective when it enacted the
present provisions of section 103 dealing with "exempt persons." What
other justification could there be for specifically exempting from tax
those bnds which are issued to provide sports facilities, convention
facilities and similar facilities and not those which are used to finance
hospital facilities? Surely, the providing of hospitals must rank as
high as the providing of sports and-convention facilities in the scheme
of relative social benefits that should be encouraged by tax incentives.

With respect to the value of investor-owned hospital service com-
panies in providing hospital services, it is our experience that these
companies can provide quality hospital facilities and care at least
as efficiently and economically as any other entity currently providing
such care and facilities. A for-profit entity, such as Humana, must be
highly responsive to the values and needs of patients and physicians -
the greatest need being the efficient delivery of the highest quality
health care to the ultimate consumer, the patient. The qua of health

care provided by Humana is second to none. But while the quality of
care cannot be statistically proven, efficiency in providing that care
can be. Efficiency is best gauged by reviewing two vital areas of pro-
ductivity, productivity of capital and productivity of labor.

In the area of productivity of capital, the average per bed cost of hos-
pital construction in 1974 was estimated, by Blue Cross and Blue
Shield Plans, at $67,000, the average per bed cost of the 14 hospitals
constructed by Humana in 1974 was $34,028, or about half the national
average.' The design and construction of a new hospital facility is a
large undertaking which requires substantial expertise and effective
administrative capabilities in oder to prevent rising construction costs
without a commensurate rise in quality. Humana's project costs belie-
fit from the expertise in design and construction it has gained in the
completion, to date, of nearly 40 new hospitals.

In the area of productivity of labor, the better training and organiza-
tion provided to its employees by Humana has resulted in a superior
level of service quality for each patient at an average of 2.2 employees
per patient. In contrast, the average number of workers per patient in
all similar hospitals is more than 3.2 .

The point to be made is that an investor-owned hospital service
company is certainly one of the best vehicles available for construct-
ing and operating hospitals effleiently. This is vitally important as
there presently exists a tremendous need for hospital construction.
Of the 5,977 nonfederal hospitals in this country, approximately
2,400, or 40 percent, do not presently conform to modem day safety
or technical standards.8 If private industry is not encouraged to re-
place these hospitals, the Government may well be fdced with this

* This figure includes the cost of land. buildings, equipment, Interest during construction,
and all the other expenditures necessary for a first-quallty b hospital.T Atntistecs from the 1974 Annual Survey of the Amerlcan uospltal Association.

* 1974 AnnualSurvey of the American Hospital Alsuocaton.
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monumental task. Perhaps this would require a massive grant pro-
gram such as previously administered pursuant to the Hill-Burton

We believe that Federal involvement could be kept to a minimum by
providing local municipalities with the ability to finance private con-
struction or renovation of hospitals through tax-exempt bonds with-
out regard to an overall cost limitation. As will be discussed in more
detail, the present $5 million limitation is simply no longer realistic.
B. The Louisa, Ky. experekne

We would like to provide this committee with just one example
of the importance of tax-exempt municipal bonds to a local comnmu-
nity, or region, with respect to obtaining quality hospital care
facilities.

Hospital service might be totally absent today in Louisa, Ky.,
without the financing help of hospital revenue bonds issued by the
city of Louisa in 1973. The city, which is the county seat of Lawrence
County in the extreme eastern part of Kentucky on the West Virginia
border, had lost one of its two hospitals and was on the verge of los-
ing the other one. The 40-bed Riverview Hospital, built in 1906, was
forced to clQse in 1972 because it did not meet medicare standards.
The other hospital, the 41-bed Louisa General Hospital, built in 1930,
did not meet certain standards on fire safety and also faced loss of its
medicare certification, which would have led to its being closed.

Seven years before the Riverview closing, the Lawrence County
Medical Society, the Greater Louisa Community Hospital Association
and local community leaders realized the need to replace the two hos-
pitals and had begun efforts to obtain a new hospital. Over a 3-year
period, four applications for Hill-Burton funds were submitted to
the Federal GoVernment. Because of competing requests for a dimin-
ishing supply Of Hill-Burton funds, the Louisa applications were
denied.

Moving in a new direction, the community entered into an agree-
ment with Humana in June 1972 to develop 'a new 90-bed hospital.
The city issued $4,200,000 of hospital revenue bonds to finance the
project. Humana was the guarantor of the bond issue and a subsidiary
of Humana operates the hospital under a 15-year lease. A certificate
of need was granted in 1972, construction was started in January
1973, and the new hospital began accepting patients in November
1974. Louisa General ospital, which had obtained a temporary ex-
tension of its medicare certification during the construction period,
closed when the new hospital opened.

As a result of the financing arrangement worked out between the
city of Louisa and Humana, first-quality hospital care is available for
the more than 58,000 people of Lwrence and Morton Counties in
Kentucky and Wayne Count in West Virginia. The new hospital,
Louisa Community Hospital, has a coronary care unit and an intensive
care unit, both fully monitored with electronic equipment; two operat-
ing rooms; obstetrical facilities, including labor and delivery rooms
and a nursery; X-ray rooms; a cystoscopic procedures room, and other
facilities for full medical/surgical care.

In short, the new hospital makes it possible for residents of the
Louisa area to receive emergency medical care in a modern hospital
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without the time-consuming, long-distance travel that would have
bon necessary if this hospital had not been constructed.
0. Limitation. of the $6 4aion ememptton

As exemplified by the Louisa experience, the goal of Humana is to
provide new hospitals in communities which need replacement of
obsolete facilities or where there is a shortage of facilities.9 Since 1968,
Humana has been able to finance the construction of 10 hospitals
including the Louisa Community Hospital thrwgh the issuance oi
tax exempt municipal bonds. This means that the total cost of con-
qtructing each hospital did not exceed $5 million.

However, over the last 5 years, construction costs in the hospital
industry for labor and materials have increased by approximately
66.2 percent. As a result, it is fair to state that none of the 10 hospitals
constructed by Humana which were financed through the issuance of
tax exempt bonds would qualify for such financing if built today. In
essence, inflation has rendered the $5 million limit unrealistic.'0

Thus, tax exempt municipal bonds are no longer a viable method
of financing the construction of investor-owned hospital facilities. This
is an unfortunate situation for communities, especially smaller com-
munities, badly in need of new or renovated hospital facilities. Such
communities may not have the expertise to economically design, and
supervise the construction of, a new hospital facility. An investor-
owned company, such as Humana, may not be able to obtain conven-
tional financing for the project--or the financing may be too expensive
to permit Humana's involvement.

Tax exempt bonds provide cheaper and quicker financing, and a
larger percentage of financing, than conventional financing. The avail-
ability of such financing may well be the determinative factor in the
involvement of a company such as Humana in a particular commu-
nity-and it may well be the deciding factor in that community's
ability to provide its residents with quality health care (or any kind
of health care at all) at a reasonable price.
D. Effect of expensivee ftunc tg Govebnmint reimbursement pro-

grama and the ultimate consumer
All of Humana's general and acute-care hospitals meet medicare

certification requirements. The medicare and medicaid cost reimburse-
ment programs provide for the cash reimbursement to participating
hospitals of certain allowable costs. Interest on debt utilized to provide
a hospital facility is a proper allowable costly Consequently, the greater
the cost of financing a hospital facility, the greater will be the ultimate
reimbursement cost paid to the hospital by the Federal Government.
Financing obtained through tax-exempt municipal bonds is invariably
less expensive than more conventional financing and will result in a
lower annual reimbursement cost to the Federal Government.

In the same manner, reducing the cost of hospital financing will
reduce the total cost of health care to the ultimate consumer, whether

'Attaebeot to , tethn on a JiatW0g of the hoptal ewned and operated by Humana.
'.I apparent recogu on of this foet, t T follow lua)W have been previously Intro.

duced to raise the $5 million imitation to 110 million: H.R. 5640 (Congrezsman Duncan,
Tenn.), 5. 1940 (Senator Curtis); H.R. 7543 (Congressman Waggonner), S. 1977 (Sena.
tor Btartlett) ;H.R. 7596 (Conresman Conable).

U See reimbursement of reasonable cost provisions of se. 18O1V(1) (A) of the Social
Security Act Amendments of 1972.

69--16---7-pt 7- 27
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that consumerpays such costs directly or indirectly through an insur-
ance carrier. Congress has evidenced a growing concern with the
soaring costs of health care and health care insurance. Providing a less
costly method of financing hospital facilities, through tax exempt
bonds, is a positive step in the direction of keeping those costs within
reasonable bounds.

IV. SUMMARY

This committee-should be aware that investor-owned companies
have become a significant and important force in the area of health care
and the providing of health care facilities. This is a recent and, we
believe, positive development. Reducing health care costs to the ulti-
mate consumer necessitates constructinghospital facilities at the lowest
possible cost. Tax-exempt municipal bonds provide the cheapest, and
best, method of financing such hospitals. We strongly believe the goal
we advocate accomplishes important social objectives which the Con-
gress may well have intended to fully support in 1968, when it retained
the availability of such financingjfor hospitals (and other ventures)
owed and operated by governmental units and charities.

Regardless the fact remains that investor-owned hospital service
companies, which today account for perhaps 40 percent of new hospital
construction in this country, 12 are being shut out from the tax exempt
municipal bond market. For the reasons we have enunciated herein,
we do not believe that this is a result that is beneficial to our society
or a situation that Congress should permit to continue.

We urge this committee to amend section 103 to provide for the
financing of all hospital facilities, without regard to the total cost of
each facility or the identity of the entity responsible for constructing
and operating that hospital facility.

ExHmrr I

Humana Hospitale, November 1, 1975
Region I Central: Bede

Illinois: Springfield, Springfield Community Hospital - - - - - - - - - - -  200
Kentucky:

Louisa, Louisa Community Hospital --------------------- 90
Louisville, St. Joseph Infirmary ------------------------ 509
Louisville, Suburban Hospital ---------------------------- 38

Tennessee:
East Ridge, East Ridge Community Hospital ----------------- 128
Hohenwald, Lewis County Hospital ------------------------- 32
Lebanon, The McFarland Hospital - - - - - - - - - - - - - - - - - - - - - - - - 137
Morristown, Doctors Hospital ---------------------------- 135
Trenton, Gibson General Hospital -------------------------- 65
Waverly, Nautilus Memorial Hospital------------------- 52

Region II Eastern:
Georgia: Louisville, Jefferson Hospital ---------------------- 101
North Carolina: Hickory, Hickory Memorial Hospital -------------- 85

I Oenedafter Aug. 81. 1975.
s2 beds added after Aug. 81, 195.

This percentage is based on the Increase, over the last 4 years, in hospitals of over
100 beds owned by investor-owned hospital service companies. It is assumed that this
increase is principally due to new construction or renovation.
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Region II Eastern---Continued
South Carolina: Beds

Darlington. Coleman-Aimar Hospital ------------------------ 27
Marion, Palmetto General HospitaL ------------ ------- 50

Virginia:
Pennington Gap, Lee General Hospital ------------------ 74
Richmond, St. Lukes's Hospital ----------------------- 200
Virginia Beach, Bayside HospitaL ------------------------- 250

West Virginia:
Bluefield, St. Luke's Hospital --------------------------- 72
Ronceverte, Greenbrier Valley Hospital --------------------- 122
Daytona Beach, Daytona Community Hospital ---------------- 214
Oakdale, Oakdale General Hospital ------------------------ 61
Tampa, Women's Hospital------------------------------ 124
Orange Park, Greater Orange Park Community Hospital --------- 196
Florence, Colonial Manor Hospital ------------------------ 100
Many, Many Clinic and Hospital --------------------------- 34
Richmond, St. Luke's Hospital----------------------------- 200
Sheffield, Shoals Hospital ------------------------------- 18
Russellville, North Alabama Hospital ----------------------- 100
Bluefield, St. Luke Hospital ------------------------------ 72
Sarasota, Sarasota Palms Hospital ------------------------ 60

Georgia: Louisville, Jefferson Hospital ------------------------- 101
Lebanon, The McFarland Hospital ------------------------ 187
Marion, Palmetto General Hospital ------------------------- 50
Trenton, Gibson General Hospital .............. 65

Region III Southeastern:
Florida:

Dade City, Community General Hospital ---------------------- 65
Daytona Beach, Daytona Community Hospital ---------------- 214
Fort Lauderdale, Bennett Community Hospital --------------- 204
Fort Walton Beach, General Hospital of Fort Walton Beach----- 236
Kissimmee, Community Hospital -------------------------- 122
Orange Park, Greater Orange Park Community Hospital -------- 196
Orlando, Lucerne General Hospital ------------------------- 267
St. Petersburg, St. Petersburg General Hospital --------------- 221
Sarasota, Sarasota Palms Hospital ------------------------- 68
Tampa, Tampa Heights Hospital -------------------------- 146
Tampa, Women's Hospital ------------------------------- 124

Region IV Mid-South:
Alabama:

Rnterprse, Coffee General Hospital ----------
Florence, Colonial Manor Hospital ------------------------- 100
Hartselle, Pineview Hospital ----------------------------- 172
Huntsville, Medical Center Hospital ------------------------ 294
Prattville, Prattvllle General Hospital ----------------------- 68
Russellville, North Alabama Hospital ----------------------- 100
Satsuma, Suburban Hospital ------------------------------ 34
Sheffield, Shoals Hospital ----------------------------- 138

Region V Delta:
Louisiana:

Erath, Erath Memorial Hospital ---------------------------- 87
Many, Many Clinic and Hospital ---------------------------- 4
Markeville, Marksville General Hospital --------------------- 29
Oakdale, Oakdale General Hospital ------------------------- 61
Shreveport, Brentwood Hospital --------------------------- 126
Springhill, Community Hospital ---------------------------- 80
Ville Platte, Ville Platte General Hospital ------------------- 124
Winnfleld, Winnfleld General Hospital ---------------------- 103

Mississippi:
Jackson, Doctors Hospital of Jackson ---------------------- 150
Natchez, Natchez Community Hospital ---------------------- 101

'29 beds added afterkug. 81. 1975.



3260

Region VI Southwest:
Texas:

Abilene, West Texas Medical Center ....
Baytown, Baytown Medical Center Hospital
Beaumont, Beaumont Medical Surgical Hospital'
Bryan, Bryan Hospital ................
Center, Memorial Hospital of Center-
Kaufman, Kaufman Hospital ----------------

* Killeen, Htllandale Memorial Hospital__
New Boston, New Boston General Hospital-----------------

Region VII Western:
Colorado: Aurora, Aurora Community Hospital_..
New Mexico: Hobbe, Llano Estacado Medical Center ----------------
Texas:

Andrews, Community General Hospital ......
Dallas, Bristol General Hospital
Dallas, Medical City Dallas Hospital .................
Garland, Garland Community Hospital

Bee
115
191
250

66
60
36
35
63

200
180

60
67

867
128

62 Hositals -................................. .- 8, 27

'Opened after Aug. 81, 1975.

HOSPITAL CONSTRUCTION IN PROGRESS, NOV. 1, 1975

Size of Not additional
- beds

Region I-Central: Somerset, Ky., Lake Cumberland Medical Center new hospital ... 175 175
Re in lV--Mid-South: Florence, Ala., Colonial Manor Hospital, addition ............... 55 55Rion V Il-Westem:Ri)on iIWtem}tn:. lnehspl........................................ 1,i 110

U ,Da eN MediJ I Center naw hospital (building designed for

125 bes; space shelled In for 25) .......................................... 100 too
Total ........ ........................................................... 440 440

Note: Size after completion of this construction: 65 hospitals; 8,715 beds.
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STATEMENT OF ELVIS J. STAHR, PRESIDENT OF THE NATIONAL AUDUBON
SocrETY AI CHAIR1UN OF THE COALITION OF CONCERN-ED CHARIrms

This statement is submitted as a result of a request made by the
Coalition of Concerned Charities to testify at the hearings of the
Finance Committee which commenced on March 17 1976. We were
advised that shortage of time precluded the possibility of oral testi-
mony before the committee, but that the committee would be pleased
to receive a written statement.

This statement is made in support of S. 2832 which was introduced
on December 19, 1975, and has-been sponsored by 47 Senators, includ-
ing 11 members of this committee. I shall also refer to and support a
re-ised version of this bill which I believe will soon be introduced.

This statement will be divided into four parts:
1. The need for legislation amending section 501 (c) (3) insofar as

it relates to the legislative activities ofthe operating charities which
are duly qualified under it.

2. The tortuous 7-year history of the efforts of those, both in and
out of Congress, to arrive at an appropriate piece of legislation which
would satisfy that need without making it possible for .organizations
whose primary interest is in influencing legislation usuallyy qualified
under sec. 501 (c) (4) of the code) to qualify under section 501(c) (3)
and thus to be able to receive tax-deductible contributions.

3. A description of S. 2832, its companion, H.R. 8021, and of the
proposed bill, which we believe will accomplish these objectives.

4. An argument in support of S. 2832 and its proposed revision.

1. THE NEED FOR LEGISLATION.

Under section 501 (c) (3) of the Internal Revenue Code of 1954, pub-
licly supported charitable, educational, religious, and similar organi-
zations are granted tax exemption provided, among other require-
ments, that no substantial part of their activities consists of the carry-
ing on of propaganda or otherwise attempting to influence legislation.
Many arguments support the need for corrective legislation.
a. Uncertainty of present lZW should be corrected

Although the present law has been in effect for approximately 40
years, neither the courts nor the Service has been able to derive a.
universally acceptable definition of "substantial." The Service has re-
fused to take a position on the meaning of "substantial" in quantita-
tive terms, such as what percentage of expenditures or time devoted
to lobbying activities would be deemed insubstantial. Moreover, the
Service has at times attempted to view the term "substantial," not only
in undefined quantitative terms, but in undefined qualitative terms as
well. A "facts and circumstances" test, apparently called for by the
regulations, takes the bewildered charities out of definable areas, such

(3263)
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as specific financial expenditures and allocations of stafftime, and into
completely uncharted areas, including not only time of volunteers, but
importance of the effort, and very possibly other factors.

In addition, the Service, as a result of the vague regulations, inevi-
tably interprets the law differently from district to district and even
from revenue agent to revenue agent, resulting in even greater con-
fusion to the charities. As former Commissioner Mortimer Caplin
pointed out in testimony before the Ways and Means Committee in
1972, revenue agents are normally experts in accounting, not ideology:
this, combined with the vagueness of the tests used, inevitably results
in widely varying applications of the rule, and in subjective rather than
objective determinations. All this is unconscionable in a nation which
believes in fair play. Surely, all the very least, a charitable or educa-
tional organization is entitled to a clear statement of "the rules of the
game."

WheA a charity's exemption is revoked, no matter how tenuous or
unfounded the grounds, it takes a considerable period of time to get
the action reversed, whether by administrative or court action. During
this period, the charity cannot assure contributors that their con-
tributions will be deductible, and the normal programs of the charity
inevitably suffer drastically. In many instances, loss of contributions
will result in severe crippling and even total and permanent cessation
of the organization's charitable activities. In either case, the eventual
finding that the revocation of exemption was itself mistaken and
illegal cannot repair the damage. In a nation whose basic traditions
include strong reliance on and encouragement of voluntary citizen
service and activity, this is indeed an ironic situation.
b. Gover mnto bodies often wi8h to receive the ideas and informa-

tion of public charities
Legislative bodies are often desirous of receiving ideas and in-

formation from charitable organizations, particularly in view of the
fact that Federal and State Governmentshave taken an increasingly
active role in fields that were previously the almost exclusive domain
of charitable organizations, such as health, welfare, education, and
environmental matters. Examples of desirability of charities contrib-
uting their ideas and information to legislative bodies are numerous.
In considering the budgeting, structuring, and priorities of a health
progratn, Congress would almot surely want the benefit of the ex-
pertise of the tafs and the opinions of the executives of leading health
agencies, even though (and perhaps particularly because) they would
f equently be in conflict. In considering pollution laws, a State legis-
lature would probably wish to weigh the arguments and supporting
facts of businesses that would be affected and also of any 501 (c) (3)

rou which had studied the situation. By having such information,
sators will be better able to make informed decisions more respon-

sive to the neds of all their constituents.
o. Ohaoitlee shoud also be alnowed to volunteer information and

suggestions to governmental bodies
Responding to specific requests by governmental bodies is far from

a complete solution to the basic problem: too often bills can slip
through or other governmental action can be taken without the recog-
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nition of possible drawbacks or problems that informed charities could
identify. For example, a committee concerned with improving water
transportation in Florida by building a cross-peninsular canal may be
unaware of the ecological consequences such a canal would have on
waterflow patterns and the underground aquifer on which numbers
of Florida communities depend r fresh water. Unless concerned
conservation groups are allowed to approach the committee with their
information describing the problem, legislative action may be taken
that could have consequences wholly unintended. Such a threat might
be avoided if interested charitable organizations are permitted to
provide legislators with the benefit of the information they have avail-
able on the problem.

For any public charity, legislative activity, direct or indirect., is
a relatively minor part of the reason for its existence; yet, though
minor, it can nonetheless be important. The major purpose of a uni-
versity is education: yet members of its board of trustees and faculty
boards should be allowed to comment on legislation affecting higher
education. The amount of time or money relative to the entire opera-
tion of the organization might and probably would be small, but it is
nonetheless important, bot to the charities and the governmental
body, that the views be heard.
d. The iight to oommunicate with nwmbera is critical to the proper

futWtioning of mo8t Charities
The fuzziness of present law brings into sharp relief the problems

encountered by charities with respect to communications with their
members. For the charity to be representative of its membership,
there must be freedom of exchange of views-by correspondence,
published magazines, and orally at meetings. The members must and
are entitled to know what the directors, officers, and staff are thinking
with respect to issues of special concern to the particular charity, an
vice versa. The issues may involve matters that are or could be tile
subject of legislation or other governmental action. The vital exchange
of information within an organization is the very lifeblood of its
existence and permits it to state when taking a position on a matter
of legislative concern that it is in fact a public charity nurtured by
citizen involvement and subject to citizen control. If such communica-
tions are considered to be "attempts to influence legislation," it could
leave a carefully administered organization in a real straitjacket.
e. Charities should be allowed many of the same rights as trade

associt&s
S. 2832 attempts to redress a serious inequity in present law. In

1,962, Congress enacted section 162(e) of the Internal Revenue Code,
extending to businesses and the organizations which represent them
the right to conduct legislative efforts with tax-deductible funds. The
Senate Finance Committee explained the grounds for that action in
these words:

It is also desirable that taxpayers who have Information bearing on the
impact of present laws or proposed legislation on their trade or business not be
discouraged in making the Information available to the members of the Congress
or legislators In other levels of Government. Ie presentation of such information
to the legislators is necessary to a proper evaluation on their part of the Impact
of present or proposed legislation.
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The reasoning applies with equal force to public charities.
It is almost inconceivable that Congress would wish to hear the

views of business organizations, but not those of charities. Likewise,
it is inconsistent to permit charities to present their views to an ad-
ministrative agency charged with the uty of drafting interpretive
regulations, such as the Environmental Protection Ag-ncy, yet deny
charities the opportunity to present such views to Congress.

As Congress properly recognized in 1962, the legislative process
works best when it is open to the free and full expression of views
by all concerned individuals and groups. The present restriction found
in section 501(c) (3) of the Internal Revenue Code effectively limits
a broad diverse and important class of organizations from participa-
tion in the legislative process.

2. STORY OF S. 2832

The great-grandfather of S. 2832 might well be the American Bar
Association, which in 1969 passed a resolution calling upon Congress
to restore the balance in legislative influence between public charities
and the business community. In the same year an amendment was
introduced by Senator John Sherman Cooper (R-Ky.) with the same
purpose in mind. In 1971, legislation based on the A3A resolution
was introduced by Senator Edmund S. Muskie (D-Maine) and Con-
gressman James W. Symington (D-Mont.) (S. 1408 and H.R. 8420).
These bills also followed the characteristics of section 162 (e).

Although there was broad support for the Muskie-Symington bill,
there was some concern that it was too broad and that it might be
interpreted to permit a public charity to concentrate on legislative
activities rather than normal operations. As a result Senator Muskie
with Senator Hugh Scott (R-Pa.) introduced a new bill (S. 3063) on
January 24, 1972 which had the same fundamental purpose but some-
what limited the legislative activities in which charities might engage.

Further compromise and refinement led to the introduction on
March 9, 1972 of a bill (H.R. 13720) by Congressman Al Ullman
(Democratic, Oregon) and Herman Schneebeli (Republican, Penn-
sylvania). Hearings on this bill were held in May 1972. The testimony
was overwhelmingly favorable with respect to the principles of the bill
but questions were raised, particularly by the Treasury Department,
about many of the specific provisions.

Up to this point some charitable organizations had been supporting
the various bills but the efforts had been mainly on an individual basis,
there being no cohesive organization. It became obvious that better
organization was required.Discusions among the section 501(c) (3)
organizations led to formation of the Coalition of Concerned Charities
early in 1973. The coalition was created for the sole purpose of find-
ing a suitable substitute for the restrictive and vague language of
section 501 (c) (3). A Steering Committee was elected, counsel was
selected and we tried, for the first time, to coordinate our efforts. A list
of our members is attached to this statement.

In response to the questions raised during the 1972 hearings and
after further study, Congressmen Ullman and Schneebeli introduced
another bill (H.R. 5095) on March 1, 1973. The day before Senators
Muskie, Hugh Scott, Robert J. Dole (Republican, Kansas) and Gay-
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lord A. Nelson (Democratic, Wisconsin) along with 31 other Senators
had introduced a bill (S. 1036) similar to the bill introduced the year
before by Ullman and Schneebeli. Shortly after the introduction of
these bills another set of hearings was held by the Ways and Means
Committee and I had the privilege of testifying at that time. I sup-
ported the first Ullnan-Selmeebeli bill but objected to certain features
of the second Ullman-Schneebeli bill.

Still further discussions were held after these hearings with the
result that on December 19, 1973, Congressman Barber B. Conable
(Republican, New York) introduced another bill (H.R. 12037). This
bill was reintroduced in 1974 by Congressman Conable with other
members of the Ways and Means Committee as sponsors, and in Au-
gust the committee tentatively adopted this bill with three amend-
ments. When the bill was drafted in final form, however, several
changes of format and substance were made, causing serious concern
among the charities. In the frantic rush at the close of that session
there was no time to resolve these problems. Congress Conable accord-
ingly asked that the bill be withdrawn.

In this Congress, Congressman Conable and Senator Muskie again
introduced identical bills, H.R. 8021 which had 23 sponsors from the
Ways and Means Committee, and S. 2832 with 47 sponsors from the
Senate, including 11 members of this committee. Since the introduc-
tion of these bills a great deal of work has been done by the staff of the
Joint Committee on Internal Revenue Taxation, by representatives
of the Treasury Department and by representatives of our Coalition
of Concerned Charities. As a result of this work a new bill has been
prepared which I believe will shortly be introduced.

Between the introduction of W.R. 8021 in June and S. 2832 in
December 1975, the Commission on Private Philanthropy and Public
Needs (known as the Filler Commission) after more than 2 years of
exhaustive study covering the entire area of charitable organizations,
published its report called "Giving in America-Toward a Stronger
Voluntary Section." This report was submitted to the Secretary of
the Treasury, the chairman of the Ways and Means Committee and
the chairman of this committee. The conclusion of the distinguished
persons comprising this Commission was that operating charitable
organizations should be given much greater latitude with respect to
their rights to influence legislation than is envisioned in S. 2832. I do
not mention this in order to suggest that this committee should go
beyond the provisions of S. 2832 or its revision, but to note that there
is indeed a strong and considered feeling toward much more liberal
rules than those for which I am arguing in this statement.

The viewpoint expressed in'the Filer Commission report also re-
ceived support in the House in H.R. 9256 introduced in 1975 by Con-
gressman Richard L. Ottinger (Democratic, New York) and spon-
sored by 14 other Members of the House of Representatives

3. BRIEF DESCRwrMON OF S. 2832, WrrH PROPOSED REVISIONS

The proposed revision of S. 2832 is the result of all these years of
discussion, negotiation and compromise. Its most important feature is
that it replaces the vague subjective tests of section 501(c) (8) with an
objective test, namely, dollar expenditures. The bill would establish a
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reverse graduation feature so that the larger the charity's budget, the
smaller the percentage it could spend on legislation. For example:
If a charity's total expenditures Its allowable lobbying

excluding certain fund raising expenditures are:
-items are:

$50 0 ---------------- $100,,000 (20 percent).
1, 000, 000........ $175, 000 ($100,000 plus 15 percent of every.

thing over $500,000).
4L-, 500t 000..-.-. $21,000 ($175,000 plus 10 percent of every.

thing over $1,000,000).
$5, 000, 000... ------- $400, 000 ($225,000 plus 5 percent of every-

thing over $1,000,000).
$10,000,000 ----------- $50, 000 ($225,000 plus 5 percent of every-

thing over $1,000,000).
$15, 000,000 ----------- $900, 000 ($22.1,000 plus 5 percent of every-

thing over $1,000,000).
Over $17,000,000 ------- $1,000, 000 maximum.

It readily can be seen that the rules are more liberal for smaller
organizations than for larger ones. Indeed, the cutoff point of a mil-
lion dollars means that an organization with expenditures in excess
of $17 million has zero allowable expenditures for anything over that
figure.

With such a "reverse graduation" provision it was deemed neces-
sary to have an affiliation provision which would prevent an organiza-
tion which has control over the legislative policy of another organiza-
tion from being able to use the favorable figure of the lower bracket
more than once. Such a provision is found in the bill.

Moreover, so-called grassroots efforts (those involving appeals to
the general public either directly or indirectly), are, by tihe proposed
revision, limited to 25 percent ofthe allowable lobbying expenditures.
Violation of the grassroots limitation results in penalties even though
the overall limits have not been violated.

An important feature of the proposed bill, which is not found in
earlier bills, is the provision of a "cushion." Violation of the allow-
able expenditure limits results, in the first instance, in a "tax" which
is really a type of penalty for exceeding the limits: this tax is in the
amount of 25 percent of the excess expenditures and is assessed on an
annual.basis. Only when the charity ' normally exceeds 150 percent of
the allowable limits does it lose its exemption. We understand that
"normaly" will be defined as a 4-year average.

With very few exceptions section 501 (c) (8) organizations do not
pay taxes. We do not like the idea of being considered taxpayers but
we see the merit of this cushion. It tends to dispose of the problem of
overkill where a charity which innocently or negligently exceeds its
limit in 1 year, but not by a great deal, is pulled up short, as it were,
and made to pay for the transgreion by way of total loss of exemp-
tion which inures the charity, its contributors and the general public.
This also, as a practical matter, allows room for a charity to engage
in reasonable negotiations with the Internal Revenue Service about
matters that are properly disputable without there necessarily being
the spectre of complete death if the dispute be lost.

If, however, the violation is continuing with resultant loss of exemp-
tion, there is a stringent penalty in addition to the loss of exemption:
a charity cannot become a 501(c) (4) organization, and the Treasury
Depar ent is given broad latitude to prevent evasion of this pro-
vision.
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Expenditures for certain activities will be excluded from the expen-
diture limitations. A charity may make available results of non-
partisan analysis study or research; it may provide technical advice
to governmental bodies in response to a written request; it may com-
municate concerning issues of direct concern to its own existence or
tax exempt status. These three privileges are believed to be declara-
tory of present law.

One area in which present law may be ambiguous is that of com-
munication with the executive branch. Under S. 2832 such communi-
cations are excluded from the definition of "influencing legislation";
under the revision these communications are excluded except when
their principal purpose is to influence legislation.

I have stated that communication with our own members is of the
utmost importance to us. Such communications would not be con-
sidered lobbying under S. 2832; the revision makes an exception for
cases in which we directly encourage our members to influence legis-
lation. In these situations the expenditures are counted against the
over-all lobbying limits. If we go further and encourage our members
to encourage others to influence legislation, this is considered "gra.ss-
roots" lobbying.

4. ARGUMENT IN SUPPORT OF 8. 2832 AND ITS PROPOSED REVISION

As is evident from the history described earlier in this statement,
this bill represents the culmination of many years of give find take
and of pure lard work, all in a sincero effort to arrive a't the best pos-
sible piece of legislation. In a very real way, it can be said -that it
represents the legislative process at its best: All parties, including
interested members of the Congress from both Houses, members of
their staffs, members of the staff of the Joint Committee on Internal
Revenue Taxation, the executive branch represented by the Treasury
Department, an outside Commission composed of leading citizens and
advised by competent specialists, and our own organizations, have all
made important contributions, with the revision of S. 2832 and H.R.
8021 as the end product. It is this, we believe, which has caused the
sponsorship of the two bills to be so impressive. It is this, we submit,
which should allow this committee and the Committee on W ays and
Means to be ihble firmly to fix the label "Non-Controversial" 6n this
final effort.

In another way, it can be said with a certain amount of justification.
that the plodding history of this meritorious legislation represents
our legislative process at its worst: Why ha it taken 5 years, princi-
pally of detail work, instead of 2? Actually, the answer is easy enough
to find: Thi legisltion, important though it be, was never classified
as a high priority item when contrasted with many other critical mat-
ters relating to the revenue or the economy.

We submit, however, that it now does deserve priority. It is critical
to the charitable community, it is important to the legislative .process,
and the bugs have finally been worked out.

I do not mean to imply by the 1at statement that the charities for
whom I now speak regard these bilb as the perfect answer to their
problems. As in any such give and take process, we have compromised
in many areas though we sincerely felt that such compromise should
be unnecesary. Examples of this are numerous:
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(A) The expenditure limitations themselves-we believe they could
properly be higher, though we share the opinion that they should not

(B) Freedom to communicate with the executive branch without it
being "charged" to our allowable ex enditures-we accepted an ex-
ception to the provision which we hadsuggested.

(C) Freedom to communicate with members without a similar
"charge." Agai, we accepted an exception.

(D) Freedom to appear before committees of Congress on any mat-
ters of direct interest to the particular charity without such a
"cbare"-in the spirit of compromise, we abandoned this position
entire.

(E) Acceptance of a penalty clause for loss of exemption resulting
from violation of the provisions of this bill. We did not really see the
need for any such clause, holding that loss of exemption was itself
sufficient penalty: However, we are happy that it is much less stringent
than that found in earlier drafts.

(F) Acceptance of an affiliation provision (some such provision
being necessitated by the "reverse graduation" feature of the bill)
that is more stringent than our original suggestion.

(G) Acceptance of separate restrictions on grassroots lobbying.
(H) Acceptance of exclusion from total expenditures, which acts

as the denominator of the operative fraction, certain fund-raising
ex enses.hat we have not done, in my opinion, is compromise any of the

fundamental principles for which we have struggled so long. In this
connection, I would like to point out that the representatives of the
legislative and executive branches with whom we have been working
have not asked us to abandon any of these principles. It is also appro-
priate at this point to thank them for the considerable amount of time
they have devoted to our problems and for their unfailing courtesy in
giving us the opportunity to present our viewpoint.

Why is this a good bill? First, it solves the major problem existing
under present law: That of uncertainty. In addition, this bill intro-
duces a new concept often discussed but never before found in a bill
actually introduced: A "cushion," causing a charity which violates
the basic limits of the bill to be penalized by a tax, but not providing
the severe sanction of loss of exemption except for greater violation
over a longer period of time. This eliminates for most of us at least,
the problem of "overkill"--the punishment being too great for the
crime.

The bill allows us, with some limitations, to communicate freely
with our members; it also allows us to discuss administrative matters
with the executive branch "free of charge." It should (and we hope
it will) allow the Internal Revenue Service to adopt specific tests for
the guidance of its revenue agents and to have a consistent policy from
district to district. It does not put us on an equivalent status wit busi-
nesses and trade associations, but it does place us closer to that equi-
librium--and we understand that the problems are not, and thus the
solutions should not necessarily be, exactlythe same.

The bill will result in freer communication between government
representatives (at all levels) and representatives of operating chari-
ties, who, as I have pointed out previously, are primarily interested in
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their basic charitable operations and are interested in legislative mat.
ters only when they pertain to the basic purposes of the organization.
The bill will do this, moreover, without allowing those organizations
whose principal purpose is influencing legislation to be able to attain
section 501(c) (3) status and thereby gain the important attribute of
tax deductibility of contributions to them. Incidentally, the bill has
no effect one way or the other on private foundations.

I respectfully and urgently request that the proposed revision of
S. 2832 be placed high on the agenda of this committee for considera-
tion and approval.

MEMBE=S or THE COALTON OF CONCERNED CHARITIES

American Association of Blood Banks.
American Association for Respiratory

Therapy.
American Cancer Society.
American College Health Association.
American College of Preventive Medi-

cine.
American Diabetes Association.
American Heart Association.
American Jewish Committee.
American Jewish Congress.
American Littoral Society.
American Lung Association.
American Medical Technologists.
American Public Health Association.
American Society of Allied Health Pro-

fessions.
Association for Voluntary Sterilization,

Inc.
Arthritis Foundation.
Association of Schools of Public Health.
Association of American Law Schools.
Audubon Naturalists Society of the

Central Atlantic States, Inc.
Big Brothers of America.
Camp Fire Girls, Inc.
Center for Community Change.
Child Welfare League of America.
College & University Personnel Associa-

tion.
Community Council of Greater New

York.
Community Services of Pennsylvania.
Community Service Society of New

York.
Council for Advancement & Support of

Education.
Council for Financial Aid to Education.
Defenders of Wildlife.
Environmental Defense Fund.
Epilepsy Foundation of America.
Family Service Association of America.
Garden Club of America.
Florida Audubon Society.
Goodwill Industries of America.
Involvement, Inc.
Massachusetts Audubon Society.
Muscular Dystrophy Association of

America.
National Assembly of Voluntary Health

and Social Welfare Organizations.

National Association for Mental Health.
National Association of Social Workers.
National Audubon Society.
National Cancer Foundation, Inc.
National Center for Voluntary Action.
National Council on the Aging.
National Council on Alcoholism.
National Council for Homemaker-Home

Health Aide Services, Inc.
National Council of Jewish Women.
National Council of State Garden Club.
National Council of Women, U.S.A.
National Cystic Fibrosis Foundation.
National Easter Seal Society for Orip-

pled Children and Adults.
National Environmental Health Associ-

ation.
National Federation of Settlements and

NeighbOrhood Centers.
National Foundation March of Dimes.
National Health Council.
National Hemophilia Foundation.
National Kidney Foundation.

.National League for Nursing.
National Medical Association.
National Multiple Sclerosis Society.
National Safety Council.
National Society for Autistic Children,

Inc. -
National Society for the Prevention of

Blindness.
National Wildlife Federation.
Nature Conservancy.
New Jersey Association on Correction.
New Jersey Association for Children

with Learning Disabilities.
State Communities Aid Association.
Student American Medical Association.
Travelers Aid International Social Serv-

ice of America.
United Cerebral Palcy Association.
United Service Organizations, Inc.
United Way of America.
United Way of Delaware.
Washington International College.
Wilderness Society-
Wildlife Management Institute.
World Wildlife Fund.
Y.W.C.A. of the U.S.A.
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STATEMENT oF KuRT M. SWENSON, ExEcunvE VICE PREsmENT, THE
JOHN SWENSON GRANITE Co., INC., CONCORD, N.H.

Mr. Chairman, members of the committee, My name is Kurt M.
Swenson, of Hopkinton, N.H., and I submit this statement in my capac-
ity asthe executive vice president of The John Swenson Granite Co.,
Inc. of Concord N.H. With your indulgence, I would like to briefly
outline for you the history of our company and then explain our strong
support for a bill similar to that reported out favorably by this com-
mittee in 1975. We seek a bill to extend the loss carryback provisions of
the Internal Revenue Code to permit small businesses to carry back
losses 10 years for all tax years beginning after December 31, 1969. We
strongly recommend that the bill be restricted to small business either
by limiting the amount of the refund or by using an appropriate defini-
tion of a qualifying small business.

HISTORY OF THE JOHN SWENSON GRANITE CO., INC.

1. Early history
The John Swenson Granite Co., Inc. is a small business located in

Concord, N.H. It was founded by my great grandfather, John Swen-
son, in 1883 in Concord. The business began as a granite polishing oper-
ation which polished granite for use in the monumental business. By
1900, John Swenson had bought a gray granite quarry and a manu-
facturing plant at the company's current location in Concord. The
company quarried and manufactured gray granite for use in the monu-
mental industry.

By 1915, John Swenson's only three sons, John, Guy, and Omer, had
joined him in the business and it began to expand. After John Swen-
son's death in 1918, the three sons continued the business as a partner-
ship. Primarily because two of the sons had college backgrounds in
architecture, the company beg-an to expand its manufacturing capacity
into the manufacture of finished granite for use in buildings. The com-
pany successfully survived the Depression and in the 1930's, provided
the granite for the Waldorf Astoria in New York and other buildings
in New York, Philadelphia, and Washington. As the company's ex-
pansion continued, it phased completely out of the monumental busi-
ness and concentrated in the business of manufacturing finished granite
for use in buildings.

During the Second World War, the company converted its entire
productive capacity to the production of antisubmarine nets and to the
reconditionig of rockets or the war effort. All of the Swensons who
were physically able joined the Armed Forces.
2. Postwar history

After the Second World War, the company incorporated and the
sons of the three owners, the third generation of Swensons, began to
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enter the firm. Both John and Omer Swenson's only sons became active
in the business in the 1940's, and two of Guy Swenson's three sons
joined the business in the 1950's.

During the post war period and through the early 1960's, the com-
pany grew and prospered. It became the second largest supplier of
building granite in the United States. It quarried and/or fabricated
the granite for the CBS Building and the Seagrams Plaza in New
York, the Dupont-Brandywine Building in Wilmington Del., thePittsburgh National Bank, the Michigan Bell Telephone headquar-
ters, and hundreds of other buildings throughout the United States.
In Washington, our granite can be found in numerous places and ap-
plications, including the Rayburn Office Buildin g, the Hirshhorn
Museum, and the Tomb of the Unknown Soldier. From 1945 to 1965,
the company never lost money and paid millions of dollars of taxes
to the U.S. Government. In the company's 3 most profitable years in
th 1960's, the company paid the U.S. Government approximately
$800,000 in Federal income taxes for those years alone.

The company bought additional quarries in the postwar period and
now owns seven different granite quarries in the States of Maine. New
Hampshire, and Vermont., representing six different colors of granite
ranging from gray to black. In terms of the Concord area, the com-
pany was one of the top employers in the Concord area, employing
between 100 and 170 employees during the 1960's. The company was
one of the largest city, State and Federal taxpayers in the city of
Concord, N.H.
3. Current h1ito?-y-1965-75

As a result of the Kennedy round tariff reductions, the impact. of
competition from imported building granite began to severely erode
the company's earnings beginning in 1965. Many of the building gran-
ite manufacturers in the United States have gone bankrupt or with-
drawn from the building granite business from 1965 through 1975.
Despite what was, for a company of our size, a massive investment from
1965 through 1972 of over $1 million to install and update machinery
and equipment to meet this competition, and despite diversification
into the granite curb business and reentry into the monumental busi-
ness, the company suffered staggering losses from 1966 through 1974
which brought it to the brink of bankruptcy in late 1973.

When I became chief executive officer of the corporation late in
1973. 1 was forded to lay off over one-half of the employees of the
company, including over one-half of the management personnel, and
shut down the company's operation in order to preserve cash. For those
employees in the building granite division, this was a permanent lay-
off and shutdown of plant facilities. While the impact of laying off
40 to 50 people may be minimal by national standards, it is mot mini-
mal by community standards in Concord, N.H. Moreover, unlike an
executive in a large corporation laying off 5,000 or 10.000 employees,
the employees laid off were 10- to 20-year employees of the company
who the management knew on a first-name basis.

Ultimately, in February of 1974, the company entered into a pur-
chase and sale agreement for the sale of its building granite division
for u fire sale price, and on the closing of that agreement in the spring
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of 1975, lost over $100,000 on a book value basis, not even considering
the fair market value of the land, building, and equipment involved.

The company now has an employment level of approximately 40,
including both management and union members, and sales of about
$1 million, a level of approximately 25 percent of those in the early
1960's. We have retained our quarries and now sell our granite pri-
marily to monumental manufacturers and as granite curb and other
quarry products. We sell some rough granite blocks to the purchaser
of our building granite manufacturing assets.

In the summer of 1974, the epny-etitioned the then U.S. Tariff
Commission for a qualification for trade adjustment assistance under
the Trade Expansion Act of 1962. We were successful in the petition
and became the first granite company qualified under the 1962 act. I
would note that we joined a select few" who had qualified under the
stringent qualifications of 'the 1962 act which required our company
to show that we were injured "in major part"-as opposed to the less
stringent test in the 1974 act) -by increased "quantity"- as opposed
to the dollar value of that quantity-of imported products.

I have two purposes for raising the Tariff Commission's decision.
The first is to illustrate that the predicament of the John Swenson
Granite Co., Inc. was not brought about by mi-smanagement, but by
circumstances over which a small company like the John Swenson
Granite Co., Inc., had no control. The company and our industry did
not participate in or fight the Kennedy round tariff reductions in the
rate on imported granite. The dramatic increase in imports to almost
50 percent of our market was a circumstance not foreseen by our com-
pany nor any other company in the building granite business. Perhaps
some would say the company stayed in the building granite business
too long, but I attribute this to the transmission of tradition in the
Swenson family that quality, hard work, perseverance, and honesty
can overcome any economic setback. The company had managed to
overcome depressions and world wars in its over 80 years of business,
and assumedthat it could overcome the imports. It could not,

The second reason that I raise the issue of the Tariff Commission is
that, pursuant to the decision of the Tariff Commission, we submitted
a trade adjustment assistance proposal to the Commerce Department
for assistance. The management, management consultants, and our
accountants, determined very carefully the amount of dollars that were
necessary to get the company back where management and its consul-
tants thought the company should be, and the total dollars required
was in the vicinity of $900,000. Since the Commerce Department can
provide only debt financing, debt financing in that amount had a sub-
stantial adverse impact on the level of indebtedness of the company
and raised substantial problems with management in determining
whether it could be repaid. With considerable trepidation, however,
management submitted a request of $900,000 in debt financing on the
basis that we should at least honestly show what we believed to be
necessary in terms of actual dollars to revitalize the company from the
blow suffered at the hands of imports.

Suffice it to say that at the present time, management has received a
loan from the Commerce Department in the amount of $250 000. This
obviously does not obviate the need for additional capital. We would
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have no objection whatsoever if the bill extending the period for
carrying back losses required a repayment of any direct or guaranteed
loans from the U.S. Government. Our company's loan from the Gov-
ernment under the Trade Act of 1974 has an interest rate in excess
of 10 percent. The Italians, whose imports nearly put us out of
business, have received loans at 6 percent. This is a fine example of
Congress' support of small business.
4. The company'8 current situation

The company today faces a high demand for its granite, a develop-
ment that we are delighted with. We had a small profit in 1975-less
than $25,000-and demand in 1976 appears better than 1975. We have
survived a very difficult 5-year period and have a good market for
our product in the future. W"e are, therefore, viable, and the demand
for our product is growing. However, years of operating losses have
seriously hurt our cash position and our payables are badly out ob
line, creating unusually high demands on our cash by trade creditors.
Our machinery and equipment badly needs updating, maintenance,
repair, or replacement. Our quarries need development if we are to
continue to supply our customers with granite to meet their current
needs, as well as to meet the expanding demand in the future. All of
this requires capital-capital we do not have and do not have access to.

TME NEED FOR EXTENSION OF THE LOSS CARRYBACK PERIOD

1. Thneeed for capital
There has been substantial testimony before Congress and extensive

treatment in the media of the need for a substantial influx of capital
into business in order to permit it to survive and grow. I know our
company doesn't need any additional debt, and we can't obtain it
from conventional sources in any event. We have plenty of debt as it is.
What we need is an influx of capital. The question that the John
Swenson Granite Co., Inc., faces is, how do we get the capital?

In 1975, I testified before the House Ways and Means Committee
on a similar bill. The panel I testified with included executives and
representatives of very large businesses. I am sure that the magnitude
of the refunds requested by those large businesses were a substantial
factor in the congressional decision not to enact an extension of the
loss carryback period. I am also sure that payments made to foreign
officials by some of these companies were another negative factor.

It is unfortunate that the ability of small business to obtain needed
legislation is so inextricably bound to the needs of big business. It is
the power of, or the abuses by, big business that garner headlines
and result in legislation passing or being defeated. We don't have
money to pay lobbyists, and we don't have money to contribute to
Congressmen or Senators. Most of the time, we provide no input into
important bills and may not even know that an important bill is pend-
ing. Yet every piece of legislation pertaining to business affects us.
More and more, I have come to believe that small business and its
problems have been overlooked by Congress. If Government bureauc-
racy is difficult for big busine., I can a.sure you from personal
experience that the Government bureaucracy is almost an insurmount-
able hurdle for small business.
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I can honestly say that I think I have learned a great deal about
small business in the approximate one and one-half years since I took
a leave of absence from the practice of corporate law to become chief
executive officer of The Joln Swenson Granite Co., Inc. The magni-
tude of the problems faced by small business is staggering if my ex-
perience is any reflection of the actual situation. In the past decade,
I think it is safe to say that hundreds of thousands of small businesses
have been swallowed up by large businesses, or been forced into bank-
ruptcy as a result of markets over which they have no control. Im-
ports have raised havoc with small business. I invite you to review
the transcripts of testimony before the International Tariff Commis-
sion in 1975 concerning tariff reductions. Hundreds of small business-
men testified at those hearings which were held all over the country.
I was amazed and even shocked at the number of businesses and in-
dustries, ranging from a sardine business in Maine to a handkerchief
manufacturer, that faced staggering losses at the hand of imports
and were going out of business. These are not new businesses but well-
established small businesses. It is safe to say, I think, that small busi-
ness cannot either control its market or adjust to changes in its market
as quickly as big business can, primarly as a result of the fact that
it does not have adequate capital. All business must in the end rely
on earnings for capital expenditures. It is often considered vogue
to use percentages in measuring business performance, but from a
practical point of view, the difference between $50 million in net
after-tax profit and $50,000 in net after-tax profit, is tremendous in
terms of investment ability.

Recent media articles concerning capital shortages for big busi-
ness should magnify for you the pro lems faced by small business. Big
business has traditionally utilized the bond markets, secondary is-
sues of its common stock, or merger with cash-rich financial partners
to obtain capital. If these markets are either not available to big
business or unattractive to big business, imagine the effect on a small
business A small closely held corporation essentially has access to
none of these capital markets or financial partners anyway, partic-
ularly a small business that has been dealt a crushing blow and is
attempting to regain its feet. Where does a small business go to get
capital after bank sources have been exhausted. What investor is going
to invest in The John Swenson Granite Co., Inc. at this stage of the
game when the return on other investments is considerably more at-
tractive at equal, or more likely lower risk. In simplistic terms, the
only source of capital for the small business is its earnings.
2. Jutiflcation for the extemsion of the tax carry back period

The points raised in the foregoing section, I believe, illustrate for
our company the absolute necessity that the net operating loss carry-
back period be extended to permit not only our company, but other
companies in similar situations, to recoup money they have actually
paid in Federal taxes. As I indicated previously, we paid $800,000
in taxes for 8 years alone in the midsixties. I ask that you permit us
to carry back our losses to recover some or all of our earnings paid
to the treasury as taxes to help us increase our employment, increase-
our efficiency by capital investment, and increase our profitability.
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I suggest that our company will pay back those dollars refunded to us
in the form of taxes, as well as additional tax dollars from us and
from others. I will leave it to the economists to determine the possible
multiplier effect of such a refund, but the impact in terms of invest-
ment and return of tax dollars significantly exceeds the amount of the
refund.

Some companies may benefit from the tax loss carryforward pro-
visions either because they can shield high profits in succeeding years
from taxes, or they can attract a financial partner looking for tax
losses to offset profits, assuming they can meet the stringent pooling
requirements now in effect. The lohn Swenson Granite Co., Inc., could
not possibly make enough money in the next 10 years, let alone 5 years,
to take advantage of its $1 million of tax loss carryforwards. Some
$200,000 in available tax loss carryforwards have been lost by our
company, and additional amounts expire each year. The prospect of a
financial partner, assuming we desire one, is remote, if nonexistent, on
any reasonable basis. Probably, our most attractive asset for a financial
partner is our tax loss carryforwards.

We would obviously elect to receive the entire refund, and if our
rejectionss hold true, in the absence of carryforwards, we would im-
iediately begin paying corporate taxes in the year 1976 and increase

withholding taxes as a result of increased employment in the year
1976. Obviously, the effect of a refund would have a significant posi-
tive impact in the Concord area in terms of employment, paying of
payables, and purchases of machinery and equipment.
3. Absence of relief to the John Swenon Gp.anite Co., Inc., from re-

cent tax reductions
All of the tax reduction items enacted by Congress in the recent past

have done our company absolutely no good since we have more tax loss
carrvforwards than we need. Investment tax credits, depreciation
changes, increases of the surtax exemption, and other tax reduction
measures do us absolutely no good in the short term. The only way we
can be helped is by extending the number of years allowable for the
tax loss carryback, thereby permitting us to recover taxes paid to the
Treasury in prior years to offset the substantial losses in recent years.

We cannot take advantage of any of the recent tax reductions in
effect, nor could we take advantage of any further tax reductions or
credits that Congress may enact, at least for the next 3 years. I sug-
gest that this puts our company in an extremely unfair relative posi-
tion to those companies who have had successful years from 1970
through 1975 and are able to obtain the benefits of these reductions
through lesser tax payments.

I know of other companies in New Hampshire in relatively the sane
position as ours, and certainly a careful analysis would develop
hundreds of small businesses like ours who desperately need the posi-
tive impact of tax relief but have not obtained any benefits from the
recent tax reductions. We think we are at least as deserving of tax re-
lief, and certainly in as much need, as other businesses who enjoy the
benefits of the recent tax reductions. An extension of the period for
carrying back net operating losses provides a reasonable vehicle for
that relief particularly since Congress has already recognized that a
company should be able to carry forward or carry back its losses. What
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the John Swenson Granite Co., Inc., seeks is not a radically new pro-
posal, but simply extending the coverage of an existing provision
to assist small businesses stich as ours in obtaining the necessary capital
to return their businesses to normal levels of employment, efficiency,
and rofitability.

Rnk you.

BAKER & McKENzrE,
Washington, D.C., ApriZ 93, 1976.I-on. RUSSEy.L B. LovG,

Chairman, Committee on Finance,
Washington, D.C.

Dear Mr. Chairman: The purpose of this statement is to urge the
Senate Finance Committee to adopt as a small business tax reform a
proposal which it previously had found acceptable (even on a big
business scale) that is, a longer period for carrying back net operating
los ses if, in exchange, a taxpayer is willing to gIve up his right to carry
losses forward. This could be done very simply: Refunds due to,such
longer carryback period could be limited to a maximum of $5 million.

A brief review of recent legislative activity pertaining to loss carry-
backs will help to put this small business propoml into perspective.

On March 17, 1975, the Senate Finance Comrnttee favorably re-
ported, as section 804 of the tax reduction bill of 1975 (I.R. 2166), a
tax reform measure which would have permitted taxpayers who had
suffered large net operating losses in taxable years ending after Janu-
ary 1, 1970, to elect to substitute net operating loss carry back years
for carryforward years. The effect of this giving up of carryforward
years in exchange for a longer carryback period would have been to
tire taxpayers, part ularly-hard pressed for working capital, a real
financial shot in the arm in the form of a refund of income taxes
paid by them in earlier, more profitable years. In substance the tax-
payers receiving those refunds would actually have funded this so-
called tax relief-themselves.

However, because of the great number of amendments that were
added to the committee's bill on the Senate floor, Senator Mansfield
moved to have the bill recommitted to the Finance Committee minus
a number of committee provisions, including the one dealing with
net operating loss carrybcks. Thereafter, a more narrow version of
the provision, which would have dealt only with net operating loses
arising in 1975 and 1976, and which apparently would have benefited
only one very large corporation, was adopted by the Senate. However,
because of ita narrow scope, this provision was deleted in conference.

As the tax reform bill presently before your committee was being
developed by the House Ways and Means Committee, essentially the
sane net operating loss carryback extension proposal was again con-
sidered. This year the Waysand Means Committee went so far as to
vote 28 to 9 in favor of an 8-year extended carrvback, provided that
only ]1975 losses were covered; that is: that the bill did not affect losses
in prior years. Eventually, the committee moved to defer action on the
entire subject of loss carybacks ftr 6 months and referred the matter
to a special subcommittee for further study. That is where the matter
now stands as far as the House of Representatives is concerned.
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It is clear to the undersigned that the Ways and Means Committee
had no quarrel with the rationality, fairness, and economic good sense
of extending the period for carrying back operating losses. This is
dramatically evidenced by its 28 to 9 vote in favor of that principle.
The two major difficulties the Ways and Means Committee had with
the proposal, if it were to be effective with respect to losses suffered
in years prior to 1975, was: (1) Its revenue impact, and (2) perhaps
more importantly, the fact that it would greatly benefit several very
large and highly publicized corporations. Indeed, the proposal be-came commonly known and fq~uently referred to in the press as the
LocDkheed-Cl'rysler-Pan Am relief bill.

Regardless of the merits of those objections, it is patently clear that
they spelled the death knell of the proposal in the House. The un-
fortunate victims of this bip business ramification of the proposal
were the small and medium size companies of the United States who
had suffered such large losses throughout the first 5 years of the 1970's
that they were faced with the extremely serious twofold problem of:
(1) Being unable to obtain desperately needed additional working
capital from banks, investors, and other traditional credit sources,
and (2) even worse, being faced with the likelihood of losing the
entire tax benefit of their losses because of their inability to generate
sufficient profits in the near future to utilize those losses on a carry-
forward basis."

In view of the fregeoing difficulties which the loss carryback pro-
posal has suffered, it is submitted that its reappraisal in the form of
a small business measure should serve to liberate it from its major
drawbacks.
Revenue impact

As above discussed, the large immediate revenue effect of an exten-
sion of the loss carryback period, if such extension were to apply to
all businesses large and small, has been a major obstacle to thepro-
posal's enactment. This one-time ternaryy) revenue cost has been
estimated by the Joint Committee sta& to le about $1.4 billion. The
proposed small business approach of limiting the refunds obtainable
by reason of a longer loss carryback period to $5 million would, of
course, greatly reduce the revenue cost of the measure. For example,
the refunds some of the large companies would have received under
the original proposal are: Chrysler-180 million ;.Lockheed and W.
T. Grant-both about $100 million; American Airhnes-$50 million;
Pan Am-$40 million.

Eliminating these large refunds from the picture of necessity will
greatly reduce the revenue effect of the measure. By the same token,
the remaining revenue cost will be channeled to the smaller and gen-
erally morelieedy taxpayers.

IUnder such circumstances many of these small compales chose to "Sell" their loss
carryforwards at substantial discount. As a practical matter they had no alternat"ve: It
was either peddle tbelr loss carrytorward to salvage metbaing or lose Its tax beneftt
entirely. This practce, a much decred abuse of our tax laws. is commonly referred to as
"tramcking In loses" and Is iMed further below. Obviously, however. If a taxpayer Is
permitted to get a refund by carrying his losses backward for a greater number or years,
he will do so rather than 'sll" his loses at a discount to a stranger. In this way the tax-

er who suffered the loss gets the benefit-not a profitable taxpayer who mks to shelter
l s otherwise taxable Income at the expense of his lees tortuate fellow taxpayer.
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One aspect of the so-called revenue cost of the proposal deserves
emphasis because it does not apPear to have been clearly understood
heretofore. Unlike tax rate reductions, investment credit liberaliza-
tion and depreciation reform, all of which result in a permanent
revenue loss, the instant proposal causes only a temporary revenue
"loss.!' It simply shifts the timing of the loss deduction. In other
words, the longer carryback, resulting in a present reduction of tax
revenues, produces an increase in revenues next year (and thereafter)
because no loss carryforward is available to reduce the taxable income
of future years. It is quite probable that the permanent revenue ef-
fect of shifting the carryforward years to carryback years will be
a neutral one. Indeed, by foreclosing the trafficking in Loss carryfor-
wards (discussed below), the proposal could have a positive effect on
the ultimate revenues.

Finally, in considering the revenue impact of the proposal, the so-
called ripple effect should not be disregarded. The refunds obtained
will be plowed back into the economy, this will result in more jobs and
more business, more jobs and business mean more income, and more
income means a greater amount of tax collected by the Federal
Government. I

A good example of the ripple effect flowing from an extension of
loss carrybacks is the so-called American Motors amendment. In 1967
tlie net operating loss provisions of the Internal Revenue Code were
amended specifically to benefit only one taxpayer-American Motors
Corp. Because American Motors had suffered extraordinarily large
losses and because it was felt that this relatively small American auto
manufacturer might go out of business-thus lessening competition in
an industry dominatUd by three giants--Congress voted to extend
AMO's loss carryback period 2 extra years, without however, reduc-
ing its 5-year carryforward period. As everyone well knows, AMC did
not go out of business, but on the contrary, with the refund obtained
by reason of the extended loss carryback to help it AMC became quite
viable and consequently has contributed much to the Federal revenues.
Retroactivity

Closely tied in with the revenue ramifications of the proposal is the
contention that because it would be Ktroactive it would be improper to
extend the carryback period for losses arising in years prior to 1975.
It is respectfully submitted that this objection actually is not founded
so much on principle as it is on the added revenue cost of including
earlier years in any liberalized loss carryback treatment. Most timely
and pertinent evidence of this is the fact that the Ways and Means
Committee itself in the very same tax reform bill in which it deferred
action on retroactive loss carrybacks (the instant bill under discus-
sion) adopted a retroactive provision *ith respect to loss carry for-
wards.

Moreover, the degree of retroactivity found acceptable by the com-
inittee is precisely that which is being advocated in this statement--
losses for 1970 and subsequent years. The Ways and Means Commit-
tee's provision, section 1404 of H.R. 10612, would permit regulated
investment companies (mutual funds) to carry their 1970 net capital
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losses forward for 8 years rather than for the five years permitted
under existing law. The fact that carryforwards rather than carry-
backs are involved makes no difference as far as the principle of retro-
activity is concerned. To repeat, this amendment accepted by the
Ways and Means Commiittee demonstrates in a ve dramatic way
that the concept of retroactivity in and of itself shoud present no ob-
stacle to a retroactive expansion of the loss caryback period. The real
issue is the substantive merit of the proposal under consideration.
Significantly among the considerations which appeared to influence
the Ways and Means Committee to extend such retroactive relief with
respect to mutual fund net capital losses was the fact that "Regulated
investment companies are a way for relatively small investors to in-
vest in common stocks and other securities." (Emphasis added) H.R.
Rept. No. 94-19, 94th Cong., 1st sess., p. 342.
Many email bwinewe mut be provided longer oarryback. of 1970

and later lone if they are to derie any benefit from proposal
It is most important that the committee understand clearly why

any liberalization of net operating loss carrybacks for small business
must extend at least back to the year 1970. Many small businesses,
typical of which are shoe manufacturers and textile companies, must-
be able to carry their 1970 and later losses back for the proposed ex-
tended 8-year carryback if they are to get any benefit from such an
amendment. This is due to a number of external and largely govern-
mental factors which occurred in the late sixties and early seventies
over which these loss taxpayers had absolutely no control.

The drastic effects on the economy of trade, fiscal, and monetary
policies which began in the 1966-67 period had their principal impact
beginning in 1970, the first of the modern deep recession or depres-
sion periods. Budget expenditures far exceeding revenues because of
the Vietnam conflict, tight monetary policies, suspension, reinstitution.
repeal and readoption of the investment credit, and other measures all
trace back to that period. The economy followed a roller coaster course
thereafter. losses in the late 1960's could be offset against profits
within the normal 3-year carryback period, but as the peaks and
valleys became more severe in 1970 and thereafter, the normal averag-
ing period became useless for many industries. While them factors
affoce all businesses, large and small their impact was far more
severe (often fatal) in the case of smaller businesses.

Similarly, beginning in the 1970-71 period, large increases in Im-
ported oil at low prices upset our balance of payments drastically,
undercut the dollar (then on fixed exchange rates , and thereby fur-
ther increased imports. Further, the price of oil began to rise relent-
lessly in 1972 and 1973, with severe adverse impacts on energy users.
These developments, together with the roller coaster pattern of the
economy, attributable to fiscal and monetary policies already outlined,
led to the major "recession" in 1974.

Moreover, as far as the shoe, textile, granite, and other import-
competing industries are concerned (a great number of whom- are
typically small business concerns) the Kennedy round of tariff reduc-
tions, which began to take effect in 1968, together with a rigid mone-

N
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tary policy, had a devastating effect. Some of these companies expe-
rienced losses for the first time in their long histories after the Ken-
nedy round of tariff reductions. It certainly seems appropriate that
the effects of these governmentally imposed ol icies be ameliorated by
permitting the losses generated thereby to ofset prior taxable income.
If this is not done, these operating losses will be wasted and these com-
panies will be taxed on a return of capital-or, as noted above, will
be forced to try to sell their loss carryforwards to unrelated profitable
taxpayers who will use such carryforwards to shelter otherwise taxable
income.

Only by permitting the extended carryback election for 1970 and
subsequent years, can the Congress do equity among all- the many
small industries that suffered huge losses as a result of various com-
binations of these factors. While many larger businesses are on a
strong recovery course smaller businesses continue to lag behind. It
has simply been more difficult for them to obtain needed capital. That
is why it is so appropriate to provide them with the unique source of
capital represented by the refunds of taxes paid in better days which
an extension of the loss carryback period would produce.
Trafficking in lo8 carry forward

As an integral part of a liberalization of loss carryback treatment
for small business, your committee could iost appropriately enact a
major tax reform, which would apply to large and small businesses
alike, by eliminating the ability under present law of a taxpayer to
sell unused or unusable loss carryforwards to an unrelated taxpayer.
As mentioned above, present law permits profitable corporations to
purchase losing firms for the purpose of acquiring their net operating
loss carryforwards. Thus, for a nominal price, a profitable corporation
can shelter millions of dollars of taxable income. Based solely on ads
appearing in the Wall Street Journal in 1974, it is estimated that this
much decried loophole is responsible for at least $125 million of rev-
enue loss ever year aid additionally, particularly where smaller and
medium size businesses are concerned, is a major factor toward the
merger of smaller companies into larger ones, resulting in an undesir-
able concentration of corporate power.
- This particular abuse of existing restrictions on the transfer of net
operating losses from one taxpayer to another has become so wide-
spread and open that it is a common phenomenon in the daily trade
journals of the country. The following ad appeared in the Wall Street
Journal on May 20, 194:

The foregoing ad is typical of new advertisements for millions of
dollars in net operating go carryforwards which-appear almost daily
in the Wall Street Journal. During 1974,224 such Wall Street Journal
ads appeared offering for sale and purchase net operating loss carry-
forwards. Many of the ads contained no mention of the dollar amount
of the losses involved. Utilizing only those ads which set forth dollar
amounts, the total for 1974 comes to above a quarter of a billion dollars.
In addition, it seems conservative to assume that many of these sales of
tax losses are carried out without resort to newspaper advertising.
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Therefore, it would appear that the $125 million revenue figure is
conservative.

This trafficking in loss carryforwards is a strong example of a tax
shelter which abuses fundamental concepts on which our Federal tax
system is based. If one taxpayer who had medical expenses which he
could not deduct were to transfer those deductions, for a price, to
another taxpayer who could take advantage of them on his income tax
return, it would be a shocking thing. In principle, trafficking in net
operating losses is no different.

Accordingly, it would be most appropriate, it is submitted, for a
tax amendment designed to aid smaller businesses by giving them
more flexibility in the caryback area to close this abuse in the carry-
forward area, which would not only tend to discourage the merger of
smaller businesses into larger ones but would also partially help to
make up, on a permanent basis, the temporary revenue loss which
would result from an extension of the loss carryback period for smaller
business. -

GeneraZ policy co.iderations supporting an extension of the log*
carryback period -

When the subject of net operating loss carrybacks was being con-
sidered by the Ways and Means Committee, a panel of nine of there
country's leading economists, who were appearing before the com-
mittee at its invitation, unanimously agreed that an extension of the
period for the carryback of net operating losses was the most efficient
idea in the entire tax reform package for stimulating the economy. As
stated by one of this panel of eminent economists, Robert Nathan,.
when he was asked whether he would recommend an extension of the
loss carryback provision:

Yes, I would. I think this kind of a measure has a very direct Identification
with the specific parts of the industry. When you take an industry which has
had the worst kind of results-and, sure, some of it might be due to bad manage.
ment, lack of adaptation to technology and so forth-but, by and large, when
you give that kind of so-called relief associated with the greatest need, I think
that you have the best chance .of getting a bigger bank for the buck. I would
certainly recommend a longer averaging and you might even take a longer period
and average in each direction. Hearings before Committee on Ways and Means,
House of Representatives, 94th Cong., 1st sess., on President's Authority To
Adjust Imports of Petroleum; Public Debt Ceiling Increase; and Emergency -
Tax Proposals, Jan. 22-80, 1975, pp. 650-860.

The sound tax policy ramifications of a Ion r carryback period
were very effectively stated by a member of e Ways and Means
Committee in the following extract from that committee's report on
the Tax Reduction Act of 1975:

I offered an amendment in Committee which would have granted businesses an
option to carry losses backward for whatever period of years they were willing
to surrender the opportunity to carry losses forward. A panel of economists testi.
fying on the problems of the hard-hit industries unanimously attested to the
stimulative benefit that this carryback modification would bring to the economy.
The amendment would have enabled those businesses most crippled by the
recession to receive a prompt infusion of cash in the form of a refund drawn
against taxes in profitable years. Pressures on credit would have been reduced
and capital availability enhanced by the adoption of this amendment. These
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companies would have been able to preserve existing jobs and to provide new
opportunities for employment. Simply stated, this optional extension of the loss
carryback provision would have brought corporate tax benefit to the point of
greatest need. Furthermore, the unique combination of inflationary and reces-
sionary forces with which our economy is now beleaguered cries out for this medi-
cation. This is a prescription for recession that would not have been inflationary,
because in opting to carry losses backward, companies would have foregone the.
opportunity to soften future profits by carrying losses forward. In other words,
they would have paid greater taxes on future profits, thereby relieving the
Federal deficit and dampening inflationing pressures.

I regret that I was unable to convince the Committee to Include this provision
in the bill. Defeated on a tie vote of 18 to 18, the proposal received the support
of 12 Democrats and 6 Republicans. I continue to believe that this emergency
tax bill would have been significantly strengthened and its goal better served by
the incorporation of this loss carryback provislon.-Mr. Vander Jagt, H.R. Rept.
No. 94-19, 94th Cong., 1st Bess., pp. 98, 99.

Your views, as chairman of the Senate conferees when the 1975 Tax
Reduction Act was being considered by the Senate after conference
(during which the extension of the loss carryback period had been
deleted as being too narrow in scope) were essentially the same as
those expressed in the foregoing extract from the Ways and Means
Committee Report:

I am hopeful, Mr. President, that the House will consider in due course and
recommend to the Senate a tax reform measure something that will be broader
than this and which will help to protect our major employers from going out of
business after they have contributed large amounts of taxes to their Government
over a period of time. Tax averaging seems to this Senator to be one appropriate
way of doing It--Cong. Rec., March 25, 1975, p. 85245.
Smal business poZioy coniderationa supporting an eateion of the

1688 cainyback period
The foregoing policy considerations apply to all business--small

and large. Indeed, it is submitted that these policy considerations
apply with even greater force and present an even stronger equitable.
case where smaller businesses are concerned. The capital needs of small
businesses, particularly during periods of economic downturn, in-
herently present more critical problems than in the case of big busi-
ness. Small business simply does not have the capital reserves, credit
standing, and general economic staying power that big business has.
to weather a financial crisis. By the same token, even if a smaller busi-
ness survives a crisis, its recovery rate is generally much slower than
that of its larger competitors because its sources of capital for rebuild-ing are much more limited than are those of its large competitors.

That a longer loss carryback period for small business than for big
business is justifiable as a matter of tax policy is well stated by Sena-
tor Nelson, chairman of the Senate Select Committee on Small Busi-
ness, in testimony on tax reform before the Ways and Means Commit-
tee last July. Senator Nelson stated:

In my view, practical distinctions should be established in economic policy
and tax policy between the few thousand corporations which have achieved
access to the bond markets, stock markets, and other large-scale aggregations of
capital; and the millions of corporations and unincorporated firms which have
not.

Otherwise, in spite of protestations of neutrality and equal treatment, the tar
code will create discrimination and competitive disadvantage against new, small
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and independent businesses.-Hearings before the House Ways and Meains Com-
mittee on the Subject of Tax Reform, 94th Cong., 1st Sees., July 25, 1975, p. 2952.

Senator Nelson then went on to point out that:
The present tax law has also given us the largest wave of mergers in American

history, which reached a peak of about 6,128 combinations In 1969. 1 submit that
as legislators, we know very little about whether this has been a good thing for.
the economy and for the companies involved. Ibid.

Among the negative ramifications of mergers highlighted by Sena-
tor Nelson were the following:

1. Employment of merged companies grows more slowly than their local econ-
omy, and often suffers reductions;

2. Merged companies reduce their business not only with local lawyers, account-
ants and bankers, but also with local suppliers of materials and other services;

3. Merged companies contribute significantly less to the support of local chari-
ties-up to one-third les in the case of conglomerates

In-view of the foregoing, Senator Nelson concluded:
At the minimum, I feel the burden of proof should be on those who wish to

perpetuate the demonstrated bias In the 1964 Code in favor of bigness. More than
this, I urge the Committee, in responding to this Administration's initiative on
capital formation, to consider carefully how capital can be formed iln new, small,
and Independent firms in ways that reward risk, effort, innovation and efficiency,
rather than merely concentrating tax benefits In large existing firms with no
assurance that the economy will reap any corresponding gains in these areas.
Ibid.

Also very pertinent to the instant proposal to extend the carryback
period for small business are the following statements of Senator Bent-
sen, chairman of the Senate Financial Markets Subcommittee, included
in the Congressional Record for November 1, 1975, at page S-19618,
when he introduced S. 2646, entitled "Small Business Tax Reform
Act":

Mr. President, I.am today introducing legislation to make several changes in
our tax laws which will be of particular significance to our Nation's smaller
businessmen who play an indispensable role In promoting healthy competition
in our economy and creating Jobs for our growing work force. This legislation
was formulated after comprehensive hearings .of the Senate Financial Markets
Subcommittee, which I chair, and the Senate Small Business Committee, chaired
by Senator Nelson, on the tax and financial problems of small business.

The bill would make the following changes In our tax laws to help provide
a healthier economic climate for the growth of small business.

First, it would allow a new business to carry forward for 10 years any net op-
erating losses incurred during the first 10 years of operation of that new business.
These net.operating losses would be deductible against profits. This will help new
businesses grow and thus promote greater competition in our economy.

The legislation 'I am Introducing today, In conjunction-with an extension of the
1975 tax cuts for small business, would provide significant tax reform for the
crucial small business sector of our economy.

Mr. President, it is not widely known that Wmall businesses and individual
entrepreneurs are the largest source of Jobs In ,,ur economy.

* * S S S S *

The current recession has hit small businesses harder than larger firms.

It is important that Congress take constructive action to provide a favorable
economic climate in which small business can prosper and grow. Enactment of
this small business tax reform legislation would be pne step In that direction.
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One of the specific recommendations made by Senator Nelson and
Senator Bentsen, the Senate Select Committee on Small Business and
the Senate Financial Markets Subcommittee to aid small businesses in
solving their capital formation problems was to extend the period
for carTying forward net operating losses from 5 years to 10 years
during the -first 10 years of operation of a new business. Since new
enterprises are generally more dependent on internally generated
capital for growth and since new businesses are frequently unprofitable
for the first few years after formation, operating losses incurred in the
carly stages of a business enterprise often cannot be recovered in the
limited 5-year carryforward period now permitted. Thus, although
well-established companies can usually utilize net operating loss de-
ductions on the combined carryback and carry forward basis of present
law, newer enterprises often cannot and the foregoing Senate proposal
is aimed at eliminating this inherent inequity.

It can readily be seen that an extension of the period for carrying
back net operating losses in the case of smaller businesses very effec-
tively meets both of the foregoing objectives of the Senate Select
Committee on Small Business and the Senate Financial Markets Sub-
committee. First, one of the frequently used avenues for effecting the
merger of smaller business into larger ones is through the buying up by_
larger companies of the net operating loss carryforwards of smaller
companies. By permitting smaller companies to recoup their past taxes
out of longer loss carrybacks, this stimulant to undesirable mergers
would be automatically reduced. Moreover, the enactment of a more
efficient provision prohibiting trafficking in loss carryforwards should
completely foreclose this encouragement to corporate mergers.

Second, in the same manner that an extension of loss carryforwards
provides a source of capital for a newly formed business to grow and
expand after it has begun to generate profits, the extension of the
period for carrying back net operating losses will help existing small
businesses to remain in business by obtaining an infusion of much
needed capital out of previously paid taxes when times were better.
It seems correct to observe that an extension of loss carrybacks is an
even more meritorious small business approach than an extension of
loss carryforwards because it enables hard-pressed businesses to con-
tinue to operate, thus preserving existing jobs, preventing a disruption
of local economies, and keeping workers off the unem ployment com-
pensation rolls---certainly an even more desirable and effcient eco-
nomic state of affairs than creating new jobs. Of course, to the extent
the refunds generated from longer loss carrybacks permit businesses
to turn the corner and expand their operations, new jobs will also be
created. Again, the case of American Motors provides an excellent
example of the critically important role that a longer loss carryback
can play in helping to put a company back on its financial feet.
Conclu~ion and recommendations

In view of the foregoing, we believe that a proposal which would
result in modest refunds-when compared to those which would re-
strict relief to small and medium size businesses--those which have
been hardest hit by the liquidity crunch-should be found acceptable

60-516-76--pt. 7-29
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by both the Senate and the House. Many distinctions have been drawn
in the -Internal Revenue Code based on small business considerations
and we respectfully submit that this loss carryback proposal presents
a most appropriate situation for doing so again.

Accordingly, we respectfully recommend that your committee amend
the net operating loss provisions of the Internal Revenue Code so as to:

1. Permit the period for carrying back net operating losses to be extended by
the number of carryforward years surrendered.

2. Be effective with respect to the period 1970 through 1975.
3. Limit the maximum amount of the aggregate refunds attributable to loss

carrybacks fron4 those six years to $5 million.
4. Prohibit the trafficking in loss carryforwards.

Respectfully,
_____ MCii i, WARIS, Jr.

WILLIAMS & JENSEN,

Hon. RussELL B. LONG, Vahington, D.C., April 22, 1976.

Chairman, Committee an Finance,
U.S. senate, Wa8hington, D.C.

DEAR MR. CHAIRMAN : As indicated in your February 5, 1976, press
release, the Committee on Finance is considering the House-passed
tax revision proposals, H.R. 10612.

We respectfully request that the committee adopt an amendment
to the House bill which would provide an option to the present net
operating loss carryover-carryback provisions. This option would al-
low the taxpayer to elect, in lieu of the present general rule providing
a 3-year carryback-5-year carryover, a 10-year carryover period with
no carryback. This proposal would be prospective in its application.
It is impotant to note that numerous exceptions to the general rule
already exist in the tax law, with no exception dealing with less than
an 11-year averaging cycle, the longest being 16 years.

I am enclosing a brief memorandum explaining this proposal in
more detail.

Sincerely yours,
DONALD C. EVANs, Jr.

Enclosure.

NET OPERATING LOSS (NOL) CARRYOVER PROPOSAL

Present law provides a general moving 9-year period to average
income (5-year carryover-3-year carryback). We propose, afan addi-
tional option, an elective 10-year carryover period with no carryback.
In considering a proposed change to the general rule, it is important
to note the numerous exceptions for certain industries or taxpayers
(chart 1) to the general 9-year averaging period. Presently, no ex-
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celtion deals with less than an 11-year averaging cycle, the longest
being 16 years.

Adverse economic conditions have caused many taxpayers subject
to the general rule to incur NOLs that exceed total income for the
oArryback years and also the income anticipated for the 5 carryover
years. These taxpayers, unlike others more successful in resisting the
economic downturn over the last 6 years, are disadvantaged by being
unable to apply losses to income earned during the 9-year cycle. In
fact, in order to carryover these losses at all, financial accounting rules
require a showing beyond a reasonable doubt that the losses can be
used before the listed carryover period expires. Obviously, the
larger the loss and the shorter the carryover period, the more difficult,
this becomes, with a resultant adverse impact on after-tax earnings
and borrowing power. The present -general rule also deprives a new
business of the benefit of 3 years of the averaging cycle since it cannot
carry its losses back. Related problems are faced by businesses ex-
paning or promoting new lines and products. There too, the losses
generated may greatly exceed prior income. Firms which have sus-
tained losses over a protracted period thus preventing even the use
of an expanded carryback provision do not have any--real economic
income, but because of the present limited carryover provision they
may have to pay tax. They are struggling to stay in business, thereby
continuing to employ workers at a time when unemployment is un-
usually high. Additionally, these firms find it difficult, if not impos-
sible, to obtain new financing, if their losses are not allowed by reason
of the operation of the accounting rules, or actually expire, because
of the present limited carryover period.

We propose that, since the basic purpose of a carryover-carryback
is to average true economic income for equitable taxation, a company
be allowed to elect for a particular year, in lieu of the general carry-
over-carryback period, a 10-year carryover period. This would extend
the general 9-year averaging period to 11 years. (As explained above,
present law has averaging periods running as high as 16 years.) If the
10-year carryforward period were allowed, no carryback would be al-
lowed. This election would be made for each year and would be bind-
inLupon the company.

pro;.sal helps those firms which have sustained long periods
of losses but have managed to stay in business, it helps new businesses
businesses that are materially expanding, and provides an additional
stimulus to business investment. A provision under which relief is
granted primarily when the business is brought back to a profitable
basis, provides a greater incentive to management and investors alike
than a provision which allows the losses of the present to be financed
by the refund of taxes paid in the past. This proposal also helps com-
petition by allowing viable businesses to stay in existence, and it
allows such businesses to obtain or renew borrowings.



CHART L.--NET OPERATING LOSS CARRYBACK AND CARRYOVER PERIODS FOR DIFFERENT CATEGORIES
OF TAXPAYERS

Carryback Years LoCarybak ear !Year Carryover Years

10 9 8 7 6 5 4 3 .2 1 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15

Foreign Expropriations (Cuba)

FinanciJ Institutions (after !975)

- *~~- 
-q



Unrelated Business Income Tax



*0.



STATEMENT OF TH-E ORDER OF CISTERCIANS OF THE STRICT
OBSERVANCE (THE TRPIss)

TOPICAL SUMMARY
1. Subject matter

Addition of a modification to section 512 so that, in the computation
of the unrelated business income tax, tax exempt organizations will
be able to take a reasonable deduction for the value of labor contrib-
uted by unpaid volunteers in the conduct of the unrelated trade or
business.

2. Position of the Trappiet8
Such a modification should be added to section 512. Without such

a modification, the fundamental purpose of the tax on unrelated busi-
ness income will be thwarted.

The Order of Cistercians of the Strict Observance, commonly
known as the Trappists, operates 17 monasteries in the United States.'
In addition to the usual religious vows of poverty, chastity and obedi-
ence, the Trappists have a rule of "self-support by manual labor." As
a result, the Trappists have long engaged in a variety of businesses--
since 1098 in Europe and since 1848 in the United 8tates. The busi-
nesses are primarily agricultural, but include some processing and
manufacturing. The monks themselves do most of the work. The net
income from these businesses is the basic support of the monastic
communities.

During the last few years the Trap pists have conducted a careful
study of their business operations to determine whether any of them
will be subject to the tax on unrelated business income for tax years
beginning after December 31, 1975.2 On February 6, 1976 the Trap-
pists formally requested rulings from the Internal Revenue Service
on two basic questions:

(1) The substantial relatedness of their businesses; and
(2) The applicability of the section 513(a) (1) exception ("sub-

stantially all the work * * * without compensation").
During the preparation of these requests for rulings, it became

evident that a third question would become extremely important if
the Internal Revenue Service ruled adversely on both the "substantial
relatedness" and "substantially all the work without compensation"
reuthe third question is concerned with the computation of taxable in-

come. The Tax Reform Act of 1969 clearly intended to put the un-
related business income of exempt organizations in the same taxable
status as the business income of commercial, taxpaying organizations.

There are 18 monasteries of men and 4 of women. Each monastery ts separately Incor-
porated under civil law. The monasteries are located In Arlsona. California. Colorado.
(leordal. Iowa. Kentucky, Massachusetts. Mississippi, Missouri, New York, Oregon, South
Carolina. Utah. and Virginia.

'Cf. see. 512(b) (16) of the Internal Revenue Code. -

(3295)
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Accordingly, exempt organizations get the same deductions as com-
mercial businesses. This parity of deductions, however does not guar-
antee parity of taxable status for the Trappists and similar monastic
organizations. Unlike commercial businesses, which regularly pay
wages and salaries to all their employees, the Trappist monasteries
always have made substantial use of unpaid workers (the monks and
sisters). If a deduction is not allowed for the value of this labor, the
Trappists will have to pay far more in taxes on their unrelated busi-
ness income than a commercial business of comparable size.

Suppose, for example, that a monastery conducts an unrelated trade
or business with 35 monks and 15 hired employees. The wages of the
15 hired employees ar clearly deductible. But it that is the only deduc-
tion for labor that the monastery is entitled to, the monastery will
have to pay far more in taxes than a comparable commercial busi-
ness with 50 employees. Unless the monastery is allowed a reasonable
deduction for the value of the work performed by the monks, the
unrelated business income tax will not result in parity of taxation.

The monasteries cannot solve this problem simply by paying the
monks wages and salaries. First of all, such a practice would beincon-
sistent with the traditional monastic understanding of the vow of
poverty and of the relationship between the monastic community and
the individual monks. S ndy, the Internal Revenue Service would
almost certainly regard such payments of wages to monks as a "sham,"
because the monks would immediately return the wages to the monas-
tery. Their vow of poverty prevents the monks from retaining owner-
ship or control over money.

At the present time there is no firm statutory basis in the Internal
Revenue Code for an unrelated business income deduction by an ex-
empt organization of the value of labor contributed by unpaid workers
in the conduct of an unrelated trade or business. Indeed, such a deduc-
tion by a monastic corporation would not seem permissible under exist-
ing law. No wages are actually paid to the monks. Moreover, in a
somewhat analogous area, it is well settled that an individual taxpayer
cannot take a "charitable contribution" deduction for the value" of
services he contributes to an exempt organization.

Accordingly, the Trappists request the members of the Senate
Finance Conmittee to propose a modification of section 512 of the
Internal Revenue Code that will eliminate the disparity of tax treat-
ment outlined in this memorandum. The Trappists do not seek any
modification of the section 170 riles with regard to charitable contri-
butions. They seek only a modification of the section 512 rules with
respect to the computation of unrelated business income.

Such a modification of section 512 obviously involves many com-
plex and technical questions of detail. Accordingly, the Trappists do
not themselves propose any specific language at this time. They would,
of course, be happy to cooperate through their counsel, Prof. Charles
M. Whelan, S.J., of Fordham Law School, with the staff of the Senate
Finance Committee and with the staff of the Joint Committee on
Internal Revenue Taxation in drafting appropriate language for the
modification of section 512.

In order to help the members of the Senate Finance Committee
better understand the religious lifestyle of the Trappists and the impli-
cations of their religious rule of iself-support by manual labor," an
appendix has been attached to this memorandum. The appendix con-
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tains part I of the ruling requests submitted b the Trappists to the
Internal Revenue Service on February 6, 1976. if the Senate Finance
Committee desires any further information in this area, the Trappists
will gladly supply it.

Appendix to th Statement
PART I. ESTY AND AULES OF THE ORDER OF CISTERCIANS

OF T E STRICT OBSERVANCE

The Cistercians form one monastic order with two branches, one
of men (the Trappists) and one of women- (the Trappistines). The
Abbot General, who resides in Rome, is the head of both branches of
the order. Founded in France in 1098, the order has enjoyed an unin-
terrupted existence and maintains houses throughout the world. In-the
United States the first group of monks was established in Kentucky
in 1848, and the first group of nuns was established in Massachusetts
in 1949. At present in the United States, there are 13 monasteries of
monks and 4 of nuns, established in 14 separate States jurisdictions
(Arizona, California, Colorado, Georgia, Iowa, Kentucky, Massachu-
setts, Misissippi, Missouri, New York, Oregon, South Carolina, Utah,
and Virginia)

The Order of Cistercians cf the Strict Observance is an approved
monastic order of the Roman Catholic Church and is listed annually
in the Annuario Pontificio, an official catalog of Roman Catholic insti-
tutions published by the Holy See. The order is also listed in the
Official Ca tholi Directory (the monasteries of men on page 1013 of
the 1975 edition, the monasteries of women on page 1038 of the same
edition). In addition, each monastery is listed separately in the Official
Catholic Directory within the diocese or archdiocese in which the
nionastery is located.

The following table provides some statistical information on each
of the monasteries The data is based on averages for 1971-73. Where
there has been a material change in more recent years, the change is
indicated in footnotes.

Total reoadtyeNnd In
tUe busieeeuatlvtuao

the a 0astwy
HiredDate of Total monksempe6s

foundation of or Runs In Monks ed
Name and location monastery community or AUN Part time)

%ehemn AbeTrapt,3tt Ky ...................... 1881047
Gethsman APIs 1848 100 43 7
Now Malleay Ab D o1849 66 38 4
St. Josphs Abbpencerass .................. 1868 89 37 1Hoy Spirit Abbey, Conyes a ...................... 1944 5 30 2
ioly Trinity Abbeyi hunstvie, Utah ................... 1947 34 29 1
Guadalupe Abbey. Lafayette. Or .................... 1947 42 31 ' 18
Me idn Abbey M 1ocneS.C................... 1949 26 23 15

Cross Ab6ey. Berryvli. Va................... 1950 25 16 '0
Genesee Abbey Pia rd, N.Y ....................... 1951 30 26 4
Assp y... Aby A M ......................... 1950 19 Is 7
New Clalmux Abbe,, na, Clf................. 1955 27 25 44
SL Benedict's Monastery, Snowmas., Colo ............. IVA 16 9 2
Brooksville Monastery. srooksvile. Miss ............. 1968 3 3 0
Mon St. Mary's A4b Wrentmm, Mass............. 1949 48 34 1
Redwoods Abb ey Whiti;n. Calf .................... 162 9 9 0
Our Ls-y of M9isiplI Abbey Dubuquo, Iowa ......... 1i64 Is 14 0
Santa Rita Abbey, Snta.A ....................... 1972 7 4 0

1 Reduced to 21i IPS.
* IReduced to 3 In 1975.
* Added 2 (pert time) in 97S5.
MeNo hired employees Wloo the end of 1974.
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The Order of Cistercians of the Strict Observance follows the Rule
of St. Benedict, which was written in the sixth century. Under this
rule, the monastic life is divided into three complementary parts
(worship, work, and private prayer or reading) which balance one
another in such a way as to gather all the physical and mental activi-
ties of the monks and nuns into a harmonious spiritual unity. Each
of these three parts is essential to the way of life of the order.

First, there is the Opus Dei, which is religious worship and liturgi-
cal praise according to the rites of the Roman Catholic Church.

Second, there is manual labor (4 to 6 hours a (lay) in the monastery
fields or workshops.

Finally, some hours are devoted each day to spiritual reading and
private prayer.

As part of the Opus Dei, Mass and the "canonical hours" (vigils,
lauds, terce, sext, none, vespers, and compline) are celebrated each
day in each monastery. The worship services are basically the same
in the men's and women's branches of the order. Visitors and guests
at the monasteries may attend all of the liturgical and religious
services.

Each monastery follows a similar daily schedule, with minor varia-
tions according to local circumstances and the seasons of the year. A
representative schedule is as follows:

3:15 a.m.-Rise.
3:30 a.m.-Vigils (common prayer service in the church).
4:30 a.m.-Breakfast; reading, individual prayer and meditation.
6:30 am.-Lauds (common prayer service in the church).
7:00 a.m.-Mass.
9:00 a.m.-Terce (common prayer service in the church).
9:15 a.m.-Manual labor.
11:45 a.m.-Sext (common prayer service in the church).
12:00 noon-Dinner.
1:45 a.m.-None (coimnon prayer service in the church).
2:00 p.m.-Manual labor.
4:30 p.m.-Vespers-(common prayer service in the church).
5:30 p.m.-Supper.
7:30 p.m.--Compline (common prayer service in the church).
8:00 p.m.-Retire.
Thus the monastic day is carefully arranged to provide time for

each of the three components of the Cistercian way of life: worship,
work, and private reading or prayer. Under the Rule of St. Benedict,
the entire life of the monks and nuns is dedicated to the praise and
worship of God. Each member of the monastery shares in the conduct
of the worship services and the performance of manual labor accord-
ing to his abilities and assigned functions.

The religious nature of-the worship and prayer performed by the
monks and nuns is obvious. The religious nature of the manual labor
becomes readily apparent from an analysis of the functions that this
labor performs in the Cistercian way of life. Clearly, as in the case of
all self-supporting men and women, the labor has an economic func-
tion. For the Cistercians, this economic function is itself a religious
ideal. The monastic'ideal of "poverty" embraces a frugal and austere
life, but not a dependency upon the'contributions of outsiders. In the
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history of Roman Catholic religious orders, some have chosen the ideal
of dependency and they are known as the "mendicant orders." Others,
however, including the Cistercians, have chosen to imitate the example
of laborious self-support given by Jesus Christ, his Apostles and the
early leaders of Benedictine monasticism. As St. Benedict says in
chapter 48 of his rule: "They are truly monks when they must live by
thelabor of their hands, as did our others and the Apostles."

Over and above the economic function, however, manual labor plays
an indispensable psychological role in the spirituality of Cistercian
monks and nuns. St. Benedict also prescribed that they should spend
part of each day in manual labor aadin spiritual reading because "idle-
ness is the enemy of the soul" (chapter 48 of the rule). St; Benedict's
reasoning is carefully explained in the following passage from the Cis-
tercian Spiritual Directory for Religious (pp. 374-75):

It was a current saying among the ancients that for one demon that tempts
the man who works, there are a thousand urging the slothful to evil. Work power-
fully conduces to a spiritual life. It subdues the body, moderates the passions,
exercises obedience, humility, patience and all the virtues one aims at acquiring.
The Rule consequently orders that "the religious should apply themselves to
manual labor at stated times because idleness is the enemy of the soul," and
because it leads to much evil.

Furthermore the religious Is a human being and labor forms a law of his exist-
ence. St. Benedict wishes us to observe poverty and yet he does not wish us to be
mendicants. We shall correspond to his ideal of a monk if we gain our liveli-
hood by manual labor and moreover be In a position to relieve the needy.

Work Is also necessary to ensure fidelity to the regular observances and to
render them congenial. When we engge in manual labor we no longer feel the
inconvenience of our hard couch, we partake with relish our plain fare, fasting
lico)mes less difficult and we can dispense with the recreation common to other
Orden.

Were it not for manual labor, a monk's life would be tedious. He could not pray
all day. In the sense in which our Order has under od manual labor, this ex-
ercise Is very favorable to contemplation. It relaxes the mind and renews its
vigor for prayer; or rather the silence which accompanies manual labor permits
us to practice almost uninterrupted union with God.

Manual labor is not leas In harmony with our life of penance. It is the special
penalty and remedy imposed on man after the Wall. Rendered more penitential
In our case by fasting and watching, It forms the daily and universal expiation;
it is one of the principal penances of the Cistercian. These are additional rea-
sons for esteeming manual labor and becoming zealously attached to this exercise.

This passage from the Directory clearly explains the intrinsically
religious nature of manual labor in the Cistercian tradition. For some
men work is a curse; for others, a simple necessity; and for still others,
a means of self-gratification. For the Cistercian, work is part of the
Divine Law, a weapon against spiritual disorders, a penance willingly
embraced and, above all, an imitation of Jesus Christ, his Apostles
and the saintly founders of Benedictine monasbicism.

Like self-support, self-sufficiency is an integral part of the Cister-
cian religious ideal. Thus, as far as possible, all the tasks incident to
monastic life (cooking, cleaning, laundry, sewing, et center) are per-
formed by the monks and nuns themselves. Ordinarily, a monk's or
nun's life is lived entirely within the boundaries of the monastic prop-
erty. The monastery provides for all the needs of its members from tile
time of their entrance until their death.

The first 5 years after joining the monastery are considered a period
of formation and education within the community. The new monk is
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helped to appreciate and adopt the values and lifestyle of the monas-
tery by an intensive 2-year "novitiate" program of spiritual formation
ana education. The novitiate is usually followed by an additional 3
years of training in theology, philosophy, the humanities, and practical
skills which will enable the new monk to contribute to the functioning
of the community. During the period of formation and training, monks
and nuns ordinarily perfonn manual work on a more limited basis than
after their training is completed. Monks who become priests receive
additional training beyond that provided for all the monks and nuns.

The Monastery also provides care within its own quarters for the
sick, aged, and infirm. Trained members of the monastery provide all
normal nursing needs. The aged and infirm are considered integral
members until their death, and are assisted in continuing to enter into
the monastic life to the extent that their age and infirmities permit.

The Cistercian Order does not operate schools or hospitals or ad-
minister parishes, but limits itself to living a life of worship, labor,
and prayer s rpate and apart from the way of life of others. By de-
liberate choice, the monasteries are located in rural settings. To pre-
serve the solitude of the monastery and to permit engagement in agri-
cultural pursuits, reasonably extensive tracts of land are required.

From the very beginning, however, the monasteries have found it
necessary to purchase commodities and services from the secular mar-
ketplace. Following the Cistercian ideal of self-support, the Order has
sought to finance these necessary purchases by making the manual labor
of the monks sufficiently productive, in an economic way, to providethe funds needed by the monastery fr these purchases In deliberate
self-restraint, the monasteries seek to limit the size and extent of their
productive business activities to the amount necessary to provide these
funds. The monasteries do not try to use their means of production to
the fullest capacity or to maximize the income from their business op-
erations. Indeed, at many of the monasteries the constraints imposed by
the monastic life against running the business abivities in as efficient
and profitable a manner as possible have resulted in the production
of far less business income than needed to meet the monastery's or-
dinary religious. expenses.

The monasteries have been careful to engage only in businesses that
are compatible with the monastic way of life and in which the essential
productive operations can be carried on within the grounds of the
monastery. As a result of these policies and of the deliberately rural
location of the monasteries, it has been traditional within the order
for the monks and nuns to engage in agriculture, horticulture, forestry,
and all types of animal hus .bn dr The closeness to nature which tKis
type of activity engenders is, in itself, an important part of the reli-
gious life of the monks and nuns.

The manufacture of food items, such as bread and cheese, has also
been a centuries-old practice at Cisterdian monasteries, since the volume
can be controlled and the work schedule can be coordinated with the
prayer and worship. schedule of the monasteries. In a few instances,
where the monkistenes are located in situations unfavorable for agri-

$ See. 99 of the Cistercian Constitutions specifies that agriculture and the raising of
cattle are preferred occupations for the Cistercian Order.
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culture and food production, th monks have engaged in manufactur-
ing other items needed in the local market. Many of the monasteries
engage, at least on a small scale, in the production of items necessary
for religious worship and in making religious arts and crafts.

Perhaps the most distinctive feature of the Cistercian monastic
businesses is the composition of their work force. It is essential to the
religious lifestyle and integrity of a Cistercian monastery that the
business be wholly under the control of the monks and that most of the
employees be monks. Individuals, however, do not become monks or
nuns in order to be employed at a Cistercian monastery. Instead of
recruiting workers according to their skills for a preexisting business,
the monasteries find their essential work force a "given" in the. persons
of the monks and nuns who belong to the monastic communities. This
factor induces the monasteries to choose and shape their businesses ac-
cording to the talents of their members. In a very real sense, the busi-
ness must fit the work force rather than the other way around.

Most of the monasteries do hire a few outside emlo yees. Small
amount of such help is often necessary in order to make it possible for
the monks and nuns to maintain the scheduled balance of liturgical
worship, manual labor, and private prayer and reading. Lay em-
ployees, serving as truckdrivers and in other capacities that bring
them into daily contact with the secular world, also help to safeguard
the monks and nuns from the distra ions from the spiritual life that
such work involves. When an individual monastery has difficulty in
maintaining its income-producing activity owing to the age or fewness
of its members, it may temporarily have to hire more workmen than

would ordinarily be the case.
Lay employees are compensated with wages and fringe benefits ac-

cording to the value of their work. All the monks and nuns, however,
owing to their vows of poverty, have forsworn any material recom-
pense for their labors. Theimonks and nuns live what Roman Catholic
law calls a common life, in which they share exactly the same food,
clothing, losing, and other features of monastic life without regard
to their position of authority in the monastery and without regard to
whether they are on the business work force or not. A Cistercian monk
or nun owns absolutely nothing in this world and has no claim against
the monastery in the event that the monk or nun should leave the com-
munity to rejoin the secular world.

The Citteiran Order has existed (sometimes flourishing, sometimes
barely surviving) for almost 1,000 years. One of the most traditional
manifestations of the religious and apostolic mission of the order is
the foundation and care ofnew monasteries. Because of its austerity
and seclusion, the Cistercian way of life is not likely th attract a large
percentage of the human race. But in every century a significant num-
ber of men and women have felt called to find Godin this mode of ex-
istence. The order has grown slowly and steadily throughout the world.
The established monastkeries consider it to be one of their prime func-
tions to help fledgling monasteries achieve a secure foothold. Every
Cisterrian monastery can trace its parentage directly back to the origi-
nal foundation at Citeaux in 1098.

Although cloistered and secluded from the secular world, the Cis-
tercian monasteries are far from indifferent to the needs and catas-
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trophes of mankind. Normally able to support themselves, they have
a tradition of helping to support others, especially those who are poor
and needy. In any given year the Cistercian monasteries receive many
requests for such help, and they normally give away more than they
receive iii contributions.

The apostolic mission of the Cistercian monasteries thus defines it-
self in two ways: First, in respect to the members of the monasteries,
who seek God according to the Cistercian way of life; and second,
with respect to the secular world, through the extraordinary spiritual
witness that the monasteries give to the world and through the mate-
rial help that the monasteries provide for the poor and needy. The
monasteries are devoted, by prayer, witness, and generosity, to the
promotion of the Christian religion throughout the world.

The apostolic mission of the Cistercian way of life also manifests
itself, following the rule of St. Benedict, by providing a place for
spiritual retreat for those who desire to spend some time away from
the ordinary concerns of life and to devote themselves to a period of
prayer and reflection. Although the Cistercian monasteries do not op-
erate schools or colleges, they are centers of spiritual learning and
experience not only for their own novices and members but for many
of the laity and clergy, who come to the monasteries for a few days,
a week, or longer.4 Most monasteries have a "guesthouse" in which
visitors may make retreats or other spiritual exercises. Such visitors,
like the general public, are free to assist at the liturgical worship of
the monastery. These visitors are guests of the monasye an no
charge is ever made for their food and lodging. The simplicity and
austerity of the Cistercian way of life have always been matched by
its hospitality and generosity.'

4 An eminent psychologist has recently described his experience during a half-year visit
at a Cistercian monastery: Nouwen, "oeDesee Diary" (1976).

, For a more complete description of the Cistercian way of life, see rhomas Merton,
"The Waters of Shoe (1949) and "The Blle.t Life" (1957) ; owrle J. Daly. "Benedictine
Monasticism" (1965); Peters (ed.), "Monks, Bishops, and Pagans" (1949; reissued 1975).
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PRIVATE TRUCK -COUINCIL OF AMERICA, INC.,
Waington, D.C., A pril 20,1976.

Hon. Russiau B. LoNo,
Chaimwn, C mittee on Finane,
Washington, D.C.

DEAR MR. CHAMMAN: These comments are being filed on behalf
of the Private Truck Council of America, Inc. (PTA), the national
organization representing interests of more than 1000 nontransporta-
tion companies which operate trucks in furtherance of their primary
businesses.

The council appreciates the opportunity of submitting for the pub-
lic record the following statement in support of the repeal of the
10-percent Federal excise tax on new trucks and truck trailers, and
the 8-percent tax on truck parts and accessories.

PTCA believes that the long overdue repeal of these excise taxes is
fully consistent with and supportive of efforts for achieving greater
tax equity, stimulating the economy, bolstering employment, and re-
ducing inflationary cost pressures on the consumer.

Last year such a proposal was approved by the committee and passed
by the Senate as part of the Senate version of H.R. 2166. We are con-
vinced that the merits of the case for repeal are even greater in 1976,
for which reason we strongly urge that efforts be renewed to achieve
its adoption by the entire Congress.

Under present law the only motor vehicles subject to the 10 percent
manufacturers excise tax are those in excess of 10,000 pounds gvw.
Passenger automobiles and light-duty trucks up to 10,000 pounds
were exempted by Congress in 1971.

Prior to this automobile parts were exempted from the 8-percent
parts tax. The vast majority of products originally subject to similar
"temporary" Federal excises, imposed in wartime and largely to dis-
courage consumption, have long since been exempted. Consequently,
these remaining excise taxes would seem to discriminate against -one
class of products to the relative advantage of others, thus imposing an
added burden-which ultimately must be passed on to the consumer.
Congress should act now to complete the job of ending this system of
excise taxation in this area.

While these excises are currently devoted to the highway trust fund,
they are really not, unlike other trust fund taxes, user-charge levies.
They are based on factory sales of new products and not on the use
of these products on our highways.

Furthermore, the vehicles now subject to this rather onerous tax
represent less than 20-percent of total new truck sales annually. And
yet, it is this relatively small segment of the total truck market that
appears to be evidencing the most difficulty in recovering from the
double impact of inflation and recession in recent years. As the facts
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seem to indicate, the decline in retail sales of these taxed trucks has
been far greater than the sales of decline of nontaxed trucks during
the past 2 years.

This sales decline has naturally resulted in a similar decline in tax
revenues from these excises. The Internal Revenue Service reports that
the receipts from the 10-percent truck tax declined from $554 million
in calendar 1974 to $394 million in calendar 1975, a 40-percent drop.
And no doubt there were other peripheral revenue losses such as per-
sonal and corporate income taxes, not to speak of other Federal, State,
and local revenue losses stemming from the same basic problem.

This decline in tax revenues would have been greater had there not
been a sharp increase in the price of these commercial vehicles in
recent years. In some cases, the increase has been as much as 50 percent
over the cost of medium- and heavy-duty trucks just 5 years ago. This
price increase has been due to a combination of sharply rising mate-
rial and manufacturing costs due to inflation and to increased Federal
requirements. These increases have been compounded by the 10-percent
excise tax which each time the price of a vehicle increases collects more
revenue. It is an unavoidable fact of the economic system that such
increases must ultimately be borne by the consuming public. Therefore,
we submit that the repeal of these excise taxes would act to measurably
ease such inflationary burdens on consumers.

Attached for your further consideration is a copy of a resolution
passed by the PTCA board of directors calling for the repeal of these
taxes.

Sincerely, JOHN C. Wu~rrE.
Enclosure.

RESOLUTION TO REPEAL FEDERAL VEmCrni EXCISE TAXES ON TRUCKS,
TRUCK TRAILERS, AND ACCESSORIAL ITEMS

Whereas the Private Truck Council of America, Inc., represents
businesses and industries which operate their own private trucks as
a necessary transportation function in the conduct of their nontrans-
portation businesses, and

Whereas private trucks constitute approximately 85 percent of all
trucks registered in America and 'are owned by a wide spectrum of
businessmen ranging from farmers to bakers, bottlers, and tradesmen,
and

Whereas a substantial percentage of these trucks are over 10,000
pounds gross vehicle weight and therefore are subject to the manufac-
turers' Federal vehicle taxes, and

Whereas the total Federal excise taxes on trucks, truck trailers, and
accessorial items constitute an annual tax burden of $700 million which
must be passed on to shippers, consumers, and users, and

Whereas these costs add to the final price of all consumer goods
which must be transported by truck during part of their journey
from the producer to the consumer, thereby fanning further the fires
of inflation, and

Whereas the prices of trucks and truck trailers have increased sub-
stantially in recent years due to inflation, and Government mandated
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standards to the point that truck sales have dropped drastically in
recent months, thereby causing unemployment in communities where
truck manufacturing plants are located, and

Whereas repeal of the said excise taxes would provide an incentive
to businesses to purchase new trucks and truck trailers rather than
assume increased maintenance costs by operating existing trucks be-
yond their normal life expectancy, therefore be it

Reolved, That the Private Truck Council of America, Inc., urges
the Congress to take immediate steps to repeal Federal vehicle excise
taxes on trucks, truck trailers, and accessorial items.

Sr.%TFMENT OF THE .coroR & EQUiH'MENT MA%1.%N.t'F.%vrnERs ASSOCIATION

I. INTEREST OF TIlE MOTOR & EQUIPMENT MANUFACTURERS ASSOCIATION

The Motor & Equipment Manufacturers Association ("MEMA") is
composed of approximately 750 manufacturers of automotive and
truck parts, equipment, chemicals, accessories, and tools. These manu-
facturers have plants located throughout the United States and pro-
duce virtually every piece of equipment used in, or in connection with,
servicing.all forms of motor vehicles, off-the-road vehicles, and indus-
trial engines. Some members sell to the aftermarket only, some sell
original equipment only, while most sell to both channels.

Aftermarket sales are the sales of replacement parts to warehouse
distributors, wholesalers, national accounts and service sales divisions
of vehicle manufacturers, fleet specialists, and engine rebuilders. It
is the automotive aftermarket sales of truck parts and accessories that
would be most affected by the excise tax repeal provision we urge this
committee to adopt in connection with its present tax reform consider-
ations.

Original equipment sales are not an immediate concern because, as
this committee is aware, such sales to vehicle manufacturers are exempt
from excise taxes, provided an exemption certificate is furnished if
the part is to be used in the further manufacture of a taxable automo-
tive or truck chassis or body. Further, as a result of the Excise Tax
Reduction Act of 1965 (Public Law 89-44), the excise tax on auto-
mobile parts (including truck parts interchangeable with automobile
parts) has been repealed. Our concern, therefore, is with the sole
remaining category of automotive parts which remains subject to
tax-those truck parts and accessories, sold in the aftermarket which
have no passenger vehicle applications."

3I. STATEMENTS OF OTHER AUTOMOTIVE INDUSTRY GROUPS

This committee received testimony on April 6, 1976, from several
other automotive industry groups: the Motor Vehicle Manufacturers
Association, the Truck Body & Equipment Association, and the Truck

L It should be noted that, prior to the Exctse Tax Reduction Act of 1965. there was nn
ditinction made In the taxation of automobile and truck parts. Both were lumped
together in sec. 4061 (b) by the code as "automobile and truck parts" and subjected to tn
8.pereent excise tax. That act repealed the tax on automobile parts but retained the tAv no
truck parts.
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Trailer Manufacturers Association. Representatives of these groups
stressed the fact that the general economic decline in this country has
been perhaps most acutely felt in the automotive industry and that
excise tax repeal would provide a strong stimulus for the recovery of
this industry. Those representatives urged the repeal of the 10-percent
excise tax on new trucks and trailers, as well as the 8-percent tax on
replacement truck parts and accessories. MEMA fully supports and
endorses the position taken by these industry groups, but in order not
to be repetitive of previous testimony, limits its comments in this
statement to the tax treatment of truck parts and accessories.

III. BRIEF STATEMENT OF POSITION

At present, section 4061(b) (1) of the Internal Revenue Code im-
poses an 8-percent excise tax on parts and accessories for trucks, buses,
or similar over-the-road vehicles.' The excise tax is not imposed on
any truck part or accessory which is suitable for use, and ordinarily
is used, on or in connection with passenger vehicles. Briefly stated, andl
for the reasons set forth in more detail hereafter, we urge this com-
mittee to repeal this tax or, at the least, extend the exemption to include
(and exclude from tax) parts and accessories which are suitable for
use, and ordinarily ar used, on or in connection with off-highway
engines or vehicles. If this committee decides not to repeal the tax in
its entirety but to extend the exemption, it could easily do so by amend-
ing § 4061 (b) (2) to read as follows:

No tax shall be imposed under this subsection upon any part or accessory which
is suitable for use (and ordinarily is used) on or in connection with, or as a
component part of, any of-highway statiWnary engine, any chass*s or body for
an off-highway vehicle, any chassis or body for a passenger automobile, any
chassis or body for a trailer or fmitraller suitable for use in connection with
a passenger automobile, or a house trailer. (Italic portions indicate the language
necessary to effectuate the proposed amendment.)

Iv. PRZOR EXCISE TAX REPEAL EFFORTS

Earlier this year, this committee added a provision to its version
of H.R. 2166, the Tax Reduction Act of 1975, which would have re-
pealed not only the parts and accessories excise tax, in toto, but also
the excise tax on new trucks, buses, and trailers. The Senate voted its
approval of this provision, but the provision was subsequently dropped
by the conference committee. As stated in the report of the Senate
Finance Committee, the repeal provision was adopted "both to provide
a stimulus for the purchase of trucks and buses, and because of the
additional employment this is expected to create." I Thus, the Senate
Finance Committee was acutely aware of the serious economic prob-
lems in the automotive industry. As indicated by the recent testimony
of the industry groups previously referred to, those problems have
not diminished.

Under threat of a presidential veto, the act's revenue loss (after
it passed the Senate) was minimized in part by. eliminating the repeal
of the truck tax and tax on parts and accessories.

Until enactment of Public Law 92-17 the tax was scheduled to be phased out byDnte 81, 1061. The law now provides thatlthe rate for parts and accede eso will drop to
35 percent on and after Oct. 1. 1977.

a a. Rept. 94-8, 94th Cong., lot sm, Mar. 17, 1975, p. 68.
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As a secondary factor for eliminating this repeal provision, the
conference committee stated:

While the conference committee Is quite aware of the depressed conditions
existing In the truck manufacturing and marketing industry, it felt that the repeal
of these excise taxes should more properly be considered in conjunction with the
Public Works Committee, at a later date when Congres% considers the Federal
Highway Act and the Highway Trust Fund of which these taxes are a part.
(11. Rept. 94-120, 94th Cong., 1st Bess., March 26, 1975, p. 07.)
Despite the reasons given by the Conference Committee for not in-
cluding in the Tax Reduction Act of 1975 a total repeal of the excise
taxes on motor vehicles and related parts, the Ways and Means Com-
mittee saw fit to include in its Energy Conservation legislation, H.R.
6860 (which this committee has before it for consideration), several
provisionss for the repeal of certain manufacturers excise taxes which
form a part of the IIighway Trust Fund.

V. EFFECT ON 10IG11WAY TRUST FUND

We strongly urge this committee to repeal the entire truck parts
and accessories excise tax. A total repeal of the truck parts and acces-
sories tax would reduce the annual revenues of the Highway Trust
Fund by about $150 million." The consumer savings from repeal of
the tax, as explained in section VI hereof, would equal three to four
times that amount. Repealing the tax on only those parts and acces-
sories which are suitable for use, and ordinarily are used, on or in
connection with. off-highway engines and vehicles would impact even
less heavily on those Highway Trust Fund revenues. Further, the
committee should recognize that the revenue from the tax on parts that
are interchangeable on off-highway engines and vehicles does not be-
long in the Highway Trust Fund in the first place.

Te concept behind the creation of the Highway Trust Fund and
consigning to that fund various excise taxes was the "user charge"
concept; thlat is, the attempt to make certain that the chief users of a
particular governmental service, in this case the interstate highway
system, would pay their fair share of providing that service Wile
thlis is a valid principle of taxation, it can readilyte seen, by definition,
that off-highway vehicles and engines do not use the interstate highway
system. We estimate that only one-fourth to one-third of the diesel
engines built each year in the United States are used in trucks, with
the remainder being used in off-highway vehicles or applications.

The off-highway applications include municipal water pumping
stations, peakload electricity generation, emergency electricity genera-
tion in hospitals, generation of electricity used in airplanes, pumping
oil in oil fields, military service equipment and small ships andlanding
craft, emergency water supply in case of fire in manufacturing plants
and institutions, heavy duty material handling equipment, construc-
tion equipment, earth moving equipment, farm tractors, air corpres-
sors, marine engines and others. Nevertheless, the majority of the
replacement parts for off-highway vehicles and applications are-subject
to the manufacturers excise tax because independent manufacturers

' At present, the excise tax rate Is scheduled to drop to 5 percent by Oct. 1. 19??, with
revenues reverting to the "neral treasury. The Federal-aid highway bills (H.R. 8285 and
S. 2711) would extend these and all other excises devoted to the Highway Trust Fund, at
their present rates, through Sept. 80, 1979.
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are simply unable to substantiate to the satisfaction of the Internal
Revenue Service that the primary use (the present standard for taxa-
ability) of specific replacement parts is in the off-highway category.
In imposing the excise tax on truck parts and accessories, it was in-
tended that the actual users help pay for the construction and mainte-
nance of our highways. In actual practice, however, the tax burden
falls mainly on the nonhighway users enumerated above.

Vw. ONSUNEU SAVINGS FROM TIE PROPOSED AMENDMENT

In repealing excise taxes, the Congress has consistently expressed an
abiding concern that the resulting economic benefits not flow primarily
to business at the expense of tlie consumer, but that the consumer
receive the ultimate benefit. In this regard, there is no question that the
primary beneficiary of the repeal of the 8 percent excise tax on the
trust parts with which we are concerned will be the consumer.

Most product manufacturers, and manufacturers of automotive
products are no exception, utilize a three to five step distribution
system for marketing their diverse products. The various distribution
channels at each step, in computing prices to customers, mark up
their total costs including taxes. The 8 percent excise tax on truck
parts since it is based on the manufacturer's selling price is pyra-
midea through each step of the multichannel distribution process.
A multiplier effect is created for the excise tax and the ultimate
consumer often ends us paying, as part of the final price, the equivalent
of three to four times the original tax.

Thus, for example, the repeal of the automobile parts tax in 1965
cost the Treasury $224 million in revenue but, when multiplied
through the automotive aftermarket distribution system, saved con-
sumers of such automotive parts an estimated th6ee quarters of a
billion dollars. By the fame principle, consumers of truck parts having
off-highway uses will save upwards of three times the amount of
revenue that will be lost to the Treasury by repeal of this tax. We
submit that the benefits to the consumer are well worth the cost to
the Government.

VII. CURRENT DIFFICULTIES IN MAKING EXCISE TAX DETERMINATIONS

At present, a part or acce.sory which is used on oer-the-highway
trucks as well as on off-highway vehicles or engines is subject to the
excise tax unless the manufacturer can prove that the primary design
and use of such part is off-highway. Further, the primary use test
depends upon the use of a part by the customers of not just an indi-
vidual manufacturer but of all manufacturers of that part or competi-
tive parts. Thus, even if an individual manufacturer could accurately
determine that the aftermarket use of a part it manufactures was
entirely on off-highway vehicles, that manufacturer would still be
liable for the tax unless it could show that the primary use of such
part (or competitive parts), on an industrywide basis, was on off-
highway vehicles.

The independent manufacturer, especially the, small manufacturer
which sells exclusively to the aftermarket, is placed at a competitive
disadvantage with respect to making excise tax determinations. The
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larger manufacturer which sells to the original equipment market
as well as the aftermarket has a better understanding of how the
parts it sells are used because it can extrapolate original equipment
sales as a measure of its aftermarket sales and approximate its excise
tax potential. A replacement parts manufacturer does not have the
same ability to make reasonably accurate excise tax determinations
and, upon a later audit and retroactive tax assessment, faces an almost
impossible burden of proof.

We advocate total repeal of the parts tax. Failing that, we have
recommended a new standard of taxation which would remove this
extreme burden from parts manufacturers and make excise tax deter-
minations more uniform and much easier to make. This is in large part
due to the fact that the definitional standard of taxation ("suitable
for use, and ordinarily is used") has been a part of the excise tax
statute since 1965 in connection with the exemption for parts and
accessories which are interchangeable with passenger vehicles. Several
rulings of the Internal Revenue Service, particularly in recent years,
have ielolpd define that standard administratively to the point that
all manufacturers, regardless of their market, are able to make excise
tax determinations with a fair degree of certainty as far as passenger
vehicle parts are concerned. Such is presently not the ease for parts
manufacturers servicing off-highway vehicles for the industrial engine
market.

Extending to the manufacturers of interchangeable off-highway
parts the same standard of exemption as is available to manufacturers
of interchangeable automobile parts will assist greatly in ending
existing inequalities among such manufacturers with respect to excise
tax determinations and payments.

VIII. RELATIONSHIP OF EXCISE TAX REPEAL TO ENERGY CON SER'ATION.

In its report accompanying H.R. 6860 (which is under consideration
by this committee), the Ways and Means Committee made the observa-
tion that:

There are several excise taxes applied to energy-efficient products which have
the effect of discouraging their use by increasing their pAce. Savings in energy
can be achieved in these Instances by removal of the tax.-H. Rept. 94-221 at
94-221 at 94th Cong, 1st seas., May 15, 1975, p. 15.

To effectuate its policy of energy-saving, the Ways and Means Com-
mittee repealed the 10 percent excise tax on intercity buses (to en-
courage this more efficient means of mass transportation) and also re-
peal .the 10-cent-per-pound excise tax on radial tires (because such
tires improve gas mileage by between 3 and 5 percent). However, re-
placement parts for those sa me buses remain taxable.

We suggest to this committee that gas mileage and total fuel effi-
ciency are increased not only by the use' of radial tires but also.by the
proper overall maintenance .and repair of the entire vehicle--in par-
ticular, the internal combustion engine. In fact, the U.S. Environmen-
tal Protection Agency has estimated that a vehicle which is nialad-
justed or unmaintained (for example, spark plugs misfire, air filters
are clogged, carburetor is improperly adjusted) can suffer a fuel econ-
omy penalty of 20 percent or more. Although. the EPA was referring
to automobiles, the same result holds true with any vehicle powered
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by an internal combustion engine. An off-highway earthmoving ma-
chine or a farm vehicle will run poorly andinefficiently if it is not
properly maintained and, because many of such vehicles have a higher
consumption of gas per mile than automobiles, the energy loss conse-
quences may be much more severe.

In spite of this, the effect of the current excise tax on certain truck
parts and accessories is to increase the price of these items and post-
pone replacement and repair of engine parts that are essential to fuel-
efficient performance. We suggest to this committee that, on an energy-
conserving basis alone, the repeal provision we urge should be adopted.
A tax on the proper maintenance of motor vehicles does not make any
sense in light of today's energy problems and the entire truck parts
tax is precisely such a tax.

Ix. OTHER FACTORS JCST1FYINO THE REPEAL OF THE EXCISE TAXES
IN QUESTION

A. An excise tax i8 a co8t of doing business unrelated to norwz com-
petition, to prodiwtivity, or profitability of the manufacturer

One of the many negative features of the parts tax is that it consti-
tutes an inflexible "front-end load" on the cost of doing business. Be-
cause it does not respond to market impulses as do other costs of doing
business, it discourages capital investment in equipment designed to
improve productivity and efficiency.

When the objective is economic growth, taxes should have a mini-
mum effect in reducing the rate of capital formation. Indeed, the Tax
Reduction Act of 1975 offered an incentive to capital formation in the
form of an increased investment tax credit: we merely ask that a detri-
mental influence to capital investment, in the form of a discriminatory
excise tax, be removed.
B. The parts tax impedes the development and u8e of better cnd safer

parts
Another undesirable feature of the tax on truck parts is that it

taxes articles which, in many respects, are necessary for the safe opera-
tion of the vehicles. It can be, quite literally, a tax on safety. The qual-
ity of parts and their timely replacement are factors which greatly af-
fect the safety characteristics of any motor vehicles.

As individuals, and consumers, we are all aware of the importance
of such articles as shoes and drums for brakes which must be replaced
periodically to insure safety for the operator of the vehicle as well as
others on the highway. And yet, most replacement parts for off-
highway vehicles, inefuding farm machinery, which are as vital to
the sa e condition of these vehicles as automobile replacements parts
are to automobiles, have to carry the disincentive to their purchase of
an 8 percent excise tax. The price of safety equipment to the consumer
can be a determining factor when a consumer is considering the pur-
chase of a safety device. Tf we are to encourage preventive mainte-
nance, rather than remedial maintenance, and increase the safety as
well as the fuel-efficiency of all vehicles, the price incentive of an ex-
cise tax cut on truck parts having off-highway uses will be of great
assistance.
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X. CONCLUSION

In conclusion, we submit that an amendment which would repeal
the excise tax on truck parts and accessories-or, at the least, for those
parts and accessories having off-highway uses-will have an obvious
energy-conserving effect, will not adversely impact either the purpose
or the revenues of the Highway Trust Fund, will promote the use of
better and safer parts and will make excise tax determinations more
uniform in the automotive industry. Equally as important is the fact
that the savings from repeal of the tax will pass through, with a
multiplier effect, to the ultimate consumer.

We urge this committee to give its serious consideration to the ex-
cise tax repeal recommendations set forth in this statement.
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STATPAMNT OP AMERICAN MUTUAL INSURANCE ALLI NoC

IN OPPOSIMON TO LEOISLATIObT MT= G FILING OF CONSOLIDATED
RETURNS BY LIFE INSURANCE CO3PANMI

Tie American Mutual Insurance Alliance is opposed to the enact-
ment of S. 2985 and I.R. 12126 (on which testimony was received
from one witness on April 5, 1976), or any similar legislation to permit
life insurance companies to join in the filing of consolidated returns
with non-life companies.

'1he Alliance is a nonprofit association, established in 1922, com-
posed of over 100 mutual fire and casualty insurance companies, which
together write almost $4 billion of fire and casualty insurance for its
policyholder members each year.

The Alliance had previously advised the staff of the Joint Com-
mittee on Internal Revenue Taxation of its opposition to such legisla-
tion last November. The Alliance has recently been joined in this
opposition by the National Association of Independent Insurers, a non-
profit association of over 600 mutual and stock fire and casualty insur-
ance companies, which together write over $23 billion of fire and casu-
alty insurance each year.

SUMMARY

It has long and repeatedly been concluded by both the Congress and
the courts that the method of taxation of life insurance companies is
so different from that of other types of companies (including fire and
casualty insurance companies) that they should not be permitted fb file
consolidated returns with such other types of companies. Although the
method of taxation of life companies was modified in 1959, this prin-
ciple remains sound today. If a life company were permitted to file
a consolidated return with a casualty insurance affiliate as if it were a
single company, its tax liability would differ significantly dependent
upon whether its life or casualty insurance business predominated. If
a life company were permit to file a consolidated return with a
casualty insurance affiliate on a "bottom line" basis by simply mathe-
matically combining its net life company taxable,income (computed
under part I of subchapter L) with its net casualty company taxable
income (computed under part II and III of subchapter L), less tax
would be paid in many instances than if the combined enterprise were
taxed as a single company (under parts I, II or III of Subchapter L)
contrary to the underlying principle of consolidated returns of "tax-
ing as a single business unit what in reality is a single business unit."
It was never intended that, by shifting income and deductions between
affiliates, consolidated returns be used to enable an enterprise consist-
ing of several companies to pay less tax than if operated as a single
enterprise.

(3317)
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Assuring life companies that if they enter or engage more vigor-
ously in the fire and casualty business, they will be able by means of
consolidated returns to write off losses which cannot be written off by
other com anies in the first and casualty business, could have the com-
petitive e ect of destroying the existing fire and casualty industry and
make it even more difficult, if not impossible, for the now beleaguered
industry to meet their obligations to their policyholders. The ultimate
result would be loss of capacity and instability for a prolonged pe-
riod-at the expense of both the Treasury and the public.

EXISTING LAW WITH RESPECT TO TiE TAXATION OF INSURANCE COmiPAIES

Insurance companies are now subject to taxation under one of three
separate methods-depending upon the way in which they are orga-
nized and the nature of the business which they conduct:

Life insurance companies-whether stock or mutual-are subject to tax under
part I of subchapter L (sections 801-8-90) of the Internal Revenue Code of 1954.

Mutual nonlife (fire and casualty) companies are subject to tax under part II
of subchapter L (sections 821-826), I.R.C. of 1954.

Stock nonife (fire and casualty) companies are subject to tax under part III
of subchapter L (sections 831 and 832). I.R.C. of 1954.

The method of taxation of life companies is distinctly different from
the method of taxation of nonlife companies. The method of taxation
of mutual fire and casualty companies is now essentially the same as
that of stock fire and casualty companies, except in the case of very
small mutual fire and casualty companies (having annual gross pre-
miums and investment income of less than $500,000) and except for
certain special adjustments as described hereinafter. See H. Rept. 1447,
87th Cong., 2d sess., .p. 42, and S. Rept. 1881, 87th Cong., 2d sess., p. 54.

Simply stated, a life insurance company subject to tax under part I
of subchapter L computes its tax as follows: First, it computes its
"gain from operations" (as defined in section 809), which can be
roughly defined as the mathematical sum of its investment income (or
loss), its capital gains (or losses), and its underwriting income (or
loss). Next it computes its "taxable investment income," under section
804; in arriving at "investment income," all capital gains as well as
dividends, interest, et cetera, are included; in arriving at "taxable
investment income," however, the "policyholders' share' of such in-
come (other than long-term capital gain) is excluded based on policy
reserve requirements. Then the company is subject to tax at regular
corporate rates on (1) the lesser of (a) the company's share of taxable
investment income or (b) its "ain from operations," plus (2) 50 per-
cent of the excess, if any, of its 'gain from operations" over its taxable
investment income. In determining underwriting income (or loss) a
deduction is allowable for.dividends to policyholders limited in gen-
eral by section 809(f) to the excess of "gain from operations" (coin-

9 uted before such deduction) over "taxable investment income" and
,250,000. In addition, in the case of a stock company, it will ultimately

be taxed on the remaining 50 percent of the excess of its "gain from
operations" over taxable investment income, but only if and when-
after distributing all other accumulated earnings-it distributes such
excess.

By contrast, both mutual and stock fire and casualty companies are,
except as hereinafter indicated, generally taxed (under parts II or III
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of subchapter L) currently at regular corporate rates on simply the
sum of their total investment income (or loss) (as described in section
832(b) (2)) their capital gains (or losses), and their underwriting
income (or loss) (as described in section 832 (b) (3)). See sections 823
and 832. In determining underwriting income (or loss), a deduction is
allowable for dividends actually paid to policyholders under section
832(c) (11) without limit as to amount. Mutual fire and casualty com-
panies are required to adjust their underwriting income for additions
to or subtractions from their "protection against loss account" (See
sections 821(b) (1) (C), 823(a) (1) (B), aind 824). Small mutual fire
and casualty companies having gross premiums and investment income
of less than $1,100,000 are permitted an additional deduction of a
maximum of $6,000 under section 823 (c). Small mutual fire and cas-
ualty companies having annual gross premium and investment income
of over $150,000, but less than $500,Q0O, may elect under section 821 (c)
to be taxed on their investment income only, and small mutual fire and
casualty companies having gross annuaT premium and investment
income of less than $150,000 are generally exempted from tax by sec-
tion 501(c) (15).

We believe that difference in the toethocd of taxation of the three
types of companies is justified by differences in the nature of their
businesses.

HISTORY OF CONSOLIDATED RETURN AVAILABILITY FOR INSURANCE
COMPANIES

Section 1504, in defining an "affiliated group" eligible to file a con-
solidated return specifically includes-

Insurance companies subject to taxation under section 802 [part I of sub-
chapter L, I.e. life companies] or 821 [part II of subchapter L, i.e. mutual fire and
casualty companies].
except that it does provide that "two or more domestic insurance com-
panies each of which is subject to taxation under the same section" May
file a consolidated return for an affiliated group consisting of "such
insurance companies alone." See sections 1504(b) (2) and 1504(c).
Thus, (1) a life company may now file a consolidated return with
another life company but not with a fire and casualty company, or
with a noninsurance company, (2) a stock fire and casualty company
subject to taxation under section 831 (part III of subchapter L) may
file a consolidated return with another stock fire and casualty company
or a noninsurance company, but not with any other type of insurance
company, and (3) a mutual fire and casualty insurance company may
not file a consolidated return with any other type of company. (The
latter prohibition results from the fact that section 1504(c) permits
the filing of a consolidated return only with another insurance com-
pany subject to tax under the same sectioi of the Code, that is, another
mutual fire and casualty company, and since by definition a mutual
fire and casualty company has no stock it cannot have another mutual
company as either a parent or subsidiary so as to meet the affiliation
test of section 1504 (a) of the Code.)

Congress has at least five times over the last 50 years considered the
question of whether life companies should be permitted to file consoli-
dated returns with other companies and has repeatedly concluded that
they should not.
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As early as the Revenue Act of 1928, it was specifically provided in
section 141 (e) that an insurance company subject to the tax imposed by
section 201 (life) or 204 (stock fire and casualty) could not file a
consolidated return with a corporation subject to the regular corporate
tax. Most mutual casualty companies were not then subject to tax.

The Revenue Act of 1932 amended section 141 (e) to further provide
that a life company could not file a consolidated return with a stock
casualty company. The Senate Finance Committee report of the 1939
Revenue Act explained:

"Under existing law, life Insurance companies or insurance companies other
than life or mutual are not permitted to file consolidated returns with corpora-
tions engaged in other lines of business because of the difference in the method
of taxing insurance as compared with ordinary corporations. The same difficulty
has been encountered in connection with life and fire insurance companies. Ac-
cordingly, the proposed amendment does not permit a life insurance company to
file a consolidated return with a fire insurance company."-S. Rept. 665, 72d
Cong. 1st sess., p. 33).

It was subsequently held that even prior to the 1928 and 1932 amend-
ments, a consolidated return between a life insurance company and an
ordinary corporation, or between a life insurance company and a
nonlife insurance company was impracticable:

The commissioner correctly held that a life insurance company either life or
other than life or mutual, was not entitled under the Revenue Act of 1921 (42
Stat. 227, 240) and subsequent acts to file consolidated returns with an ordinary
corporation taxable under the provisions of the acts applicable to corporations
generally, and to have its tax determined on the basis of such consolidation.

The fundamental and underlying reason for denying the affiliation between an
Insurance company and an ordinary corporation existed for 1921 and subsequent
years because of special treatment and classification by Congress of insurance
corporations.

Special provisions were enacted for the determination of taxable Income
of such corporations consisting solely of investment income . . . and the deduc-
tions allowed life insurance companies as well as those allowed Insurance com-
panies other than life or mutual, differed materially from those allowed ordi-
nary corporations. National Life Insurance Company v. United Stages, 4 F.
Supp. 1000 (Ct Cls., 1933), cert. den. 291 U.S. 683.

Permitting a life company to file a return with a nonlife company-
would result in a hybrid of two different systems quite as much as if the
combinations were between an Insurance and an ordinary corporation. The cases
established that separate classification and different methods of computation
reasonably Imply an exception to the literal terms of the statute. Accordingly, the
life insurance company will be denied the privilege of filing a consolidated re-
turn with insurance companies of a different type. Commissioner v. Traveler*
indemnity Co., 83 F. 2d 937 (2d Cir., 1938).

The Revenue Act of 1934 subsequently abolished the filing of con-
solidated returns for all types of corporations except railroads.

The Second Revenue Act of 1940 (excess-profit tax) reinstated the
election of filing consolidated returns for excess-profit tax purposes.
Section 730(e) (6) excluded from the definition of includiblee corpo-
rations" for consolidated return purposes, insurance companies sub-
ject to tax under section 201 (life), section 204 (stock fire and casu-
alty) or section 207 (mutual). However, section 730(f) provided that
two or more insurance companies subject to tax under the same section
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could file consolidated returns. The Conference Committee report
contained the following explanation:

While insurance companies in general are not includible In an affiliated
group, an insurance company may be afiltated with other Insurance companies
of the same taxable character. For example, an insurance company taxable under
section 201 may file a consolidated return with another insurance company
taxable under the same section, assuming both companies meet the stock owner-
ship test, An insurance company taxable under Section 201 may not, however,
file a consolidated return with another insurance company taxable under sec-
tion 204 or section 207.--H. Rept. 300Z 76 Cong. 8d sess., p. 54.

The Excess-Profit Tax Amendments of 1941 amended section 730
(e) (6) so as to exclude from the definition of an "includible corpora-
tion," only those insurance companies taxable under section 201 (life)
or 207 (mutual). Tile Ways and Means Committee report with respect
to this amendment, which permitted the affiation of an insurance
company taxable under section 204 (stock fire and casualty) with a
noninsurance corporation, stated:

Section 780 of the present law dealing with consolidated returns under the
excess-profits tax does not permit an insurance company to join In a consolidated
return with a noninsurance company. This restriction was Inserted because of
the special manner in which the income of insurance companies Is computed
under the income-tax laws. It Is believed, however, that the differences of com-
putation in the case of an insurance company other than life or mutual are not
so significant as to prevent such a company from filing the consolidated return
with an ordinary corporation with which It Is affiliated. Consequently, this
section amends section 780 to permit such Insurance companies, that is, those
subject to taxation under section 204, to join in consolidated returns with ordi-
nary corporations.-H. Rept. 146, 77th Cong. 1st sess., p. 14.

The Revenue Act of 1942 reintroduced the election of filing con-
solidated returns generally for income tax purposes. Sections 141
(e) (2) and (f) as pertinent herein, contained the same provisions as
did sections 730(e) (6) and (f) of the excess profits tax provisions, and
excluded from the definition of an "includible corporation," an insur-
ance company taxable under section 201 or 207, but permitted insur-
ance companies taxable under the same section to file consolidated re-
turns with each other assuming they met the stock ownership test.

Section 1504 of the 1954 code reenacted, substantially unchanged,
the language contained in section 141(e) (2) and (f).

It has been said by proponents of the present proposal to permit
consolidated returns that these conclusions are no longer sound in
light of the enactment of the Life Insurance Company Tax Act of
1959, subjecting "all elements of a life company's income to tax." As
previously noted and discussed in greater detail hereafter, life com-
panies are not subject to tax today on simply the sum of their invest-
ment and underwriting income, as are fire and casualty companies. As
late as 1974-15 years after enactment of the Life Insurance Com-
p any Tax Act of 1959-the Congress was faced with the problem of
how life insurance company dividends should be treated for personal
holding company consolidated return purposes. The Senate Finance
Committee specifically noted:

Life Insurance companies generally are not eligible to participate as a mem-
ber of a consolidated group which Include othe noninsurance companies even
though the requisite common ownership exists between such companies (sw.
1504(b) (2)), because the unique accounting methods by which life Insurance

69-516--76--pt. 7-31
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companies are taxed make It difficult to consolidate their returns with other non-
Insurance companies. Consequently, under present law dividends from a life in-
surance company paid to another company constitute personal holding company
income to that company even though sufficient common ownership exists to meet
the requirements for filing consolidated returns.

The committee considered that the latter consequence was discrim-
inatory. If the committee then thought that the general prohibition
against life companies filing consolidated returns with nonlife com-
panies was unsound, it could have solved the personal holding com-
pany problem with which it was then concerned by simply recommend-
ing repeal of the prohibition. Recognizing, however, that for reasons
quoted, the basic prohibition was sound, it proposed instead-and
Congress enacted into law as a part of Public Law 93-480--a provi-
sion that

... dividends to any member of a consolidated group of corporations from a
life Insurance company are not to be included either as consolidated personal
holding company income or as consolidated adjusted ordinary gross income If
the life insurance company is not a member of the affiliated group because of
the provision prohibiting insurance companies from participating In a consolidated
group.-S. Rept. 93-1061, 93d Cong., 2d sess.

OBJECTIONS TO S. 2985 AND I.R. 12126

Although, as now drafted, S. 2985 and H.R. 12126 would not only
permit a mutual or stock life company parent subject to tax under sec-
tion 802 (part I of subchapter L) to file a consolidated return with a
stock fire and casualty subsidiary subject to tax under section 831 (part
III of subchapter L), but also permit a mutual fire aid casualty com-
pany parent subject to tax under section 821 (part II of subchapter L)
to file a consolidated return with a stock life subsidiary-and many
of our member mutual fire. and casualty company members have such
life subsidiaries-the Alliance nevertheless believes that the enact-
ment of S. 2985 and H.R. 12126 would be contrary to the interest of
the mutual fire and casualty insurance company industry and also
contrary to the public interest.

S. 2985 and H.R. 12126 are silent as to the manner in which consoli-
dation would be effected. A single company engaged in the life insur-
ance business may also be engaged in the fire and casualty insurance
business. In such instance, it will be taxed under parts I. TI, or III of
subchapter L dependent upon the nature of the mix of its business.
To be taxable as a life company under part I of subchapter L. a com-
pany must meet the definition of a "life insurance company" contained
in section 801 (a), which defines such term to be limited for tax pur-
poses to:

An inFurance company which is engaged In the business of Isuing life Inqur-
ance and annuity contracts (either separately or combined with health and
accident Insurance), or noncancellable contracts of health and accident Insur-
ance, If-(1) Its life insurance reserves (as defined in subsection (b), plus
(2) unearned premiums and unpaid losses (whether or not ascertalned), or
noncancellahle life, health, or accident policies not included In life Insulrance
reserves, comprise more than 50 percent of its total reserves (as defined In
subsection (c)).

If an insurance company fails to meet such 50 percent reserve test it
is taxed as a mutual insurance company other than life (that is. a
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mutual fire and casualty company) under part II of subchapter L or
as an insurance company other than life or mutual (that is a stock fire
and casualty company) under part III of subchapter L. There is no
provision under which a company may be taxed in part under one part
of subchapter L and in part under another part of subchapter L of
the code. However, even though many State laws prohibit a single com-
pany from being engaged in both the life business and the fire and
casualty business, the code does anticipate the possibility that a com-
pany may be engaged under some State laws in both a life business and
a fire and casualtybusiness providing, for example,

(1) In section 832(b) (4), for a casualty company to treat as unearned
premiums "life insurance reserves as defined in section 801(b), pertaining to life,
burial, or funeral insurance, or annuity business of an insurance company
subject to the tax imposed by section 831 and not quality as a life insurance com-
pany under section 801," and

(2) In section 810(10) (3), for reserves for life companies unrelated to "life,
health or accident contingencies."

The Internal Revenue Service has also recognized the possibility of:
(a) Taxing a multiline company on its entire business under section

831, in Revenue Ruling 65-240, 1965--2 C. B. 236, involving stock
casualty company issuing life policies, and (b) taxing a multiline
company on its entire business under section 802, in Revenue Ruling
72-432, 1972-2 C. B. 400 involving a life company issuing casualty
policies.

The proposed legislation is silent as to whether these principles are
to be applied in the case of a consolidated return filed by an affiliated
group consisting of one company engaged in the life insurance busi-
ness and another conipany engaged in the fire and casualty business.
If the income of the two companies were consolidated as if they were.
a single multiline company, it is quite obvious that the way in which
the group would be taxed would be quite different, dependent upon
whet er: (a) The life insurance business predominated, making it
eligible for tax under section 802 (part I of subch. L) as a life com-
pany, or (b) the fire and casualty business predominated, making it
subject to tax under section 821 (Pt. II of subeb. L) as a mutual
casualty company, or section 831 (Pt. III of subch L) as a stock
casualty company.

The problem might be particularly difficult of solution if both a
mutual and stock company were involved since in such ease the. mutual
company must necessarily be the parent (since a mutual company by
definition cannot be a ubsidiary), but the predominant busi ness

" might be that ofthe subsidiary, not the parent.
It is-also obvious that: (1) Because life companies taxale under

part I of subchapter L are required to include in "taxable investment
income" only "the company's share" of investment income, whereas
fire and casualty companies are required under sections 822 and 823 ,r
831 to include in taxable income their entire investment income, and
(2) because life companies are in no event required to pay a current
tax on an amount greater than their share of investment income plus
one-half of the excess of "gain from operations" over "taxable invest-
ment income," whereas fire'and casualty companies are required under
sections 823 and 831 to pay tax on the sum of their total investment
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income and their underwriting income companies engaged in multiline
activities in which the life insurance business predominates may well
pay significantly less tax than a company engaged in a multilineactivity in which the fire and casualty business predominates, even
though their total economic income is the same.

It must also be recognized that since life insurance companies are
limited to a deduction for dividends to policyholders of $250,000 plus
_underwriting gain, whereas fire and casualty companies are not so
limited, there may be cases in which a multiline company engaged
predominantly in the fire and casualty business will pay less tax than
a multiline company engaged predominantly in the life business having
the same total economic income.

As previously set forth, the Congress has repeatedly concluded that
life insurance companies should not be "permitted to file consolidated
returns with corporations engaged in other lines of business -because
of the difference in the method of taxing insurance as compared with
ordinary corporations," and we believe that this is a sound principle
which should continue to be applicable in order to avoid giving com-
getitive advantages to one segment o# the insurance industry (pre-

ominantly engaged in one line of business) as compared to another
(predominantly engaged in a different line of business).

One way in which the income of life insurance companies could be
consolidated with the income of fire and casualty companies is on a
so-called bottom line method of consolidation under which each com-
pany in the affiliated group would compute its income under parts I,
I1, or III of subchapter L, respectively, and then combine such income
mathematically so as to arrive at a net taxable income on which they
would pay tax. It can easily be demonstrated, however, that on this
basis, some affiliated groups would pay far less tax than if their activi-
ties were conducted in a single economic unit, even if consolidated.
Suppose, for example, a comined multiline enterprise has a taxable
investment income of $750,000 of which the company's share is 46.67
percent for purposes of section 809, and 25 percent for purposes of
section 804, no capital gains or losses, underwriting income (before
deducting policyholder dividends) from the life insurance business of
$300,000, a net underwriting loss from the fire and casualty business
of $100,000, and pays out policyholder dividends--all to its life policy-
holders--of $550,000. Its tax liability would be computed as follows,
dependent upon (a) whether its business is conductedin a single com-
pany oR separate companies, (b) whether as a single company it would
meet the 50 percent reserve test so as to qualify as a life company tax-
able under part I of subchapter L, and (c) the way in which it segre-
gates its investments if operated as separate life and fire and casualty
companies 1

It Is rngnlsed that there are differences in the determination of "taxable Investment
Income" nder see. 804. "taxable Investment Income" under se. 822 and "investment
Income" under sec. 832. and that similarly there are differences in the computation of
underwriting income under sec. 809 (c) and (di-that term not being used In the statute,
"statutory underwrltln Income" under see. 823 and "underwriting Income" under ft
882 but the basi concepts are thesame, and the recognition of differences under the
vsifouu sections would accentuate rather than ameliorate the differences In result demon-
strated below. It to further receoglsed that the company's share of Inveatment Income
wou1d not neeesarily be the jame if some of the assets of the enterprise In the example
were held by the re and casualty company instead of all in the life company.
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It will be noted that in this example, regardless of whether the pre-
dominant business is a life business or a fire and casualty business,
less tax will be paid if the enterprise is divided into two separate com-
panie5, and taxable income is then combined on a "bottom-line" basis
than if the enterprise were taxed as a single company, whether as a
life or fire and casalty company. Should this be so ?

Other examples could be devised, in some of which the enterprise
would pay a greater tax on a consolidated bottom-line basis than if
operated as a single company. But why even should this be so?

The principle underlying consolidated returns generally is the "prin-
ciple of taxing as a business unit what in reality is a business unit *
(S. Rept. 617, 65th Cong., 3d sess, p. 9.) It was never intended that
consolidated returns be used for the purpose of enabling an enterprise
consisting of several companies to pay less tax than if-operated as a
single company.

Permitting life companies to fie consolidated returns on a bottom-
line basis with casualty companies would enable life companies to
shift income and deductions between affliates taxed as life companies
and affiliates taxed as casualty companies so as to take maximum advan-
tage of the taxing provisions for such type of company at the expense
of the Treasury.

BTADEL~rY o1 THZ FMl AND OASUALTYr INDUSTY

Proponents of the proposal have called attention to the severe finan-
cial lossesof many companies in the fire and casualty industry in recent
years and have asserted that by enabling life companies to enter the

and casualty business or to compete more vigorously in such busi-
ness (by assuring such companies that the near-term losses they expect
in the fir and casualty business can be immediately offset against the
life company profits), there will be greater capacity and stability in
the fire and casualty business. Adoption of the proposal could well
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'have the opposite effect; the existing fire and casualty industry is pro-
4hibited today from writing off its current operating losses against
profits of the same businesses for other years except for a very limited
period (3 years back and 5 years forward under sections 172, 823(b)
(1) and 8'25) and if companies affiliated with life companies were
permitted by means of the consolidated returns proposal to write off
losses for the fire and casualty business which could not otherwise be
written off, it is obvious that the proposal would provide the large
life insurance companies with a casualty affiliation a competitive
leverage which Would have the effect of destroying the existing fire
and casualty industry and make it even more difficult, if not impos-
sible, for the companies now in that business to meet their obligations
to their policyholders. The ultimate result would be loss of capacity
and instability for a prolonged period.

While we concur that there is today a great need for property and
casualty insurers to build up their solidarity in order to meet the
capacity needs of our expanding economy, we do not believe that tax
policy should be so structured as to limit the opportunity to do so to
a small number-of very large companies. This would create irreparable
damage to the many hundreds and thousands of small companies
which are providing an important market today. We suggest that a
better way to get at the problem is by extending the "carryback, carry-
forward" provisions of the existing aw. This would achieve the objec-
tives sought by the supporters of S. 2985 and H.R. 12126 benefiting all
fire and casualty companies, including those affiliated with life com-
panies, without penalizing the small companies that traditionally serve
the property and casualty insurance needs of our country.

Respectfully submitted,
HAMEL, PARK, MCCABE & SAUNDERS,

By: K. MARTIN WORTHY,
C(aowel for American Mutual Insurance Alliance.

STATEMENT OF TilE NATIONAL ASSOCIATION OF INDEPENDENT
INSURERS

The National Association of Independent Insurers (NAII) ap-
preciates this opportunity to join with the American Mutual Insur-
ante Alliance in registering opposition to the enactment of S. 2985
and H.R. 12i26, or any other legislation that would permit consolida-
tion of tax returns by life insurance companies, nonlife companies,
and noninsurance entities.

NAII is a voluntary trade association comprised of more than 600
stock, nmtual, and reciprocal property-liability insurance companies.
Our affiliated companies had a combined premium volume of $23 bil-
lion in 1975, and they do business in every State and the District of
Columbia. NAII members range in size front the very largest insurance
companies to the small, one-State writers. Most of our members would
fall into the category of a "small" company.

NAII agrees with the American Mutual Insurance Alliance that en-
actment of S. 2985 or 11.R. 12126 would bring harmful effects to the
property-liability insurance industry and its customers. So as not to
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be repetitious, we will not attempt to echo the arguments made by the
alliance in a statement filed with this committee, but we will focus our
remarks on the potentially disastrous effects that consolidated returns
would have on the majority of our member companies.

NAII and its member companies believe in competition. We have
been in the forefront of legistlative battles to institute open competi-
tion rating laws in the States. We have led the insurance industry
competitive pricing and in many coverage and service innovations for
the consumer. We believe that healthy competition can only benefit
the insurance consumer and ultimately, the insurance industry.

But the primary requirement for achieving healthy competition is
that all competitors must toe the same mark at the starting line. There
must be no initial advantage given to any one competitor. If such
an advantage exists, it destroys the potential benefit derived from
competition.

That is what this legislation would do. By allowing life insurance
companies to consolidate tax returns with nonilife companies, those life
insurers are given a legislated competitive advantage that could
eventually allow them to establish a cartel in the property-liability
insurance business.

Large life insurers would be able to shift income and lossegbetween
affiliates, while property-liability companies would not be able to use
this leverage. The property-liability insurance industry is highly com-
petitive and any advantage, however small, given to one segment of the
industry would create serious economic problems for the remainder of
the industry. The unfair competition that would be created by the
passage of this legislation could threaten the solidity of the large num-
ber of small- and medium-sized insurance companies that are currently
responsible for the majority of insurance in force in the United States.

The proponents of this legislation argue that its passage would help
create badly needed capacity in property-casualty insurance lines.
NAII believes that just the opposite effect would be obtained.

Only a small number of large companies would obtain any benefit,
while ihe majority of the industry would find it-more difficult to com-
pete and make a reasonable profit. The most important ingredient in
creating capacity is favorable operating results. This legislation would
not add to the stability or capacity of the insurance industry as a
whole-but it would do so for a certain portion of the industry, at the
expense of the remainder.

NAII believes that the entire industry needs assistance with capac-
ity and solidity in these troubled economic times. This could be
achieved by extending the carryback-carry forward periods contained
in the existing tax law. Such a proposal would not create the inequi-
ties that would result from the enactment of S. 2985 or H.R. 1216.
NAII would strongly support such a proposal.

SUMMARY

The National Association of Independent Insurers opposes S. 2985
and II.R. 12126 because the anticompetitive effect of this legislation
could destroy a large and valuable portion of the existing property-
liability insurance industry; and it would make it more difficult, if not
impossible, for the industry to meet the growing insurance needs of
our economy.
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STATEMENT OF B USKNESS MENs ASSURANCE Co.[PANY OF AMERICA IN
SuProRT or S. 2704 AND H.R. 10051 AMENDING SErIo.N 815 OF THE
INTERNAL REVENUE CODE

SUMMARY
Business Men's Assurance Company of America (BMA), a life

insurance company, supports an amendment to section 815 of the Inter-
nal Revenue Code that would allow a life insurance company to dis-
regard (for purposes of that section) a distribution made during the
last month of its taxable year, deemed to have been made out of thd
policyholders' surplus account, if such distribution is returned to-
the company not later than the due date for filing its income tax return
(including extensions thereof) for that year. The purpose of the
amendment is to assure that a "phase 3" tax-perhaps the most burden-
some in the code-is not imposed on a life insurance company because
of an unintentional distribution from its policyholders' surplus ac-
count, provided the mistake is discovered and corrected prior to the
filing of the return.'rhe amendment to section 815 has been introduced in the House
as H.R. 10051 by Congressman Waggonner of Louisiana, and in the
Senate as S. 2704 by Senators Dole and Tulmadge on this committee.

The Treasury has indicated that it is not opposed to these bills.
The Ways and Means Committee, after holding hearings on H.R.
10051, unanimously reported the bill favorably. On December 161
19T5, the amendment was also discussed and unanimously approved
by this committee.& The amendment is needed because the Internal Revenue Service be-
lieves that section 815 must be interpreted in a harsh, inequitable man-
net so that, in BMA's case, a $6 million "phase 3" is due from the
life insurance coxhpany on a distribution from the policyholders' sur-
plus account which was clearly inadvertent and which was returned to
the company shortly after the mistake was discovered. The tax claimed
actually exceeds the entire amount of the inadverteant distibution.

This'is an unjust result which should be corrected by legislation.

INTRODUCTION

BMA is a stock life insurance company headquartered in Kansas
City, Mo., with more than 1 million policyholders located in almost
every State. BMA timely requested an opportunity to testify before
the Committee on Finance in support of S. 2704 and H.R. 10051, bills
which would amend section 815 of the Internal Revenue Code. It wag
informed that an oral presentation would not be possible but that a
written statement could be submitted for inclusion in the record of the
committee's tax revision hearings. We appreciate this opportunity to
express our support for legislation which would prevent the "phase

(3331)
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3" tax provisions of section 815 from being applied in an unequitable
manner never intended by Congress.

PRESENT LAW

Under present law, a life insurance company is taxed currently on
its "taxable investment income" plus one-half of the excess of its "gain
from operations" (underwriting income) over its "taxable investment

-income." This currently taxed income is placed in an "shareholders'
surplus account" and may be distributed by the life insurance com-
pany to its shareholders without further tax consequences.

Tax on the remaining 50 percent of the excess of gain from opera-
tions over investment income was intentionally deferred by Congress
because "it is difficult, if not impossible, todetermine the true income
of insurance companies otherwise than by ascertaining over a long
period of time the income derived from a contract or block of con-
tracts." (See H.R. Rept. No. 34, 86th Cong., 1st sess. (1959), p. 4;
S. Rept. No. 291, 86th Cong., 1st sess. (1959), p. 7.) Life insurance
companies are permitted to accumulate these tax-deferred amounts in
a contingency reserve known as the "policyholders surplus account."1

Subject to certain limitations not relevant here (see § 815(d) (4)
life insurance company officials are allowed to use their own best judg-
ment as to when amounts in the policyholders surplus account repre-
sent "true income" to the life insurance corn pany which is no foger
needed for the protection of policyholders. A company which mares
a distribution to shareholders out of this account after exhausting
its shareholders' surplus eliminates the tax deferral on amounts so
distributed. A distribution was thought to be an appropriate event for
triggering the tax on the assumption that "the company itself has
m de a determination that [the distributed] amounts constitute income
which [is] not required to fulfill the policyholders' contracts." (See
H.R. Rept. No. 34, supra at p. 15; S. Rept. No. 291, supra at p. 25.)

The tax on distributions out of the policyholders' surplus account
is popularly known as a "phase 31 tax. It is computed by applying the
regular corporate tax rate to the amount distributed out of the policy
holders' surplus account, "grossed-up" by the amount of tax payable
in respect of the distribution. Because of this "gross-up" provision,
at current corporate tax rates, a life insurance company must pay
approximately $1 of tax for every dollar distributed out of the policy-
holders' surplus account.

MUsON FOR TH AMENDMENT
The Internal Revenue Service has interpreted present law to require

BMA life insurance company to pay the phase III tax on a wholly
unintentional distribution out of the policyholders' surplus account
even though the principal (9P.8 percent) shareholder of ihe company
promptly returned the distribution upon learning the true facts. The
company had a long-standing policy of limiting its distributions to

cki orders to amounts in shareholders' surplus account, and

'Certain special deductions allowed In computing gain from operations are also added
to this account.
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footnotes to its published financial statements stated that the company
had "no present plans for distributing the amounts in 'policyholers

company paid an extraordinary yearend dividend in the belief
that the d@idend was consistent with this declared policy, bu. dis
covered, .on preparing its return for the yeat, thht it had uninton-
tionally invaded the policyholders' surplus account. Amounts dis-
trib ted out of the Policyholders' surplus by mistake were restored
to the company before its return for the yea wis due

Imposition of the plmse 3 tax theteCfrumstaces seems plainly
inconsistent with the intent of Co which asmned that a, distri-
bution would evidence a conscious determination by the life insitrance
company's officials that amounts to be distributed out of policyholders'
surplus "constitute income which was not required to fulfill the poliY-
hoders1 contracts" Obviously, a life insurance company's ofcials
could not have made any such detwmination f-they were not even
aware that a distribution was being mzde from the policyholders'
surplus account.

Congress should be espwially-sensitive to the Internal Revenue
Service's attempt to turn phase 8 into another trap for the unwary.
The Internal Revenue Service's interpreta on of the statute would
result in substantial reductions in the policyholders' surplus account
which provides a cushion for policyhldr against adverse loss
experience.

The reduction would be made before the life insurance company's
officials made the determination contemplated by Congres that the
cushion could safely be reduced. Moreover, the "gross-up" method
under which phase 8 tax is computed resulted in a tax equal to 100
percent or more of the unintentional distribution-a drastic penalty

Rather than allow the InternalRevenue Service to, obtain a phae 3
tax windfall from a life insurance coiqny at the expense of its-

olidyholders, the t" law should encourage the company's share-
holders to return the unintentionally distributed policyh61ders' surplus
by postponing the phase 8 tax if amounts distributed by mistake are
promptly restored to the company.- This ib the purpose of the amend-
ment to section 815 proposed herein.

EXPLANATION OF AMENMENT
S. 2704 and H.R. 10051, a companion bill in the House, would add a

new section 815(d) (6) to the Internal Revenue Code which-would pre.
vent the Internal Revenue Service from penalizing a life insurance
company for having made an unintentional distribution out of policy.
holders surplus, provided that the amounts so distributed are returned
to the company within a reasonable time. So that there will be no
administrative inconvenience to the Internal Revenue Service, the
amendment provides that the amounts must have been restored no
later than the time prescribed by law for filing the return for the
taxable year in-which the distribution wasmade (including extensions
thereof); the taxpayer would not be permitted to reopen any prior
year. -
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Thus, if a company discovered upon preparing its'retarn for the
year that a dividend which it thought had been made from share-
holders surplus during the last month of the year had actually been
distributed out of the policyholders surplus account, section 815 (d) (6)would permit the company to continue to defer phase 3 tax to the

'extent that its shareholders restore the unintentionally distributed
amounts to the company by the time its return is due.

* The proposed amendment to section 815 in S. 2704 attached hereto
was originally proposed by Senator Dole of Kansas in December 1974
as a floor amendment (No. 2079) to H.R. 421. The Senate did not pass
upon the amendment as it was ruled nongermane to the subject matter
of H.R. 421, but Senator Long stated that he would "be happy to see
the amendment considered next year." Congressional Record, becem-
ber 17, 1974, pages S21802-3.

Senator Dole introduced S. 2704 in the current session of C6ngress,
a bill identical to the amendment to section 815 which had been offered
as a floor amendment to H.R. 421 in the previous session. Senator
Dole's bill was discussed at a meeting of the Committee on Finance
on December 16, 1975, where the committee unanimously authorized
the chairman to include it along with other tax revision bills as an
amendment to one of several pending tax bills. For reasons unrelated
to their merits, neither S. 2704 nor the other bills was brought to the
floor of the Senate at that time.

A companion bill in the House, H.R. 10051, introduced by Congrss-
man Waggonner of Louisiana, was the subject of hearings held by
the Ways and Means Committee on December 10, 1975. William I).
Grant, chairman and chief executive officer of BMA, testified at those
hearings. The Ways and Means Committee recently voted unanimously
* that H.R. 10051 be reported favorably by the committee.

Thus, the amendment to section 815 supported by BMA already
has been unanimously approved by both the Ways and Means Com-
mittee and this committee. In addition, the Treasury Department has
indicated that it has no objection to these bills. There can be no
doubt that the present language of section 815, as interpreted by the
Internal Revenue Service, is harsh and unjust in the case of uninten-
tional distributions out of the policyholders' surplus account and
should be corrected by legislation.
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$TATMENT NY HAFrH INSURANCE ASSOCIATION OF AMRICA

BIMPLIMCATION OF SICK PAY EXCLUSION AND DEDUTION FOR
MEDICAL EXPENSES

This is a statement on behalf of the Health Insurance Association
of America, representing a membership of over 300 insurance com-
panies which write approximately 80 percent of the health insurance
written by insurance companies in the United States.

We appreciate this opportunity to statb our views in support of the
present tax exclusion for payments under sick pay plans and the
separate deduction for health insurance premiums under the medical
expense deduction. We shall also make certain suggestions for the im-
provement and simplification of these provisions.

I. SICK PAY EXCLUSION

Benet8 of the 8kk pay exacluion
We should like to observe that the sick pay exclusion clearly meets

the test of a desirable exclusion since it helps people in great need of
extra resources stretch what little money they have through limited
exemption from income tax. The day when the large local family
group of our agricultural past could supply income security is long
past. In an industrial and mobile society, the responsibility for support
on the occasion of disaiLity must fall upon the limited resources of
the individual himself, on his employer, or on the Government; For
the ave-age wage earner, his own resources are inadequate. The flexi-

dility of employer-sponsored plans and the fact that they require nodirect outlay of Government funds makes them clearly preferable to
welfare.

Prolonged disability is a disaster to any wage earner. It can be
worse than death. The dead breadwinner may leave a widow and
children in difficult financial circumstances. The disabled breadwinner
adds himself to their burden.

The flexibility of section 105(d) helps small employers as well as
large ones. Large employers with collectively bargained plans will
uua1y have very adequate disability protection for their employees,
either through group insurance or through self-insured plans. But this
section helps the small businessman, too. Individual disability income
insurance enables the local merchant to protect his loyal clerk. It
permits..the attorney in & small town to protect the secretary who
serves hin faithfully.
iffistor*ztbai4rrn4t,4eote ptbUc pdh~j,y

The legislative history of the current section 105(dt) of the Iterna1
Revenue Code reflects the longstanding public policy of encouragm g
employers to make provision for ther employees during. periods o

69-516--T6--pt 7-32
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illness and to minimize the financial hardship that frequently occurs
at such times.

Section 105(d), the so-called sick pay exclusion, was first enacted
as a part of the Internal Revenue Code of 1954. Construed with section
104 of the Internal Revenue Code of 1954, it is a limitation on the
absolute exemption originally accorded accident and health insur-
ance proceeds by Congress in 1918. This committee explained this
exemption, written into the revenue bill of 1918, in the flowing
language:

Under the present law it is doubtful whether amounts received'through ac-
cident or health. insurance, or under workmen's compensation acts, as compensa-
tion for personal injury or sickness, and damages received on account of such
injuries or sickness, are required to be included in gross income. The proposed
bill provides that such amounts shall not be included in gross income."

Thi exemption of accident and health insurance proceeds was con-
tinued through the years, appearing in section 22(b) (5) of the 1939
Internal Revenue Code as an exemption of "Amounts received,
through accident or health insurance or under workmen's compensa-
tion acts, as compensation for personal injuries or sickness.. ." Thus,
under the 1939 Code, disability income provided to an employee as
accident or health insurance was not taxable to the employee, irre-
spective of the amount of the benefits.

In the Haynes case 2 decided in 1957, the Supreme Court of the
United States held that under the 1939 Code sickness disability bene-
fits paid to an employee by an employer under a noninsured plan
qualified for the section 22(b) (5) exemption accorded benefits of
health and accident insurance. In its opinion the court said, "For
reasons deemed satisfactory, Congress, since 1918, has choseti not to
tax receipts from health and accident insurance."

The sound public policy under lying the sick pay exclusion is well
stated by the U.S. Circuit Court of Appeals for the 7th Circuit, in the
Epneier case,3 where, in holding that the section 22(b) (5) exemption
in the 1939 Code applied to sick leave payments made by an employer
to an employee, the Court said:

The provisions of section 22(b) (5) undoubtedly were intended to relieve a
taxpayer who has the misfortune to become ill or injured, of the necessity of
paying income tax upon insurance benefits received to combat the ravages of
disease or accident.

As inclusion of disability income in employee benefit plans became
widespread in industry, controversy arose over the construction of the
language "accident or health insurance" in section 22(b) (5) of the
1939 Code. The Internal Revenue Service took the position that the
exemption was limited to health insurance benefits .paid under insur-
ance policies issued by commercial insurance carriers, but the U.S.
Court of Appeals for the 7th Circuit held in the Epmeier case ' that
the exclusion likewise applied to sick pay benefits received by an em-
ployee in an amount equal to his regular salary where there was no
formal insurance policy but merely an employer's plan for payment.
of sickness benefits.5

'Internal Revenue Cumulative Bulletin 1939-1. pt. , p. 92.
ayne v. U,8 858 U.8 81 1 L d. 2d 671, 7 S. O49.'Epmeir v. U.., 199 F. 2d d&8.
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In formulating the 1954 Code, new section, 104 and 105 were
designed basically to continue the ol section 22(b) (5) exemption of
accident and health insurance proceeds, except that such exemption
was withdrawn from proceeds attributable to contributions by an em-
ployer not includable in the grocs income of the employee, unless such
employer-financed proceeds constituted (1) reimbursements for niedi-
cal expenses (section 105(b) (2) payments for permanent loss or

S disfigurement computed without relation to absence from work (sec-
tion 105(c)), or (3) wage continuation (sick pay) plan payments
(section 105(d)). The net effect then, of new sections 104 and 105
was: (1) to init the exemption of employer-financed accident and
health disability insurance benefits to $100 a week, where there had
been no limit before; (2) to make clear that the limited $100 a week.
exclusion also applied to uninsured company salary continuance or
sick leave plans.

These statutory rules were refined further by Congress in 1963. The
refinement, however, applied only to the waiting period, that is, the
time when the $100 a week exclusion becomes applicable. Under the
1954 provisions of the Code simply stated, the $100 a week exclusion
became 'applicable after the first 7 days of absence from work on
account of sickness or on the first day of absence if the disability
resulted in hospitalization or was the result of personal injury. The
1963 revision added a rather complicated and confusing provision. The
very description of it demonstrates its complexity. Stated as simply
as possible, the $100 a week exclusion is applicable after 30 days
absence from work; however, if during the first 30 days of absence
from work the sick pay is not more than 75 percent of the employee's
regular salary, the employee may exclude his sick pay in amounts up
to $75 a week commencing after the seventh day of absence from work
unless he is hospitalized at sometime during his disability, in which-
case a $75 maximum exclusion is applicable from the first day of his
absence from work.
Iecomm mdation

It is with respect to the waiting period, or when the exclusion
becomes applicable, that we wish to make a recommendation to sim-
Flify the present sick pay exclusion. To help employers, and particu-
trla small employers, to better understand their obligations under
thelaw and to explain them to their employees, we recommend that
the 75 percent-$75 rule of the present Code section 105(d) be abol-
ished. We recommend that the exclusion be made applicable after the
seventh day of absence from work or on the first day of hospitalization,
whichever first occurs. This would substitute a simple and easily
understood rule for one that is difficult to understand and apply.
Sick pay 8howd be recognized and encouraged a8 an employee benefit

Sick pay which is excluded from taxation under section 105(d) of
the Internal Revenue Code should be recognized as an employee benefit.
It reflects the natural concern of an employer for the welfare of his
employees %nd their dependents upon the occurrence of a disability. If
a sick pay plan were not in effect when disability occurs, the disabled

* Epmeler v. U a 199 P. 24 508.
H. Rept. No. W88T, 88d Cong., 24 ws,, me A88.
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employee would lose his entire income since he would be unable to
woik. The sick pay plan fills this void and provides a benefit upon
which the employee and his dependents may rely in meeting the
economic demands which continue during the period of disability.

It is common to measure -the amount of the sick pay benefit by
reference to the income being received by the disabled employee prior
to his disability. This should not, however, lead to the conclusion that
sick pay is simply a continuation of the employee's compensation
during the period of his disability. The sick pay is an employee benefit
and typically is only a percentage of the employee's compensation
prior to disability.
Sik pay edcusion enwouragee disabity iwome coverage

Income replacement during disability, particularly if disability is
prolonged, is an absolute necessity if savings and property are to be
preserved or if the wage earner is to avoid becoming a public charge.

it is submitted that the public interest will be strongly served if
an insured program of long-term disability coverage can be written on
millions of Americans. To the extent that such a program financed by
employer parents can be fostered. public assistance from public
funds-should beproportionately reduced.

As mentioned above, an income during disability is an absolute
necessity for the average income earner. That fact is receiving growing
recognition. As this recognition grows, individuals are going to insist
npon. the protection of a program of income replacement du ring
disability. The arrangement should be between the employer and his
employees, the alternative being an increase in social benefits, financed,
controlled, and administered by the Government.

The sick pay exclusion of the Code has furnished great stimulus
to the growth of insured disability plans financed by employers
Sick pavy exc m means most to those in lower tax brackets aid

sik be preserved for their benefit
In examining the sick pay exclusion we ask the committee to con-

sider the fact Ihat the exclusion is most beneficial to low-income tax-
payers whose need for assistance on the occurrence of disability isgret t.

This is demonstrated by the distribution of income tax returns on
which the sick pay excluiion is claimed. The report of the Internal
Revenue Service, "Statistics of Income 1972-Individual Income Tax
Returns," Internal Revenue Service Publication 198 (3-74), page 17,
shows a breakdown by adjusted gross i1oome classes of the number of
individual returns on which the sick pay exclusion was claimed and
the dollar amounts excluded on those returns.

In 1972, the sick pay exclusion was claimed on 1,118,821 returns. The
total dollar amount excluded on those returns was $1.3 billion.Of those returns, 17 percent showed adjusted g income of less
than $5,000 and accounted for 85 percent of the total sick pay excluded.

F~rty-four percent of the returns showed adjusted gross income of
under $10,000 and accounted for 60 percent of the total amount ex-clulded

Seventy percent of the returns showed adjusted gross iniCome of
under $15,000 and accounted foi 18 potent of the total sick pay
excluded.
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Eighty-eight percent of the returns showed adjusted gross income
of under $20,000 and accounted for 90 percent of the total sick pay
excluded.
Recommendation

We have one further suggestion with respect to the sick eay exclu-
sion. The $100 limit was adopted in 1954. Since that time the cost of
living has increased substantially as a result of inflation. Thus, it
would be in order for the committee to consider increasing the amount
of the exclusion to $150 or $200, whichever the committee finds most
appropriate.

In view of the history of the sick pay exclusion, which reflects its
consistent recognition by the Congress and the courts, it is apparent
that the exclusion is a well-established feature in our tax law, and it
should be preserved for the benefit of those who are afflicted by disa-
bilities. The exclusion should be improved by simplification of the
rules regarding the waiting period and by increasing the amount
which may be excluded from taxable income.

11. ME CAL XXPXN5Z IDEDUCTON

Under present law, a taxpayer may deduct one-half of his health
insurance premiums up to a maximum deduction of $150. The rest may
be aggregated with his other medical expenses and deducted to the
extent the sum exceeds 3 percent of the taxpayer's adjusted gross
income. Under changes recommended by the administration, the
separate deduction for health insurance premiums would be eliminated,
and the entire amount of the taxpayer's health insurance premiums
would be deductible only as an ordinary medical expense, thereby
eliminating the deduction completely for man.

The proposed elimination of this deduction (along with other de-
ductions and exemptions) is intended to simplify the individual tax
return. While we endorse the general concept of simplification we
strongly believe that this must be acwplidwd in a manner which
preserves tax equity and is consistent with sound tax policy. The
proposed elimination of the deduction for health insurance premiums
does not meet these standards.

First, the present deduction (outside the medical deduction floor)
for one-half of a taxpayer's health insurancepremiums was added in
1965 in order to equaliz to some degree the tax treatment as between
an individual who purchases health insurance and one who chooses to
self-insure. Without this deduction, it is likely that the taxpayer who
purchases health insurance would never qualify for a medical expense
deduction since his medical expense are essentially averaged out over
a period of years rnd will usually fall below the medical expense
deduction Boor. On the other hand, the medical expenses of taxpayers
not covered by insurance tend to be concentrated in paticular years,
thereby making it likely that they will exceed the medical expense
deduction floor in these years and qualify for a deduction. It was felt
by the Ways and Means Committee in 198 ta such a di ity in tax
treatment 'may have the effect of discoura *gg the p rovi on of in
ance protection against future medical bills" (see Ways and Means
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Committee report on H.R. 6675 89th Cong. p. 137). For this reason,
the existing deduction was added in 1965. And it would seem even more
important, in view of the rising health costs, that it be maintained at
this time.

The need for upgrading and broadening health insurance coverage
is universally recognized. To destroy the present incentives in the tax
law for the purchase of health insurance as part of a tax reform or
simplification bill, while considering the best means to assure all Amer-
icans the best health insurance coverage, is contradictory. The Treas-
ury and the public would be better served if Americans provided more,
rather than less, health insurance for themselves. -

To argue that the increased taxes on those persons providing their
own defenses against the catastrophic financial impact of major illness
will be offset by an increased standard deduction or otherwise lowered
tax rates for all, is no answer to those adversely affected.

Many of those affected, particularly those struggling to buy their
own homes (and thus taking substantial interest and tax deductions),
will have their tax increased through the loss of the deduction, but
will get no benefit from an increased standard deduction. Similarly, a
general tax deduction spread over all taxpayers would only partially
offset the increase in tax suffered by those losing the health insurance
premium deduction.

The adverse results of this change will be magnified by the resulting
increase in city, county, and -State income taxes which are based on
the Federal law.

Elimination of the separate deduction for health insurance does not
mean a simplified return for all taxpayers. Millions of taxpayers take
tle health insurance premium deduction without taking a deduction
for their other medical and dental expenses. For many of these, repeal
of the simple health insurance deduction will eliminate one line of the
tax form (a minimal simplification at best), but at the price of higher
taxes.For others, adding health insurance on to the other medical deduc-
tions will bring them over the "floor." Then, to claim a smaller medi-
cal deduction, they will have to justify not only their health insur-
ance premium payments but all their varied medical and dental
expenses which bring them up to the "floor." Thus, the life of some
taxpayers would be simplified at a price, but for others it would be
made much more complicated.

We further note that according to the latest published Internal
Revenue Service figures, that this is not a deduction that affects those
in high income brackets. but is basically a benefit for those in the
middle and lower income brackets.
Recommwndation

If the committee wishes to further simplify the return, we suggest
the elimination of the existing limitation (50 percent or a maximum
of $150). This would not only help those individuals who provide
their own health insurance protection, it would simplify both the
preparation and the audit of the return. Particularly it would simplify
the return for the person who now has to make two computations
instead of one.
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STATEMENT OF THE NATIONAL ASSOCIATION FORUNIFORMED SERVICES

FEDERAL INCOME TAX EXEMPTION AND SICK PAY EXCLUSION FOR MILITARYDISABILITY RETIREES

We are indeed grateful for having been given the opportunity to
submit to this distinguished conunittee our thought on two matters of
vital interest to those who retired from the uniformed services for
physical disability.

As a matter of background, our organization is composed of Active
Duty, Reserve and retired, all other veterans and wives and widows.
We say this to emphasize that by including all categories of personnel,
we receive a very diverse feedback and obtain a broad understanding
of the impact of policy changes.

Section 104(a) of the Internal Revenue Code exempts military dis-
ability retired pay from Federal income tax. The basic principle under-
lying the exemption is to give material recognition to the individual
whose earning capacity has been lessened and whose life expectancy has
been curtailed because of injury or sickness incurred or aggravated
while serving our country.

There are approximately 160,000 receiving military disability retired
pay from the -Department of Defense. Of that number, more than
96,000 are enlisted personnel. These retirees have based their financial
plans for the remainder of their lives on the expectation that the Fed-
eral income tax exemption on disability retired pay would continue.
They have made firm financial commitments based on the assumption
that, once earned, these benefits would not be taken away from them by
their Government.

The average retired pay of the 96,000 enlisted members is $291 per
month or $3,492 per year. The average retired pay for the officer mem-
bers is $455 or $5,460 per year. The 1975 poverty level for a family of
4 is $5,500. The Department of Labor estimates that it takes $9,200 per
year for a family o4 to maintain an austere standard of living. Surely
our country is not in such dire straits that it must take money from the
pockets of this group who were disabled in the services of their country
when already they are suffering the ravages of inflation.

We are aware of the adverse publicity which alleged (but never
proved) that a few high grade officers abused the disability retirement
system. We emphasize that the total of all star grade officers retired for
disability is only 1,224. That is less than 1 percent of the total, and
remember that only a very few of this small percentage were accused of
taking unfair advantage'of the system. It would be extremely cruel to
punish all 160,000 just to get at such a few. Latest data from the Depart-
ment of Defense shows that the greateset number of disability retirees
in enlisted grades is in the E-5 and E-7 levels and in the 02 and 03 level
for officers. In addition, we suggest that-tax laws are not the place to
police the system. This should done by administrative controls. Our
information indicates that there has been a great deal of tightening
down in the past several years; so much so that for a general, an ad-
miral or a medical officer to retire on a physical disability now, it must
be recommended by the Assistant Secretary of Defense (Health and
THnvironment). and approved by the Secretary of Defense. See Public
Law '4-225, March 4, 1976.
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One of our esteemed members (Maj. Gen. Samuel E. Gee, U.S.A.
Ret.) is well qualified to speak on this subject because for 5 years he
commanded the U.S. Army's Physical Disability Agency which was re-
sponsible for the operation of six Physical Evaluation boards and the
Army Physical Disability Review Council. In a letter to Chairman Al
Ullman of the House Ways and Means Committee last September,
General Gee said, " * During my tenure with the Agency, over 10,000
cases were processed. About 70 percent of these involved members who
had 4 or less years of service. I point this out since many people havethe
erroneous impression that only old folks are retired for disability. Due
to the nature of the fighting in Vietnam and the fact that the Reserves
were not called, young career officers and noncommissioned officers suf-
fered tremendous casualties, both combat and noncombat. Over 80 per-
cent of those processed were enlisted and less than I percent were gen-
erals. Each case was processed individually by at least one evaluation
board and the review council consisting of a minimum of two doctors,
one lawyer and three line officers. Not all cases were retired. Many were
found fit, or not in line of duty, or that the disability existed prior to
the term of service, or were a reevaluation of a case consideredearlier
and placed on the temporary'disability retired list. * * * ,

"Unfortunately, as usual, we have the case of the dramatic incident
where many are penalized because of the actions, real or imagined, of
one. As in many other such cases the scapegoat is a general-Lavelle by
name. I have never met General Lavel e. From an inquiry to my Air
Force counterparts when he retired for disability, it seemed that the
findings were egal and proper. The thing that was wrong was to have
kept him on flying status in his physical condition. Now, we have
another whereby at least one Congressman seems to have taken up the
cudgels of those in the Office of the Assistant Secretary of Defense for
Health and Environment in their protracted power struggle with the
services over control of physical disability retirements. * * *I'

The military careerisf who retires for length of service but qualifies
under the laws administered by the Veterans' Administration for dis-
ability compensation, must waive an equal portion of his milita7
retired pay. He is the only veteran required to do this. Federal civil
service retirees are not required to do it. No other veteran, no matter
what his financial status, is subject to this reduction in income.It was reported that the original House Wtys and Means Commit-
tee proposal on this subject included removing the tax exemption
from VA disability compensation. The loud protests from the over
3 million affected brought quick statements from the then Ways and
Means Committee Chairman, Representative Wilbur Mills, that the
Congress wouldn't think of treating its veterans that way. Yet the
proposal was sent forward to remove the exemption for 160,000 other
veterans.

Mr. Chairman, we urge this committee to continue the tax exemp-
tion for those drawing disability retired pay as has been done for those
drawhig VA disability compensation.

We also strongly urge continuath-n of the sick pay exclusion for
disabled retirees, This exclusion has provided much neded assistance
during the diticult e4ustwent period between retirmeent and attain.
ment of normal retirement age. To eliminate or reduce it would create
a financial problem for many who included this factor also in planning
their finances upon retirement.
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Several States have tax laws that parallel the U.S. Code. Con-
sequently, elimination of these tax benefits would result in a increased
adverse impact on retirees residing in those states.

Mr. Chairman, we hope that you and your committee will see fit
to continue the federal income tax exemption and sicJ pay exclusion
for those retired from the uniformed services on physical disability.

DENNIs S. KowoDY AND AssociATas,
Warren, Mich., Ap-09 20, 1976.

Mr. MicHAE Smr,
Staff Director Senate Finrnce Conmittee,
Waihingto%, ... .

SENATOR RUssEM LONG AND OTHER DIsTINOUISH D MriBrS OF THE
SBNAT FIAmNcE CoMMrrrEE: I want to thank you for this opportu-
nity to express to you in writing, for your consideration, some of my
thoughts and ideas on tax revision. It has been said before, and atthe
risk of being repetitious, I repeat, the most-important aspect of our
Federal tax system is the public confidence in it. That confidence has
been eroded and will continue to be eroded unless steps are taken to
stop that erosion. I feel there are two significant areas where confi- -
dence in the Federal tax system is being eroded: One is the ince i
complexity of the system itself and the constant revisions attendant,
involved in that complexity. Second, media representation of individ-
uals, corporations and entities takin-g advantage of the system. These
two areas must be addressed. The first is not any more important or
difficult than the second. Both require and demand equal attention. We
cannot continually, as we have been, revise and change our tax laws.
We must to the extent that it is necessary, change and make the code
equitable and consistent with economic policy. Howe. ar, constant
change of itself erodes confidence in the system. People, the average
American citizen, cannot understand and keep up with the change.
Even many "experts", IRS agents, CPA's and attorneys, have a tough
time. Therefore, to a degree, this can be somewhat overcome by in-
dexing many of the components in the law, the dependency deduction,
the percentage standard deduction, the credit for personal exemptions
and other items. Such a device will change as the economy changes
and makes the necessary equitable adjustments to the system with-
necessity of Congress delving deeply again and again and changing
it again and again. I realize there are other areas and changing eco-
noni circumstances will require change from time to time but we
should bear in mind that change of itself, even if deemed equitable,
does erode- confidence in the system and I mean to emphasize that
point.

The second point is media negative reporting of the system. I would
think that responsible media would point out more than one side; and
if they do not, then some body of the government should have equal
time or equal space to respond to such allegations. While it is true
that there are individuals who pay a smaller percentage in Federal
taxes than others, it is because they have taken the intended risks of
business ventures in order to minimize their taxes; and in the end
result, they may loose more than they ever saved in taxes. Further-
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more, Congress has created those provisions in- order to provide eco-
nomic incentive to American industry and American capitalism upon
which our system is-built. To destroy those incentives, such as the in-
Vestment tax credit, the ADR system of depreciation and depletion,
and other would, if done solely in the name of equity, really destroy
and hurt the economic vitality of the American system. It is vital that
the other side of the story be told, while it is true there are some in-
equities and there are some unfair advantages being taken, they are
not the case in every situation that is presented by the media.

Lastly, but not leastly, it is clear that the Internal Revenue Service
is one of the best, if not the best, most efficient well run Government
organizations, perhaps next only to the Senate Finance Committee.
However, that does not mean that they cannot improve and expand
their services and their fairness in dealing with taxpayers. In fact
'it is incumbent upon them and upon Congress that they do so, because
it is clear to me, and I am sure to you, that the aver~tge American
dealing with the Internal Revenue Service and the tax law is con-
tinually perplexed, dismayed, confused, and often scared as heil. There
are several possible remedies to this or perhaps a combination of these
remedies. One, the Internal Revenue Service should itself more clearly
and simply state the rights that taxpayers have and what is required
of them. This may be difficult to do because on one hand it is true
that the Internal Revenue Service is charged with the responsibility
of collecting taxes, and this may, conflict with this rule. It may be
necessary to set up a division within the service or a separate depart-
ment in the Treasury to inform people of their rights. Another solu-
tion would be for the Government subsidies of some kind or/and
practitioners and professionals to donate some of their time to giving
tax counsel to the indigent and middle class taxpayers who cannot
afford the tax counsel that the very wealthy have availed themselves of.
This last point of-mine is-perhaps, as far as my knowledge is concerned,
not old hat, but to some degree a new and novel idea. I do believe that
it is necessary to implement some such program or to study the possi-
bility of implementing it. The burden does not solely rest on Congress,
but, to a large degree it does and it must consider initiating such a
program. The burden also lies on the professionals, certified public
accountants, attorneys, agents enrolled before the Internal Revenue
Service and the Internal Revenue Service.

I would -like to thank you again for the opportunity to express
qome of my ideas and thoughts to you. I appreciate the complexity of
t:he area and the difficult task facing you. I appreciate your work in the
past and your continuing efforts in the future. Public servants have
a difficult job but often the personal rewards far outweigh the personal
sacrifices. You have much work ahead of you. Good luck, good tidings,
and keep up the good work I

Sincerely,
DE,;NIs S. KOLODY,
A ttoney and Couelor.

STAT.Em'M T OP JAME.R E. WrEEr,1rn, CIAITRMAN OF TrI, COMMTrIFE
ON FEDERAL INCOME. TAXATION, AMrRnncAN AccouTrvo AssocATMto

It is a pleasure for our committee to submit its written testimony.
It should be made clear that this represents the view of this committee



but does not commit the association to any p"Ition. The committee
members and their affiliations are listed at the end of our testimony.

A CHANGE IN DEDUCTION CATEGORIES CAN I31PiVE EQUITY
AND RA&UCE -CMPLEITY

To provide for more equitable and more consistent tax treatment
among individual taxpayers all currently deductible expenses associ-
ated with the production of taxable income should be deductible in
arriving at adjusted gross income. Itemized deductions should consist
solely of personal consumption expenditures which are specifically
authorized by the Internal Revenue Code.

Within the formula for computing the, individual income tax,
various expenses usually appear eitheras deductions from gross in-
come (GI) or as deductions from adjusted gross income (AGI).1
Certain types of expenses (such as those incurred to produce income)
may appear as deductions from either GI or AGI depending upon
whether the related income stems from a "trade or business" or from
other sources (such as investments).

The major inequity under our present system of two deduction cate-
gories for expenses of producing income arises when the standard de-
duction is elected. Employees (persons in the business of furnishing
their services to employers under the common law notion of master
and servant) must claim certain e'l xjMen-or-portions thereof as de-
ductions from GI (as specified in ode Section 62) while other ex-
pens'es (such as the unreimbursed portion of entertainment, profes-
sional journals, uniforms, union dues. small'tools, and so forth) must
be treated as itemized deductions (deductions from AGI). Investors
are forced to claim most of their income-producing expenses as item-
ized deductions. These taxpayers (employees and investors) lose the
tax benefits of many of their income-producinc expenses if they elect
the standard deduction. This discriminates against employees and in-
vestors relative to taxpayers whose income sources qualify as a trade
or business. This discrimination becomes greater when the standard
deduction is increased as it frequently has been in recent years.

But even without the increased standard deduction, the dual treat-
ment for expenses of income production has undesirable results. De-
-pending on the source of income, the expenses of its production'do af-
fect AGI differently and thus alter thoe personal itemized deductions
which are dependent upon the AGI figure. Wly should the expenses
of producing one type of income impact differently on the medical and
charitable contribution deductions than the expenses of producing
another type of income? The particular source of a person's income
producing expenses should neither increase nor decrease otherwise al-
lowable medical deductions, etc. Nor should the reimbursement or non-
reimbursement of -employee fct these personal itemized
deductions.

The following appendix elaborates on the above points.

APPENDIX
The clas8ifiation system

In the case of trade or business expenses, the appropriate classifica-
tion of the deduction depends upon the capacity in which the expense

IAbout the only time expenses would not appear as deductions Is when they may be
taken as tax credits (e.g., in certain situations, Federal gas and oil taxes and certain
foreign taxes).
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is incurred-as a non-employee (proprietor or partner) or as an em-
ployee. If a trade or business expense is incurred as an employee, the
appropriate classification of the expense is a function of the nature
of the expense (travel, transportation, outside salesman, dues, licenses,
and so forth ). Further complicating the treatment of trade or business
expenses incurred by employee. is the treatment of expenses reim-
buised by an employer. I some cases, reimbursement causes the de-
duction to be split with a portion of a particular expenditure deductible
in each category.

In genera , t expenses of an individual incurred to produce income
couldbe classified as follows:

A. Deductible from GI if the expenses relate to a "trade or busi-nese": (I) conducted in a capacity other than as an employee; or (2)
are travel, transportation outside salesmen, and/or reimbursed ex-
penses incurred by an empgyee.

B. Deductible from AI if the expenses are: (1) trade or business
expenses of an employee and they are not travel, transportation, out-
side salesman and/or reimbursed expenditures; or (2) incurred in an
activity which fails to meet the notion of a trade or business.

The following is an illustration of classification of employment-
related expenses incurred by an employee: Note that travel, transpor-
tation, and outside salesman's expenses are always deductible from GI,
whether or not they are reimbursed.

Assume that in each of the cases, the taxpayer is an employee, and
that he incurs employment related expenses totaling $3,000. He re-
ceives reimbursements from his employer totaling $1,500. The ex-
penses are incurred for the following purposes:
Travel ---------------------------------------------- $1,000
Transportation ------ - ------------------- 500

Total - .. _-. - ------- 1,500
Dues and sumbscriptions ..------------------------------- 400
Professlonal licenses. . --------------- 600
Small WOOL .................................. .-. - -- 500

Total -- - ------------------------ 1,500
Total nsess...........---- ----------------- 000

The employee-taxpayer recelva a $1,50 reimbursement siecifically for the
travel and transportation expenses he Incurred.

Gross income Includes the reimbursement ----------------------------- $1,500
Deductions from 0!:

Travel -------------------------------------------- 1000
Transportation --.-.------..............--------------------- 500

Total ----f_ ----------- $1, 5W

Deductions from AGI: Other employment-related expenses ------------- 11, 500
Total deductions ----------------------------------- 3,000

1 Thsse amounts are deductible from AGI only when the taxpayer itemizes his dedue-
tions and does not claim a standard deduction.
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Oae B
The employee-taxpayer receives a $1,500 expense reimbursement specifically

for his dues and subscriptions, professional licenses, and small tools. His travel
and transportation expenses are not reimbursed,
Result
Gross income includes the reimbursement ----------------------- $1, 500

Deductions from GI:
Travel expenses ------------------------------------- 1000
Transportation expenses --------------------------------- 500
Dues and subscriptions ---------------------------------- 400
Professional licenses ----------------------------------- 00
Small tools ---------------------------------- 00

Total ----------------- -------------------------- ,000
Deductions from AGI --------------------------------------- 0

Total deductions ----------------------------------- 8,000
It can be seen that under relatively similar circumstances the amounts

deductible from GI range upward from $1,500 to $3,000 while the
amounts deductible from AGI vary downward from $1,500 to $0.
The various results stem merely from the expense category which is
considered to be reimbursed by the employer. Given that an employer
will reimburse the employee for a fixed dollar amount of his employ-
ment-related expenses the mere fact that the employer designates
the reimbursement to be for expenses other than travel, transporta-
tion, and outside salesman, will provide the employee with the maxi-
mum tax advantage.

To illustrate, assume that two taxpayers who are in a 30-percent
marginal tax bracket will elect the standard deduction. The first tax-
payer is reimbursed under the assumption of case A, whereas the second
taxpayer is reimbursed under the assumption of case B. If they are
otherwise similarly situated, the second taxpayer's tax liability could
be $450 less than the-first taxpayer.
Complexity under present law

Much uncertainty is associated with the notion of a trade or business
and with the provisions applicable to expenses of producing wage in-
come. The authority for deducting a trade or business expense is con-
tained in Internal Revenue Code Section 162. But the notion of a "trade
or business" is not defined in either the code or the Treasury regular
tions. Under regulation 1.162-1 and 1.162-2 [particularly 1.16r-2(d)],
it might appear that the earning of wage income constitutes a trade
or business, but regulation 1.162-1 (d) states that:

For the purpose of the deductions specified in section 62, the performance of
personal services as an employee does not constitute the carrying on of a trade
or business, except as otherwise expressly provided.

Code section 62 does not authorize any deductions; it merely
designates the place where valid deductions (deductible under the
authority of other provisions such as sections 162 and 212) may be
taken. In other words, section 62 simply classifies expenses as deduc-
tions from GI or from AGI.

M or bt*ine ewpenea -of emplie.-Even though wage in-
come is considered to be trade or business income for most purposes.
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Code section 62 requires that certain expense (primarily travel and
transportation) of producing this-income be deducted from GI and
requires other expenses of producing this income to be deducted from
AGI. Reimbursements further complicate the classification. If there
has been a reimbursement by the employer, the expenses otherwise
deductible from AGI become deductible from GI but only to the ex-
tent that they are reimbursed. Given these two deduction categories,
partial reimbursement (due perhaps to a general expense allowance)
causes inordinate complexity. For example, how much of each category
of expenses has been reimbursed? Reimbursement of expenses of the,
first category (primarily travel and transportation expenses) does not
affect the classification while reimbursement of expenses of the second"
category (for example, professional dues, entertainment, subscrip-
tions, small tools, and so forth) can transform a deduction from AGl
into a deduction from GI.

Trade or business versus investment actSi'tie.-The same type of
activity, but conducted with different volumes of transactions, can re-
ceive different treatment. The question, "Is it a trade or business ?," fre-
quently arises in regard to individuals engaged in the purchase and
sale of securities. This investment activity has led to the classification
scheme Qf "investor," "trader," and "dealer." An investor is regarded
as a casual securities trader and his investment related expenses are
deductible from AGI.' A trader, in contrast, actively trades securities.
for his own account and thus he is considered to be in a trade or busi-
ness with his investment related expenses deductible from GI. Lastly,
a dealer maintains an inventory of securities which he sells to the
public, he is clearly in a trade or business and his related expenses are
deductible from GT. Whether an individual is more properly regarded
as an investor or trader is a question of fact that frequently requires
litigation to resolve. The point at which an investment activity shades
into a trade or business is not always clear. The decided cases indicate
that the number of transactions and the relative amount of time spent
on the income-producing activity are more significant than the rela-
tive amount of income produced.

Obviously income production itself is not the key factor in the defini-
tion of a trade or business; if it were all of the expenses of producing
wage or investment income would qualify as deductions from GI. As
indicated earlier, an explicit definition of what constitutes a trade or
business is not contained in the Code. The concept of profit motivation
is freq uently used to distinguish personal, hobby, and similar transac-
tions from income-producing transactions. Within the-Code, however,
income production is considered to be a broader notion than that of a
trade or business.

Net operating loses8.-Another area of complexity involving the two
deduction categories accorded expenses of producing wage income
occurs when \there is a net operating loss (NOL). In this case, certain
expenses designated as deductions from AGI (for example, unreim-
Iursed entertainment expenses) become business deductions in measur-
ing the NOL (while not being regarded as expenses deductible from
0T1 when computing taxable income). For purposes of computing a

n WhPther an Investor, trader, or dealer, the expenses in order to be deductible at al1
Inust relate to Inowe whlch Is taxable.
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NOL, wages are considered as business income while income from in-
vestments is considered to be nonbusiness income. This treatment is
clearly inconsistent with the classification scheme used in the deduction
area. If expenses of producing wage income are business expenses for
purposes of computing a NOL, why should some of them be treated as
nonbusiness expenses for purposes of computing taxable income? This
perhaps can be best illustrated by an overly simplified example coin-
paring the NOL of a wage earner with that of a similarly situated
investor. Assume the following facts occurred without any expense of
income production:

Individual A IndividualB

Salary ...................................................... $20,000 0
Taxable Interest Income ..... ................................................ 0 $20. 000

Adjusted gross Income ... ................................... 20, 000 20,000
Casualty loss deduction .................................................. (20,000) (20,000)
Medical expense deduction ....................................................... (21,000) (21,000)

Taxable Income before personal exemptions ............................ (21,000) (21,000)

$250,000 investment yielding 8 percent equals $20,000.

NOL COMPUTATION

A B

Business Nonbusines Business Nonbusiness
Wags (designated as business) ....................... $20,000 .............. 0 ..............

Interest (remainL nonbusiness) ................................. 0..............$20,000
Casualty loss ....................................... (20,000) .............. '($20,000) ..............
Me c .......................................................... ($21,000) .............. (21,000),

Toal ........................................ 0 (21,000) 20,00 (1,000).
NOLS .............................................. 0..............(20,000) .........

,.'Casualty losses are always considered to be business losses for NOL purposes regardless of whether they Involve
business property or personal asset.

Within the measurement of a NOL, net nonbusiness losses do not
increase the NOL while net nonbusiness gains would reduce the NOL.
Note that if wages were designated as a nonbusiness source (as in-
vestment income is), individual A would have also enjoyed a $20,000.
NOL.
suggeetion8 for improvement

The current concept of a trade or business does not serve any sig-
nificant purpose. The problem of separating personal transactions
from income-producing ones is not made easier because of this esoteric
concept. It is, therefore, suggested that all income sources be con-
sidered as one category and that all expenses of income production be
deductible from G[ in arriving at AGI. The standard deduction, if
taken, would then be replacing the same types of expenses (personal
itemized deductions) for all taxpayers.

This would improve equity as the standard deduction would serve
as a subsitute for the same types of deductions of every individual
taxpayer without regard to the source of the taxpayers income. It
wofld help to simplify compliance with the tax law since all income-.
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producing expenses would be deductible in one place in the tax for-
mula. For employees this approach would remove the complexity in
determining how much of a particular expense (for example enter-
tainment) beenn reimbursed and is thus deductible for 6i and
how much is unreimbursed and thus deductible from AGI. This desig-
nation would also eliminate the gross inequity which currently exists
in the measurement of an NOL.

For individuals with investment income, a problem of determining
how much interest expense is attributable to personal use and how
much is related to investment income remains. While this could be
complex, it certainly does not appear to be of a sufficient magnitude
to warrant our present two deduction categories for expenses of pro-
ducing income. Since borrowed money is a fungible commodity, simple
allocation rules, even if somewhat arbitrary, might easily provide the
most equitable allocation of interest expense.

The same idea could be applied to any other potentially trouble-
some item such as State income taxes. Here the simple allocation rule
could be the present general rule-itemized deductions only.

Our suggestions would probably increase the use of the standard
deduction, and individuals might claim valid deductions which are
currently lost due to ignorance and complexity; this would result in
a revenue loss. By having one classification for expenses of produc-
ing any form of income, our suggestions would decrease AGI's, and
thus result in increased medical deductions and, in limited cases, de-
creases in contribution deductions. The magnitude of the total revenue
loss might be looked upon as a measurement of the present inequity.
As to the NOL effects, there would likely be a modest revenue gain
because personal itemized deductions would no longer offset invest-
ment income, a process which currently operates to increase NOL's of
investors. With our suggestion, any individual's NOL would be easy
to compute; it would simply be the adjusted gross inconte minus any
casualty loss deduction.

Respectfully submitted by:
Albert H. Cohen, Price Waterhouse & Co. Prof. Hollis A.

Dixon, University of Arizona. Prof. Dennis Gaffney,
Northern Illinois University. Prof. Joseph E. Gibson,
University of Virginia. Prof. John P. Klinstedt, the
University of Olahoma. Prof. Lawrence C. Phillips,
Case Western Reserve University. Prof. Willis C.
Stevenson, University of Wisconsin. Prof. James E.
Wheeler, the University of Michigan.
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TAx CoRw. Op AMEMCA,
.Aprl 23, 1976.Hon. Rms"Ma B. mo a,

C hairman, Senate Finamwe Committee
Waehington, D.C.

DwIt MR. CHAIRMAN: This letter is submitted as a written statement
by the Tax Corp. of America for the record of the public hearings
before the Committee on Finance, relating to H.R. 10612.

The Tax Corp. of America is the second largest commercial tax pre-
parer in the United States. It is vitally concerned that Congress rec-
ognize the important role in our Federal tax system now played by the
commercial tax return preparer.

It is conceded by all involved that the Internal Revenue Code is
extremely complex. Thow..who decry the complexity of our t4,x )lAs
and call for '"simplificatibn" are most properly concerned with-the
impact on individual taxpayers. The point of that impact is, first, the
annual agony of preparinga complicated tax return and, second, par-
ticipation in audit of that return by the Internal Revenue Service. It
is these areas with which both the Internal Revenue Service's taxpayer
assistance service personnel and commercial tax return preparers are
concerned.
. Intheory, the tax law could itself be simplified (and tax return prep-

aration and, audit thereby made relatively eas) by dispensing with
the present system with all its; special deductions, exclusiona,.credits
and other refinements, and substituting in its place a simplified tax'
system. There are, however, in most cases good reasons for the com-
plexity in present law, representing attempts over many years to "fine-tune" the tax system to achieve precise results and greater equity in
the many varying situations of the elderly, the low-income individual,
the larger family, the sick, those struck by disaster, and many others
in special circumstances that are deemed to warrant some special ad-
justment in their tax liability Tobehange this.systenr, so long etibedded
in out national economy and in the private lives of millions of ftx-
payers, likely would result in significant social, political, and fiscal
dislocations. It is not realistic to expect simplification to be achieved
at that price

The available alternative is somehow to relieve the taxpayer of most
of the burden of preparing a complex tax return-even though the law
itself and the tax return remain complex. This can be achieved by
broad-based, efficient, and readily available taxpayer assistance pro.
grams offered (i) by the Internal Revenue Service, (ii) by commercial
tax return preparers, (ii) by accountants and attorneys, or (iv) by a
eombinatiopof all three.

The Internal Revenue Service maintains a taxpayer service to
respond to taxpayer questions and occasionally to prepare tax returns
for individuals. In addition, section 6014 of the Internal Revenue Code

(3355)
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directs the Internal Revenue Service to compute the tax for taxpayers
under certain limited circumstances.

The limitations on governmental taxpayer assistance must be recog-
nized, however. First, the Internal Revenue Service does not, and

probably should not, engage in large-scale preparation of tax returns.
.Second, if the Internal Revenue Service were to expand its services to
include return preparationi, it would be expensive, requiring significant
additional - authorizations. Finally, fundamental questions can be
raised about the appropriateness of Internal Revenue Service prepara-
tion of tax returns in conjunction with its primary function of col-
lection of taxes and administration of the Federal tax system.,.

Therefore, the expansion and strengthening of the commercial tax
prqparer services wouldappear. to be most desirable in order to pro-
vide the necessary assistance to the lower and middle income taxpayer,.

A. number. of Government, agencies have examined various aspects
of thetax.preparation industry. These include the Federal Trade Com-
mission the Internal Revenue Service and the, General Accounting
Office. The GAO has prepared a report for the Joint Committee on
Internal Revenue Taxation on commercial. preparers in which the
GAO found that-"4Commercial preparers, As a group, are not a special problem. A
comparison of the returns p eared by commercial preparers with
those prepared by professiqnal preparers, a generally respected group,
showed that he. percentages of error in reported tax found by IRS
were about equal. In addition, errors on the returns prepared by each
appeared, in the same places on. the taxsetuns and were often made.
for the saute reasons." 1

Because of the rapid growth of the tax return preparer industry,
the Congress. properly considering expansion of the authority of the-
Internal Revenue Service to. deal with the industry, H.R. 10612 in-
cludes a number of provisions applicable to tax return preparers
(§ 1201 of the bill). Although these provisions are very broadly.
drafted and could create unnecesary expense and cofusion in the tax
preparer industry, many of the ambiguities of concern have been clari-
fied by the. report of the Committee on Ways and Means'accompanying
11R. 10612. To the extent that these and several other matters are
clarified,. the Tax Corp. of America supports this legislation. It does'
so for two reason. First, section 1201 provides acknowledgment of the
need for the commercial tax preparation industry in the Federal-tax
system. Second, this section grants authority to the Internal Revenue
Service to control any potential abses which may arise in the industry.'
Elimination of such abuses obviously benefit'both our tax collection
system and the tax preparer industry,.

The Tax Corp. of America operates through independent counselors
who assemble the information necessary for preparation of a return
and forward this information to the company, which actually prj
pAres the return. TCA signs each return, sends the original to the tax,
payer for signature and filing, and retains all copies of thework papers
and- the returns in its records. TCA thus already is:complying *with

"No ADDmrnt Need To RegulAte commergw. Pre Arerl of Income Tax Retrus.,"
rpl't to tb$ Joint Committee on Internal Revebue Jxatn CC6ngreee t the United State.,.

by tbe Comptrollex General of ,tbe Uitod St~tei, Dec., 0.17, at8 . 20.
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the standards which H.R. 10612 would make mandatory for all tax
return preparers.

In situations involving relationships such as those between TCA
and its counselors, the report of the Committee on Ways and Means
makes clear that information returns can be filed by the company
which include the names of each counselor.

"Your committee's bill also requires that employers of income tax
return preparers make an annual report to the IRS listing the name,
taxpayer identification number, andplace of work of each tax return
preparer employed during the year. For purposes of this requirement,
an individual who is self-employed as an income tax return preparer,
or who acts as an independent contractor (other than as an agent of
another tax return preparer which files a return that includes the
agent), is required to file his own information return." (House Ways
and Means Committee report on H.R. 10612, H. Rept. No. 94-658,94th
Cong. 1st sess. at 277.)

In compliance with this requirement, Tax Corp. of America is wil-
ling to file an information return for itself and on behalf of its in-
dependent counselors. In addition to clarifying who may file the in-
formation return where more than one preparer is involved in prepar-
ing returns, the Ways and Means Committee Report also makes clear
that the bill has not intended to affect employer-employee definitions
under any other Federal law. (Id. at 276 n. 1). TCA believes this clari-
fication to be appropriate.

Several other ambiguities should be resolved by this committee. In
situationswhere morethan 0e tax return preparer is involved in the
preparation of a return, records should be required to be retained and
a copy of the return should include the identification number and be
supplied by only one of the preparers. The preparer complying, with
these provisions should be required to retain records which will dis-
close the names of other preparers assisting in the preparation of a
return and records of all returns in which a particular preparer as-
sisted. In this way, the goal of having immediate access to all records
and returns prepared by a particular individual can be achieved with-
out unnecessary duplication of efforts or of recordkeeping. The
necessary Internal Revenue Service regulation of individual return
preparers thus can be achieved and, if necessary, civil sanctions for
negligence could be imposed on such individuals. The report of this
committee, however, should make clear that the responsibility for
having accurate documentation with respect to a return lies with
the taxpayer and that the return preparer is not required to verify
such documentation in preparing a return.

The foregoing matters can be resolved by additional explanations
in the Finance Committee report. We enclose as attachment I to this
statement suggested report language which will achieve the purposes
outlined herein. One item of concern to TCA, however, requires action
by this committee.

Individual taxpayers may require assistance at two distinct levels
in their relationship with the IRS: first, in preparing the taxpayer's
return and, second, in the event of an audit of that return. IRS rulings

limit the extent of commercial tax preparer assistance at the second
- -stage, however. The IRS has taken a position that, in effect, prohibit
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any person qualified to practice before the IRS from employment or
association with a commercial tax return preparer. Treasury Depart-
ment Circular No. 230 prohibits enrolled agents, as this classification
of persons is defined in IRS regulations, from forming an association
with persons soliciting business in a manner prohibited to attorneys
or certified public accountants (§ 10.30). Since, as with every other
business, advertising is an important aspect of operations, this re-
quirement prohibits use of enrolled agents by commercial tax return
preparers.

The IRS position has the practical effect of precluding qualified
representatives of commercial tax return preparers from assisting tax-
payers in any audit of their returns. This is-highly incongruous since
circular No. 230 permits nonenrolled tax return preparers to partici-
pte before revenue agents or district examining officers of the Audit
Division with respect to returns which they have prepared [§ 10.7 (7) ].
The prohibition on association by enrolled agents with commercial tax
return preparers is undesirable because it either denies taxpayers the
most appropriate representation before the IRS or leads to a duplica-
tion of efforts with respect to such representation since the taxpayer
is required to seek assistance from other often more expensive, sources.

If the provisions of H.R. 10612 applicable to tax return preparers
were to become law, the IRS position enunciated in circular No. 230
is not only burdensome to the taxpayer, but may be unfair to the tax
return preparer. H.R. 10612 authorizes imposition of civil sanctions
for negligence in the preparation of a return. Section 6694(d) which
is added to the Code by H.R. 10612 provides that these sanctions are
abated if a final administrative or judicial determination of the tax-
payer's liability is made and a determination is made that no under-
statement existed for which the sanction was imposed. Because of the
tax preparer's direct interest in the resolution of the taxpayer's liabil-
ity, the preparer should have the opportunity to defend in the audit
the position taken in the preparation of the return provided he is
otherwise qualified to practice before the Internal Revenue Service or
should have the opportunity to secure assistance from someone. quali-
fied to practice before the Service. Ability to participate in the tax-
payer's audit presents many tax return preparers with a far more
realistic opportunity to defend themselves than the costly administra-
tive and judicial appeal structure established to permit review of a
$100 civil sanction.

TCA would be happy to discuss the issue of participation by tax
return preparers in taxpayer audits with the staff in greater detail
so that an appropriate amendment could be prepared to alleviate this
problem.

Very truly yours, RoB .E' J. DrLSKy, Prea-ident.

ATrACHMENT I

Suggested Report Language With Respect to § 1201(c) of I[.R.
10612 adding IRC § 6107] and § 1201 (d) [amending IRC § 6109(a)].

Disc osure requirements 1.- If more than one tax return preparer
assists in the preparation of a return, various obligations would be

This paragraph could supplement the disclosure requirements discussed at 2TT-278 In
Committee on Ways and means report on H.R. 10612, E. Rept. 94-458, 94th Cong., 1st
see&.
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imposed on all such preparers under the bill. These requirements in-
clude: (i) stating on the return the identification number of the tax
return preparer, (ii) retention of a copy of each return or list of re-
turns prepared, and (iii) furnishing a copy of a return to the taxpayer
at or prior to the time of signing such return. The Secretary has been
given authority to establish rules and regulations with respect to situa-
tions involving more than one preparer participating in the prepara-
tion of a return. The committee expects that these obligations can be
satisfied by one preparer so long as such preparer maintains records
which disclose the names of all preparers assisting in the preparation
of a particular return and records of all returns on which each such
preparer assisted.
Suggested Report Language With Re8pect to§ 1201 (b) [adding IRC

§ 6694]
Penalties for negligent or fraudulent preparation 2.-The provision

for imposition of penalties for negligent preparation of returns re-
sulting in understatement of tax liability is not intended to require
the tax return preparer to become an auditor with respect to the sup-
porting data for a particular return. The tax return preparer should
not bear the risk of such penalties if le fails to make a complete audit.
The responsibility for adequate documentation rests with the tax-
payer.

NATIONAL SOCIETY OF PUBLIC ACCOUNTANTS,
Waahington, D.C. April 1, 1976.Hon. RUSSELL B. LONO,

Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR M& CHAIRMAN: The National Society of Public Accountants is
located at 1717 Pennsylvania Avenue NW., in the District of Colum-
bia. NSPA represents some 16,000 independent practicing accountants
who are principally serving the small business community of this
country with accounting, tax and auditing functions.

Because the laws governing the practice of public accountancy are
so varied, our membership includes certified public accountants, li-
censed or registered public accountants, accounting practitioners and
accountants who practice under a number of other titles or descrip-
tions.

It is our intention to focus our statement upon several narrow, but
extremely important, aspects of the legislative inquiry before this
committee in the tax reform area. We shall concentrate on the tax
return preparer and proposed regulation of this field of activity.

NSPA is deeply concerned with the language in title XII of H.R.
10612 on several counts. We are also very concerned with what is not
expressed.

he treatment of tax return preparers is something which ulti-
mately touches nearly one-half of all of this country's taxpayers.

I Id. at 278-281.
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Why I IRS studies show that a very large number of individual tax-
payers use the services of outside preparers---both professional prac-
titioners such as accountants, attorneys and enrolled agents and com-
mercial preparers. Moreover, reports from the largest commercial tax
preparation company indicate a sizeable increase in business in 1975.
Yet one of the present problems is the lack of completely accurate
information about the total source of outside assistance used by indi-
vidual taxpayers.

NSPA would endorse most of the policies behind the provisions in
title XII but the language adopted may not be the best means to
achieve these goals.

DEMNION SHOuLD BE IMPROVED

We are disturbed by the definition found in section 1201 (F). We are
not sure whether this clearly and accurately establishes liability on the
proper parties. It conceivably could exempt employees of preparers
under (37) (B) (ii).

It would be more effective, in our view, to adopt the definition of a
preparer already established by the Internal Revenue Service in its
regulations on disclosure of tax information contained in 26 CFR,
section 301.7216-1. This would provide consistency in the terminology.
These regulations have already been put into force after exposure for
public comment.

STANDARD OF CARE SHOULD BE CLEAR

NSPA firmly supports reasonable measures to penalize the incompe-
tent or unscrupulous tax return preparer. We are, however, concerned
with the careful delineation of the standards of care and degree of
responsibility that a tax return preparer is expected to possess where
the client supplies the data on which the return is based.

Testimony by the Secretary of the Treasury in 1973 expressed the
view that "The effect of the proposal will be to make tax return pre-
parers responsible to a much greater degree than at present, for the
return they prepare, and to raise the degree of compliance with
internal revenue laws" (emphasis added).

It was further stated, "A preparer's obligations will be to process
facts relating to a taxpayers financial affairs on a return in a manner
that reflect. a proper application of the internal revenue laws, but a
preparer will not have a d.ty to collect all relevant facts if the tax-
payer does not furnish them or to verify those that are furnished"
(emphasis added).

This "clear" statement of policy is even less clearly set out in the
language of section 1201(b). I

What is the "proper application of the internal revenue laws" ?
In a recent review of the taxpayer assistance program of IRS, the

General Accounting Office verified what the Subcomniittee on Over-
sight of this Committee had already determined. That is, that in a
frighteningly large number of cases the IRS was incapable of prop-
erly applying the internal revenue laws to a relatively uncomplicated
factual situation presented to them for a simple "yes" or "no" deter-
mination.
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If this is a failure to properly apply the internal revenue laws,
should federal employees be held to this standard with resultant
liabilityI

A GAO report--"Telephone Assistance to Taxpayers Can Be Im-
proved" (GGD-75--69) -found that' incorrect answers about the
proper application of internal revenue laws were given 18 percent to
20 percent of the time.The present language of section 1201(b) (1) calls for civil penalties
whenever the understatement of liability is due to the "negligent or
intentional disregard of rules and regulations".

Negligence has been defined by decisions and regulation as applied
to the taxpayer. Before the term, with its attendant civil penalties, is
made to also apply to the tax return preparer, some safeguards and
clarifications would seem in order.

If "willfulness" were an element of the cause of action under the
"negligent or intentional disregard of rules and regulations" (that
phrase being read to call for both elements) and that burden of proof
were placed upon the Government, then NSPA would wholeheartedly
endorse the provision.

NSPA would support a simple negligence Standard even without
willful action on the part of the preparer-if clear-and reasonable
standards for the preparer were part of the legislation.

In any event, the actions needed to give rise to negligent or inten-
tional disregard should be specified. Whether both neglect and inten-
tional action (or inaction) are required to trigger this section should
be clearly stated.The burden is placed on the preparer to bring an action in a Federal
district court for a refund of any payment of any penalty. This seems
to us to be unfair since the civil monetary penalty is being utilized as
an enforcement tool with criminal liability overtones.

It is interesting to note that only errors or actions leading to under-
statements of liability are penalized when, in fact, negligence could
easily be in favor of the Government and to the detriment of the client.

NSPA SUPPORTS OTHER PROVISIONS

NSPA supports the requirement of section 1201(c) that the pre-
parer must furnish a copy of the return to the taxpayer and retain
either a copy of the return or a list of clients for 3 years. We have no
objection :to making this available for IRS inspection since the tax
prepareridentification information is to be disclosed on the return
anyway. We'support this concept in section 1201(d) and, in fact, that
is a basic element of our own proposal for registration which we de-
scribed in our statement to the House Ways and Means Committee on
July 25, 1975.

The filing of an informational return listing preparers working for
him is certainly unobjectionable to NSPA although it will involve
additional recordkeeping and time. ,

The civil monetary penalties for failure to furnish a copy of the
completed return to the taxpayer failure to sign the return, failure to
furnish the identifying number, failure to retain a copy of list, failure
to file a correct information return listing preparers are all reasonable
and appear to us to be an effective approach. -
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INJUNCIV POWER SHOULD BE LMrr1

The injunctive power of the Government to halt further prepara-
tion by a person preparing returns is a powerful remedy which should
be carefully defined.

A question exists whether it should be available for negligent under-
statement of liability as presently set out in proposed section 6694.
Should the degree of participation and scope of behavior by a pre-
parer be so clearly harmful to the public, or some judicial finding of
willful intent be present, so as to give basis for this action

While NSPA agrees that misrepresentation of eligibilty to practice
before IRS should be a grounds for strong remedies, we would like to
see clarification in the law about the elements constituting misrepre-
sentation of experience and education as an income tax return pre-
parer.

NSPA does not permit any advertising or solicitation under its Code
of Professional Ethics, but we are aware of the potential abuses and
believe further refinement of the definition is necessary in the law so
that regulations promulgated will have a legislative intent to guide
their development.

A guarantee of refund or allowance of tax credit should be punished.
A very substantial concern exists in our minds with respect to the

catchall phrase "enga ed in any other conduct which is similar in na-
ture to conduct specified in paragraph (1), (2) or (3) and which sub-
stantially interferes with the proper administration of the internal
revenue laws". We know that this has been applied to shooting a reve-
nue officer. We question what else it may be interpreted to mean in
the context of its application to income tax return preparation. This
has been modified in the House in an attempt to add greater clarity,
but this may still be susceptible to abuse. Since this part represents a
generalized category in addition to the specified grounds for injunc-
tive action, we believe it could be deleted without impairing the ability
of the service to act against demonstrable harms.

Injunction authority gives IRS a tremendous threatening power
over preparers which might be abused at a local level, even contrary
to national office directives of IRS.

The filing of a bond in the amount of $50,000 to stay any injunction
specified above places large commercial firms in an advantageous posi-
tion vis-a.vis individual practitioners. The resources for securing such
a bond would certainly be more readily available in those instances
whereas a sole practitioner might be effectively put out of practice
while awaiting adjudication even if eventually exonerated.

SUMMARY OF VIEWS

NSPA takes the view that:
1. The definition of a tax return preparer now used by IRS in 26

CFR 801.7216-1 be employed.
2. The burden qf proof of any alleged negligence should be placed

on the Internal Re'venue Service, not the return preparer.
3. The following language from the House Committee report should

be incorporated into the legislation itself in section 1201 (b) (1) (a) :
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"The penalty applies generally to every negligent or intentional
disregard of such rules and regulations except that a good faith dis-
puteby an income tax return preparer about an IRS interpretation of
a statute (expressed in regulations or rulings) is not considered a negli-
gent or intentional disregard of rulings and regulations. The provi-
sion is thus to be interpreted in a manner similar to the interpretation
given the provision under present law (section 6653(a)) relating to
the disregard of IRS rules and regulations by taxpayers on their own
returns".

4. The bill should also include in section 1201(b) (1) (a) the follow-
ing language proposed in the Government's own testimony of April 30,
1973:

"A preparer's obligation will be to process facts relating to a tax-
payer's financial affairs on a return in a manner that reflects a proper
application of the internal revenue laws, but a preparer will not have a
duty to collect all relevant facts if the taxpayer does not furnish them
or to.verify those that are furnished".

5. The provision in proposed section 7407 (a) (4) should be deleted.
We would like to express our appreciation to the committee for this

opportunity to be heard on this important matter. We pledge to you
our cooperation in finding a practical solution to this complex and
significant problem.

Sincerely, ALsmwr R. VAw Tmimm, Pment.
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AMEICAN BAR ASSOCIATION,
Washington, D.C., April 8,1976.HM*RU88ML. B. Lozio,

Chairman, Commidttee on Finance,
U.S. Senate, Wahingto, D.O.

Dz.R MR. CHAMAN: On behalf of the American Bar Association
I am writing to urge your committee to incorporate the provisions oi
S. 2051, relating to the tax treatment of employee benefits under group
legal service plans, in H.R. 10612, the "Tax Reform Act of 1975, now
under consideration by your committee.

Recent surveys conducted for the American Bar Association by
the National Opinion Research Center have indicated that vast num-
bers of middle-income citizens do not receive needed legal assistance
in resolving common problems. One of the most effective means of
assuring the availability of such services to these citizens is through
prepaid group legal service plans. Under such plans, individuals pay
an annual premium to a fun and in return are guaranteed the avail-
ability of certain legal services. The association has been actively in-
volved in encouraging and supporting the development of such plans,
including the prototype in Shreveport, La.

The prime area for development of these beneficial programs has
been in employee groups. Amendments to the Taft-Hartley Act in 1973
specified such plans as a proper subject for collective bargaining. But
the uncertainty of the tax consequences to the employee of participa-
tion in such plans has stifled their use.

S. 2051 would clarify the situation by providing that an employee's
gross income would not include the value of legal services furnished
to the employee under the prepaid plan. The bill would provide for
prepaid legal service plans to be treated like group medical plans with
respect to the tax incidents of the employee.

The association has been in support of such legislation since 1974.
We urge your committee to consi-der this legislation now so that such
plans can be fostered and thousands of citizens can be benefited there-

Sincerely, IAWwCM E. WAW

(3387)



STATEMENT OF CHARLES L. HUBER, NATIONAL DIRECTOR
ir LEGISLATION, DISABLED AMERICAN VETERANS

Mr. Chairman and members of the committee: Th6 Disabled
American Veterans deeply appreciates this opportunity to participate
in today's hearings for the subject of kax reforrw is "near and dear"
to the hearts of most American s, including the 500,000 member of
the Disabled, American Veterans.

As an organization whose primary legislative goal is to initiate
and support beneficial veterans' legislation in the Congress, tue
DAV would not normally take an official, public position on the issue
of tax reform, However, in addition to supporting improvements
in Federal benefit programs afforded to service-connected disabled
veterans, their dependents and survivors, the DAV is directed by its
National By-Laws to "resist and oppose any changes in laws . . .
that would . . . deprive veterans or their dependents of benefits
already granted by such laws" (paragraph 5, Section 7.10, DAV
By-Laws).

It is this "continuing mandate" to safeguard existing veterans'
benefits which compels our appearance here today, for a provision of
H.R. 10612, the House passed Tax Reform Act, would indeed deprive
service connected disabled veterans of federal monetary benefits-
benefits that are due them solely on the basis of their having incurred
a service related disability.

The provision in question is contained in Title V, Section 505 of
H.R. 10612. Our objection is centered on paragraph (b) of Section
505 which proposes to alter the present income tax status of military
disability retirement pay,

At present, Mr. Chairman, the uniformed service retirement pay
of officer and enlisted, personnel that is based on a service incurred
disability is not subject to federal taxation. (Section, 104(a)(4) of
Title 26, U.S. Code). The above mentioned provision of H.R. 10612
would remove this tax exempt status from all future military disa-
bility retirees who, (1) will have commenced active military service
on or after'September 25, 1975, and (2) who will have retired for
disabilities not related to combat, extra hazardous duty or instru-
mentalities Qf war.

Mr. Chairman, never in our Nation's history has federal monetary
payments based on the incurrence of a service related disability-be
they emanating from the Veterans Administration or from a branch
of our armed services-been subject to taxation.

This is just one of many material manifestations of gratitude that
have been extended by the American people to its disabled veterans
over the years. Taxation of military disability retirement pay, even
on a limited basis, would be in direct conflict with the American
tradition of special concern for this category of its veteran population.
It is distressing to contemplate that this might occur in the year
of our bicentennial celebration.

(3308)



I hasten to add here, Mr. Chairman, that the DAV position on. this
matter has' more Substance to it than a mere, "status quo" oppsitiof
to change.' As" weshall point out, not only dogs this proposal* place
in jeoparo$ the entire coheept of tax exemiiption for, veterans' benefits,
in addition, t wouldd unfairly penalize futurgeneration of - rvico-
connected disab ed' veterans, thev. Vat majority of *vhom would be
lower 'ranking enlisted and officer personnel. We . alo believe this
aspect of'the tax reform bill is based on misconceptions of the issues
involved and pursuit of a goal which would not be realized even if the
provisions were to'become law.'

I' believe the' following inforiftation' will s ubstht"Ate these
6ontentions.

DISABILITY RETIREES

There are curiehtly 95,000 former' enlisted personnel and 65,000
former officer personnel who are drawing military disAebility retire-
inent pay based on the. incurrence of a service heated Wound, injur
or disease. These disability retirees'ghould not b0 confused wit
military longevity retirees (approximately one million), who ae retired
on length of' sei-ce. Retirement pay'based on disability is currIitl
tax exempt, 'longevity retirement pay. i' not. The largest number, of
disability retirees, approximately .00,000 falls within, the. enlisted
pay grades E4-E7 (Corporal-Gunnlery Sergean.) and officer pay
grades 0-2--0-5 (1st' Lieutenant-;-Lieutenant Colonel). Disability
retires who are in pay grades 0-7---10 (General rfiAks) comprise
only .7 of 1 percent of the 160,000 total. The average moithly disa-
bility'rotirement pay of all retirees is approximat ey$402. The average
monthly pay for enlisted disability retirees is only, $257.

CAREER COMPENSATION ACT OF 1949

Prior to this law enlisted personnel could not retire on disability
from the armed services. This ifn large measure accounts for" the
rather high ratio of officer personnel found among disability retirees-
slightly more than 1 in 3 disability retirees are officers. On the other
hand, among active duty personnel, slightly under 1" in 7 are officers.
With the passage of time the disability retiree officer/enlisted ratio
should approach that which applies to active duty personnel.

SICK PAY EXCLUSION EXEMPTION

Information on this subject is necessary as many people are under
the impression that the tax exempt- status of military disability
retirement pay is directly related to the sick pay exclusion provisions
of current law, and that a change in the sick pay exclusion provisions
(Section 105(d) of Title 26, U.S. Code) necessitates a change in the
law which authorizes tax exclusion of military disability retirement
pay (Section 104(A) (4) of Title' 26). This is untrue.

By virtue of IRS ruling RR 58-43, some military disability retirees,
who meet certain eligibility criteria, find it advantageous to use the
sick pay exclusion exemption. Howeverit must be understood that
the tax exemption given to them under sick pay exclusion applies
only to that portion of their retired pay which is based on length of

69-516-76--pt. 7---4 .
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service and subject to taxation, not to that portion of their retired
pay which is based on physical disability and already tax exempt.

Therefore, if it is this Committee's desire to alter or indeed eliminate
the sick pay exclusion provisions which apply to all Americans,
including military disability retirees this can be done without changing
in any way the current tax status of military disability retirement pay
as authorlzod by Section 104 (a).. (4) of Title 26. It is not necessary to
rou,(t) Wh~ y di& ~~eie~ei pay. in order: to correct any
equitiess imd t u e'c fit a lictift o t e -lf payekdaso exemp-
tion. I -have attached -to ths statement an addendum which explains
fully the use of the sick pay exclusion exemption by some military
disability retirees.

HOUSE REPORT NO. 94-658 ON H.R. 10612

At the outset it should be noted that a savings through increased
tax revenue is not at issue when considering the taxation of military
disability retirement pay as proposed in H.R. 10612, and the House
Report clearly states this fact. No revenue impact is expected what-
soever for-quite some time and, in our opinion, when it does come it
will be so small as to be insignificant.

According to the report, the primary reason for taxing the disability
beneAs of a limited number of future retireao is to prevent the abuse
of military disabilfty r-tit netmdetorihiatio'nis which allegedly has
been occurring.

Mr. Chairman, we are all aware of recent "horrible examples"
which indicate that some high ranking officers, seemingly in the best
of health, are "suddenly" retired on tax free disability benAfita shortly
before they were due to retire on taxable length of service pay.
Human nature being what it is, I am sure that "abuses" such as these
do occur. However, this proposed solution to eliminate such abuses
by a few is patently unfair to those future retirees who will incur
bonafide serious service related disabilities that will require termina-
tion of their military careers.

Not only is this "shotgun" approach unjust, it simply would not
work, for the incentive and the ability to abuse the system, that is,
to gain tax-free retirement pay, would still exist. If a high ranking
officer is disposed to use the influence of his position in a questionable
way, the proposed change in Section 104 (a) (4) of Title 26 would not
prevent him from attempting to secure an undeserved "combat
related" status for a particular disability, or from attempting to secure
a higher percentage disability rating than should be assigned. Frankly,
the actual abuse or potential to abuse the disability retirement
system would not be changed one iota by the proposed amendment of
present law.

In fact, Mr. Chairman, the goal sought by this provision of the
Tax Reform Bill has, in our opinion already been achieved by virtue
of a law recently enacted by the congress. I refer to P.L. 94-225
which was sged by the President on March 4, 1976.

This legislation, among other things, requires that in cases of
general and medical officers retiring for length of service, a finding of
unfitness for duty by the Service Secretary concerned which would
make such officers eligible for disability retirement pay, must first be
approved by the Secretary of Defense with the prior recommendation
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of the Assistant Secretary of Defense for Health and Environment.
I submit, Mr. Chairman, that P.L. 94-225 will prove to be an effective
vehicle for the prevention of military retirement abuses, and that its
enactment renders superfluous the c ange in law proposed by Section
505 (b) of H.R. 10612.

In summation Mr. Chairman, the proposed amendment to Section
104(a)(4) of Tite 26, which I again underline need not be taken in
order to effect changes in the sick pay exclusion exemptions of currentl~w, would.,do th';efX 1..i$: '"'.. " " "

1. Produce no afditional revenue for the Federal Government in
the near future and very little in the long run.

2. Reduce the relatively modest monthly disability benefits of
certain future retirees, the vast majority of whom will be lower ranking
enlisted and officer personnel.

3. Will not prevent or discourage present and future abuse in
military disability retirement determinations.

4. Will depart from the time honored tradition of providing non-
taxable federal benefits for disabilities incurred while on active
military service, and

5. Encourage future encroachment upon the benefits and services
afforded to American's service connected disabled veterans.

Mr. Chairman, for these reasons the bAV respectfully urges this
Committee to reject in its entirety that pqrion of H.R. 10612 which
would amend Section 104(a)(4) of Title26 "U.S. Code.'

In closing may I again thank you and the members of this Com-
mittee for giving us this opportunity to present our views on this
important subject.

ADDENDUM-MILrrARY DIsABILiTY RETIRED PAY

Section 104(a) (4) of the Internal Revenue Code currently provides
for the specific exclusion from gross income of:

Amounts received as a pension, annuity or similar allowance for personal
injuries or sickness resulting from active service in the Armed Forces of any country
or in the Coast and Geodetic Survey or the Public Health Service (or as a dis-
ability annuity payable under the provisions of Section 831 of the Foreign Service
Act of 1946, as amended (22 U.8.0. 1081; 60 Stat. 10211)).

Under present law, if a member of the uniformed services of the
United States is retired for disability, part or all of his retired pay will
by excluded from federal income taxation. The manner in which the
retired pay is computed determines whether any of the pay is subject
to federal income tax.

If the member is receiving disability retired pay computed solely
by multiplying his percentage of disability times his basic pay, all of
his retired pay is currently exempt from federal taxation.

If he chooses to have his disability retirement pay computed on
length of service (2 percent times years of service times basic pay),
the amount of his retired pay which is in excess of the amount he
would have received if he had elected to have his pay computed on the
bo's of his percentage of disability, is not excluded.

EXAMPLE

An officer Grade 0-4 with 26 years' service, retires with a 40%
disability. He elects to have his pay computed on the basis of his
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length of series. His monthly retired pay is 2%% x 26 years (65%) x
$1,494.00, or $971.00. If his retired pay was computed on the basis
of his percentage of disability, it would be 40% x $1,494.00, or $597.00.
The differencesbetween the 4wo figuresr-$971.00 minus $597,00, or
$374.00 per month, would be subject to income tax,, and would
appear on. his withholding -statement (Form W-2), issued, by the
Finance Office.,

USE OF THE SICK PAY EXCLUSION BY SOME MILITARY DISABILITY
RETIREE

Under Revenue Ruling 58-43, however, the disability retirement
pay whicl. is in excess of the amount excluded under Section 104(a) (4)
of the Internal Revenue Code niay b excluded from gross income to
the extent, provided in Section 1,05(d) of Title 26 if such "sick, pay"
is received before the member reaches mandatory retirement age.,

This same , ruling (RR 58-43) alsi held. that, -a member of tle
Armed Forces" On the retired. list for reasons other than ,physical
disability is notabsent from work on account of personal injuries or
sickness within the meaning of Section 105(d) of the"Internal Revenue
Code. Therefore, no part of the retired pay of such a member n# be
excluded from gros income under the provisions of that section..,-

To be eligible for the "sick pay" exclusion, Mr. 'Chairman, the
military retiree must be (1) retired for disability, (2) must not have
reached mandatory retirement age, (3) must not be employed by the
U.S. Government,, and (4) his retied pay must be partially subject to
taxation.

The following examples taken from the Uniformed Services Almanac
illustrate the application of the sick pay exclusion to. military retired
pay:

(a) Lt. Smith retired after 22 years' serVice for a physical disability rated at
40 percent. He elected to have his disability retirement pay computed on the basio
of hii longevit which amounted to $679 (i.e., $1,216.80 times 55 percent) per

.b6nth. His peAZ,1 age disability, 40 perent,- times his monthly pay equals $487,
and this ambunt is excluded from income tax. The balance of $192 per m6nth,
being at a pa~nientk rate of less than $100 per week (the maximum amount exL
cludable under sick pay exclusion), is excluded from gross income until he reaches"retirement age", which is the earliest of the dates that he would have completed
40 years service or-reached age 62.

(b) Major General Jones enlisted in the Army on July 1, 1932, was later C'm-
niissioned, and was continuously on active duty until-June 1, 1973 when he was
placed on the retired list with a 30 percent disability. le elected $1,025 monthly
retirement pay on the basis of over 30 years service ($2,700.30 times 75 percent).
He would be entitled to a monthly exclusion of $810 ($2,700.30 times 30 percent)
based on th diability portion of his retirement pay. However, since he had
already reached "retirement age"-:0 years' service or age 60-he may not apply
the sick pay exclusion and the balance of $1,215 per month is taxable income.

(c) Major Kelley retired on June 1, -1973, after 26 years' service and not for
physical disability. No part of his retirement pay of $914.75 $(1,407.30 times 65
percent) is excluded from gross income since disability was not a factor and neither
can an amount basbd on the sick pay exclusion be applied.

(d) Sergeant Bums was placed on the military disability retirement list after
12 years' of activemilitary service with a 60 percent physical disability. lis basic
pay at the time of retirement was $643.00 per month. His disability retirement pay
computed on the basis of length of service (30 percent times $643) would be
$192.90 per month. Comptd on the basis of his percentage of disability (6&
percent times $643) his retirement pay is $385.80 per month. Sergeant Burns
obviously chooses tAe percent of dLsability computation method and all of his
retirement pay is excluded from taxation under Section 104(a) (4) of Title 26.
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&rgeant Burns makes no use whatsoever of the sick pay exclusion provisions of
TOie 20.

The foregoing examples clearly demonstrate that the sick pay ex-
clusion is not applicable in the case of military retirees whose retire-
ment pay is computed solely on the percentage of their service-
incurred disabilities, or who do not meet the other eligibility criteria.

STATEMENT OF PAUL H. CHAPPELL, ATTORNEY AT LAW, CHEVY CHASE,

MD.

INCOME TAX RETURN PREPARERS

I am submitting for consideration by the Senate Finance Commit-
tee my comments regarding section 1201 of H.R. 10612 (Tax Reform
Act of 1975) relating to the regulation of income tax return preparers.

BACKGROUND

According to the House Committee Report accompanying H.R.
16012, section 1201 is intended to grant the Service authority to regu-
late administratively (and penalize) unqualified, grossly negligent, or
unscrupulous tax return preparers. The rapid growth of the business
of commercial preparation of tax returns has created a number of
widespread abuses such as the practice of flatly guaranteeing a tax-
payer that he will receive a refund, obtaining a taxpayer's signature
on a blank return (i.e., before it is prepared), claiming fictitious de-
ductions and exemptions on a return in order to achieve a tax refund
promised the taxpayer, misrepresentation of the preparer's qualifica-
tions, failure to retain or provide the taxpayer with a copy of his re-
turn, etc.

PROVISIONS OF SECTION 1201

Under present law, persons who prepare returns for others for a fee
may be subject to criminal penalties under section 7206 of the Code for
will fully aiding or assisting in the preparation of a fraudulent return.
The House Bill would add provisions granting the IRS authority to
regulate preparers and penalize abuses. Section 1201 of HR. 10612
contains a number of provisions dealing with tax return preparers, in-
cluding the following:

1. Each prepared return, statement, or other document must contain
the identification number of the return preparer and other data suffi-
cient to identify the preparer. A $25 penalty is provided for each fail-
ure to comply, if without reasonable cause.

2. Each preparer must furnish to s taxpayer a copy of the return or
claim for refund prepared by the tax return preparer at the time the
return is given to the taxpayer for his signature. A $25 penalty is pro-
vided for failure to comply, if without reasonable cause.

3. Each return preparer or person employing a tax return preparer
to prepare the returns of-others must file an annual report with the
IRS listing the name, address, identification number and place of work
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of each preparer he employs. Failure to comply without reasonable
cause would result in a $100 penalty for each failure to file an annual
return and a $5 penalty for each failure to include a name, address,
identification number or place of work in the annual report. These
penalties are not to exceed $20,000 for a 12-month period.

4. Each return preparer or employer of return preparers must retain
for three years either a list of taxpayers for whom returns were pre-
pared or copies of their returns and claims for refunds. Return pre-
parers are required to make copies of returns, refund claims, or fists
of taxpayer names and identifcation numbers available for inspec-
tion, -upon the request of the Secretary. A $50 penalty is provided for
each failure to retain a copy of a return or to list a taxpayer for whom
a return was prepared, up to a maximum of $25,000 for all returns in
a year.

5. A $100 penalty is provided for negligent or intentional disregard
of Internal Revenue Service rules or regulations by a tax return pre-
parer. A $500 penalty is provided for a willful attempt to evade, defeat
or understate any tax by a tax return preparer. A- separate penalty
may be imposed for each return or claim for refund.

6. A $500 civil penalty is provided for any endorsement or other
negotiation by a person who is an income tax return preparer of any
check received by a taxpayer from the IRS.

7. The IRS would be given the authority to seek a court injunction
against income tax return preparers (1) engaging in conduct subject
to penalties, (2) misrepresenting their qualifications (including eligi-
bility to practice before the Internal Revenue Service), (8) guarantee-
ing the payment of a tax refund, or (4) engaging in other conduct
similar in nature to the above types of conduct which substantially
interferes with the proper administration of internal revenue laws. A
tax return preparer who files a bond of $50,000 to guarantee payment
of further penalties would not be subject to an injunctive proceeding
for penalty-type conduct.

8. The Internal Revenue Service would be authorized to provide
the names, addresses, and taxpayer identifying numbers of preparers
to State authorities charged with enforcing State provisions regulat-
ing tax return preparers.

SUOESTED CHANGES IN SECTION i1201 OF THE HOUSE BILL

The problems addressed by section 1201 of the House Bill are suffi-
ciently serious to justify some form of regulation. I would favor the
adoption of most of the provisions contained in the section. However,
in my opinion, certain provisions set forth in section 1201 are highly
objectionable. I would strongly recommend several changes in section
.1201 as presently written. These suggested revisions are explained
below.
(1) Negligent or intentional disregard of rue. and regulations -

For the purpose of furnishing guidance both to tax return preparers
and to Service personnel, section 1201 should specifically spell out cer-
tain "safe harbor" situations in which the penalty cannotbe assessed.
The IRS should not be authorized to assess a penalty against a tax
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return preparer who disregards the rules and regulations of the
Service where:

(a) The return preparer has disclosed his position on the income tax
return (or in a rider attached thereto), thereby flagging the item for
Service personnel, or

(b) Where, even though not disclosed on the return, the position
taken by the return preparer is biso~d upon an opinion rendered by an

--attorney or by a certifiedi public accountant.
The -House Committee Report states at page 278 that a good faith

dispute by an income tax return preparer with respect to-an IRS in-
terpretation of a statute is not considered to constitute a negligent or
intentional disregard of rulings and regulations. The House Commit-
tee Report also states that proposed Code section 6694(a) is to be in-
terpreted in a manner similar to the interpretations given to section
6653(a) of he Code under existing law.Section 6653 (a) of the Code
provides a five percent (5%) penalty to be assessed against taxpayers
where any part of an underpayment of tax is due to "negligence or in-
tentional disregard of rules and regulations" In applying section
6653(a), the courts have generally refused to impose the penalty in
cases where the pertinent facts were disclosed on the income tax return.
See. e.g., Brockman Building Corp., 21 T.C. 175, 191 (1953), affirmed
231 F2d 145 (9th Cir. 1955) ; Pullman, Ino., 8 T.C. 292, 299 (1947);
Davis Regulator Company, 36 B.T.A. 437, 444 (1937). Moreover, in a
number of cases the courts have held that the five percent (5%) pen-
alty provided by section 6653 (a) is not applicable where the taxpayer
has relied on an opinion of counsel or upon the advice of his accountant.
See. e.g.. Conlorez Corp.. 51 T.C. 467, 475 (1968) ; William A. Brown,
47 T.C. 399. 410 (1967). affirmed 398 F.2d 832 (6th Cir. 1968) ; R. E.
Neson, 19 T.C. 575, 581 (1962).

If disclosure of a doubtful item or reliance upon an opinion of coun-
sel (or the taxpayer's accountant) will avoid the application of the five
percent (5%) penalty contained in section 6653(a) ,-it certainly would
seem unreasonable to authorize the IRS to assess a penalty against tax
return preparers who either rely on the advice of a professional tax ad-
viser or disclose a controversial item on a return. thereby taking a posi-
tion at valance with the rules and regulations of tie Service. To
penalize tax return preparers who make an adequate disclosure of a
questionable item or who in good faith rely on the judgment of legal
counsel or a qualified accountant would unfairly penalize taxpayer re-
liance upon professional tax advisors. It is submitted that the text of
the law itself should spell out these exceptions so as to make it abund-
antly clear that it is not the policy of Congress to deprive taxpayers of
the benefit of independent professional tax advice. Moreover, it is my
opinion that there should be an obligation imposed upon return pre-
parers to either flag the treatment of a questionable item on the return
(or on an attached rider), or to obtain an opinion from a qualified pro-
fessional tax adviser as to the basis of the position taken.

The courts in -several cases have refused to impose the negligence
penalty for intentional disregard of Service rules and regulations un-
der section 6653(a) of the Code (and its predecessor in the 1939 Code
and prior revenue acts) in situations where a full disclosure of the
questioned item is made on the return (or in a rider attached thereto)
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anhd the taxpayer has reasonable grounds to differ from the Service
position. See, e.g., Davi8 Regulator Co., 36 B.T.A. 437 (1937) ; Frank
T. lIeffelflnger, 32 B.T.A. 1232, affirmed 87 F.2d 991 (8th Cir. 1937);
terrnann Senner, 22 B.T.A. 655 (1931). Further, the American Bar
Association's Committee on Professional Ethics has expressed the
opinion that an attorney may properly advise his client in filing an in-
come tax return to take a position that is favorable to the client so long
as there is a reasonable basis for the.position taken.1 In Opinion No.
314, the ABA Committee on Professional Ethics further expressed the
view that, where the attorney believes there is a reasonable-basis for a
position favorable to. the client, there is no obligation on the attorney
to advise that a rider be attached to the client's tax return explaining
the transaction. However, as noted above, it is my opinion that the
return preparer should be required either to attach a statement dis-
closing the position taken, or to obtain an opinion from a qualified
professional tax adviser setting forth the basis for the position.

Accordingly, although the House Committee Report states that the
penalty for "intentional disregard of rules and regulations" is intended
to be construed in the same manner as section 6653, I believe that two
exceptions should be added to proposed Code section 6694 (a) set forth
in section 1201 of the House Bill. The proposed section should be
amended to provide that no penalty shall be imposed upon a tax return
preparer where (a) the return preparer has disclosed his position as to
the questioned item on the income tax return, or (b) the position taken
by thie return preparer is based upon an opinion rendered by an attor-
ney or by a certified public accountant, even though the item is not
disclosed on the return.
(2) Disclosure of return -or Ut8 of taxpayers

Proposed Code section 6107(b) contained in section 1201 of the
House Bill requires each tax return preparer to retain for three years t
completed copy of any tax return refund claim, or to retain a list of
the names and identification numbers of taxpayers for whom a return
or refund claim was prepared. The proposed provision would further
require tax return preparers to make such copies or lists of taxpayers'
names and ID numbers available for inspection upon the request of
the Secretary of the Treasury. It is submitted that the provision re-
quiring tax return preparers to make available for inspection by the
Treasury Department copies of returns, refund claims, or -lists of tax-
payer names and ID numbers represents an unwarranted intrusion
into a confidential professional relationship.

Where the tax return preparer is an accountant, I would note that
the Supreme Court has held in Cowh v. United State8, 409 U.S. 322
(1973), that a state-created accountant-client privilege is not recog-
nized in Federal tax matters. Nevertheless, it is submitted that the
confidentiality to justify Congressonal recognition. A recent state-
ment submitted on the subject of Federal Tax return confidentality by
the American Institute of Certified Public Accountants to the-Privacy
Protection Study Commission hearings held on March 11-12, 1976,
explains that the access which the IRS (through summons procedures)

18" Opinion 314, ABA Comm. o Proft alonaI Ethica, Opinoxa, 688 (1970) ; 51 A.B.A.J.
671, 72 (1965).
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currently has to accountants' work papers frequently impedes the free
communication betweeh client and accountant which is necessary to
proVide the accountant with sufficient information to prepare accurate
financial statements and income tax returns.2 The AICPA statement
further points out that Service personnel increasingly are demanding
memoranda and work papers not directly relevant to the prepara-
tion of an income tax return. Accordingly, it is submitted that the
Internal Revenue Code should explicitly extend the privilege of
confidentiality to communications between taxpayers and their ac-
countants. Most certainly accountants should not be required to dis-
close to the Treasury the identification of their clients whether or not
returns were prepared or refunds obtained on their behalf.

With respect to attorneys, most states have enacted statutes ex-
pressly extending the rivilege of confidentiality to communications
between attorney and client. Such statutes codify the historic common
law privilege. The attorney-client privilege may extend to the identity
of the client, and that where such identification could amount to the
prejudicial disclosure of a confidential communication to the IRS, the
information is privileged, and the attorney may not be forced to dis-
close it.s See Baird v. Joerner, 279 F.2d 623 (9th Cir. 1962) ; Tillot-qon
v. Boughner, 350 F.2d 663 (7th Cir. 1965). In its opinion in Baird v.
KJerner, supra, the Ninth Circuit stated as follows: ,

Suppose . , . unknown clients had related certain facts to their attorney,
and asked that attorney for an opinion as to whether the clients, as taxpayers,
owed the government additional taxes. Could the attorney be required to state
the Information given him In confidence by the clients, and the attorney's advice
in response thereto? Or could the government require every taX attorney to
reveal the name of those clients who had consulted the attorney with respect
to possible taxes payable, so that the government could institute investigations
of all such taxpayers? We think the answer Is "no" to both such questions.

The provision contained in proposed Code section 6107(b) (2) re-
quiring a tax return preparer to make available for inspection by the
Internal Revenue Service a list of those taxpayers for whom he pre-
pared returns or refund claims constitutes a clear cut abrogation of
the attorney-client privilege.

It is submitted that the files of professional tax advisers should not
be susceptible of use by Treasury agents as dragnets with which to
conduct fishing expeditions in the course of an investigative search for
further taxpayers to examine and additional returns to audit. No prac-
titioner, whether attorney or accountant, should be required to disclose
the identity of any client to an- agency of the United States. Ac-
cordingly, it is submitted that proposed Code section 6107(b) (2)
should be deleted and the Internal Revenue Code should be amended
so as to make it clear by explicit provision that tax return preparers
and taxpayer representatives are not required to disclose the identity
of any client.
(3) Injunctive authority

Proposed Code section 7407 contained in section 1201 of the House
Bill would grant the IRS authority to seek a court injunction against

see Tacation and Pisace (BNA), Mar. 12, 1976 pp. J-3, 5.
$ A similar application of the attorney-client privilege was made by Justice Story in

Ohirao v. Reisloker 24 U.S. 278 [11 Wheat. 2891 (1826). Bee also NLRB v. Harvey, 235
F. Supp. 580 (D.C. Va. 1964), In which the Court refused to compel an attorney to disclose
the Identity of his client to a representative of the National Labor Relations Board,
following Baird V. Koerner, 279 F.2d 628 (9th Cir. 19M2).
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income tax return preparers in certain described situations. This pro-
vision authorizes the IRS to obtain an injunction which would "enjoin
such person . . . from further acting as an income tax return pre-
parer." It is submitted that the judicial authority to enjoin certain of-
fending tax return preparers should not be of indefinite duration.
Such injunctive- authority, if permanent, may effectively destroy the
means of livelihood of the professional tax preparer affected. In addi-
tion, if imposed against a licensed CPA or a practicing attorney in
good standing, a permanent injunction would constitute an infringe-
ment upon the licensing authority of the states to certify and regulate
attorneys and accountants. Section 1201 of the House Bil does not dis-
tinguish between professional advisers who are licensed by the states
(such as attorneys and CPA's) and unlicensed tax return preparers.
It is submitted that injunctive authority ought to be limited to a fixed
period of years, e.g., three years, or five years, rather than be per-
mitted on a permanent basis. If a permanent injunction is authorized
at all, it should be permitted to lie only against a tax return preparer
who is not licensed by state law.
(4) Judiei review

Section 1201 if the House Bill permits return preparers subjected
by the IRS to one or more of the prescribed penalties to file suit for
a refund of the penalty assessed. This is the 8ole method of judicial
review provided by the House Bill. It is submitted that provision
should be made for elective review by a pre-payment forum, viz, the-
United States Tax Court. I would propose that all IRS penalty assess-ments should be subject to the regular deficiency notice procedure set
forth in sections 6211-6215 of the Code and that all such proposed
penalties should be subject to pre-assessment review by the Tax Court
in the same manner and to the same extent as income tax deficiencies
and attendant penalties under present law. There is no eason to de-
prive tax return preparers of the benefit of the long experience and
special expertise of the Tax Court if they wish to avail themselves
of that forum. Refund suits for the recovery of such penalties in the
U.S. District Courts and the Court of Claims should also be available
on an elective basis.

I would strongly urge that section 1201 of the House Bill be
amended in accordance with the above-stated recommendations.



Corporate Taxation
.STATzxzxT or Formcuz W. HoPKINs

Mr. Chairman, members of the committee, I appreciate this oppor-
tunity to present to the committee my suggestion on tax revision as
it may affect subchapter "S" corporations.

For reasons which follow, the undersigned respectfully requests
the committee to consider the following proposed addition to section
812(m) of the Internal Revenue Code:

"(4) Electing Small Btsines Crporation.-For any taxable year
beginning after June 30, 1972, the provisions of paragraph (1) shall
not apply in computing the earnings and profits of an electing small
business corporation as defined in 1 1371(b)."

The purpose of the foregoing is to reverse the unintended and in-
equitable effect of section 312 (m) [Public Law 91-172, sec. 442(a) ]
on electing small business corporations, which requires that before
a distribution can reach prior years undistributed taxable income
(PTI), it must first include current earnings and profits; that is,
the difference between straight line and accelerated depreciation in
the year of distribution. (See "Tax Coordinator, Research Thstiute
of America," vol. 2, par. D-1617.)

In enacting § 1871, et seq., Congress intended to allow the stock.
holders of sub 'S" corporations to withdraw tax free undistributed
taxable income of prior years (PTI). At that time (with the exception
of the effect of depletion), "taxable income" and "earnings and profits"
were generally synonymous terms.

The taxation of the excess of current "earnings and profits" over
"taxable income" as a condition precedent to the distribution of
PTI is particularly inequitable where a corporation has been an
electing small business corporation from its inception and, therefore,
has no earnings and profits accumulated prior to June 30, 1972. Thus
this difference between straight line and accelerated depreciation that
must be picked up in the year of distribution of PTI is the equiva-
lent of recapture of depreciation without an opportunity to increase
depreciable basis.

More to the point, however, Congress never intended or anticipated
the inequitable effect of § 312(m) on profitable small business corpo.
rations. In commenting on the desirability of this legislation, Senate
Report 91-552 (C.B. 1969-3, p. 535) states in part as follows:

"General reaaon for change.-Tax-free dividends from accelerated
depreciation-in effect, resultin in current avoidance of tax at ordi-
nary income rates in exchange for possible postponed tax at a long-
term capital gains rates-appear to be increasing in a number of in-
dustries. Especially among utilities, a number of companies are regu-
larly making such distributions. It was indicated that in 1968 private
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power companies alone made such tax-free distributions totaling ap-
proximately $260 million. Statistical information is not readily avail-
able in the real estate industry on this pointi but it is understood that
substantial amounts of corporate distributions in this industry are
also tax free. Availability of these tax benefits is generally unrelated to
the purposes of accelerated depreciation and'is of greatest value to
individual stockholders in Jigh tax brackets."

To the thousands of subchapter "S" corporations because of its
lack of publicity, the obscure nature of its effect, and its inequitable
and unintended effect, § 312(m) poses a. classic tax trap for the
unwary.

I am proud to support this legislation and to promote equity, I urge
that the foregoing proposed amendment to § 312 (m) be made retroac-
tive, in effect, to June 30,1972.
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STATEMENT OF CHAiwUi D. SmvsI

Retirement Income Security Act, which it is fair to say, substantially
revised the law applicable to employee benefit plans of all type& The
act has been both highly praised and highly criticized but it is quite
evident that Congress dealt responsibly with a number of matters
which had become serious problems.

Quite often, broad reform legislation of this type contains provisions
which have the potential for creating a condition which is contrary to
the goal originally set-namely, to improve the status of employees.
There are at least two features of the legislation which I believe fall
within this classification and I respectfully call them to the attention
of this committee, in the hope that remedial legislation can be adopted.

The problem areas are the ceilings placed on the amount of pension
beiifit'Wvhichi cvr be'providM'by a'qualifi6d'plaui, as welt as'thb ceiling
placed on the amount which can be contributed annually for the ac-
count of any individual participant. The pension limitation to which I
refer is that which provides that a benefit may not exceed 100 percent
of prerequirement compensation or $75,000, whichever is the lesser. The
contribution limitation, prohibits a contribution in excess of 25 percent
of earnings, or $25,000, whichever is the lower. While both these dollarimitations are subject to cost of livin increases it m "ud ent
tht theft baws alnmmt -', set musW t t' low. ahd -tht d they'c n and
should be either eliminated or increased.

In today's economy, it is not uncommon to find management and
executive personnel compensated at rates in excess of $100,000. In part,
this may be attributed to the effects of inflation; but I also believe that
in some measure, the higher levels of direct compensation seen today
reflect changes made in the tax law through the Tax Reform Act of
1969. In that legislation, Congress, with due deliberation, evidenced its
desire- to give more favorable tax treatment to recipients of earned
income as contrasted with taxpayers who derive unearned income. -

Tax advantage which, were. onee i entified.withdefvred cowpan-
sMUbn 'a rt#ehents; stc]k options and other similar plans were
diminished, while more favorable treatment was attached to the direct
compensation. In addition, the decline of stock market prices created
nightmarish situations for many executive personnel, who had in-
curred substantial debt for the acquisition of stock subject to option,
only to find a call on their loans at a time when the restrictions in the
tax law prohibited a disposition of the underlying security at favorable
tax rates. The combination of these factors, and perhaps others, has
produced a climate which finds a substantial nunr-of persons being
co6nppsated currently at rates in excess of $100,'000 annually. Many
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small business men, who are the owners or at least dominant or con-
trolling stockholders of their companies, fall into this category. They
are also the persons who decide what benefit plans are adopted for em-
ployees and the extent to which the company will commit itself to
provide increased lepfit&.

In designing employee beiefit plans, management considers numer-
aus factors, such, an overall cost,benefit expectedto be derived by the
company and the ultimate benefit to be received, by personnel. The
smaller business adds another dimension to consideration, namely, the
benefit that might also be receivedby top management and shareholder-"
employqes. .When individuals, ia the -best of American business tradi-tion, organize new enterpise, and through years of hard work and
dedication built it to something of value, they necessarily feel a reluc-
tance to ignore the effects of business decisions on their personal lives.
The businessman whose pension plan, profit-sharing plan or employee
stook ownership trust, cannot provide him with any more benefit -due-
to the $75,000 or $25 000 limitation, has a natural lack of interest to
voluntarily increase tle benefits provided under the plan for the other
employees. In the case of an employee-stock ownership trust, for ex-
amp l)e, the stockholder-participant experiences not. only thi dilution
which results from the ownership of stock being transferred to theemployees trum,.but.ajso snffer0 further dilution within the trust-by
virtue, of thp -fact that his pro rata sharing in stock ownership ceases
once the arbitrary limitations have-been reached.,

, Likewise, 1aiemployer may wish to provideall of his employees with
a pension benefit in excess of what -the man was earningprior to retire.
inent,. An employee retiring on the basis of 100 percent of pay--say
$20,000-may find that wh4t he was receiving immediately prior to
retirement is wholly inadequate to support.Mhis family 5 or 10 years
down the road after retirement.

We: are acutely, aware of the erosion of the purchase power of the-
dollar due to inflation over the past few years. Why not permit the
employer to provide a-pension benefit equal to 110 percent or 120 per-
cent of final pay I In view of the problems with social security, the
private pension system should be encouraged, not discouraged.

M s of us can recognize that Congress felt compelled to establish
some limitation in order to remove the temptation a taxpayer might
have to fix abnormally high benefit and contribution levels. I respec-
fully suggest, however. that the limitations which were imposed may
have the effect of undercutting tho ultimate goal of producing. a climate
which, will provide greater benefits for all employees.

As -an alternative to the linitations imposed ty ERISA, I suggest
that this committee give corlsideration to the elimination of or sub-
stantial increase in the pension benefit and contribution limitation.

.If . enefito are related to compensation, effects on 'the revenue will
be eontro!ed.by virtue of the fact that compensation is subject to the
daily scrutiny pf the Internal Revenue Service1 and must be reasonable
in amount to be deductible. -Therefore, there should be no dramnatic re-
duction in overall corporate taxable income as the result of such a
change. Moreover to the extent Congress encourages the private pen-
sion system, the demands in the social security and welfare systems
will be reduced.
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. My purpose in calling this aspect of ERISA to the attention of the
committee is to focus upon a very basiv consideration most, if not all,
.small businessmen encounter, when considering the esCablhent or
improvementt of employee benefit programs. After struggling to estab.

lish and build a good business enterprise over a long period of time to
a poiht wher6 the company can afford to provide, meaningful and in.
creased retirement benefits for its emploYeA, it seems patently unfair
that the shareholder-owner be prohibited from likewise participate
on a pro rata basis, due to the establishment of arbiter y ceilgs. Likes
wise, the employer is prohibited by these arbitnry ceilings in provid-
aft m eningful retirement benefits to its devoted employees;

JOINT CommirzE oz; Ppxsxoxs,

Hon. Russmu. B. LONG, lVaghington, D.C., Ayril 16,1976.
Chairman, Committee on Finante, b
U.S. Senate, Wa8hington, D.C.
(Attention: George M. Foote, Jr.)

D S oi: We request an appointment with you at your earliest
convenience, to discuss the needs of the engineering profession Ma
affected by pending tax legislation. We previousl rested t ere
denied an opportunity to testify at hearings before your committee.

The engineering profession--over 1 million strong-is repe-
sented professionally in the United States by a variety of professional
engineering societies. A group of the largest of these societies, whose
insignia appear in the lefthand margin of this letter, have formed a
Joint Pension Committee which also includes certain other techni-
cal- professional societies, for the purpose of undertaking certami, joint
initiatives to provide better retirement benefits for technical prfes-
sionals. This committee, therefore, fairly represents the interests with
respect. to pension matters, of the overwhelming majority of engineers
and technical professionals in the United States.

Your committee has under consideration several measures of direct
and vital interest to our members. The pendin tax reform bill, H.R.
10612, includes a modification of section 408 of the Internal Revenue
Code dealing with individual retirement accounts. This measure does
not deal with Keogh plans but we have been informed that your com-
mittee voted last D1ecember to authorize a member of the- comm-ittee
to offer, a floor amendment to an appropriate tax bill to permit under
some circumstances a tax deductible Keogh contribution (the so-
called "mini-Keogh") of up to $750 even if such contribution equalled
100 percent of self-employment income. We understand, however, that
a tentative decision was reached to preclude the use of this provision
in any case in which the taxpayer earned more than $15,000.

Our members suffer more pension losses than almost an other group
of working Americans. Congress recognized this fact wen it passed
ERISA, for it required the Government to study and attempt to cure
by procurement regulations the high pension forfeiture rate among
"professional scientiflo and technical personnel" (ERISA § 8032).
We would prefer to solve as much of this problem as possible by de-
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signing our own plans. But we need some consideration in the drafting
of thetax laws which will govern these plans.

As to IRA's, we need a modification of existing provisions (i) to per-
mit highly mobile professionals who are unvested (and unlikely to
Vest) under their corporate plan to contribute to IRA's, and (ii) a re-
quirement under corporate plans that we be permitted to "opt out" of
a corporate plan and take an IRA deduction instead.

. And as to the so-called mini-Keogh, we think your committee was
right in its reported decision to restore the 100 percent/$750 deduc-
tion which Congress obviously thought it had authorized in IRC§ 404
(e) (4), as amended by ERI SA. But we think your committee was
mistaken when it proposed to limit the 040(e) (4) mini-Keog's to em-
ployees earning less than $15,000 per year. Such a limitation would ex-
clude almost all of our members. If the motive in the proposed limita-
tion was to deny a tax deduction to "tycoons," we can assure you, first,
that engineers are not tycoons, and second, that no tycoon is going to
become appreciably richer by deducting $750 per year from his income
tax. But our members have a great deal at stake. We forfeit corporate
pensions regularly. Nonetheless, many of our members who work for
large corporations also do occasional consulting in their spare time
("moonlighting", if you will). It is that little bit of consulting in-
come which could lay the basis for "mini-Keogh" plans, which in turn
might solve part of our members' pension problems.

We need your help. But first, we need an opportunity to meet with
you and explain to you why over 1 million American technical pro-
fessionals have special pension problems-problems which need a
solution, a solution which you and your committee should and can
provide, once you understand the nature and importance of our
problem.

We urgently request an opportunity for a face-to-face meeting to
give you the details.

Very truly yours, LEONARD FARRELL, Cka~irnun.

AmERICAN LIFE INSURANCE ASSOCIATION.
Wa8hington, D.C., April 22, 197G.

Hon. RUSSELL B. LoNe,
Chah'tan, Senate Finance Committee,
Senate O#ee Building, Washington, D.C.

DFAR SENATOR LONG: The purpose of this letter is to urge that a
provision be added to the tax reform bill, currently being considered
by your committee, to clarify the tax status under section 801 (g) of
the Internal Revenue Code of certain peiision contracts utilizing life
insurance company separate accounts. In this regard, we would appre-
ciate having this letter included in the printed record of your commit-
tee's hearings on H.R. 10612.

The American Life Insurance Association, a division of the Ameri-
can Council of Life Insurance, has a membership of 377 life insurance
companies which have in force approximately 90 percent of the life
insurance written in the United States and hold 99 percent of the re-
serves of insured pension plans.
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NATURE OF PROBLEM

Life insurance companies are a major funding medium for qualified
pension and profit-sharing plans. They issue contracts funding re-
tirement benefits for individual retirement accounts, small businesses,
major corporations and Taft-Hartley plans. These types of plans are
also funded through tax-exempt trusts in which plan assets are man-
aged by banks and investment advisers.

One form of life insurance company pension funding is through
contracts with reserves based on segregated asset accounts. These
contracts are used principally in connection with equity investments,
where the contract holder wishes to participate directly in the invest-
ment experience of a segregated pool of assets.

In 1959 and 1962, Congress enacted provisions in the life insurance
company income tax structure designed, in part, to exclude from tax
income earned by life insurance companies on segregated asset account
reserves held for qualified pension funds--thereby taxing life insur-
ance company segregated asset accounts on a basis similar to that ap-
plied to banks and other pension funding agencies.

Under present law, one of the requirements that must be satisfied
to qualify for this segregated asset account treatment is that the life
insurance company must issue a "contract which provides for the pay-
ment of annuities". (Section 801(g) (1) (B) (ii).) In several private
rulings and in two published rulings,1 the Internal Revenue Service
has taken the position that a contract does not qualify under this pro-
vision unless it contains permanent annuity purchase rate guarantees
with respect to all separate account funds held under the contract. In
fact, a qualified plan may wish to self-insure, either wholly (by not
providing for annuity purchases at all) or during the active life of
the employee, or to share the insurance risk with the life insurance
company. Nevertheless, under the IRS position, the life company may
not issue a separate account contract to such a pension plan without
inserting a rigid form of annuity purchase rate guarantees. The alter-
native "s to run the risk that all of the investment results credited under
the contract will be fully taxable to the life insurance company, and
that fluctuations in the market value of separate account reserves will
improperly increase or decrease the company's gain from operations.

We believe that the type of annuity features, if any, included in
life insurance company contracts should be left to the contracting par-
ties and not dictated by the tax laws. In this regard, the presence or
absence of such guarantees would seem clearly irrelevant as a matter
of tax policy.

PROPOSAL

Thus, we urge that the Internal Revenue Code be amended to clarify
the treatment of qualified pension contracts with reserves based on
segregated asset accounts under section 801(g) (1) (B), by removing
the requirement that such contracts must provide for the payment
of annuities.

We would be happy to attempt to furnish any additional informa-
tion which you or your committee might think helpful.

Sincerely, WILLAx T. GIBn, Ch iefCounsel.

I Rev. Rul. 73-333, C.B. 1973-2, p. 218 and Rev. Rul. 74-189, I.R.B. 1974-17, p. 10.
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KANSAS CITY, Mo., May 21, 1976.
To: Senate Finance Committee

There are several reasons for opposing tax deductions for tuition
costs, as proposed by S. 2356.

1. s. 2356 WOULD PROVIDE AN ADDITIONAL TAX LOOPHOLE FOR PERSONS OF
MEANS

S. 2356 provides that a taxpayer may enjoy a tax deduction of up
to $1,000 per person (p. 2, 1.8) for tuition paid for his or other per-
sons' enrollment (p. 2,11.3-4) in some school.

There is no restriction as to the number of such deductions per tax-
payer. Nor is there aly requirement that the student beneficiary of
tuition payments must sustain a legal relationship to the taxpayer.

Under S. 2356 a taxpayer-say, a wealthy owner of a business-
could pay up to $1,000 toward the tuition costs of his employees' chil-
dren and enjoy a tax break.

At present such a person can enjoy a tax break if he makes a con-
tribution to an educational institution. However, the difference be-
tween existing law and the proposal in S. 2356 is that S. 2356 would
permit the taxpayer to designate the student beneficiaries of his ex-
penditure for educational purposes.

Under S. 2356 it would be possible for grandparents, aunts, uncles,
neighbors, or friends to get a large tax break for making a personal
gift in the form of tuition. Present tax law does not permit a taxpayer
to claim a tax deduction on personal gifts.

2. S. 2356 VASTLY BROADENS THE LONGSTANDING POLICY RESPECTING TAX
DEDUCTIONS ON EDUCATIONAL EXPENSES

The existing policy is that one may deduct educational costs incident
to trade or business (cf. S. 2356, p. 3, 11. 3-6) or incident to maintain-
ing one's present job, but that one may not deduct such expenses if
the education is for the purpose of advancement.

S. 2356 continues the present policy but extends deductibility to
self-improvement education unrelated to trade or business.

The only restrictions written into S. 2356 are: (1) Tuition must be
paid to an "eligible educational institution," and (2) the per person,
deductible sum may hot exceed $1,000.

There is no effective safeguard in S. 2356. If Congress has power to
define four types of schools as "eligible" (p. 2), it has power to place
every conceivable type of school under the-umbrella of'eligibility. If
Congress has power to put on the $1,000 ceiling, it also has power to
take it off, removing the ceiling so as to benefit the wealthy who can
afford the most expensive, elite, and discriminatory schools.
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3. S. 23 56 WOULD HAVE SOME EFFECT8 OF DOUBTFUL CONSTITUTIONALITY
UNDER THE NO ESTABLISHMENT CLAUSE OF THE FRST AMENDMENr

The questionable effects of S. 2356 are: (1) Creation of a special
class oriented toward religion, (2) advancing religion via tuition aid
to education significantly oriented toward religion, (3) failure to
create effective but nonentangling administrative machinery to insure
that only secular education is aided, and (4) politicizing the electorate
along religious lines.
A. Special claa benefited

The class that S. 2356 attempts to benefit consists of those who pay
tuition. The class is not limited to those who pay tuition for themselves
or their dependents.

To identi fy the class it is necessary to answer this question: Which
eligible educational institutions charge tuition? Most public schools
don't most nonpublic schools do. Thus, the special class consists,
effectively and substantially, of those who pay tuition to private
schools.

Major beneficiaries, therefore, are private schools and those who
patronize them.

The U.S. Supreme Court and other courts have repeatedly observed
that the overwhelming majority of nonpublic elementary and second-
ary schools (see S. 2356, p..2, 11.14-15) are schools which are an
integral part of religious missions, schools in which religion is so
pervasive that these schools' education cannot be assisted at expense
to the Public Treasury without violating the no-establishment clause
of the first amendment by advancing religion, by involving State and
church in impermissible administrative entanglement, or by sicken-
ing the political process by encouraging division along religious lines.
Lemon v. Kurtzmon, 408 U.S. 602 (1971); Wolman v. Ese, 342
F. Supp. 399 (S. D Ohio 1972), aff'd, 409 U.S. 808 (1972) ; Committee
for Public Ediwation and Reiq~iou* Liberty v. Nyquiet, 93 S. Ct. 2955
(1973); Sloan v. Lemon, 413 U.S. 825 (1973), Meek v. Pittenger, 95
S. Ct. 1753 (1975).

It is established in case law that the no-establishment clause pro-
hibits aiding such schools at expense to the Public Treasury by such,
devices as (1) contract for purchase of so-called "secular" educational
services (Lemon), (2) salary supplements to these schools' teachers
of so-called secular subjects (DiCenso v. Earley. decided with Lemon),
(8) maintenance and re air of these schools' facilities in low-income
areas (Nyquist), (4) tution reimbursement for low-income patrons
of such schools (Nyquist), (5) tax-deduction version of tax credits
for other patrons of such schools, specifically those under a statutorilydefined income ceiling (Nyepit), (6) tuition reimbursements (Sloan:

W1oltmn), (7) tax credits as tuition aid (Koeydar v. Wol~man, 853
F. Supp. 744 (S. D. Ohio 1972), aff'd sub. nom. Grit v. Wolnan, 418°
U.S. 901 f19731), United Ameriou v. Franchite Taw Board (N. D.
Calif. 1974), aff'd sub. nom. Franchise Tao Board v. United Am.ri-
oam, 95 S. Ct. 166 [1974]), (8) compensation for costs incurred in
performing services mandated by law (Levitt v. Committee for Public
Education and Religious Liberty, 418 U.S. 472 [1973]), (9) lending
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educational materials, supplies, afid equipment that is susceptible to
religous use (Meek Pu6lJc Funds for Pubtio Schools v., Marburger,
358F. Supp. 29 (D. ..J. 1973) aff'd sub. nor. Ma rg& r v. PFPS,94
S. Ct. 3163 [1974]), and (10) sending public school personnel into
such schools during regular school hours to perform secular educa-
tional services or services auxiliary to education (Meek), et cetera.

In the last 15 years or so there has been a hierarchically orchestrated
canpain to find for church-related schools a key that would unlock
the Public Treasury. Many, many devices have been fashioned on paro-
chial school anvils. Politicians have joined in a caophous campaign in
behalf of parochialist8' claims of a right to public funds. Since the
success of the political campaign to strengthen and exploit a religious
vote per se (U.S. News & World Report, Aug. 1, 1960, pp. 68-72),
some politicians have thought that they had to outdo their rivals in
wooing this religious vote. The most prominent was Richard M. Nixon
who, in this campaign of 1960, began to advocate parochial aid, while
his opponent sought to woo this vote in more subtle fashion. Since
1968, both major political parties, either because of ignorance of or
insensivitity to first amendment principles, have advocated parochial
aid. On March 3, 1970, President Nixon pledged to use the powers of
the Presidency to assist parochial education at expense to the Public
Treasury (Cong. Rec.); this, to the best of my knowledge, was the first
time in U.S. history that a sitting President committedhimself to the
effective undoing of the no-establishment clause's prohibition against
an establishment of religion. President Nixon set up a special panel
of nonpublic school officials to tell him how the Government could
assist nonpublic elementary and secondary education, a tactic that
would be roughly analogous to the President's setting up of a panel
consisting of top officials of the four major auto manufacturers to tell
the President how Government could help them. (One may reason-
ably ask: If a President either does not understand or does not value
the religion clauses of the first amendment-or both-what constitu-
tional principles is he likely to understand or to value?)

In the last 10 years-and especially since the ruling in Board of
Eduoation v. Alen, 392 U.S. 236 (1968)--many State legislatures,
especially where the parochial aid lobby has been strong (for example,
New York, Rhode Island Pennsylvania, Ohio, Louisiana), have
enacted numerous schemes the effect, and probably the intent, of which
was to aid religiously oriented education at expense to the Public
Treasury. One by one these schemes have died atbar because of their
illegitimacy under the first amendment.

S. 2356 has been fashioned in the laboratory of religiously oriented
schools. S. 2356 is the product of the same brain tint wlich devised
the numerous schemes of parochial aid which have fWllen at bar since
1971. The effect, and probably the intent, of S. 2356 is to aid the same
special class that several unconstitutional schemes were designed to
aid.

Any legislative scheme that would aid a specific religiously oriented
class of benefloiaries is constitutionally suspect (Woknan; Kosidar;
and Marburger, all affirmed by the U.S. Supreme Court). Any right
to attend and/or support private schools is in addition to the auty to
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support and the right to attend public schools (B'wsca v. State of Mi8-
8our, 832 F. Supp. 275, 279 [1971], aff'd, 405 U.S. 1050 [1972]) ;

"The Hmited nature of the class affected by the legislation, and the
fact that one religious group so predominates within this class makes
suspect the constitutional vilidity of the statute." Wotmwn, p. 412.

'The inclusion of public school beneficiaries cannot overcome the in-
firmity related to a predon-inantly sectarian class (Kos8idar v. Wol-
man, 353 F. Supp. 744 [S. D. Ohio 1972] ) -for the inclusion of a rela-
tively small percentage of all public school students cannot protect
the law against the effect of making organized religion "a substantial
beneficiary" (Wonan, p. 412).
B. A dancing religion ia tuition aid

The clue to the special tax benefit under S. 2356 is payment of tuition.
As noted, the elementary and secondary schools which charge tuition
are predominantly religiously oriented schools. Indeed, the majority
of these schools are integral to the religious mission of the numerically
strongest denomination in the United States, a denomination that
claims over 48 million members or adherents in the United States, ac-
cording to the World Almanac of 1975 (p. 322).

Does tuition aid a school and its purposes? Tuition aid at expense
to the Public Treasury is "a form of financial assistance inuring to the
benefit of the private schools themselves" (Norwood v. Harrison, 93 S.
Ct. 2804. 2810 [1973]). Tuition is not inherently secular; it cannot be
sustained in argument that tuition aid is "neutral" or "'atmospheri-
cally indifferent on the score of religion' (Wokmwn, pp. 413, 414).
"Tuition forms the major part of a school's general fund and moneys
derived from it can be used for any purpose it deems legitimate" ibidd.,
p. 414). Tuition goes into a schools general operating fund and can be
used to finance any purpose served bX the school (for example, see
ibid.; N yqust, Sloan; Amerwans United v. Bubb, 379 F. Supp. 872,
894 [D. Ks. 1974]; Americams United v. Dunn, 384 F. Supp. 714, 721
(M. D. Tenn. 1974]; Almond v. Ray, 89 S. E. 2d 851 [Va. 1955];
Hartness v. Patterson, 179 S. E. 2d 907 (S. C. 1971); State of Ne.
bra8ka ex rel. Rogers v. ,Swanson, 219 N. W. 2d 726,730, [Neb. 1974];
Weiss v. O'Brien, 509 P. 2d 973 [Wash. 19732; and numerous other
decisions some of them mentioned in Norwvood, p. 2810, fn. 6].

A tax deduction is dependent on "legislative grace." When Congress
has control and authority over money subject to taxAion and then
chooses to grant tax deductions thereon for tuition paid to private
schools, Congress operates the Internal Revenue Code in such way as
to bestow on private schools "ca 'grant' of Federal financial assistance"
(Kooeydar, p. 756, fni. 10). A legislative body cannot employ the tax
laws "in a fashion which imr:es public policy or violates constitu.
tional protections" (ibid .,p. 756).

Can Government provide, generally, tuition aid for attendance at
schools significantly oriented toward religion I Univocally, the courts
have said "no." If a school practices racial sgreatin (see Nowood,
p. 280, fn. 6) or is part of a denomination's religious preference in
admissions, provides religious worship or activities which students may
voluntarily attend .uder its "convocation" policy, or potentially can
test students on religious understanding (Bubb) -there can be no tul-
tion aid chargeable to the Public Treasury.
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It is well established that there can be no public aid-not even the
minimal aid which Government provides when iS instead of a private
school, sells revenue bonds with which to aid facilities to be used by the
private school, facilities on which the private school pays lease or rental
fees adequate to amortize the bonds (Hunt v..McNair, 93 S. Ct. 2868,

2872, including fns. 4, 6 [1973]--to religious instruction, worsiup, or
a department of religion of any particular denomination (Tilt&n v.
Riokardeon, 403 U.S. 672, 675t, 680 [1971] ). This prohibition exists in
perpetuity (Tilton). Indeed, the mere possibility of public aid to a
school's religious purpose is enough to invalidate the aid under the No
Establishment Clause (Nyquiet, pp. 2969, 2971, fi 36, 39).

If Government cannot finance the general education of church-re-
lated schools directly, it cannot do so indirectly. Courts look at the
substance, not the form, of a transaction (Wolman, p. 415). The fact
that the aid goes through persons who pay tuition does not cleanse a
transaction Grin v. State Board of Education 239 F. Supp. 560,
563 [E. D. Va. 1965]; NyqUsit, p. 2972). It is constitutionally in-
significant whether the public aid be called reimbursement, reward
subsidy, or tax credit, for label alone does not satisfy constitutional
requirements (Ny u2.8t, pp. 2972, 2974). What Government cannot do
directly in aid of religion it cannot do indirectly (Woman, p. 413).

Any law that has the effect, and certainly any law that has the
intent, of aiding religion or of assisting persons in the "free exercise
of religion" in respectto a religiously-oriented education fails tests
applicable to the Religion Clause (Brueca, p. 278). Under the No Es-
tablishment Clause, a law must have a secular purpose and a primary
effect that neither advances nor inhibits religion (School Di8trict of
Abington Townehip v. Schempp, 374 U.S. 203, 222 [1963]). The No
Establishment Clause was designed to prevent the "evils" of Govern-
ment's sponsorship of religion, its financial support of religion, and
its active involvement with religious activity or institutions (Lemon;
Walz v. Tax Commieeiom 397 U.S. 664, [1970]).

Having failed to get tuition grants to assist persons in attending
church-related schools, some now seek a special tax break via deductions
on funds paid to such schools as tuition. S. 2356 would establish this
tax break. -

Whether the tax break is called a grant, reimbursement, or credit for
tuition purposes, it represents a charge on the public treasury (Ny-
quist, pp. 2974-5). The same holds true of tax deductions that wouldprimarily aid parochial schools and their patrons. The constitutional-
ity of such a hybrid benefit does not turn in any event on the label we
accord it" (Ny wit, p. 2974).

Whereas persons have a right to establish and attend parochial and
private schools (Pierce v. &rcietY of Sieter, 868 U.S. 510 [1925]),
this right cannot be extended to a claim of entitlement to aid at pub.
lie expense in order to exercise this right (Norwood, p. 28090 Luet.
kemeyer v. Kaufman, 364 F. Supp. 876, 382 [W. D. Mo. 19731, aff'd,
95 S. Ct. 167 [1974]).

S. 2356 would have the effect of conferring on parochial schools
and/or their patrons a financial benefit chargeable to the public treas-
ury, a benefit which Government cannot provide directly.

"While the ingenuity of man is apparently limitless, the Court has
held with unvarying regularity that one may not do by indirection
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what is forbidden directly; one may not by form alone contradict
the substance of a transaction." Wotw m, p. 415; a%'d, 409 U.S. 808
(1972)0'

1]. Un8Ws otWd tuition ad
S. 2356 contains no statutory safeguard whatever against a school's

ising ~ax-deductible tuition funds for religious purposes.
Court have ruled with unvarying regularit that any tuition-re-

lated scheme that would help church-related schools at expense to the
public treasury is uncon itutionul on its face unless legislation ex-
plicitly sets up machinery by which the Government can insure that
public aid does not assist religious purposes. The ruling in Lemon v.
Kurtzman implies at least this -that "any general purpose aid, lacking
nonentangling restrictions on use, onstitutes an almost per so viola-
tion of the Establishment Clause" (Wolman, p. 415, fn. 20).

It is the responsibility of the legislature, not of an administrative
agency of the executive branch of Government, to erect adequate safe-
guards to insure that public aid advances only secular purposes
(Lemon, p. 613; Dunn, p. 721; Nyquist, pp. 2970-1; Sloan; Wolman,

pp. 413-4).
"In the absence of any effective means of guaranteeing, that the

State aid derived from public funds [or chargeable to the public
treasury] will be used exclusively for secular, neutral, and nonideologi-

al purposes, it is clear from-our cases that direct aid in whatever form
is invalid." Nyquist, p. 2969; cf. Weiss v. O'Brien, 509 P. 2d 973, 991
(Wn. 1973).

Because money is not neutral, it is of direct aid to church-related
schools whether it comes directly from the Government or indirectly
through individuals, serving as conduits (Nyquist; Wolman).

The nature of the safeguarding machinery, however, must be so del-
icately tuned that it avoids continuous, intimate, and excessive en-
tanglement between the Government and church-related schools
(Lemon. Tilton,- Meek), S. 2356 contains no language about proper
safeguards. Therefore, any discussion of administrative entanglement
would be mere speculation.
D. Polical entanglement

The fact that the major beneficiaries of S. 2356 are persons who
support church-related elementary and secondary schools, most of
them affiliated with a few religious groups, and private colleges, many
of them church-related or denominational schools, carries the potential
of political divisiveness along religious lines.

The fact that more denominations conduct schools covered by S.
2356 than schools limited to elementary and secondary education en-
hances the likelihood that several denominations will work together
politically so as to obtain support for their schools at expense to the
public treasu.--much as leaders of several denominations with a
philosophy of church-state union supported the Virginia bill against
which James Madison wrote the famous "Memora l and Remoa-
strane" in 1784. See texts of the bill and Madison's document in Ever-
&&n v. Board of l9dteation7 880 U.S. 1, 68-78 (1947).0

The public interest will not be well served when officialdom in
church and in state work together to obtain financial support for re-
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ligious education at cost to-the public treasury. And, more Specifically,
public schools can only suffer when our Nation's lawmakers subscribe
to the principle that they are responsible for assisting private
schools-Lsome of them in the high style to which they have grown
accustomed.

The principle of church-state separation prohibits Government
"from fusing functions of Government and of religious sects, not
merely to treat them all equally" (People of the State of llinois ex rel.
McCollm v. Board of Education, 333 U.S. 203,277 [1948]), prohibits
concert, union, or dependency of church or state upon the other (Zorach
v. lamson, 343 U.S. 306,312 [1952]), andprohibits aid from the public
treasury to one religion or all religions (Everson).

One of the "evils" against which the no establishment clause af-
fords protection is political entanglement along religious lines
(Lemon). Some clues of such entanglement are (1) partisans for and
against public aid to religion-related education, (b) consideration of
candidates in light of their stands on such matters, (c) annual aid and
likelihood of expanding aid, et cetera (Lemwn; Nyguist; Meek).

S. 2356 provides a basis for divisiveness. There is nothing sacro-
,anct about the $1,000 ceiling; if Congress passes S. 2356, it will only
be a matter of time until the ceiling is raised or removed.

4. S. 2356's EXPENSE TO THE PUBLIC TREASURY WOULD BE VERY COSTLY,
AND ITS MAJOR BENEFICIARIES VOULD BE THOSE WHO PATRONIZE
rRivATE SCHOOLS.

1 (10 not have at hand exact statistics on the tuition charges imposed
by all colleges, universities, vocational schools, and elementary and
secondary schools. Nor do I have exact figures on the adjusted gross
income of each taxpayer whose tax liability would be reduced by S.
2356.

At few private colleges is tuition less than $1,000 per year; at few
Public colleges does tuition and/or mandatory fee-9 exceed $1,000 for
State residents, though costs above $1,000 are not uncommon for out-
of-State students. Over one-fourth of college and university students
attend private institutions. At an average deduction of $900 for each
student enrolled in a private college or university, the total deduction
against Federal adjusted incomes would be around $2 billion, with the
tax rate varying from taxpayer to taxpayer, depending on his/her tax
bracket.

It is difficult to calculate the tuition costs of nonpublic elementary
and secondary schools. (Public elementary and secondary schools do
not charge tuition.) Some private schools cater to an elite clientele in
the high-tax bracket. Religious schools--often called Christian day
schools--are growing, particularly among evangelical conservatves.

The costs of tax deduction legislation to the public treasury may be
illustrated. A fisal note to a 1975 bill before the Missouri General
Assembly indicated that there were about 92,000 students enrolled in
nonpublic elementary and secondary schools in Missouri, that the
effective State tax rate on educational expenses of around $55 million
would be around 31/ percent, and that the loss to the State treasury
would be around $1.8 million per year--or about $19.56 per student.
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Since the Federal tax bite is considerably higher-indeed, several
times higher-than the State tax bite, S. 2356's cost to the Federal
Treasury is of staggering proportions--perhaps as high as $1.5 billion
for private school students a lone, plus reductions incident to paying
tuition at public colleges. From Missouri taxpayers who send children
to parochial schools only, IRS would probably collect $8 to $12 million
less than it would collect if legislation like S. 2356 does not pass. Add
to this the reduced revenue attributable to college tuition and the de-
ductions to taxpayers in other States, and one readily sees S. 2356's
cost to the public treasury from only one State.

CONCLUSION

For reasons cited, I urge you to oppose S. 2356.
Respectfully submitted,

HUGH WAMBLE.

STATEMENT OF NATIONAL ASSOCIATION OF LArry

(By Dr. Joseph T. Skehan, Economist, President)

The N'AL, the independent Catholic lay agency devoted to th3 man-
dates of Vatican II Council (1962-65), opposes S. 2356.

Added, indiscriminate tax relief to private (mostly Catholic paro-
chials and segregationist academies) schools would:

1. Violate the U.S. Supreme Court interpretations of the Constitu-
tion (see Lemon v. Kurtman, 1971 and NAL amicus brief, Meek v.
Pittenger, 1975, and Pearl v. Nyquit, 1973) ;

2. Flout public policy by reinforcing sgregation and by furthering
undemocratic control of Catholic educatkn;

3. Reinforce undesirable episcopal policies such as antiunionism,
sole control of parochials; and

4. Thwart basic U.S. Catholic community aims, that is, to reduce
racism, foster unionism, provide parents/teachers/students a voice in
parochials, to provide ba.3ic religious education to all Catholics (not
only children in the bishops' schools).

Vatican II stressed human dignity and hence an end to discrimina-
tion based on race, income; or sex. t.S. Catholics with high incomes
(Catholics of Irish, Germian, Italian and Polish origin now rank Nos.
2, 4, 3, and No. 5 as highest income receivers, on the average, in the
United States--see Greeley, N.Y. Tinw, October 15, 1975, and Paro-
chiaks in a Declining Churchk 1976) stood ready to give billions more
to arocials provided they stress human dignity and share control
with parents/students/teachers, et al.

NAL, Hispanic and black Catholic agencies welcomed with enthu-
siasm USEA 1965, supported by all U.S. religious communities,
exactly because it gave tax funds, even to parochial, in order to serve
the victims of racism and poverty-a fit congruence of public and
Catholic policy.

But the policy of most bishops since 1965 has sought to thwart
shared control of parochials, and thereby to reinforce antiunionism
in other agencies under their control (hospitals, social services, et al.),
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to dampen academic freedom and autonomy of the several sciences
(despite conciliar endorsement of them) and to turn USEA 1965 away
from its public-policy goal-help to victims of racism and poverty-
and toward their own goals. (See the report of Dr. LaNoue, Columbia
University on USEA 1965 administration in 60 parochial school dis-
tricts).

Over the past decade, partly in reaction or interreaction, first,
Catholic parents took one-third of the students out of parochials and
forced scores of colleges under episcopal control to close; second, tens
of thousands of nuns left the parochials; third, bishops have: (a) Pre-
emptorily closed many parochials serving poor, black and Hispanic
Catholics, sometimes threatening even excommunication to victims
with too many questions; (b) mounted a concerted propaganda cam-
paign claiming (1) they were poor (most don't publish financial
reports) and (2) that curricula permeated by religion on orders from
the Vatican was somehow "secular"; (c) mounted a long-range
political campaign to move legislators at every level to help finance
with public funds their policy to retain sole control of all Catholic
education, and to thwart thereby large elements of the Catholic
community.

S. 2356 represents one more effort to support such episcopal control,
to thwart American Catholics, and to foster segregation, and thus to
thwart congressional intent, i.e. to help victims of racism and poverty
(USEA 1965).

NAL strongly urges you to reject S. 2356 as antipathetic to basic
U.S. public policy and to the Constitution of the republic.

Enclosed: "Religious Education", 1969 NAL basic resolution on
Catholic education.

RELIGIOUS EDUCATION

In spite of overwhelming evidence, including such serious studies
as the "Notre Dame Report" and the "Greeley-Rossi Study" pointing
to the home as the primary influence, to the parents as the key persons
in transmittin a Christian value system, there is little real support
and guidance for parents and families structured into present parish
life. The financial and energy drain on parishes required by current
religious education programs eliminates the resources necessary for a
parish thrust that would serve all its members.

In view of this, we of NAL strongly urge that every resource pres.
ently used in religious education programs for children be redirected
into a total, comprehensive approach to the human and religious needs
of all; that every possible resource be directed to explore ways of
establishing meaningful Christian community.

As a lay group, we reiterate what many of the foremost authorities
in catechetics are suggesting today: Children ought simply be allowed
to grow up and be given the opportunity to meet "the Vord" in the
flesh before they hear it: adults ought to pray with them and, out of
the security of a truly supportive Christian community, search for
ways to change the society and the conditions in which they live.

I'n order to develop this approach, we suggest that:
(1) A gradual phising-out process for church-run elementary and

secondary schools be formulated and made public. This phasing out
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would not include any school programs designed to serve the excep.
tional child: the culturally deprived, the disturbed, the retarded;
school programs attempting to meet needs presently not addressed by
the local school system.

(2) As bildi n , personnel and finances are made available, they
be utilized where feasible to create parish community centers. These
centers could be uaed for informal religious education, programs for
these experientially prepared to discuss the Christian truths: adults
and young adults. Developmental religious experiences serving chil-
dren in the.context of the adult community could be inte rated into the
center's program as experts judge the need. Marriage aid family coun-
seling wider the direction of trained professionals would be available.
The parish would serve as a social center for young and old and,
when possible a meeting ground for the broad community.

(3) In the large parish, some form of subgrouping be developed in
order to supply that essential aspect of Christian life for young and
old: identification with a mutually supportive Christian reference
group. Such groups must be small enough for all to experience the
events in the lives of the members and their Christian dimension; small
enough to experience a community search for truth and for an ade-
quate response to God in today's world. Only such experiences can
provide the background for a young adult's study of the Christian
life and give him the fullness of person necessary for his witness.
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TAXATION WITH REPRESENTATION,
A PUBLIC INTEREST TAXPAYERS' LOBBY,-

Wa8hington, D.C., April 19,1976.

STATEMENT BY THOMAS J. REESE, LEGISLATIVE DIRECTOR, TAXATION
WiTH REPRESENTATION, REGARDING THE ENERGY BILL, H.R. 6860
PRESENTED TO THE SENATE FINANCE COMMITTEE

Mr. Chairman, and members of the committee, my name is Thomas
J. Reese, and I am legislative director of Taxation with Representa-
tion, a public interest taxpayers' lobby with almost 18,000 members.

The Senate Finance Committee plans to take up the energy bill
(H.R. 6860) at the same time as the tax reform bill. We have already
furnished our comments on the reform bill to the committee. The fol-
lowing additional comments relate to the energy bill.

I. TIIOROUGIILY BAD LEGISLATION

As it stands, the energy bill contains two main sets of proposals.
First, there are energy conservation measures that are, in themselves,
of dubious worth. In connection with these provisions, we suggest
more reliance on the free market mechanism and less government
interference in the form of price controls, quotas, and tax gimmicks.

Second, the energy bill contains a hodoepodge of thoroughly ill ad-
vised and highly objectionable tax provisions, some of whieh are more
or less thinly disguised as energy conservation measures. Included in
this objectionable category are:

1. The repeal of the excise tax on radial tires (see. 222).
2. The proposed tax credit for insulation of residences (see. 231).
3. The proposed tax credit for solar energy equipment (sec. 232).
4. The proposed tax credit for the purchase of electric cars (see. 233).
5. The 5-year amortization for railroad equipment (see. 42'2).
6. The 5-year amortization for railroad rolling stock (sec. 423).
7. The special investment credit for solar energy equipment and

insulation (sec. 431).
In short, whether the energy bill is looked at from the standpoint of

ener..y conservation, or as a tax measure, it constitutes thoroughly
bd leislation. We recommend that it be set aside, and that it be
allowed to (lie a quiet death at the end of this Congress.

11. A DISCUSSION OF TIlE BILL'S TAX PROVISIONS

Set forth below ate the reason for our objections to each of the
listed tax provisions of the energy bill:

1. E.rie tax on radial tires(eeg . 22).-This provision would give a
special tax advantage to one segment of the tire industry at the ex-
pense of others. Discrimination of this sort between one firm and

(3395)
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another is hard to justify. Furthermore, the revenue cost of the radiar
tire proposal-which is estimated at $75 million annually--seems far
greater than the possible energy savings can justify. Finally, it is im-
portant to remember that the excise tax on tires is intended as a user
charge to defray the cost of building the Nation's highways. The radial
tire proposal would breach that principle by allowing radial tire,
owners to use the highways even though they have not paid their fair.
share of the cost.

2. .neulation of re8ide7we8 (ee. 231).-This is a politically appeal-.
ing but utterly misguided attempt to encourage individuals to insu-
late their homes. It is structured so that those who least need help will
get Government aid, and those who most need assistance in installing-
insulation will get no Government help at all. This upside-down ir-
rationality results from use of the tax system, rather than direct ap-
propriations, to achieve an important national goal.

The persons who most need help in insulating their homes are those-
too poor to pay income tax. Moreover, they are the individuals who
suffer most from the effects of high-energy prices. This proposal will
give them no help at all, while conferring substantial help to wealthier
individuals earning rarge incomes. At a minimum, the credit should be
made refundable, so that the poor will benefit too.

In general, however, we feel that direct appropriations are a far-
better means of encouraging home insulation, if government interven-
tion is felt to be necessary. When direct appropriations are used, the
costs of a program can be carefully controlled, unlike the costs of a tax
credit, and aid-can be directed to the areas of greatest need. Moreover,
use of the appropriations route will encourage more careful scrutiny
of both costs and likely benefits. At present, it seems that the possible
benefits of this proposal, estimated at a saving of 100,000 barrels per
day of oil in 197P, does not justify the huge revenue loss which is in-
volved: $260 million annually.

3. Solar energy credit (8e. 23£).-This provision is a woolly minded
attempt to do good by providing encouragement for the development
of solar energy. The revenue loss through 1978 is expected-to be mini-
meal, only because no one expects this provision to have any effect be-
fore that date. From 1979 on, however, the revenue loss will grow,
because more solar-energy equipment is expected to come into use at
that time.

Thus, the proposed credit will be useless during the important de-
velopmental stages of solar energy technology, but it will constitute a
fiscal time bomb with respect to future tax revenues. A direct appro-
priation for controlled funding of solar energy research makes far
more sense than providing open-ended tax credits which can cause
serious trouble in the future, but which will be of little or no imiedi-
ate help in solving our energy problems.

4. Electric car credit (8ec. £33).-A tax credit for electric cars makes
about as much sense as a tax credit for breathing. Electric cars are
being sold as fast as they can be built. A tax credit will simply allow
the producers and Sellers of these vehicles to raise their prices by ap-
proximately the amount of the credit. Moreover, the cars are. less en-
ergy efficient than cars powered by internal combuFt ion. This provision
is therefore a recipe for energy waste and tax windfalls.
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5. Five-year amortiwation of railroad signals, yards, et cetera (sec.
.42).-This provision has nothing to do with energy conservation. It
grants further tax breaks to profitable banks and railroads that don't
need help, while doing nothing for bankrupt railroads that do. Under
the proposal, new signals, traffic controls, classification yards, loading
:and unloading facilities, and tracks will become eligible for rapid
amortization. The firms that would benefit from this provision already
enjoy both accelerated depreciation and the 10-percent investment
credit; that should be enough. Those railroads that need help to stay
in operation would not be aided by this provision. Only banks--which
pay almost no Federal taxes now-will be able to take real advantage
of this provision through their leasing operations. At a minimum, we
recommend that the benefits of this provision be denied to corporate
lessors, including banks and other financial institutions.

6. Five-year amortization of railroad rolling 8tock (sec. 423).-As
with section 422, poverty -stricken railroads, which pay no taxes be-
cause they have no profits, will not benefit from this provision. In-
stead, the beneficiaries will be banks and financial institutions, which
have enough tax loopholes already-so many, in fact, that the largest
commercial banks now pay Federal tax at an effective rate of only
2 percent, far below the tax rates paid by ordinary wage earners. If
Congress wishes to aid railroads, it should do so through the appro-
priations process, not through new tax loopholes.

7. Investment credit for solar energy 8tMrctVres and insulation (sea.
431).-Buildings and similar structures already get favorable treat-
ment under the tax code, in the form of accelerated depreciation and
other benefits. For that reason, Congress has not extended the 10-per-
cent investment credit to buildings. This proposal would breach that
precedent, and thereby open the way to huge potential revenue losses.

ut. there is no need to incur this serious risk, because the high price
of fuel will encourage all the business use of insulation that is needed.
Creating tax breaks will only lead to installation of more insulation
and solar energy equipment than can be justified economically.

M. ENEROY CONSERVATION AND CONVERSION-TITLES M AND IV

In general, Taxation with Representation opposes trust funds, in-
cluding trust funds for energy purposes, such as the fund that would
be established by section 311-314 of the energy bill. Trust funds tend
to lock Congress and the government into supporting programs that
no longer have high priority. If a program is important, Congress
should appropriate money for it annually out of general revenues. Ty-
ing money up in trust funds is an admission that Congress cannot be
trusted to make intelligent decisions about national priorities. We
believe that Congress should be free to determine how Federal revenues
should be spent, and that it should not tie its hands through use of a
trust fund for energy purposes.

Taxation with Representation does not support the proposed excise
tax on business use of petroleum and petroleum products as set forth
in section 411 of the bill. This provision might have made sense when
the bill also included a gasoline tax. but it makes no sens6 to discrimi-
nate against the use of petroleum for business as opposed to nonbusi.
ness purposes.
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We also oppose rapid amortization of certain energy use property,
as proposed in section 421 of the bill. In opposing thu section, the
Treasury Department has testified that the provision will encourage
only an insignificant amount of conversion to coal of facilities that
currently use oil or gas. To waste taxpayers' money on ineffective fax
incentives is just as bad as wasting money on planes that don't fly or
public-assistance programs that fail to serve real needs.

Corporate tax rate avd8 urtax exemption (title IX).-We are very
strongly opposed to increases in the corporate surtax exemption. These
increases are extremely costly in terms of lost reveue, and they nake
the corporate form an even more attractive tax shelter than in the past.
We recognize that these proposals are billed as tid for small business,
but most small businesses are not incorporated. in fact, the principal
benefits of these proposals go to larger firms and to the upper bracket
owners of closely held corporations, who prefer to squirrel away profits
in their firm where the initial profits are taxed at a rate of only 20 per-
cent, rather than pay a 70-percent tax on distributed dividends.

Treatment of foreign inwome (title X).-We strongly support re-
peal of the exclusion for income earned abroad (see. 101f). We oppose
the exemption for U.S. charitable organizations or for employees
working on construction projects.

We support the provision dealing with U.S. taxpayers married to
nonresident aliens (sec. 1012). We also strongly support restrictions
on foreign trusts (secs. 1013-1015). Further restrictions on these trusts
are necessary.

We support complete elimination of deferral on foreign subsidiaries
of U.S. corporations. Repeal of deferral would make sections 1021 to
1025 of the bill unnecessary along with the enormously complex rules
of subpart F of the code. Absent complete repeal, we support the elimi-
nation of the provision dealing with less-developed country corpo-
rations (sec. 1022) and oppose sections 10"21, 1023, 1024, and 102
which merely widen the opportunities for deferral.

The tax reform bill repeals the per country limitation on the foreign
tax credit (sec. 1031). We favor repealing overall limitation. The pur-
pose of the foreign tax credit is to prevent double taxation. Given this,
the best answer in this area is the per country limitation, with a pro-
vision that recaptures startup losses across the board for all firms, in-
cluding oil and minerals. In contrast, the overall limitation confers
the right to average taxes between high- and low-tax jurisdiction, and
this encourages the use of tax havens.

We support the recapture of foreign losses when foreign income is
earned in future years (sec. 1032). We also support grossing up divi-
dends paid by less developed country corporations (sec. 1033.) And we
support noninclusion of capital gains in foreign source income for
purposes of the foreign tax credit, if no substantial foreign tax had
been paid on that income (sec. 1034). We oppose a carryback for ex-
traction taxes which would otherwise be disallowed with respect to
foreign oil and gas extraction income (sec. 1035).

We oppose making permanent the existing exemption for interest
on bank deposits in the U.S. received by a nonresident alien (sec.
1041). We also oppose widening this exemption to include dividends
paid by U.S. corporations to foreign investors. We oppose these pro-
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posals for several reasons: (a) A reduction in the withholding tax is
the main quid pro quo available to U.S. negotiators when requesting
similar concessions from foreigners; unilateral elimination of the tax
would make it much more difficult to get similar concessions for U.S.
persons investing in foreign countries; (b) although these proposals
are designed to attract OPEC oil money, they seem unlikely to do so,
because OPEC can already invest in the U.S. to the extent desired
through dummy corporations formed in countries that have tax trea-
ties with the U.S.; (c) the proposal would turn the United States into
a tax haven jurisdiction, thus attracting unstable hot money, which is
liable to flow out of the United States again at the first sign of
difficulty. If the committee wishes to take action in this area, it should
concentrate on the dummy corporation problem, item (b) above, rather
than on schemes for turning the United States into a tax haven.

We support changes in ruling requirements under section 367 with
respect to reorganizations involving foreign corporations (see. 1042).

We oppose a lowing mutual life insurance companies maintaining

separate operations in countries contiguous to the United States, for
example, Canada, to treat the operations as if carried on through a
foreign subsidiary (sec. 1043). If they want to be treated as a foreign
subsidiary, let them reorganize themselves as a foreign subsidiary.

In general, we feel that banks should be subject to the same capital
loss limitations as are other taxpayers in connection with worthless
securities. Thus, we oppose the special treatment already given to do-
mestic banks by existing code section 582. But if domestic banks are
to be given the special treatment of losses provided in section 592, we
see no reason for failing to extend the same treatment to foreign banks
(sec. 1044). However, we believe that any change of this sort should
be made on a prospective basis, rather than as a retroactive favor for
specific firms.

It is not at all clear why Puerto Rico should enjoy special treatment.
We therefore oppose section 1051. We strongly support the repeal of
the Western Hemisphere Trade Corporation (see. 1052) and the
China Trade Corporation (see. 1053) provisions.

Domestic International Sa18 Corporation (title XI).-The Do-
mestic International Sales Corporation provisions of the code should

be repealed entirely. The DISC provision is tremendously costly, and
is no longer needed for balance of payments reasons, if indeed it ever
was, because we have solved our balance-of-payments problems by
floating the dollar.

Admiiniitrative pTowviMon (title XII).-We support the propos-
als to regulate the rapidly expanding tax return preparation industry
(see. 1201). At the same time, we would like to make several observa-
tions:

1. The growth of the tax return preparation industry is a direct
result of the fantastic complexity that now characterizes our revenue
laws. This complexity, in turn, is a result of the failure of Congress
to enact basic tax reform. See the discussion, earlier in this presenta-
tion, of the tax shelter and minimum tax proposals.

2. The sums paid by ordinary taxpayers to tax return preparers are,
in effect, a hidden tax, over and above the actual tax paid. Congress
can reduce this hidden tax through basic tax reform.
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8. One of the main reasons why tak return preparers need to be re&-
lated is that individual tax returns must all be filed on or before Aptil
15 each year. This encourages fly-by-night return preparers who oper-
ate for a few months each year and then disappear. Staggered filing of
individual income tax returns throughout the year would enable re-
turn preparers to offer year-round employment, and would lead to
greater professionalism in their ranks.

We support the provision providing for declaratory judgments with
respect to sectioft 501(a) (3) status and classification (sec 1202). We
also support the provision allowing assessments in case of mathemati-
cal errors (sec. 1203), and the provisions for withholding secss. 1204-
1207). Ne suggest that withholding be extended to include withhold-
ing on dividend and interest income. Substantial amounts of dividend
and interest income still go unreported each year, despite the ineffec-
tive information reporting requirements enacted a decade ago, and
the time has come to put an end to this form of upper bracket tax
evasion. What is needed is a withholding system with respect to divi-
dends and interest similar to our existing system of wage withholding.

The exemption from the taxes on wagering for State-conducted lot-
teries can be viewed either as a clarification of existing law or as a
measure of assistance to those States that have decided to conduct lot-
teries (sec. 1208). To that extent, it seems unobjectionable.

Tax court review of jeopardy and termination assessments (sec.
1209) is supported by Taxation with Representation as is the mini-
mum exemption levy for income (sec. 1210). We also support section
1211 dealing with administrative summons.

Taxation with Representation has strongly supported the public
inspection of letter rulings (sec. 1212). The provision of the bill, how-
,,rr. ~Ieeds to be improved. For a complete explanation of our position
see the March 4, 1976, memorandlum of understanding between the IRS
and other parties to the rulings dispute.

Technireal i oe tax prove zm'o8 (title XIII).-We have no objec-
tions to the proposed tax treatment of cooperative housing associa-
tions (sec. 1301) nor to the treatment of agriculture disaster payments
(sec. 1302). We do object to special tax treatment of the cancellation
of certain 1972 disaster loans (sec. 1303). The limits put on the tax
forgiveness by the provision, however, make it less objectionable. But
if special relief of this sort is to be granted, it should *be handled as a
private relief bill, and the beneficiaries should be named. We have no
objectives to section 1304 dealing with the tax treatment of certain
debts owned by political parties to accrual basis taxpayers (sec. 1304).
Nor do we object to the clarification of the definition of produced film
rents (see. 1305).

Prepublication expenses should be capitalized rather than deductedcurrently. They do not properly qualify as research and development
costs. We oppose section 1306 because it departs from these principles.

Treatment of capitol lossem and gaips (tit e XIV).-It is grossly
inequitable to tax capital gains more lightly than income earned by
the sweat of one's brow. Furthermore, existing capital gains,privileges
are the root cause of much of the existing complexity of our tax laws.
And capital gains privileges are enormously costly in terms of lost
revenue, with substantially &ll of the benefit gbing to the very richest
-segments of the population. For all-these reasons, we oppose enlarge-
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ment of existing capital gains privileges and applaud efforts to reduce
them.

For the reasons just outlined, we oppose increasing the amount of
ordinary income against which capital loss nmay be offset (see. 1401).
Unless capital gains are treated as ordinary income, there is no justi-
fication for treating capital losses as offsets to ordinary income.

We strongly support an increase in the holding period for long-
term capital gains or losses (sec. 1402). However, we feel that even 1
year is a very short time in which to qualify a gain as long term. Given
the extraordinary character of existing capital gains privileges, we
feel that 6 years should be the minimum time required to qualify for
iong-ter-gains privileges.

_We strongly oppose allowance of 8-year capital loss carryover in
case of regulated investment companies (sec. 1408). :If the capital loss
carryover period is to be extended, that steps should be taken with
respect to all taxpayers, not just investment companies. Moreover, any
legislation in this area should be prospective, rather than retroactive.

Individual retirement accounts (title XV).-While we regard
IRA's as a highly questionable tax aid for wealthy professionals and
others, we see no ground for objecting to these housekeeping amend-
ments, which are primarily designed to prevent unexcepted tx oon-
sequences if a plan terminates, and to permit use of JRA's by certain
individuals who would otherwise be barred from eligibility by partic-
ipation in a qualified pension, profit sharing, or annuity plan.

Real, estate investment trusts (title XVI ).-The special tax favors
granted real estate investment trusts are premised on compliance with
clearly specified rules relating to income sources and distributions.
This set of provisions would excuse REITS from many of the conse-
quences of noncompliance with those rules, and would make a number
of other changes designed to facilitate organization and operation of
REITS. We believe that the existing tax rules relating to REITS
should be strictly enforced, and that there is no Justification for seek-
ing to increase the attractiveness of a ,form of business organization
which has tax minimization or avoidance as one of its major goals.

Tax treatment of railroad tunnel bores and ties (title XVII).-Both
sections of this title should be deleted from the bill (sees. 1701 and
1702). Tax relief for railroads only helps those few railroads which
are already making profits. If the railroads need help, they should
get it direly through direct expenditures which will be targeted to-
where there is the greatest need. Retroactive tax relief for tunnel bores
does not encourage improvement of the railroads.

Tax &redit for home garden tools (title XVIII).-If this provision
did not cost over $20 million, it would be humorous. A tax credit for
tools for inme vegetable gardens is impossible to administer. How can
the IRS know whether the tools are used for vegetable or roses? The
taxprovision is wasteful. How many people buy $100 worth of tools.
each year for the vegetable garden? T is provision will just add
another complex item to the tax return form which will cut taxes no-
more than a maximum of $7 per taxpayer. It is better to just give this
$20 million in general tax cuts.

Deadwood 6ill (title XIX).-We support enactment of the dead-
wood bill as a means of removing useless verbage from the Internal
Revenue Code.
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OTHER REFORM S

In order to make the bill a true tax reform bill, taxation with repre-
sentation urges the committee to close some other loopholes. In par-
ticular we favor:

- ~ Taxation of unrealized capital pins at death or gift.
Estate taxation of generation skipping transfers.
Provision of a Federal interest supplement large enough-40

percent-to insure that States and localities will voluntarily issue
taxable rather than tax exempt bonds.

Allocation of deductions between taxable and tax exempt
income.

Repeal of percentage depletion for all minerals.
I have additional information on each of the above proposals which

I will be happy to make available to any member of the committee or
Senate.

Thank you, Mr. Chairman.

INSTITUTE OF SCRAP IRON AND STEEL, INC.,

Re Tax Reform Act of 1976.g , D.C., Aipil 3 1976.

Hon. RUSSFL B. Loo,
Chairman, Senate Finance Committee,
Dirk8en Sena~e O~ffce Building,
Vashington, D.C.

DEAR IH. CHAIRMAN: The Institute of Scrap Iron and Steel, Inc.
previously requested the opportunity to appear before the Finance
Committee to present its views with respect to proposals for a tax
credit for utilization of recyclable commodities. Because of the large
number of witnesses wishing to testify and because of scheduling
difficulties, the Institute was unable to appear. This letter is submitted
to you and to other members of the committee in lieu of such appear-
ance and in support of an amendment to H.R. 10612 to include a tax
credit for use of recyclable commodities.

The Institute of Scrap Iron and Steel is a national trade association
representing approximately 1,450 member companies involved in
metallic scrap processing.

Because of the dramatic reduction in energy utilization and because
of the environmental benefits which are achievable if commodities are
made from recyclable materials as opposed to virgin minerals,' it is
important that the tax code not remain structured in such a way that it
continues to favor the virgin minerals to the detriment of recyclable
commodities. The present tax code has such a bias in favor of virgin
minerals. The amendment herein proposed seeks to achieve tax equal-
ity between the competitive virgin and recyclable commodities and
to provide an incentive for the use of the recyclable commodity.
. Under existing law, a taxpayer who extracts a depletable mineral is

required to take as a deduction the greater of percentage or cost deple-
' According to an Envtronmental Protection Agency study 75 percent less energy Is

consumed In making steel from scrap and, In addition, 86 percent less air pollution and
76 percent less water pollution occurs when ferrous scrap rather than iron ore Is used insteel production.
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tion. Since percentage depletion is geared to increasing market value
whereas cost depletion is limited to the taxpayer's adjusted basis in the
property, percentage depletion generally exceeds cost depletion. Thus,
the tax benefit with respect to the virgin mineral is the difference
between percentage and cost depletion. On the other hand, recyclable
commodities are not eligible for depletion. The recyclable commodity
thus is placed at a competitive disadvantage vis a vis the virgin mm-
eral by virtue of the percentage depletion allowance.

With respect to iron ore, it has been estimated, using the very lim-
ited availa data, that the tax benefit between cost depletion and
percentage depletion could approximate 5 percent. In order to equal-
ize the treatment afforded to purchasers of virgin and recyclable com-
modities, it is proposed, first, that a tax credit be offered to the pur-
chaser of ferrous scrap in an amount equal to 21/ percent of the total
value of the recyclable goods purchased. This credit could approxi-
mate the tax benefit now enjoyed by iron ore.2 This credit would apply
to all purchased ferrous scrap from industrial and post consumer
vaste sources but would not include inplant or heme scrap.

Second, in order to encourage the increased use of recyclable com-
modities because of the energy savings and beneficial environmental
effects achieved, an additional tax credit of 5 percent is proposed
for increased purchases of recyclable commodities above a base period
amount. It is suggested that the base period for existing ferrous
scrap purchasers be the amount purchased in the period 1973 through
1975. This appears to be a representative period. The base period for
new entrants into the market is suggested as an amount equal to 75
percent of the total purchases for the 13th through 24th months of
operation. During the period prior to establishment of the base period
amount, new entrants would receive a 21/2 percent tax credit. This
approach offsets the difference between percentage and cost depletion,
yet does not give an undue competitive advantage to new entrants
over existing purchasers.

The revenue impact of the proposal with respect to iron and steel
scrap is estimated to be approximately $50 million a year. The amount
will increase slightly over time as the total volume of ferrous scrap
purchased increases.

In supporting the proposed amendment, the Institute would like to
make clear that its members are not the recipients of the tax credit.
The credit would be available only to top purchasers from the scrap
processing industries-the steel mills and foundries. The Institute sup-
ports this tax credit proposal both because of its belief in the en-
vironmental and energy saving benefits to be derived from this pro-
posal and because of the assist that this credit gives-to the purchasers
of recyclable materials in meeting their needs for capital investment
in the coming years.

The Institute would be pleased to continue working with the com-
mittee staff to develop an amendment along the lines herein suggested.

Very truly yours,

I If It were to be shown that the differential between cost and pereentaire depletion was
different than that estimated, the Institute would support an appropriate credit baied on
this differential.
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tMAM & SONS,
FOAM INSULATION CONTRACTORS,
Egg Harbor City, N.J., April 1, 1976.

Staff Direetor Committee on Finance, Diricen Senate Office Building,
Wahingon, D.C.

DZA MR. S'mN: I am a foam insulation contractor of Rapco Foam
Insulation. As a small businessman, I feel that the H.R. 6860 bill
would promote significant energy savings nationally and financial
savings for many American consumers.

I fel that the insulation materials that would be approved for tax
credit shoiqld not be restricted to insulation materials specified in the
National Bureau of Standards. This means that only insulation mate-
rials that have either a Federal specification number or an American
Society of Testing and Materials (ASTM) production designation
materials would be approved. Obtaining a Feeral specification num-
ber or ASTM designation of this kind can take as long as 5 years. This
means that any new insulation product, as effective as it may be, would
not receive the tax credit for a long time.

Urea-formaldehyde foam, u-f foam, is a proved home insulation
which could be ruled out for tax credit becauseit doesn't have a Federal
specification number or an ASTM designation. This U-F foam has
been proved to have a better insulating conductivity than most insula-
tion. It is fire resistant, unlike other plastic insulation foams and has
been installed in more than 50,000 homes. It is guaranteed for the life
of your home and has many special and unique qualities. An example of
this is: U-F foam will flow around, behind, and over pipes and wires
and anything else inside the house walls filling the entire space. Other
insulation, such as fiberglass insulation, will not do this.

I strongly feel that the energy conservation bill, H.R. 6860, should
permit a tax credit be given to'the product that I sell. This product
has been approved by the FHA and has a license to be manufactured
and sold in North America according to the patented Isoshaum process.

Currently, I am under contract to foam insulate the U.S. Coast
Guard Staiion in Cape May, N.J.

Very sincerely yours,
DONALD II. MARTIN.

YOUNG BumrTms, INc.,
Pwenix, Ariz., April 20,1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MICHAZL ST]MX,
Staff Director, Committee on Finance, Dirksen Senate Offlce Building,

Washington, D.C.
DYaR MR. Srmmy: We are involved in the insulation business in

Arizona. Much of our time is spent promoting the use of better types
of insulation materials as well as more conventional materials

Most of the new insulation products that have come on the market
in the past few years have a higher insulation value per inch than the
more conventional materials. For instance, we have been installing
the urea-formaldehyde foam extensively in new and existing homes,
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apartmentes commercial structures, etc., for the past 2 years. We also
install blankets, batts, blown-in insulation, and styrofoam sheets;
however, the U-F foam has a much higher insulating value than the
other materials mentioned and because it completely fills any voids
found within the wall and will not sag, rot or deteriorate and b use
it is fire; resistant, we feel that it is superior in many ways to most
of the products you intend to approve under the restrictions specified
in the NYational Bureau of Standards: "Recommended Criteria for
Retrofit Materials and Products Eligible for Tax Credit"; NBSIR
75-795, prepared for the Federal Energy Administration.

Some of the products that have been used for many years with satis-
factory results and most of the products that will most certainly be
developed over the next few years have been automatically disqual-
ified under your bill because of the time required to obtain an ASTM
or Federal specification. If you are really interested in energy conser-
vation, you cannot, in good conscience,'disqualify some of the most
efficient energy saving materials on the market. The U-F foam has
been approved by TCBO and all cities and municipalities subscribing
to IC BO. It has been very successfully used in thousands of homes
for retrofit purposes.

In the best interests of the homeowner and of the energy conserva-
tion issue, we strongly urge you to permit a tax credit for any com-
monly used home insulation material that is accepted under local code
requirements.

Sincerely, JOHN YOUNG, Preient.

M.R;S. URETHANE CO., INC.,
Masury, 0 hio, April 22, 1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MICHAEL STEA,
Staff Director, Committee on Finance, Dirksen Senate Oflce Building,

Wa8hivgton, D.C.
DEAR MR. STERN: We, of M.R.S. Home Insulation Co., a division

of M.R.S. Urethane Co., are in complete accord with the home
insulation tax credit provisions of the proposed H.R. 6860 bill except
for some significant point.

The subsequent benefits from the passage of this bill would be pro-
digious. Energy conscious citizens would be justly rewarded as would
our Nation as a whole. Because of the immense number of unin-
sulated and inadequately insulated homes in our country, statistically
placed at 90 percent by knowledgeable sources, we are wasting an
inestimable and inconceivable amount of energy. Our. heritage con-
tradicts that this should be, and for it to continue belies the American
way of life. The response to usage of this tax credit, for the purpose of
which it intended, should be overwhelming as will the effect.

But there is a serious flaw in the discriminating and banning of
certain insulating materials because they are not recommended by the
National Bureau of Standards-

Although urea formaldehyde was invented in Germany in 1928,
it is still relatively new to the general public. Nonetheless the industry
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hhs been growing rapidly since 1968 in our country, and. U-F foam
is gaining popularity over all other insulations as is demonstrable
in its current demand. In excess of 50,000 homes have been insulated
with U-F foam to date, and a conservative forecast would place the
number at 500,000 by the end of this decade.

The National Bureau of Standards has a booklet available, "Retro-
fitting Existing Housing for Energy Conservation," SD Catalog No.
C13:29:2/64, tiat is quite informative. It is completely unbiased in
its comparisons of quality, durability, weaknesses, and costs of all
available insulation materials.

U-F foam is broadly covered and shown to be comparable or superior
in all areas. Wh.x, then, is it not recommended in NBS's "Reconi-
mended Criteria for Retrofit Materials and Products Eligible for Tax
Credit"?

The obvious reason is that U-F foam, and there are other retrofitting
materials, does not have either a Federal specification number or an
ASTM (American Society of Testing and Materials) product designa-
tion.

Obtaining either of these would require considerable time, 4 to .5
years, and expense. Consequently, we feel that this would be the public's
loss.

In conclusion I respectfully request that fI.R. 6860 be extended to
permit a tax credit for such insulation materials that meet local and
national building codes and are proven from actual consumer usagore.Sincerely, lHERBERT ROMELFANGER, President.

Tim HOM EFOAMERS,
ALL SEASON INSULATION, INC.,

Glenwood, Iowa, April 16, 1976.
Re Energy y Conservation and Conversion Act, I.R. 6860.
Mr. MICHAEL STERN,
Staff Director, Comm ittee an Finance,
Dirksen Senate Building,
Washington, D.C.

I)EAR MR. STERN: Our company is very concerned about the wordlincr-
in the Energy Conservation and Conversion Act, H-.R. 6860. As it is.
now written 'it would unfairly discriminate against the many home-
owners who recognize and appreciate the superior job Rapeo-Foam
(a ureaformaldehyde foam-not a polyurethane foam) insulation will
do for them.

The facts have Leen explained in detail to you, Mr. Stern, in a letter
from Charles I. Stillman, president of Rapperswill Corp.

This bill would surely aid people who are aware of the need for,
insulation resulting in energy conservation but who are financially
unable to stretch their budgets for the needed improvement to their
homes.

The energy conservation bill should permit a tax credit on any
commonly usd home insulation material that meets local building code
requirements; the requirements of any national building code: or hams.
clearly proven itself in actual use in houses and commercial buildings..
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Please give this matter your attention. When you become aware of
the superiority of 10ome of the newer insulation materials such as
Rapco-Foam, we're sure you will realize the bill would be very
unfair if passed as it is now written. We have more than 200 satisfied
customers whose homes we have insulated with Rapco-Foam during
the past year. It would certainly be unfair for our future customers to
be denied the tax credit.

Sincerely,
DOUG ANDERSON,
CiiUCK GREEVER,

Coowners.

S. & R. Ho.ME FOAMERS,
Miles City, Mont., April 20, 1976.

Re Energy Conservation and Conversion Act HI.R. 6860.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirk8en Senate Office Building,
Washington, D.C.

DEAR MI. STERN: As a concerned citizen, I feel, but for one excep-
tion, that the home insulation tax credit provision of proposed I.R.
6860, is a great step forward toward the conservation of energy in the
field of home and business heating.My objection is to the limiting as to the types of insulation that

qualify in the provision. It is my feeling that any proven insulation
that meets FHA and VA specifications and that meets or exceeds all
local and State building codes, should not be excluded for the lack of a
Federal specification number or ASTM product designation.

One insulation of this type is urea formaldehyde foam insulation
which has a higher R factor than almost any insulation on the market,
It is fire resistant and when injected into existing structures, will fill
every crevice through which heat can escape.

WVith the older established insulation put into existing structures.
will not provide a R factor that would meet FH1A or VA minimum
requirements for a Rll factor.

By limiting types of insulation, I feel that this would act as a cur-
tailment of incentive to develop even far better and more economical
insulation products than we know of today.

Thank you for your kind attention to this matter.
Yours truly, GAR" T. Scmis.

STATEMENT OF PAUL W. EGGERS, PRESIDENT, GEOTIER.%1AL KINErTics,
INc.

Geothermal Kinetics, Inc., Phoenix, Ariz., is engaged exclusively in
the development of geothermal energy. The company is 5 years old,
and during that period has spent in excess of $5 million on exploration
and drilling for geotherfnal energy. Almost all of its operations have
been on a joint venture basis with other companies.

GKI has an in-house capability to develop a project from the initial
geological studies, geophysical "field work, leasing and to the final
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drilling of the prospect. We have our own drilling subsidiary company
and a, geothermal subsidiary company headed by Drs. George Keller
and Normal Harthill, leaders in developing electrical geophysical
methods for finding geothermal resources. The company has owner-
ship in leases in various Western States. We arc presently drilling
a well in the Geysers Area and another will in souther Utah. We
drilled a well in the Geysers Area, Sonoma County, Calif., 21/2 years
ago which was a commercial producer.

The geothermal industry is at a stage where the oil and gas industry
was 30 to 40 years ago. It has been predicted that under an aggressive
exploration and drilling program the geothermal industry could re-
place 1 million barrels of daily oil production by 1985. This is only a
small answer to our overall energy crisis, but when you consider that
our domestic production is between 8 to 9 million barrels of oil a day,
this becomes a very viable alternate answer to the crisis.

The potential of geothermal energy in this country cannot an.l will
not be developed unless incentives are provided to enable this infant
industry to become viable. Exploration and drilling are very expen-
sive operations and require considerable amounts of risk capital. Such
capital will be made available only if there are reasonable prospects
of substantial gain. With geothermal not presently being provided
incentives of the type that were originally available for the develop-
ment of the oil and gas industry, and with it not being provided de-
pletion allowances of the type available to coal and other minerals,
the prospects of significant production at competitive prices are
remote. It must be remembered that the geothermal industry is not
in competition with coal. There is, of course, a depletion allowance
available for the mining of coal.

With respect to the well drilled in the Geysers area which is in
commercial production, the owners of the lease of surface rights claim
the geothermal rights belong to them rather than to the lessees of
the mineral rights. This has been in litigation for more than 2 years
and, although a decision by the district court in Sonoma County,
Calif., is expected momentarily, this litigation can be expected
to continue through appellate courts for several more years whileproduction is held in abeyance. There is also litigation over the tax
treatment to be accorded geothermal. The U.S. Court of Appeals
for the Ninth Cirtuit has held in Reich et al. v. Commimioner, 454
Fed. 2d 1157, affirming 52 T.C. 700 (1969), that geothermal is a
gas within the meaning of 26 U.S.C. 613 and thus is entitled to deple-
tion under that statute. However, the Commissioner of Internal
Revenue did not acquiesce in that decision, but has taken the position
that geothermal is not entitled to depletion allowances. With litiga-
tion hampering development and with the Commissioner asserting
there is noright to depletion, it is impossible to attract significant
investment funds and to further develop this industry on a mean-
ingful scale.

If determination of congressional intent with respect to geothermal
energy is delayed through many years of litigation before there is a
final determination much will be lost. GKI projects that we will need
to spend $10 million in the next 5 years for lease acquisition geo-
physical work, drilling, and developing. This can be accomplished only
through the acquisition of partners who will invest in the venture.
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The refusal of the Internal Revenue Service to acquiesce in the de-
cision in the Reich case will deter potential investors. It is essential
that the issues be clarified by the Congress at an early date rather than
awaiting prolonged litigation.

We urge, therefore, t at the committee approve S. 2608 which will
clarify congressional intentions, provide sufficient incentives for the
development of geothermal energy, and thus help reduce the de-
pendency of the United States upon foreign sources for its energy
supplies. While we recognize that nuclear and synthetic fuel programs
should also be developed, geothermal energy is an immediate, readily
available, partial answer to our increasing energy crisis.

STATEMENT OF GERALD HASLER, PRESIDENT, NATIONAL REMODELERS
ASSOoIATION

On July 15, 1975, I filed a statement with your committee on be-
half of the National Remodelers Association, favoring. approval of
H.R. 6860, which was then the energy "package" before it. Our focus
was on section 231 of that bill, which provided a tax credit for energy-
conserving home improvements. On behalf of the Nation's 160,000
local home improvement contractors, we stated to you that section
231 provided a soid incentive for our industry to use in merchandising
to the public energy conservation in the home.

Since that time a number of events have occurred. On the down side,
the energy package became stalled while segments of it were removed
from it and given priority attention by your committee. The prime in-
ducement to the general public to participate in energy conservation,
the tax credit, stayed in committee while other considered more press-
ing became detached from the package and were enacted. On the posi-
tive side, the credit has been enlarged to $225 (or 15 percent of the
first $1,500 qualified expenditure), and the language of the House
bill, which extends the qualification to all energy-conserving home
installations has remained intact.

In March of 1976, with your committee once again seeking a broad-
ly based, public energy conservation program, we urge quick enact-
ment of section 231. We do so not alone for the reasons articulated to
you last July, but because an additional consideration makes this cred-
it more important in policy terms now than it was last July.

That consideration is the changing structure of the home improve-
ment business.

Last July we told you of the vrut energy savings that this uniquely
citizen-participation program would generate. That is still complete-
ly trie: 41 million gallons of fuel oil will be saved annually if the
tax credit is utilized in the insulated siding market as that market
was in 1974, the last statistics we have for it. Moreover, an additional
90 percent of that figure (close to 37 million gallons of fuel oil) will
be conserved annually in the insulated doors and windows segment
of our industry if the tax credit is projected from our experience for
the same year.

Our concern this March is not alone for conservation but also for
the economics of our industry. Home improvement revenues annually

69-S16 0 - 76 - pt. 7 - 37
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generate a projected $26 billion, a healthy figure. That figure is grow-
ing annually. We have been able to perform in the marketplace and
for public agencies (in certain of HUD's programs) where the home-
builders were incapacitated by financial losses and failures. And while
we can report overall health within our businesses, we remain an
industry made up of small, local units uniquely sensitive to economic
fluctuations. Our concern today is for one important segment of our
industry: its smallest in- individual size and financial strength, the
young contractor and the neighborhood contractor with limited re-
sources. We face the phenomenon of overall affluence within our in-
dustry and, at the same time, a disappearance of numbers of our single-
owner or double-owner businesses as the economic tides force them
from the industry.

The first of these pressures was the credit crunch. No industry-
with the exception of the home developers-was so heavily hit by the
unavailability of local credit as was home improvement. What oc-
curred was that while the overall size of our industry, and its revenues,
remained stable, hundreds of contractors, unable to finance their op-
erations from local banks abandoned home improvement for other
work.

Another of the events which left their marks on the smallest of the
small, our contractors in small towns and in rural areas, was the in-
creasing regulation of local consumer financing at the State and Fed-
eral level, which had the effect of diverting local banks away from
the small contractor toward financing the commercial paper of his
larger, more affluent competition. On May 14 of this year the Federal
Trade Commission's rule effectively abolishing holders in due course
of consumer paper will go into effect. The single most clearly felt
impact of this rule is that all consumer financing will be "recourse"'
financing, a form of financing that this segment of our industry simply
cannot afford. If these contractors cannot secure financing, they will
surely leave this industry.

Finally, general attrition, felt by large and small contractors alike
in the economic slump of 1974 and 1975, had a more severe impact on
the smallest of our contractors.

Overall, the profile of our industry is changing. We are going the
way of many other industrial units within our economy: the small
single worker shop is disappearing as the industry regroups in larger
financial units.

Although this change involves only a portion of our industry, we do
not welcome it. It. is anticompetitive. And the neighborhood home
improvement contractor, operating by himself or with up to a half
dozen subcontractors, has been an integral part of the residential
scene in this country for over 100 years. With all the problems that
our industry has had, it has always meant to the American neighbor-
hood the personal attention and craftsmanship of a workman well-
known to all of his customers. There is no economic benefit that com-
pensates for the loss of this kind of attention. Indeed, there is no
discernible economic benefit (certainly no difference in costs) arising
from the loqs of close neighborhood service by an independent artisan
in our small towns and rural areas.
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Thus it is in April of 1976 we view the tax credit as a needed stimulus
to the local small contractor, one that he sorely needs in the face of
economic stresses aimed right at him, aimed directly toward his
elimination both as a competitive factor and as a local workman serv-
in his own neighborhood.

We urge consideration and quick passage of H.R. 6860 as a remedy,
albeita partial one, against the rather vast economic forces that small
local home improvement contractors, serving our more isolated areas,
have not been able to cope with, and have fallen victim to. We urge
this as a separate consideration from that of energy-saving, which
remains a clear and undisputed benefit that directlyflows from H.R.
6860. Finally, we urge this as a means of providing the broadest
possible base to any congressional energy-conservation program, a
base that will extend into every neighborhood, and, if our industry is
armed with this incentive, into every home.

ATLANTA RAPCO INSULATION Co., INC.,
Atlanta, Ga., ApriZ 7, 1976.Senator HERMAN E. TALMADE,

Senate Offlee Building,
Washington, D.C.

DEAR SENATOR TALMADOE: The Energy Conservation and Conver-
sion Act (H.R. 6860), as presently written, would preclude the use of
insulation materials that were not specified in the "Recommended
Criteria for Retrofit Credit", prepared for the Federal Energy Ad-
ministration by. the National Bureau of Standards (NBSIR 75-795).

Since it requires approximately 5 years to secure National Bureau
of Standards approvalfor a new product, many of the energy saving
insulation products, which have not yet been certified by NB, are
eliminated from consideration for any tax reduction for the home-
owner.

This is a gross injustice to homeowners and to insulation suppliers,
since there are insulation materials on the market with superior
thermal values which have not yet ground their way through the
bureaucratic approval mill.

Restricting the tax credit only to those old long-established insula-
tion materials in the NSB recommended criteria would be detrimental
to the public interest. In order to secure the tax credit, homeowners
would be denied the opportunity to select the insulating material
having the best thermal value with tho highest potential for energy
saving.

The attached enclosure prepared by a recognized heating and air-
conditioning expert, compares the thermal values of all insulation
materials on the market today.

We urge you to gie ccnsideration to a change in HR. 6860 that
would not be restrictive and would allow the homeowner to choose
the insulation material best suited to his needs.

Respectfully,
JAMEs M. SMITH, President.
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REGARIN,'TrESF CHART:S DESIGNATED 'A'

These charts were prepared by John M. Englisby, Elpctrir Heating, Specialist, Long Island

Lighting Company (LILCO). Mr. Englisby is reeocrnized as one of America's foremost

beating engineers.
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SUN RAY ENERGY CORP.,
Cooper, Wyo., April 12, 1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MICHA L STERN,
Staff Director, Comaittee an Finance,
Dir fen Senate O#lce Building,
Wahington, D.C.

DEA MR. STERN: In regards to the Energy Conservation and Con-
version Act, H.R. 6860, we would highly recommend at least two
changes.(1h This bill be revised so as to permit a tax credit to be given to

any commonly used insulation material that meets local building code
requirements or national building codes.

(2) We also feel that this bill should include a national tax credit
provision for any homeowner installing solar heating and cooling
equipment.

Sincerely, JoE I. MomusoN.

SPRAY INSULATIONS, INc.,
DIvISION OF PAUL J. KERz Co.,

Mr. MICHAEL STERN, Skokie, Ill., April 14,1976.

Staff Director, Committee on Finance,
Dirk~en Senate Office Building,
Washington, D.C.

DEAR MR. STERN: With one exception, I strongly support the home
insulation tax credit provision of the proposed H.R. 6860 bill.

The insulation materials approved for tax credit in H.R. 6860 should
not be restricted to the materials listed in the National Bureau of
Standards: "Recommended Criteria for Retrofit Materials and Prod-
ucts Eligible for Tax Credit"; NBSIR 75-795, which was prepared
for the Federal Energy Administration.

Our com pany installs all types of insulation materials in both resi-
dential andcommercial buildings. To limit the tax credits to the use
of specific insulation materials would be detrimental to both our cus-
tomers and the public.

I strong urge that the energy conservation bill, H.R. 6860, allow tax
credit for any commonly used insulation material meeting local or
national building code requirements.

Very truly yours, DANA CHIAPPINEL1J.

STATEMENT BY THE JOINT GOVERNMENT LIAISON COMMITmE OF THE
AssocwTIO; OF BRASS & BRONZE IN OOT MANUFACTURzRS, BRASS &
BRONZE INGOT ITNSTTUTE, ROBERT V. MAUDLIN, ExEcUTvz DUF.oR

This statement in opposition to a proposed "recycling tax credit" is
made by the joint government liaison committee on behalf of the
members of the Association of Brass & Bronze Ingot Manufacturers
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and the Brass & Bronze Ingot Institute. The members of these two
associations recycle thousan dsof tons of copper base scrap each week
to produce over 90 percent of the brass and bronze ingot manufactured
and consumed in the United States. Brass and bronze ingot is manu-
factured by smelting and refining copper base scrap, primarily old
scrap, and therefore firms in this industry would be eligible to receive
the proposed recycling tax credit that was considered by the Com-
mittee on Finance for inclusion in the energy tax bill, H.R. 6860, last
summer.

Even though the brass and bronze ingot producers would be bene-
ficiaries of a"recycling tax credit" they recommend and urge that a
tax credit for the use of copper base scrap not be included in the tax
revision legislation for the following reasons:

1. Tax credit would cause a large loss in tax revenues without any
corresponding benefit.

2. Tax credit would cause severe dislocations in serap market.
3. Copper base scrap prices are extremely sensitive to changes in

demand and tax credit would increase price of scrap and articles pro-
duced for scrap.

4. Ultimate consumers of products produced from copper base scrap
would not benefit from lower prices due to tax credit.

5. Large fluctuation in copper base scrap prices have not signifi-
cantlyaffected the supply of scrap.

6. Tax credit does not assure most economic use of scrap versus
alternate sources of copper.

7. Lack of demand for copper base scrap in the United States is not
a problem. One of the first items reclaimed from a julnked car is the
radiator. It has been necessary in the past for the United States to
control exports of-copper base scrap.

On July 18, 1975, representatives of the National Association of
Recycling Industries (NARI) testified before the Senate Committee
on Finance in support of a recycling tax credit. Unfortunately, the
testimony I was vague and cast in generalities about savings in energy
and did not explain the specifics of the proposed recycling tax credit.
The testimony did condemn the House of "unwisely" deleting the
recycling tax credit when H.R. 6860 was before the other body "appar-
ently"1 as a result of "misunderstand in " and "mnisi information "

The action taken by the House of representatives on the recycling
tax credit was decisive. First, the Ways and Means Committee before
reporting the bill deleted copper base scrap from the recycling credit
and severely limited the use of the credit for all other scrap and waste
materials. then the House of Representatives by a vote of 249 to 170
deleted the complete watered-down recycling tax credit provisions
from H.R. 6860. This was not the result of the alleged "misunderstand-
ing" on the part of 249 Members of Congress; it was a result of them
seeing the tax credit for what it is-an unjustified windfall, a ripoff.

Members of the Ways and Means Committee said it very well in the
committee's report as follows:

"The recycling tax credit (sec. 533) is a particularly bad provision.
It will cost us about $1 billion in tax revenues lost over the next 5

s Hearings before the Committee oD Finance, Energy Conservation and Conversion Act
of 1975. H.R. 6860, pt. 2. pp. 849-878.
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years, yet it will probably increase recycling by only 2 percent! It
would provide tremendous windfalls to those connected with this
industry. Even the environmentalists, who strongly support recycling,
oppose this giveaway."

It was pointed out during the debate on the House floor that the
recycling tax provision is opposed by environmental groups such as
the Sierra Club, the Environmental Action Organization, the Friends
of the Earth, the Conservation Congress and the Environmental
Policy Center as well as the AFL-CIO and the Department of the
Treasury. It was also pointed out during the House debate that it is
opposed by major recycling groups such as the Aluminum Recycling
Association and the American Iron & Steel Institute.

The recycling tax credit is too important and costly to be rammed
through Congress on an unsubstantiated claim of equity because of
certain tax advantages enjoyed by virgin materials. Congress legis-
lated depletion allowances and if they are wrong they should be
changed father than adding to the tax laws new special interest tax
loopholes. The attempt to use the energy crisis or tax reform to justify
this unwise tax credit is a farce.

Attached to the NARI statement presented to the Committee on
Finance on July 18,1975, were five exhibits showing energy savings by
recycling metals rather than using competing ores. There is no ques-
tion of the energy savings by recycling and the brass and bronze ingot
industry is today saving large quantities of energy by recycling copper
base scrap. However, it is interesting to see the comments in these ex-
hibits on the use of taxes to encourage increased recycling. For exam-
ple, on page 198 of the Ford Fouidation's Energy Conservation
Papers8 on changes in taxes it is stated "Whether or not 'reform'
would lead to significant increases in the recovery of metals in mixed
wastes is still undemonstrated."

What will be the actual effect of the recycling tax credit I Senator
Fannin asked a question at the July 18, 1975, hearing about the effect
of the credit on foreign purchases of U.S. scrap. The sponsors of this
tax credit replied that it would keep material in the United States by
increasing prices.4 This is just what we need-higher prices and more
inflation.

Senator Nelson also put his finger on a major inequity in the pro-
posed recycling tax credit between established recyclers and new re-
cyclers.5 The full credit would apply only to recycling purchases that
exceed the amount of purchases during the base year (1975). This
would be a definite advantage for a taxpayer going into recycling
because his base year volume would be his first year purchases and no
doubt very small. Purchases in subsequent years would no doubt be
much larger and the increase would qualify for the full tax credit-
a decided advantage for the new recycler as opposed to one that has
been recycling for years.

The members of the joint government liaison committee agree that
the United States must conserve energy and natural resources and, as

H. Rept. 94-221 on .IL 6860. May 15, 1975, p. 225.
* Exhibit D to the NARI statement-not printed in the hearings but placed in the

committee files., earinis before the Commi ttee on Finance. Energy Conservation and Conversion Act
of 1975. H.R. 6860. pt. 2. pp. 857-858.

6 Ibid., pp. 60-86"1.
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recyclers, have been doing this for years. The brass and bronze ingot
industry justifies its existence by the fact that its members can produce
ingot from copper base scrap at a cost lower than the same ingot could
be produced from virgin metals. This is done through our free market
system without wind alis and ripoffs.

The brass and bronze ingot industry urges that if the recycling tax
credit is considered by the Senate Committee on Finance that it specifi-
cally provide that it not include copper base scrap.

Respectfully submitted on behalf of the joint government liaison
committee.

STATEMENT OF WILLIAM M. DOLAN, PRESIDENT, GEOTHERMAL
RESoUcES COUNCIL IN SUPPORT OF S. 2608

Mr. Chairman and members of the committee, my name is William
Dolan. I am chief geophysicist and maxiager of geothermal exploration
for AMAX Exploration, Inc., a diversified natural resources corpora-
tion. I hold a masters degree in geophysics and have 20 years world-
wide experience prospecting for minerals, and more recently, geo-
thermal energy resources. I am submitting my statement to you in
my capacity as president of the Geothermal Resources Council.

The GRO is a 5-year-old organization with some 400 members drawn
from public agencies, research organizations, academia, environ-
mental organizations, media, contract engineering firms, electric utili-
ties, and the resources industry. On behalf of the GRC, I urge you to
favorably report S. 2608 to the full Senate.

S. 2608 will provide needed tax incentives for the geothermal in-
dustry. Geothermal resources are abundant in the United States, are
comparatively attractive environmentally, and, in contrast with many
energy alternatives, have been successfully exploited throughout the

The development at the Geysers, 60 miles north of San Francisco, of
522 megawatts electric generating capacity, makes the United States
the ranking world producer of geothermally fueled electric power.
There is reason to believe that the generating capacity of the Geysers
will eventually exceed 2,000 megawatts, enough to supply 2 million
people.

Geothermal energy is not new. Italy has enjoyed geothermally
fueled electricity for 70 years, New Zealand for 25 years, and the United
States for 15 years. Electric power from geothermal resources is in
existence or is being developed in New Zealand, Mexico, Russia, the
Philippines, El Salvador. Ethiopia, and Japan.

The U.S. Geological Survey, employing conservative criteria, has
rejected that the United States has exploitable geothermal resources,
th discovered and undiscovered, which are, sufficient to supply up to

one-third of our present 450,000 megawatt. electric power requirement.
My point in enumerating the foregoing is to make clear that. aot-

withstanding common misconception, geothermal power is of sig-
nificant consequence, is not exotic, and is not in an experimental stage.
Geothermal resources are an existing power source which must be
encouraged. Passage of S. 2608 would provide the needed encourage-
ment.
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Presently, geothermal resources are denied tax incentives enjoyed
by other fuels. The net consequence of this failure to provide an
adeuate and equitable tax incentive is that would-be developers find it
nearly impossible to compete for risk capital against oil, gas, coal, or
uranium. There are, for example, about 25 oil or gas wildcat wells
completed per day in the United States, versus about 1 geothermal
wildcat per month.

The 1974 Geothermal Research, Development and Demonstration
Act attempted to provide balance by authorizing government support
of geothermal research and by creating a geothermal guaranteed loan
program. Despite high hopes, the 1974 program has not significantly
stimulated the development of U.S. geothermal. Unfortunately, this
probably will continue to bi the case in the future for the following
reasons:

(1) Many of the operators who possess the requisite expertise to
develop geothermal resources will be excluded from the program due
to their size and the income limits imposed.

(2) The highest risk money must be obtained before the applicant
will qualify for a loan.

(3) The required detailed examination of potential borrowers
makes the program unattractive to lending institutions.

(4) The effectiveness of the guarantee requires meticulous ad-
herence to the regulations on the part of the lender.

The Tax Reduction Act of 1975 essentially eliminated the percent-
age depletion allowance for the oil and gas industries. These are
mature industries. They can and do generate risk capital without their
former tax inducements. However, the fact that these inducements are
no longer required does not detract from the laudable legislative fore-
sight which contributed to the development of dozens of healthy re-
source companies. Geothermal, a promising, but, young industry, de-
serves tax incentives similar to those which encouraged America's
vigorous oil and gas industries.

It is widely believed that geothermal energy equates with oil and
gas in terms of exploitation procedures. Undoubtedly, that belief
derives from the visible activity of several major oil companies in geo-
thermal. Only one fundamental dissimilarity need be cited to dispel
that belief. One producing oil or gas well constitutes a commercial
success as contrasted with geothermal where a number of very ex-
pensive producing wells need be established before power generation
facilities and transmission lines are justified. One important conse-
quence is the long time between initial employment of risk capital and
eventual revenues that can easily exceed 10 years, much as i the case
of the mining industry. This factor serves as a deterrent to investors
who are accustomed t6 the relatively rapid return on investment in oil
and gas. This is doubly true in the absence of tax incentives.

Geothermal resources vary in grade as do ore bodies. Dry steam,
such as that found at the Geysers and at existing Italian and Jananese
plants, compares to high grade ore. The present lack of available risk
capital means that only these hierh-grade geothermal sources can be
profitably exploited. With tax inducement, the lower grade but vastly
more plentiful geothermal waters (wet steam) will be developed, thus
significantly expanding the Nation's practical energy reserve.

4.



3420

The tax inducements of S. 2608 which will permit the development
of lower grade geothermal resources are as important to the growth of
the geothermal industry as were those similar tax incentives which
permitted secondary and tertiary recovery of oil and the mining of
ow ade metal deposits.

Geothermal energy qualifies in every manner for the tax treatment
which would be accorded by S. 2608. It is a wasting (depleting) sub-
surface resource, and much of the capital investment in exploitation
procedures is intangible, that is, not salvagable, thus, rightfully con-
sidered an expense rather than a capital expenditure.

Our petroleum and natural gas resources, our uranium resources
and our hydro resources are into their declining phases. Fusion, solar,
oil shale, municipal waste, breeder reactors, tar sands, tides, winds,and certain synthetic fuels all hold great promise, but the promisein most instances lies far in the future. Coal and geothermal are
readily available. The technology is extent, or nearly so, for priority
exploitation of both.

In order for geothermal to significantly assist in meeting the Na-tion's future energy needs, there must be a prompt acceleration ofexploration drilling. If past patterns in the extractable resource in-dustries are to be maintained, the bulk of that drilling will be carriedout by independent operators. They will also account for the majority
of the discoveries. This will only happen if they can attract riskfinancing. Such financing will not be forthcoming without the induce-
ments provided by the bill before you.

S. 2608, more than any Federal program heretofore implemented,
will provide the impetus for geothermal to pick up an importantshare of the U.S. energy load. The equivalent of 3 million barrels ofoil per day by the end of the century is a realistic objective. I encourage
your favorable consideration of this bill.

Thank you for your attention.

Mr. MTCHAEL STER, WASMNOTON, N.C.
Staff Director, Committee on Finance, Dirk8en Senate Office Building,

Wa8 Mngton, D.C.
DEAR M. STERN: As a consumer and insulation contractor, I wouldlike to express a few brief comments concerning H.R. 6860.
I have not been able to follow the progress of this bill and the

deliberations on the final form that the bill will be presented in, except.for some brief information supplied by my insulation supplier. Cer-tainly, the Long committee and the membership of that committee
and the full House are going to push this bill to fruition. Apparently,there are some insulation materials that might not be listed as eligiblefor earning the tax credit. I would like to ask that the committee and-louse be made aware of the fact that some fine insulation materials
do not have a Federal specification or other qualification.

I have investigated the insulation materials market and recentlybecame an applicator of U-F foam insulation. I am convinced thatthis insulator is of the highest quality and should be given a fair
chance in the competition.
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My product has superior-qualities. If you chose my product because
it fulfflled your needs, wouldn't you want to get the same tax break
that was available to other consumers I

Regards,
MARK J. McGRATH.

NATIONAL CLAY PIPE INSTII'TE,

Hon. RUSSELL B. , March 1, 1976.

Chairman,
Senate Conimittee on Finance,
U.S. Senate,
WasMgton, D.C.

DEAR MR. CHAIRMAN: Please refer to the Committee on Finance
-press release dated February 5 concerning the schedule of hearings on
tax revision and other matters.

The interest of the National Clay Pipe Institute is related to the
petroleum tax proposals outlined in title IV of H.R. 6860, The Energy
Conservation and Conversion Act of 1975. We have previously stated
our position on the inequities of this proposed tax in our statement
submitted to the- committee on July 15, 1975. In that statement we
asserted that it is technologically infeasible for our industry to convert
to coal. Enclosed with this letter is a recently completed energy usage
report confirming that conclusion for the ceramics industry, of which
the clay pipe industry is a vital component.

We request that our previous statement and the enclosed report be
made a part of the official record of the proceedings of the committee
as it considers this important subject.

Also enclosed is an amendment to title IV to effect an appropriate
and equitable exemption from the tax for the ceramics industry, as
consistent with the facts disclosed in the enclosed report. We respect-
fully seek its adoption.

Sincerely yours,
RICHARD H. HOLi.,

Chairman of the Board, NCPI.

PROPOSED AMENDMENT TO H.R. 6860

On page 79, line 21, amend to read:
(H) in the process of drying, melting, fining, feeding,

fling, conditioning, polishing, glazing, coating, annealing or
other industrial finishing of glass and ceramic manufactured
products.

Correcting words are italicized.

ENERGY USAGE IN THE CLAY PIPE INDUSTRY

(By J. 0. Everhart, emeritus professor, The Ohio State University,
registered professional engineer)

INTRODUCrION

The extent of manufacture of vitrified clay pipe in the United
States is indicated in figure 1. The industry furnishes a product which
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is used exclusively in sanitary sewers for the collection and disposal
of domestic and industrial wastewater. These operations are essential
elements in the national program to abate and to prevent the pollution
of our Nation's waters. -

To manufacture vitrified clay pipe in today's market, the industry
requires substantial quantities of natural gas or fuel oil. A recent sur-
vey (November 1975) of the industry reveals that its total annual
energy requirements, expressed in natural gas (mcf) equivalents,
amount to approximately 22 million mcf. This equivalency is used
because natural gas is the primary fuel used in 35 of the 37 plants in
existence; the other two utilize liquid petroleum as primary fuels.

The manufacture of vitrified clay pipe is a ceramic process com-
parable to that in use in -the glass industry, as explained later in this
report. The precise temperature controls required in the analagous
manufacturing processes can only be achieved under current tech-
nology with liquid or gaseous petroleum fuels.

VOLUME OF BUSINESS'

Shipments

Year (short tons) Dollars

1972 ....................................................................... 1,718,051 $143,094,000
1973. ....................................................... 1648,459 137,129,000
1974. ....................................................... 1,461,068 134,720, 000

I U.S. Bureau of Census.

FGuRE 1-CLAY PIPE MANUFACTURING IN THE UNrrED STATES

Total number of plant employees, 5,068.

GEOGRAPHY OF PRODUCTION

There are 37 plants manufacturing vitrified clay pipe and located as
follows: Alabama (1), Arizona (1), California (6), Colorado (1),
Florida (2), Georgia (2), Illinois (1), Indiana (2), Iowa (2), Kansas.
(1), Kentucky (1), Michigan (1), Mississippi (1), Missouri (1),
North Carolina (1), Ohio (8), Pennsylvania (2), and Texas (3).

FoREwoRD

The use of clay pipe is as old as civilization itself. Early mid-
Eastern and Roman cultures made elaborate use of the availability,
acid-imperviousness, and strength of fired clay in water and waste
water distribution systems. Because of the natuIral durability of this
material, many of these systems are still in existence, and in some areas,
are. even today performing their original function. Following a long
period of general neglect of sanitation methods, the awareness of the
need for protection of the public health led to the development in the
mid-19th century of urban waste water collection systems. This revival
of interest in sanitation coincided with the application of industrial
systems for the forming of clay pipe, a significant advance to mass
production from the slow hand-turning of the potters's wheel.

Coincident with the introduction of clay-forming machinery came
the development of the coal-fired periodic or beehive kiln. This per-
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mitted thc firing of the formed ware in greater quantities to coordinate
with the extensive demands of the waste collection systems, the modem
hallmark of urban expansion in Western Europe and the United
States.

Initially,- and for many years thereafter, the pipe were manufac-
tured in short lengths of approximately 2 feet. Among other factors
restricting length were the firing difficulties associated with the pe-
riodic kiln design and with the use of coal as a fuel. The latter, in
particular, resulted in an inability to control firing temperatures with
the precision required to produce longer pipe with other required
dimensional constants.

Following World War 11, the clay pipe industry turned to the
tunnel kiln, fired _ynaturalgas or oil. Its purposes in so doing were
to conserve energy and t continue its efforts to maintain a competitive
level with those manufacturers who were producing longer length and
controlled-diameter sewer pipe from a variety of substitute materials.
This adaptation of the liquid petroleum/gasfired tunnel kiln enabled
the industry to remain competitive by producing an assured-
dimension, competitive product of lengths as great as 8 feet.

Specifications for modern sewer pipe, such as those promulgated by
the American Society for Testing and Materials (ASTM), imposesevere standards on the industry. Close tolerances of diameter, socket
size and shape, strength, length, absorption, acid-resistance, and
straightness must be met. The present state of the art in the manufac-
ture of clay pipe which satisfy these requirements is such that the in.
dustry is totally dependent upon liquid or gaseous petroleum fuelj.
Conversion to other sources of energy-is-impossible, as explained in t6.e
following pages. If reconversion to coal, for example, is ever proved o
be feasible, it will be done only after the ex enditure oL much time
and many millions of dollars in research and development. While it is
true that the cylindrical-shape of clay pipe demands more precise
temperature control than may be required for differently con figured
ceramic products, it is a fact that coal cannot be effectively and eco-
nomically used under the present state of technology for the industrial
production of a host of other ceramic materials, including vitrified
clay pipe.

THFE MANUFACTURE OF VITRIFIED CLAY PIPE

A. The rao material
The most important factor determining the end use of clay is the

relative percentage of the mate-rials-a which it is composed in its
natural state. Clays contain 85 to 95 percent mineral oxides and sili-
cates, with silica and alumina totaling 80 to 85 percent. Of the reain-
ing components, iron oxide, lime magnesia, and titania are most
predominant. Chemically combined water and various organic and in-
organic impurities in varying amounts are also found in the natural
clay material.

The silica and alumina combined in mineral form are considered to
be the clay material itself. The ratios in which these compounds are
present and their crystalline forms are the two factors which usually
define the clay type. Other oxides as a group are considered as the flux
or glassy phase formers. The types of clay and flux determine the
use that can be made of the clay material.
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The principal attributes affected by the clay composition (i.e., the
silica/ aumina ratio) are refractoriness. and plasticity. As a rule, the
temperatures, will increase with increasing alumina content.
B. Proceming the raw material

The raw material is commonly mined by open pit methods using
environmentally acceptable procedures. The material is crushed,
ground, and pulverized to fine gram size. When combinations of dif-
ferent materials are used, each is reduced to fine size and they are
then blended in the proper proportions.

The pulverized material is mixed with enough water to make it
plastic and workable, and then forced through an annular die either by
a large propelling auger or a piston. Air entrapped in the preformed
mass is removed prior to forming by evacuation to produce a denser
product. Most pipe are formed with a socket on one end into which the
spigot end of the adjoining pipe is inserted. Formed pipe are cut,
trimmed to exact size, and fnished by complex machines specifically
designed for each required operation.

The water used for plasticizing is removed prior to firing. About
20 percent of the total formed mass is water, and it requires about 20
percent as much heat energy to remove the water by the drying proc-
ess as it does to bring the ware to finishing temperature by firing.

After drying the "green" unfiredd) ware enters the periodic or
tunnel kiln for Aring. All kilns today are fueled by natural gas or oil.
After firing, the ware is prepared for the jointing process. This in-
volves the application of compression materials to one or both ends
of the fired pipe to insure a watertight connection in the construction
trench.

Electricity is the primary source of energy expended in the crush-
ing, grinding, forming, and jointing operations.
C. Dryer design

Dryers used in the clay pipe industry are either continuous tunnel
or periodic compartment types. A process schematic for a typical dryer
is sKhown in figure 2. Tn the continuous type, the ware is suspended on
racks, set on drier cars or on kiln cars. In each case, they are then
moved counter to the stream of heated air. In the compartment type
dryer, the formed ware is set in closed rooms through which heated
air with controlled humidity is circulated. The heat for either type is
provided by the direct burning of fuel or as waste heat from the firing
process. The use of waste heat is preferred because of the obvious fuel
economy.

Nien freshly formed ware is set directly on kiln cars, the kiln is
provided with a preheater section through which the loaded cars pass.
The maximum drying temperature is kept below 1000 C except in the
case of the kiln preheater type where it may be as high as 2300 C.

Hot gases used for drying must either be sulfur tree or very low in
sulfur. Sulfur combustion products have deleterious effects on the dry-
ing pipe surfaces. It is for this reason, among others, why coal cannot
be satisfactorily used as a heat-producing source for the drying
process.

Air flow through the dryer, the rate of drying, and the particular
points of air entry into the dryer are controlled according to the dry-
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ing schedule which depends upon the shape, moisture content, com-
position, and method of stacking of the ware. The ware shrinks 4 to 5
percent in drying. If the removal of the water is not done under care-
fully control led conditions, the ware will warp or crack during the
critical firing operation.

HEATED AIR FROM NATURAL DRIED WAREFRESHLY FORMED WARE GAS BURNERS (OPTIONAL)- D W

EXHAUST GAS
DILUTION AIR

PREHEATED SUPPLY.
AIR FROM KILN IOPTIONAU

MUFFLE HEATED SUPPLY
AIR FROM KILN OPTIONALU

FIoURE 2.-Process schematic for dryers.

D. Kiln design
In the clay pipe industry, both the periodic and the tunnel kiln are

in use today. Approximately 75 percent of all the ware is fired in tunnel
kilns. There is a developing tendency to reduce reliance on the periodic
kiln, principally because of its lesser fuel-efficiency. The tunnel kiln
utilizes approximately 5 miilion Btu/ton of clay pipe, whereas the
average bottom-fired periodic kiln usage is approximately 2.5 times
that ratio. A new development in periodic kilns, equipped with top-
fired burners and heavily insulated features, has reduced this disparity
by as much as 50 percent.

1. The periodic cin,-Periodic kilns (also known as downdraft or
beehive kilns) are operated as batch processes. The kilns are filled with
green ware, slowly fired and cooled, and emptied. A process schematic
of a typical periodic kiln is shown in figure 3.

Periodic kilns are circular, with a segmented hemispherical top, and
constructed of refractory brick. Kiln diameter ranges from 9.14 to
16.5 meters. (30 to 55 ft) with an average diameter of 11.2 meters
(36 ft). Such kilns are fired by burners, normally located at the bottom
of the outside wall, except as noted above. Burners may be fueled by
oil or gas. The use. of coal in modern, insulated, refractory-lined
periodic kilns is not feasible inasmuch as the sulfur emissions from the
combustion of coal attack the refractory brick and quickly destroy
them. Hot air and combustion gases from the burners are directed to
the top of the kiln by a wall inside of the kiln which is located parallel
and slightly within the wall of the kiln itself.

69-516 0 * 76 - pt7 - 38
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STACK GASES

F I RED PRODUCT

BURNERS

NATURAL GAS

COMBUSTION AIR

Flouu 8.-Process schematic of a periodic kiln.

After being directed to the top of the kiln, hot gases pass downward
through the stacked ware and into a flue located under the plenum-
floor of the kiln. This is a false floor made of refractory brick andconstructed to both support the ware and to allow free passage of thewaste gases. The flue under the floor is connected to a stack which
exhausts the waste gases. As many as 10 kilns may be connected to thesame stack. Temperature differences from top to bottom of the kiln
are large (over 400 C in some instances) and this feature contributes tothe difficulties of temperature control.

Periodic kilns are comparatively inefficient in terms of production
and fuel usage. Low production rates are the result of hand settingand drawing (loading and unloading) of the kiln and the use of a
natural draft system for air movement through the kiln. Many of these
kilns have been converted to forced draft which has greatly shortenedthe time necesary to complete the firing cycle. The high fuel usage
rate in these kilns results from the batchwise operation of the units
and their inherent inability to reuse the waste heat generated duringfiring. Cvcling'of the kiln through wide temperature ranges alsonecessitates higher structural maintenance costs for this type of kil.
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Despite their inefficiency, periodic kilns do have certain advantages
in that they may be used to (1) fire small orders of special products
without upsetting production, (2) fire odd-sized and large-diameter
ware which either would not fit into a tunnel kiln or would cause
operating problems and (8) fire several products simultaneously.

2. 7he tunnel kitn.--Tunnel kilns have a number of characteristics
which make them preferable to periodic kilns. Tunnel kilns provide

: for-
Continuous operation;
Possible elimination of the need for dryer care and other equip-

ment;
Increased flexibility in the setting and drawing of the kil.4;
Constant operating temperature, which increases the life of

the kiln;
More even burning, resulting in decreased amounts of over-

burned and underburned ware; and
Fuel economy.

The average modern tunnel kiln is 400 or 500 feet long and- is,
equipped with a hundred or more gas or oil burners, a multitude of
fans and ducts for draft and recirculation purposes, and an intricate
system of temperature indicators and controls. Only natural gas or
petroleum liquids can provide the combustion efficiency and the
delicate response of control to insure against variations from the
vitrification curve required, particularly near the critical point of
vitrification.
i A process schematic for a typical tunnel kiln, shown in figure 4,
is comprised of: the preheating zone, the firing zone, and the cooling
zone. hep reheating and cooling zones are essentially large heat ex-
changers which are responsible for the fuel economy inherent in tunnel
kilns. The preheating. zone uses combustion gases Irom the firing zone
to slowly heat and oxidize the impurities in the unfired ware which is
moving countercurrent to the gases. Cooled gases are then exhausted
through a fan into a flue or stack. Tunnel kilns may have from 1 to 20
flues leading to the stack. Multiple flues are used to control the rate and
rate variations by which the ware is preheated. Most of these flues
are also equipped with recirculating fans to equalize the temperature.
The preheating schedule is dependent upon the raw materials, the
methods of forming the ware, and the desired product. The tempera-
ture of the exhaust gases can range from approximately 700 C to
5000 C and depends primarily upon the length of the preheating zone.

After being preheated, the -pipe moves into the firing zone where
the green ware is fired or "burned" to give it the desired properties.
Depending upon kiln design and other factors, the temperatures in a
firing zone may vary from a low of 1,050* C to a maximum of 1,2000 C.
The heat for firing the ware is supplied by oil or natural gas burners
along the sides of the firing zone. Coal is not used in modern kilns
because of feed problems, temperature control uncertainties, the pro-
duction of ash and sulfur and the need to fire greater lengths of pipe
and with precise dimensional control. Combustion air for the furnaces
is drawn from the cooling zone and is present in amounts from 5 to
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AMBIENT AIR- I INATURAL GREEN WARE

I GAS

FIRED PRODUCT
PREHEATED AIR FOR FUEL STACKGASES

MUFFLE HEATED AIR COMBUSTION AND
FOR DRYERS OPTIONAL) - IMPURITIES

PREHEATED AIR
FOR DRYERS (OPTIONAL)

FIGURE 4.-Process schematic of a tunnel kiln.

100 percent in excess of that needed for combustion. The excess air is
required to provide greater heat uniformity within the kiln, thereby
resulting in ess dimensional variability of the pipe.

The third zone of the kiln is the cooling zone. Cool air is blowninto
the kiln and flows countercurrent to the movement of the ware. As
the air moves toward the firing zone, it cools the ware to a point where
it can be handled, and is itself preheated prior to combustion. At the
end of the cooling zone, the air is used in one of two fashions. In both
cases, part of the air is drawn from the main stream for combustion
of the fuel. The remaining or excess air then either is drawn directly
through the kiln for reaction with the ware and subsequent preheating
or is used in the dryers for driving off the free water in the freshly
molded ware before the latter enters the kiln.

Residence time of the ware in the kiln may vary from 12 to 150
hours, depending principally upon the length and diameter of the
finished product, and on the nature of the raw material.
E. Okemidtry of flrinq

It is through firing that the clay pipe receives the strength and
durability that are its unique characteristics. Thermochemical reac-
tions occur in the firing process to produce a 50 to 75 percent glassy
phase in the finished ware. This phase differs not at all from that of a
completely glass product; it is this vitreous phase that bonds a crystal-
line framework together into an enduring product.

The high temperature reactions of firing produce some very real
problems in achieving an acceptable end product. In the first oiace,
the reactions are slow, and not rapid as in low temperature reactions.
The glass phase at the top firing temperature (1.2000 C) is a viscousliquid and the pipe in the kiln would collapse of its own weight were
it not for the crystal phase skeleton supporting it. To maintain this
structure requires an exact proportional balance between the two
components. A temperature difference at this point of only a few
degrees is critical to the development of a useful product.



8429

The final product must be dense and nonporous. Surface tension
of the liquid glass draws the structure together with the help of mass
diffusion reactions on an atomic level. This results in volume and linear
shrinkage. The amount is very closely related to exact temperatures,
totalling about 4 to 6 percent depending on the body used. Any ap-
preciable difference will result in pipe with different diameters, even
from end to end of individual pipe. If control is not good enough one
pipe may not fit the end of another. Specifications are so stringent
that, if adequate control of temperature cannot he maintained, rejec-
tions will be a very hi h and operations will have to cease.

In the past as indicated above in the foreward, when coal alone
was the available fuel, the problems of unequal temperature distribu-tion were so great that clay pipe lengths -were limited to 2 feet, andon very, rare occasions, 3 feet. If longer lengths were attempted, tem-perature differences from end to end were great and other dimensionaldifferences were likewise adversely affected. Only with the advent
of the more controllable fuels, suc as natural gas/liquid petroleumwas it possible to move successively to 3, 4, 5, 6, and even 7 or 8 foot
lengths; attended by full dimensional control to permit the modern
production of pipe from 3 inches to 42 inches in diameter.

A large number of chemical reactions and physical changes occurin the ware during firing because the materials fired are natural
minerals. These efforts are independent of the type of kiln used, andmay be separated into three groups: (1) the liberation of mechanicaland chemically combined water from the ware; (2) the decomposition
and/or oxidation of impurities; and (3) the recrystallization and
vitrification of the clay materials.

Firing of the ware is carried out according to a predetermined
firing schedule. The firing schedule allows for the above three groupsof effects to take place without damage to the product and is dependentupon green (unfired) ware composition and desired product properties.

The first part of the firing schedule may provide a slow heating rateto complete the drying process if it has not been completed prior tofiring. The free (or mechanical) water must be completely driven-off
before the ware reaches 1000 C. The chemically combined water willnot be complteely removed until the ware reaches temperatures in ex-cess of 6500 C, with the specific temperature depending upon theparticular clay mineral or mixture of clay minerals being fired. Theheating rate is continued until the ware reaches the final maturation
temperature.

Figure 5 shows a typical -firing curve for a continuous tunnel kiln inoperation for the production of 8-inch sewer r)ipe. The maximum firing
temperature in this Particular case is 1.0400 C. This temperature isreached in about 19 hours and is held for approxmiately 2 hours toeffect maturation of the ware. The rate of firing during -the heatingcycle is slowed from approximately 5000 to 8000 C to assit in oxidationof carbonaceous materials. During the. cooling cycle, the cooling rate isretarded slightly above and below 6000 C to accommodate substantial
dimensional changes due to quartz inversion. The maximum firingtemperature, the time of maturation and the rate of cooling, may Varysignificantly with the nature of the raw material being processed.
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Vitrification is the formation of glass bonds between crystalline
particles and is responsible for the structural strength of the finished
products. Vitrification of clays begins at about 9000 C and is the result
of the melting of the fluxing ingredients and reaction with alumina and
silica of the clay to produce the glassy phase.
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IGuRE 5.-Temperature firing curve for typical tunnel kiln.

ALT=NATIv FurL Souitc PossmLrrms

A. Coal.-The present-day limited technology prohibits the use of
coal in the production of vitrified clay pipe and most other ceramic
products. In addition to the technological reasons identified herein, the
use of coal, even if feasible, would be attended by currently insur-
mountable problems which include: high-labor opreation and main-
tenance costs, ecological damage, ash disposal and the large capital in-
vestment required for conversion. Insofar as the clay pipe industry
is concerned, conversion to coal is today a practical, technological and
economic impossibility; the industry must have natural gas/oil or close
its plants.

B. Otker.--Commercially available producers which convert coal to
gas are, of course, a possible means of furnishing the gas for the dry-
ers and, the kilns. Unfortunately, despite some improvement hi design,
they are prohibitively expensive for most clay Pipe plants with in-
stallation costs reaching into the neighborh o f 1 million per tun-
nel kiln. In addition, gas producers suffer from the obvious environ-
mental difficulties associated with any coal usage; as well as special
problems in handling volatile tars in the product gas, low Btu content
and generally high SO, content. Producer gas issimply not a viable
alternative fuel source for the clay pipe industry at the present time.
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Electricity is used to a small extent in specialized operations in sev-
eral units of the ceramic industry. These include: direct melting proc-
esses, firing thin porcelain enamel sheets and hobby pottery activity.
No successful app ication has ever been made to the firing of massive
quantities of large ware. The reason for this inability is that the
transfer of heat from resistance elements to the ware in a uniform man-
ner has always evaded and continues to defy technological solution.

SUMMARY ANA CONCLUSIONS

The clay pipe industry manufactures a product vital to the national
effort to control water pollution. To provide that product to the speci-
fications required of all modern sanitary sewer pipe, the industry re-
quires substantial quantities of natural gas or fuel oil as an energy
source.

The processes for manufacturing vitrified clay pipe involve mining
and blending high quality clays; grinding and screening these clays;
mixing the processed clay with water to attain plasticity; by extrusion
forming the material to the desired shape; and then drying and firing
the product to the point of vitrification. All of the clay pipe in this
country are fired in continuous tunnel kilns or in refractory brick
periodic kilns.

The kilns are fired with natural gas or liquid petroleum, because the
processing of the raw clay demands uniform moisture elimination and
carefully controlled heat application for several days, following a
preset curve t6 a maximum of as much as 1,2000 C. It is in this upper
range of temperatures that vitrification occurs, whereby the pipe at-
tains its principal characteristics of rigidity, strength, and resistance
to attackby the chemicals found in all sanitary sewers.

It is not technologically feasible for the industry to convert to any
alternative fuel under the present state of the art. Neither coal nor
electricity nor gas producers nor any other source of energy can be
used to maintain the standard of the product whereby the industry is
able today to compete with a significant number of substitute mate-
rials.

MONO TUERMO INSULATION, INC.,
Great Fal18, Mont., A pril 20, 197e.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MICHAFJ STERN,
Staf Director, Committee on Finance,
Dirksen Senate Offlce Building, Washington, D.C.

DEAR Mn. STERN: I am writing first of all to offer my endorsement
of the home insulation tax credit provisions of the proposed H.R. 6860
bill. Passage of this bill could definitely promote-significant nation-
wide energy savings. This would not only mean savings of natural
resources, but financial savings for millions of American consumers.
However, it has come to my attention that the present version of the
new energy bill would make it difficult for some insulation materials
to be eligible for a homeowner's tax credit.

I do not feel that the insulation materials that might be approved
for such a credit should be restricted to the materials specified by the
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National Bureau of Standards. This kind of restriction would be det-
rimental as well as prejudicial, and the person hurt most by such rul-
ins the American consumer.

The NBS recommended criteria would only approve inslating mate-
rials that have either a Federal specification number or an ASTM
(American Society of Testing and Materials) product designation.
It could take years to obtain either .of these designations. Therefore
any relatively new insulation product (and the consumer who be-
lieves in it) would be unfairly shut out of a tax credit for a con-
siderable time, no matter how good the product.

I am referring specifically to urea-formaldehyde foam insulation.
This is a proven home insulation that could be ruled out for a tax
credit if the present NBS recommendations are adopted. Such action
would be a classic example of how the best intentions of Government
lead to serious injury to the consumer. U-F foam is a better insulator
with a higher R-factor than most other insulations. It is fire resistant;
and due to its unusual ability to flow around pipes, wires, and other
obstructions in a wall cavity, it definitely provides the best, most con-
venient method of insulating existing homes.

It is only reasonable to ask, then, that the energy conservation bill,
H.R. 6860 allow a tax credit for any commonly used home insulating
material that meets local building code requirements, or meets the
requirements of any national building code, or has clearly proven
itself in actual use in houses.

No product that aids in energy conservation, such as U-F foam,
should be left out of the tax credit approval. If I am not mistaken,
the object of the bill is to promote energy savings and to benefit the
taxpayer. Both objectives would fail if the present NBS recommenda-
tions are accepted. At this time more than 1,000 homes have been in-
sulated with urea-formaldehyde in the greater Great Falls area. Every
one of these satisfied homeowners would have been deprived of this
quality product if the NBS standard were applied before insulating
materials could be sold. Why then should these standards be applied
now to deprive howeowners of the tax credit they deserveI

I am a local dealer of urea-formaldehyde foam insulation. Enclosed
are two letters of endorsement from among my recent customers.Sincerely,

DoNALD E. BLAcK, President.

GREAT FALLS, MONT.,
April £0, 1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MIcHAEL STERN,
Staff Director, Committee on Finance, Dirk8en Senate Office Building,

Washington, D.C.
DEAR Mn. SIrnN: As a homeowner, I have read the enclosed letter

and offer my wholehearted support. Our home was insulated by urea-
formaledhvde foam, and I know it is the only material that could
have done the job. I read about a lot of different insulations, and U-F
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foam is far superior to any other insulation made to be injected into
existing wall cavities.

Therefore, I urge you to adopt the Home Insulation Tax Credit
provisions of the proposed H.R. 6860 bill. However, include among
those qualifying all recognized insulating materials that meet build-
ing code standards for effectiveness and safety. Do not impose the
restrictive limitations recommended by the National Bureau of
Standards.Sincerely,

MICHAEL T. DOLAN.

GREAT FALLS, MONT.,April 209 1976.
Mr. MICHAEL STERN,
Committee on Finance, Dirksen Senate Office Building, -
Washington., D.C.

DFAR MR. STERN: It has come to my-attention that H.R. 6860, which
is designed to promote energy conservation and provide tax credit for
home insulation as well as other structures, might include a provision
for only those building materials presently having a Federal spec
number or ASTM standard. Since it can take up to 4 or 5 years to
obtain a Fed spec or ASTM standard, it would seem to exclude a lot
of insulation materials presently being used. As long as these materials
meet State and Federal building codes for safety and effectiveness
that should be sufficient. Many, many homeowners in Montana and
other northern States use urea-formaldehyde foam since it is a cavity-
fill type and can be used in older homes or those with some, but an
insufficient amount of insulation. It seems a little discriminatory to ex-
clude commonly used materials if they carry building code approvals
since most homeowners only look for safety and effectiveness when
insulating their homes.

I urge your support of H.R. 6860 and vigilance to avoid the attach-
ing of. restrictions to include only those building materials with Fed-
eral specification number or ASiM standards.

Sincerely yours,
ARDIs MERRY.

SMATHERS, MERRIGAN & HERLONIG,
A ttorneys and Counsellor8 at Law,

Washington, D.C., April 26,1976.
Re H.R. 10612-Tax Reform Act of 1975.
Hon. RUSSELL B. LoNG,
Chairman, Senate Finance Committee, Dirken Senate Ofice Build-

ing, Washington, D.C.
DEAR MR. CHAIRMAN: In line with the committee's original an-

nouncement governing hearings in connection with the above legisla-
tion, and a telegram subsequently received from the committee's staff
director, Mr. Stern, we request on behalf of our client, National Associ-
ation of Recycling Industries, Inc., that this letter and the documents
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filed herewith be included in the committee's printed record of
hearings.

You might recall that last year, the National Association of Re-
cycling Industries, Inc. (NARI) appeared before your committee in
connection with the then pending energy tax legislation, and testified
in detail regarding the urgent need for enactment of a recycling tax
incentive to equate tax benefits already provided by the Internal
Revenue Code for large integrated manufacturers married to the
depletion of our Nation's dwindling supplies of natural resource ma-
trials which compete in the marketplace with their recyclable counter-
part materials.

Shortly thereafter, during its markup of said energy tax legislation,
the committee voted to enact a "10 percent recycling tax credit for
manufacturers who utilize wastepaper as a papermaking raw material
in their industrial operations. Because of time limitations then con-
fronting the committee, consideration of the remainder of the re-
cyling tax credit proposal was deferred for further study by the
point Committee and Senate Finance Committee staffs.
The directed study thereafter ensued, and a modified recycling

tax credit proposal was developed. The attached materials contain
that modified proposal and a full explanation of its provisions and
how it will operate.

The National Association of Recycling Industries requested per-
mission to testify before your committee in connection with the pend-
ing tax reform legislation because originally, in 1974, the House
Ways and Means Committee included the old recycling tax credit
proposal in the Tax Reform Act of 1974. Clearly, because the purpose
of the proposal is to reform or revise existing code provisions which
restrict all tax benefits in this area to manufacturers committed to
the use and depletion of virgin natural resource materials, it is ab-
solutely urgent, proper, and necessary for your committee to complete
its work on the recycling tax credit proposal and to include same in
its final version of the Tax Reform Act of 1975 (or 1976, as the case
may now be).

Accordingly, on behalf of its 775-member companies throughout the
United States, NARI urges the Senate Finance Committee to consider
the enclosed modified recycling tax credit proposal during its markup
of H.R. 10612 and to approve same for inclusion in that legislation.
Indeed, it is NARI's understanding that the committee fully intend
to resume its consideration of the aforementioned energy tax legisla-
tion as part of its markup of H.R. 10612, so certainly it would be desir-
able and appropriate for the committee to complete its work on the
recycling tax credit proposal at this time.

The attached documents contain full and complete information
regarding the modified recycling tax credit proposal developed after
the Joint. Committee staff study. and of course, the national recycling
industry stands ready to supply any further information the commit-
tee might deem useful.

With appreciation for your consideration, I am,
Very truly yours,

EDWARD L. HERLoWNO,
Ooun8el, National Association

of Recycling Industries. Ire.
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H.R. 10612: TAX REFORM AcT OF 1975
EXPLANATORY STATEMENT IN SUPPORT OF RECYCLING TAX CREDIT

In July 1975 the Senate Finance Committee approved a 10-percent
recycling tax credit for manufacturers who use wastepaper as a raw
material in their industrial operations. The committee deferred action
on khe remainder of the proposal pending further study by the staff
of the Joint Committee on Internal Revenue Taxation and the Finance
Committee staff.

As a result of these studies, a modified recycling tax credit proposal
was developed in cooperation with the Joint Committee staff. Essen-
tially, it seeks to provide an incentive to manufacturers who use re-
cyclable solid waste materials in their industrial operations instead
of competing natural resource materials which have historically en-
joyed favorable income tax benefits through depletion allowances and
capital gains treatment of profits derived from their Utilization.

This modified proposal limits as fairly i.s possible any credit to
manufacturers for their current utilization of recyclables, and it re-
stricts the credit to purchases of postconsumer recyclable solid waste
materials and industrial waste materials not presently recycled to
any substantial degree.

Moreover, the modified credit proposal rpluces the estimated gross
revenue loss to $135 million, without consideration of any -of the in-
herent offsetting revenue gains. Thus, in actual operation, the modi-
fied proposal should result in only a relatively negligible net revenue
loss-possibly even a revenue gain.

By comparison, revenue losses for fiscal 1977 resulting from the
depletion allowance on virgin ores and capital gains treatment of prof-
its derived from the cutting of trees are projected by the budget to
exceed $1.2 billion.'

Adoption of the modified proposal as part of the tax revision pack-
age presently before the Senate Finance Committee is urgently neces-
sary because currently our national recycling rates are at all time lows,
and the. recycling industry has been engulfed by a devastating reces-
sion.2 The 1975 report of the Council on Environmental quality warns
(at page 91), that presently only--

16.5 percent of postconsuner wastepaper is recycled.
2.1 percent of postconsuier glass is recycled.
1.4 percent of postconsumer scrap iron and steel is recycled.
4 percent of postconslmler aluminum is recycled.
Negligible percentage of postconsumer textiles are recycled.

CEQ's 1975 report goes on to state (at p. 92) : "According to EPA
projections, total wastes are expected to increase significantly by
1990." 3

' The special analysis of the budget for fiscal 1977, p. 125, reports projected revenue-
losses for corporate percentage depletion allowance on ores of $1.02 billion on deple-
tion allowance for individuals of $575 million: capital gains treatment of timber Income,
$230 million: and capital gains treatment of royalties on coal and iron ore of $70 million.
Thus. a $1.2 billion projected revenue loss for 1977 is conservative.

2CEQ's 1975 report to Congress states (at p. 03) that, during 1974, wastepaper prices"plummeted from $60 to $5 a tons, and sometimes a buyer would not be found at any
price." The report continues:

"The recycling boom of tho, early 1970's appears to be over and many volunteer recycling
centers went out of business. Some municipal collection systems were discontinued. Others
sent the collected paper on to landfills."

I EPA projects total postcorumer waste discards will Increase from 144 million tons
in 1978 to 225 million tons by 1990.
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Enactment of an effective recycling tax credit to stimulate resource
recovery is also urgently important because use of recyclable solid
waste materials in manufacturing operations in place of competing
virgin natural resource materials, or as industrial fuel in place of or
as a supplement to gas, oil, or coal results in-

(1) Conservation of precious, dwindling supplies of critical
natural resources .'

(2) Reduced U.S. reliance on foreign cartels for critical na-
tural resources, and substantial benefits to our balance-of-pay-
ments position; 5

3) Conservation of industrial energy; 6
(4) Reduction in industrial air and water pollution and in-.

dustrial water utilization; I and
(5) Reduction in solid waste management and disposal costs

and burdens for cities and States throughout the United States.8
In this connection, CEQ's 1975 report states (at pp. 97 and 98) :

. . . We will have to dispose of about 23 percent more post consumer
wastes in 1990 than we now do. By then, if current waste disposal prac-
tices continue, many municipalities will have exliausted their capacity to
deal with solid waste and new disposal arrangements will be necessary.

It seems inevitable that large municipalities will be looking to other juris-
dictions for landfill sites. So far the few cities that have tried to persuade
other communities to become the depositories of their refuse have had
limited success.

In an effort to deal with these growing "mountains of solid waste,"
citizens and States in various parts of the United States are building
resource recovery plants to extract recyclable materials from garbage.,
The cities of New Orleans and Milwaukee and the States of Connecti-
cut, California, Delaware, Massachusetts, New York, Ohio, and Ten-
nessee are in the lead.

CEQ's 1975 report states that "total public and private sector spend-
ing for solid waste management over the 1974-83 decade vill reach
$54.4 billion." and it projects that "annual costs for solid waste man-
agement will nearly double by 1983." Connecticut's allout effort to cope
with the problem is described by CEQ-as follows (1975 report, p.
94):

Connecticut is nearest to a State-operated system. As a result of the compre-
hensive plan developed by the Connecticut Department of Environmental Pro-
tection, the legislature created the Connecticut Resources Recovery Authority.
The plan sets a 1985 date for completion of 10 facilities that will process 84 per-
cent of the State's waste. These are energy resource facilities that will prepare

' The Bureau of Mines reports that, by 1985, the United States will depend on foreignnations for more than 50 percent of its supnlilea o nine of its most critical metals. By the
year 2000. the list will increase to all 18 basic metals.' The Department of the Interior states that if current trends are allowed to continueunabated, imports of foreign metals, which presently adversely Impact our balance of

pympnts by $6 billion a year, will result in an adverse impact of $86 billion a year bythe 19 9 0, .
* EPA and the Atomic Energy Commission have proved that use of recyclable aluminum

in place of virgin ore saves 95 percent of the energy required to make the same aluminumproducts. Use of wastepaper in place of pulpwood, copper scrap in place of virgin ore, and
scrap Iron in place of virgin ore results In 66, 65. and 55 percent Industrial energy savings.7 EPA reports to Congress that use of recyclable materials In place of virgin ores andpulp results In 60 to 86 percent less air pollution; 44 to 76 percent less water pollution:
105 to 165 percent less postconsumer wastes generated; 40 to 61 percent less Industrial
water utIlisatlon.

'Today, cities and States spend between $6 and $86 a ton to dispose of solid waste
through incineration or landfill methods. Each ton recycled saves a major portion ofthose casts.* At the end of 1974. 11 States were constructing resource recovery plants; 12 were
involved in planning; and 6 had statutory authority to go ahead with planning.
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municipal wastes for use as a fuel in utility boilers, leaving the unburnable
residue for recycling........

However, all experts in the solid waste management field agree:
The ability of these new State and municipal resource recovery plants
to operate successfully depends entirely on the ready availability of
markets and customers for the recyclable materials they produce from
waste. Those markets will not be available as long as the present dis-
criminatory tax treatment of competing virgin and recyclable mate-
rials is allowed to continue. Absent total elimination oT the existing
virgin tax benefits, enactment of the modified recycling tax credit is
absolutely essential.

H.R. 10612: TAX REFORM ACT OF 1975

SUMMARY: RECYCLING TAX CREDIT AMENDMENT

Section A (I), (II).-Congressional findings and declaration of
purpose supporting enactment of recycling tax credit.

Section B(a), (b).-Provides recycling tax credit for taxpayers
who purchase recyclable solid-waste materials for (1) manufacturing
utilization or (2) use as industrial fueL7Tle allowable credit for each
recyclable material is established to equate as precisely as possible the
tax benefits historically provided for competing virgin natural re-
source materials.

Section B (c) .- Defines the terms "recyclable solid waste mate-
rials"; qualified purchase"; "manufacture'

Section B (d) .- Limits the allowable credit as follows:
(1) Existing purcha8er of recyclable,.-They qualify for the credit

only if they continue, in each taxable year, to purchase a quantity of
recyclables equal in volume to their --hase year" (1975) volume. The
credit is then computed on only one-third of the price paid, in each
taxable year for that "base year volume." The full credit is allowed,
in each year. for only the incremental increase in purchases of re-
cyclable solid waste materials.

(2) New purchaser8 of recyclable.-Their first full year purchase
volume of recyclable miaterials shall be their 'base year volume."' In
subsequent years, the credit is computed on one-thirdof the price paid
for the base year volume; the full credit is allowed on only the tax-
l)aver's increased Purchases of recyclable materials.

Section B (e). Provides for the termination of the recycling tax
credit if Congaress repeals the tax benefits provided by the Internal
Revenue Code for users of competing natural resource materials (de-
pletion allowance on ores; capital gains treatment of profits derived
from timber and iron ore)-

RECYCLING TAX CREDrr
TITLE

"SEC. - RECYCLING TAX CREDIT.-
(A) CONGRESSIONAL FINDINGS AND DECLARATION Or PURPOSE.
(I) The Congress finds--

(1) That utilization of recyclable solid waste materials in
manufacturing operations in place of competing virgin natural



3438

resource materials results in (a) conservation of our Nation's
dwindling supplies of vitally important natural resources; (b)
alleviation of our growing dependence on foreign sources of sup-
ply for such natural resource materials-a trend which threatens
to produce unacceptable balance-of-payments consequences for
the United States and unnecessary reliance on foreign cartels for
these critical raw material supplies in the years immediately
ahead; (c) conservation of extremely significant volumes of in-
dustrial energy; (d) substantial reduction of industrial air pol-
lution, water pollution,' water utilization and in the volume of
industrial solid wastes produced for disposal; and (e) elimination
of some of the growing solid waste management and disposal
costs and burdens presently confronting States and municipali-
ties throughout the United States; and

(2) That our national resource recycling rates are presently at
extremely low levels, and this condition is materially aggravated
and adversely affected by the Federal income tax structure which
has historically provided important income tax benefits exclu-
sively to large integrated manufacturers committed to the con-
tinuous utilization and depletion of virgin natural resource ma-
terials that compete with their recyclable counterparts in the
market place.

(II) The purpose of this section therefore is to realize at the earliest
possible date the numerous important national benefits which will re-
sult from increased, consistent utilization of recyclable solid waste
materials in manufacturing operations by providing a recycling in-
come tax credit to manufacturers who maintain and significantly
increase their current utilization of such materials and to manufac-
turers who switch, in whole or in part, from their present utilization
of virgin natural resources to recyclable solid waste materials in their
manufacturing operations.

(B) ALLOWANCE OF CREDIT-.Part IV of subchapter A of chapter I
of the Internal Revenue Code of 1954, as amended (relating to cred-
its against income tax) is hereby further amended by adding at the
end thereof the following new section:

"SEc. -. CREDIT FOR AMOUNTS PAID To ACQUIRE RECYCLABLE SOLID
WASTE MATERALS.-

"(a) IN GNRAL.-There shall be allowed as a credit against the
tax imposed by this subchapter for the taxable year the percentages
specified in subsection (b) of the amounts paid during the taxable
year by the taxpayer to make qualified purchases of recyclable solid
waste materials (as defined in subsection (c)) for manufacture by the
taxpayer into useful new materials or saleable products or for use as
an industrial fuel.

"(b) PERCENTAGES ALLOWED.-The percentages referred to in sub-
section (a) are is follows:

(1) 11 percent for recyclable metals other than gold, silver,
platinum, copper, iron and steel recovered from solid waste.

(2) 10 percent for recyclable wastepaper, including old news-
papers, boxes and cartons, and textile wastes recovered from solid
waste.
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(3) 71/2 percent for recyclable copper, iron and steel recovered
from solid waste.

(4) 5 percent for recyclable glass recovered from solid waste.
The percentage allowed for purchase of wastepaper and textile

wastes shall be increased by rule or regulation of the Secretary of the
Treasury to provide a minimum credit of $10 per ton for any taxable
year in which the Administrator of the Environmental Protection
Agency certifies to the Secretary in writing that such allowance is
essential to accomplish effective recycling of the lower grades of these
particular recyclable solid waste materials.

(c) DrFznnroNs.-For purposes of this section-
(1) The term "recyclable solid waste materials" means waste-

paper, boxes, cartons, textile wastes and old clothing, glass, non-
ferrous metals (other than gold, silver, and platinum) which have
been used by an ultimate consumer or which constitute waste
materials after utilization in the course of any industrial or man-
ufacturing process, and which have no significant value or utility
except as solid waste materials. The term "recyclable solid-waste
materials" does not include industrial or manufacturing solid
waste materials which are regularly recycled for use or reuse "in-
plant" or "in-house" by the creator of such waste or by any per-
son, firm or corporation related to or affiliated with the creator of
such waste;

(2) The term "qualified purchases" means, with respect to any
taxable year, those transactions within the United States whereby
the taxpayer buys and acquires recyclable solid-waste materials
recovered from solid waste in the United States for domestic
manufacture into new materials or salable products or for use
as an industrial fuel in the United States. Such term does not
include transactions outside the United States, or whereby the
taxpayer acquires recyclable solid-waste materials recovered from
solid waste outside the United States, or whereby the taxpayer
acquires recyclable solid-waste materials in the United States
for export; and

(3) The term "manufacture" means any process or treatment
that alters the composition or physical properties of a recyclable
solid-waste material and transforms it into a salable, useful mate-
rial, product or property. The term does not include a process of
merely sorting, shredding, striping, compressing, or packing
a recyclable solid-waste material for storage or shipment.

(d) LIMITATION ON ALLOWABLE AMOUNT OF RECYCLINO TAX
CRF flr.-

The amount of the credit allowed by this section for any taxable
year shall be limited as follows:

(1) Tn the case of any taxpayer who was engaged in qualified nur-
chases of any recyclable solid-waste material or materials as defined
in subsection (c) (1) prior to the date of enactment of this section,
the credit shall he allowed only if the taxpayer makes qualified pur-
chases durini the taxable year of a volume of the same or similar
recyclable solid-waste material or materials at least enual by weight
or other anplicable volume measurement to the qualified mirchases
made by the taxpayer during the taxable year 1975, which shall be the
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taxpayer's "base year volume." In the event the credit is thus allowable,
it shall be limited and computed as follows:

(i) On only 3314 percent of the amounts paid during the tax-
able year for qualified purchases of the volume equal to the tax-
payer's base year volume; and

(ii) On 100 percent of the amounts paid during the taxable
year for qualified purchases of the same or similar recyclable
solid-waste materialor materials in excess of the taxpayer's base
year volume.

(2) In the case of any taxpayer who was not engaged in qualified
purchases of a recyclable solid-waste m.tfrial or materials prior to
the date of enactment of this section but who thereafter makes a quali-
fied purchase during any taxable year, the allowance of the credit
shall be determined on the following basis: The year in which the
taxpayer makes the first qualified purchase of any recyclable solid-
waste material or materials or of a different recyclable solid-waste
material shall be taxable's "base year," and the qualified purchases
during that year shall be the "base year volume." The allowable credit
shall be limited and computed as follows:

(i) For the taxpayer's base year, on only 331/3 percent of the
amount or amounts paid during that year for qualified purchases
of that recyclable solid-waste material or materials.

(ii) In subsequent taxable years, the credit shall be allowed
only if the taxpayer makes qualified )urchases during the taxable
year of a volume of the same or similar recyclable solid-waste
material or materials at least equal by weight or other applicable
volume measurement to the qualified purchases made by the tax-
payer during the "base year".

(3) In the event the credit is found to be allowable, it shall then
be computed as follows:

(i) On only '31A percent of the amounts paid during the tax-
able year for qualified purchases of the volume equal to the
taxpayer's base year volume, and

(ii) On 100 percent of the amounts paid during the taxable
year for qualified purchases of the same or similar recyclable
solid-waste material or materials in excess of the taxpayer's base
year volume.

(e) TERMINATION OF CREDIT.-The credit allowed by thissection
shall terminate simultaneously with any action hereafter taken to
repeal the income tax benefits provided by existing sections of the In-
ternal Revenue Code (Title 26 U.S.C.-§§ 611 et seq. and 631 et seq.)
which allow taxpayers a deduction for the depletion of virgin ores,
minerals and timber and capital gains treatment of profits derived
from use within a taxpay ers business of virgin timber or iron ore
owned by the taxpayer.

MASTIC CORP.,
AS ouM Bend. Ind., April 2., 1976.

Mr. MITCHAEL STRN
Staff Director, romminttee on Finanwe,
Dirksen- Senate Office Buildin, Washington. D..

DEAR Mn. STERN: There ae rvilore tian 30 million underinsulated
houses in the United States. according to the Federal Energy Admin-
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istration. In all, home heating and cooling accounts for a sizable 13
percent or so of total annual energy use in the country today, also
according to FEA.

Thus, passage of I.R. 6860 could promote significant energy savings
national y. Among other thin it could also mean significant financial
savings for many millions of American consumers.

However, the'insulation materials that might be approved for a tax
credit in H.R. 6860 should not be restricted to the materials specified
in the National Bureau of Standards: "Recomimended Criteria for
Retrofit Materials and Products Eligible for Tax Credit"; NBSIR
75495, prepared for the Federal Energy Administration, Washing-
ton, D.C.

If you restrict insulation materials for tax credit only to those in
the NBS recommended criteria, it would be detrimental to the public
for several reasons. The NBS recommended criteria, in effect, approves
only old long-established insulation materials. It would approve, in
other words, only insulation materials that have either a Federal
specification number or an ASTM (American Society of Testing and
Materials) product designation.

Obtaining a Federal specification or ASTM designation for any
building product today requires as long as 4 to 5 years. On this basis,
any relatively new insulation product would be shut out of a tax
credit for a considerable time, no matter how excellent it may be.

In addition, some perfectly satisfactory products, long used in hous-
ing, do not necessarilN have either a Federal specification number of
ASTM designation simply because such products are used chiefly in
private housing and not for Government or other standards use where
a Federal specification number oi- ASTM designation may be desirable.

Your assistance will be appreciated.
Sincerely, CHARLES M. MATES,

Ewendive vice president and general manger.

ADVANCED CONcEPTS INSULATORS,
Division, OF CORROSTo'N CONTROL, INC.,

Omaha, Nebr., April 21, 1976.
Re Energy Conservation & Conversion Act H.R. 6860.
MICHAEL STERN,
Staff DirectdF,'mnMittee on Finance,
Dirksen Senate O[fce Building, Washington, D.C.

DEAR MR. STERN: As our present sources of energy become depleted
the thought of energy minded citizens are turning towards insulation.

It is with this in mind that I endorse the home insulation tax credit
provisions of the proposed H.R. 6860 bill.

If a bill such as this were passed more and more people would turn
toward insulation to cut down on their heating and cooling costs and
would consequently promote energy savings nationally.

I do not believe, however, that the insulation materials approved for
tax credit under this bill should be limited to those materials specified
in the National Bureau of Standards: "Recommended Criteria for
Retrofit Materials and Products Eligible for Tax Credit". NBSIR

69-518 0 - 76 - pt.
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75-795, prepared for the Federal Energy Administration, Washing-
ton, D.C. 20461.

To offer tax credits to only those materials in NBS recommended
criteria would only allow credit for those materials that are long
established and old. These would be the insulation materials that have
an ASTM product designation or a Federal specifications number.

To fulfill these requirements nowadays takes from 4 to 5 years and
new products no matter how adequate would not qualify for several

C. years after their introduction.
Urea Formaldehyde foam insulation (U-F) foam is an insulation

material that could be eliminated from the tax credit roster should
the NBS criteria be adopted. U-F foam, however, does have a higher
insulating efficiency than most insulation materials. It is fire resistant,
nontoxic, and can be applied in most preexisting homes here in our
part of the country. As a result fuel costs can be cut by the homeowner
and energy can be saved by the entire country.

Products that can help our country save energy, such as Urea For-
maldehyde foam, should not be deprived of tax credit approval
because they have not met NBS recommended criteria. This criteria
would serve to rule out other new and innovative products that might
be introduced in the years to come.

I am an insulation contractor and U-F foam is one of the many
insulating materials I use in my businesq. I believe in it because it is
good and"I believe it along with the other materials should be approved
for tax credit because it will save my customers money but most im-
portantly will help our country conserve energy.

LARRY J. OirT, Manager.

STATEMENT OF MICHAEL D. DiNOMAN, PRESIDENT OF
WiIEELABRTomR-FRYE, INC.

Mr. Chairman and members of the committee, pursuant to the oppor-
tunity afforded by your press release of February 5, 1976, this state-
ment sets forth the views of Wheelabrator-Frye Inc. on tax incentives
to further the national objective of developing energy sources other
than oil and gas, including those incentives contained in title IV of
the Energy Conservation anid Conversion Act of 1975 (H.R. 6860),
pending in your committee.

I. INTRODUCTION

Wheelabrator-Frye, Inc. is a recognized world leader in the design,
construction and operation of environmental and energy systems. As
a company, we are deeply committed to both the development of energy
sources other than oil and gas and the preservation of environmental
quality.

It is the stated policy of the United States to reduce its dependence
on foreign oil and gas. To a considerable degree, this can be done by
developing alternative energy sources that are available domestically.
Among those of greatest and most immediate promise are the conver-
sion of coal to clean fuels through gasification and liquefaction (in-
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eluding the solvent refined process), and the conversion of solid wastes
to energy. Wheelabrator-Frye has extensive experience with these
systems.

Based on our experience, we are confident that, with the help of
Government incentives, there will be a dramatic increase in the con-
struction of solid waste energy facilities and a. more rapid develop-
ment of commercially viable clean coal conversion plants. The tech-
nologies have been largely proven, and Wheelabrator-Frye and other
private companies are presently prepared to construct, own, and op-
erate such facilities. In the case of solid waste energy systems, the
missing ingredient is appropriate tax incentives to improve the eco-
nomics of financing such faculties. Appropriate tax incentives, coupled
with loan guarantees such as those proposed in'H.R. 12112, would also
assist in financing the enormous cost of constructing clean coal con-
version plants.

Accordlingly, we are in general agreement with the provision of
H.R. 6860 dealing with the 5-year amortization of capital expenditures
for "qualified energy use property." We believe, however, that the
House provision should be amended to permit the qualification of
eliibleproperty for a full (10 percent) investment tax credit.

n ad ition to the House rapid amortization provision or as an alter-
native to our amended rapidc amortization provision, Wheelabrator-
Frye urges Congress to enact the following incentive:

Twelve percent investment tax credit for a minimum of 10 years
for solid waste energy systems and clean coal plants.

M. NZW SOURCES OF CLEAN ZNERY

The United States has been made acutely aware of the neil to
reduce its dependence on foreign oil and gas and to rapidly develop
alternative sources of energy. Both the administration and leaders
in Congress have proposed various means of encouraging the Nation's
conversion to alternative sources of energy.

These proposals have emphasized, in particular, the need to exploit
our abundant reserves of domestic coal, and recognize that additional
energy supplies from coal will not be available as a substitute for other
fuel sources unless an effort is made by the Government to promote
their development. Most authorities now agree that, because of the
pollutants which are discharged into the environment when coal is
burned directly, the only way to significantly increase the use of coal
is to develop more economic ways to convert coal to clean synthetic
fuels. Coal cleaning by gasification is commercially available now; coal
cleaning by liquefaction is on the threshold of commercial application.

These proposals also recognize the potential contribution of solid
waste energy systems and the need for Government incentives to realize
this potential.
Solid wvate energy

If the municipal refuse collected annually in the United States were
burned in solid waste energy systems, the energy produced would equal
about 6 percent of the present U.S. power generation. While not all
municipal refuse can be considered for energy extraction, a reason-
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able estimate is that 100 plants processing 1,200 tons of refuse a day
(one-third of the annual collection) could provide the energy equiva-
lent of more than 50 million barrels of oil annually.

Solid waste energy systems have been operating in Europe and
Japan for more than twenty years and a number of systems have been
installed'in the United States. More are under construction and in
the planning stage. For example, Wheelabrator-Frye has recently
completed construction of a refuse-to-energy plant in Saugus, Massa-
chusetts. The plant is expected to dispose of 1,200 tons of refuse daily
and to produce steam energy equivalent to approximately 600,000
barrels of oil per year.
Clean conversion of coal

Pollutants can be removed either after the coal is burned by cleaning
the flue gas and disposing of the ash residue, or by cleaning the coal
prior to burning. Wheelabrator-Frye, along with many utilities and
industrial users, believes cleaning the coal fore it is burned is both
a potentially more efficient form of pollution control and of energy
production.

Although some suggestions indicate that synthetic fuels production
would not be meaningful until 1985, we believe that if appropriate
incentives are provided, commercial development of clean coal plants
would be substantially accelerated. Coal gasification technology has
existed for 40 years and is in wide use in Europe and South Africa.
A realistic goal for the United States is the construction by 1985 of 50
medium-size coal gasification plants each with a daily capacity of
2,000 tons of coal. These plants, costing approximately $70 million
each, could produce clean fuel equivalent to 146 million barrels of oil

Te feasibility of coal liquefaction technology is now being proven.
Under the auspices of the Office of Coal Research, a demonstration
facility which processes 50 tons of coal per day was opened in Fort
Lewis, Wash., in September 1974. A number of major utilities are
interested in building commercial-size installations, and Wheelabra-
tor-Frye is involved in planning a $100 million demonstration plant
which after its economics are proven will be expanded to a $350 million
facility to process 25,000 tons of coal per day. The completed facility
could produce clean fuel equivalent to 36 million barrels of oil per
year.

M. TH NED FOR INCENTrVS

Private industry unaided would find it very difficult at this time to
provide or obtain the large sums required to construct solid waste
energy and coa. gasification plants based on proven technology in the
numbers required to meet our energy need. The capital cost of the
Wheelabrator-Frye refuse-to-energy plant was $35 million and plants
costing as much as $160 million are being planned. Medium-size coal
gasification plants cost $70 million each.

The difficulty of attracting capital is even more acute for coal lique-
faction plants because of the larger costs and the. risks involved in
commercializing new technology. The complete coal linuefaction facil-
ity projected by Wheelabrator-Frye and a major utility would take
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over 3 years to build at an estimated cost of $350 million. There are few
private companies which can finance sums of this magnitude on their
own credit.

In addition, the risk of investing large sums in the search for
alternative sources of energy is particularly great at this time. The
price of oil in the world market, while presently exorbitant, is pre-
carious. A sudden drop in the price of oil might render investments in
other sources of energy worthless.

While the private sector would probably sometime in the future
furnish the necessary capital without Government-created incentives,
we need such incentives to encourage private investment now.
The Energy (onervation and Conver8ion Act of 1975, H.R. 3860

H.R. 6860, as passed by the House, recognized the desirability of
providing government financial assistance in the development of new
energy sources and recognizes to some extent the need for incentives
to encourage private investment in such development.

Title III of the-act would establish an energy conservation and con-
version trust fund funded by net revenues from the several conserva-
tion taxes contained in the bill. These revenues would be used to pro-
vide priority financing of various energy conservation and conversion
research and development programs.

Wheelabrator-Frye believes that appropriate tax incentives will
provide sufficient impetus for the construction and development of
solid waste energy facilities and that the loan guarantee program cur-
rently proposed in H.R. 12112 provides a more appropriate incentive
for the development of commercially viable clean coal conversion
plants than does the energy trust fund concept set forth in title III
of H.R. 6860.

Wheelabrator-Frye, however, favors 5-year amortization of qual-
ified energy use property. Unfortunately, from a practical economic
standpoint, the rapid amortization rules set forth in title IV of H.R.
6860 would be of limited benefit in stimulating the development-of
most categories of such property.

Under the House rapid amortization rules, taxpayers would be faced
with a choice of (a) 5-year straight-line amortization and two-thirds
of an investment tax credit, or (b) double-declining balance deprecia-
tion over the period of the property's guideline life (or shorter ADR
life), plus full investment tax credit. Under current conditions, it
would appear that the latter alternative is more advantageous than
the former in thie case of property with guideline lives of less than 14
years. Consequently, since most qualified energy use property would
not have guidelinelives as long as 14 years, rapid amortization would
not be elected for most of the property eligible for such treatment
under title IV.

Accordingly, Wheelabrator-Frve favors 5-year amortization of
qualified energy use property combined with qualification of- such
pronertv for a full 10 percent investment tax credit.

Moreover, we believe that certain definitions in title IV should be
amended to more accurately reflect the intent of the House as to the
type of facilities to be included within the meaning of "qualified energy
use property."
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Title IV efablishes a new section 189 to the Internal Revenue Code--
Amortization of Qualified Energy Use Property. Section 189(b) (1)
provides that "qualified energy use property" means:

(a) Qualified waste equipment;
(b) Qualified shale oil conversion equipment;
c) Qualified coal processing equipment;
,d) A qualified coal pipeline;.
e) Qualified solar energy equipment; or
f) Qualified' deep-mining coalequipment.

The term "qualified waste equipment'" is defined in section 189(b)
(2) (B) to include any machinery or equipment "used to process waste
into a fuel." As drafted, this language might be construed not to in-
clude a more efficient facility such as the refuse-to-energy plant in
Saugus, Mass. which uses waste as a fuel and which converts the fuel
directly into usable energy.

We suggest that section 189(b) (2) (B) be amended to read: "used
to process waste into a fuel or directly into usable energy." This amend-
ment would clarify the definition of "qualified waste equipment."

The term "qualified coal processing equipment" is defined in section
189(B) (4) to mean "any machinery or equipment (of a character sub-
ject to the allowance for depreciation) for processing coal into a liquid
or gaseous state." The problem with this language is that it might not
include one of the principal liquefaction processes, that is, solvent re-
fining process produces a clean solid fuel by removing most of the sul-
fur and ash from coal. While the process involves the liquefaction of
coal, the final product is coal in a clean solid state.

We suggest that section 189(b) (4) be amended to read as follows:
(4) Qualified coal processing equipment-The term "qualified coal processing

equipment" means any machinery or equipment (of a character subject to the
allowance for depreciation) for uae in the liquefaction (including the Solvent
refined process) or gasification of coal.

This amendment would include in the definition of "qualified coal
processing equipment" any machinery or equipment used in the lique-
faction (including the solvent refined process or gasification of coal
regardless of the state (liquid, gaseous, or solid) of the final product.
1f-percent investment tax credit

Since, as explained hereinbefore, the rapid (5-year) amortization
rules proposed in H.R. 6860 would only be of benefit in the case of a
limited category of eligible property; (i.e. qualified energy use prop-
erty with guideline lives of 14 years or more), Wheelabrator-Frye
favors a 12-percent investment tax credit in addition to the rapid
amortization provisions proposed by the House or as an alternative
to the amended rapid amortization provision suggested by Wheela-
brator-Frye.

In either event, because of the long leadtime involved in financing
and constructing most categories of qualified energy use property, we
believe that the 12-percent investment tax credit should be made appli-
cable to all expenditures for such property on which construction com-
mences during the next 10 years.

We would like to express ou'r appreciation to the committee for con-
sidering our views on energy tax incentives.
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THERMO FOAM INSULATION CO.,
Lompoc, Calif., April 3, 1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
DirLen Senate O/fice Building,
Washington, D.C.

Mr. STERN: Thermo-Foam Insulation Co., of Lompoc, Calif. was
formed October 24, 1974, foreseeing the need of insulating existing
structures to conserve the Nation's energy. A thorough engineering
evaluation of all insulating materials was conducted to assure the best
product selection and being able to offer the consumer the best return
on his insulating investment.

Urea-For'mardyde foam by RAPCO Inc. for wall applications,
and cellulose fiber by Mono-Therm Inc. for ceiling applications are
presently the best engineering selections. Only one other material
offers superior insulating characteristics-polyurethane; however, it
is not selected because of the fire hazard. Rapco and Mono-Therm
brochures are enclosed for your review.

Enclosed are actual heating fuel savings achieved by the above
insulating method. Even though our area is one of the mildest climates
in the Nation, citizens are responding to President Ford's request to
conserve energy. They have done so anticipating a tax credit as stated
by President Ford in his first state of the Union message.

Some people of our Nation have responded more rapidly than legs-
lation can act and now Conversion Act-H.R. 6860 as written would
deny credit for good citizenship by-

(1) Having an initiation date (March 17, 1975) three months
later than President Ford's request;

(2) Having a termination date (January 1, 1978) which would
require a home insulation rate greater than the industries capabil-
ity. A 5-year program would keep consumer costs down by re-
straining demand to that of supply; and

(3) Having a limitation- placed on what insulation materials
may be used. This forces use of inferior insulation, ignores prod-
uct development, and places an undesirable limitation upon
consumer freedom of choice. It is also noted storm windows,
-weatherstripping and caulking materials are not so restrained.
The argument against limiting insulation material selection is
primarily one of time necessary to obtain the specific approval. A
more reasonable approach would be published standards and have
the manufacturer prove compliance via independent means.

The Nation's governing body is commended for this very important
legislation to overcome past construction deficits. We thank you for the
opportunity to express our views on behalf of the 200 homeowners we
have served.

Sincerely yours, JOHN C. RAMEY,

Product Manager.



3448

N~~~a~~oMPi DejleN¥s oni h "



1

3449

f-j Z..' . .

II _ _ ... .
-,.f.

_ _n
U "w

U II'~9

I A

'%s.

lb

. . v

Al
'oo

K
,100 300

Heabi.1 Zpegete x~yj Per Af*PO41A (6""J)

t-

#00 6"00

r v

" ' r$ .... _ . : _ : -



3450

I &A

N
U WV

II -4-44444-~

'TI.

/

~1~*-*

I

a

ON:~

i.~ & *~-. I I

0 100 1.0 yoo 4 * ~g

WV V

I -6-11 . 4 1 0

'I'

C

A LA
I-.P

CA

,.%t

iq
'I

.

4]1
ADD0

444

Ipop Adoopiheds0 L

IEI

i .A I, iNaF

I -LAM 4

.... AA
f

• H

w.VV

[I
I 'T W. %r

AA



8451

LwmD WALKER RwALEsTATE,
Gree ville, Mich., April 27,1976. -

Re Energy Conservation and Conversion Act H.R. 6860.
Mr. MicH S 'zim,
Staff Direotor, (Coittee on Finance,
DirLen Senate Offlce Building, Washington, D.C.

DR MR. ST=N: It is my understanding that the Senate Commit-
tee on Finance is considering an Energy Conservation Act which
would provide a home insulation tax credit.

As a member of the Air Pollution Control Commission, I think I
have grasp of the seriousness of the energy crisis in this country.
I, believe H.R. 6860 would help significantly to virtually freeup vast
new sources of energy which would result from the conservation
proram.

However, I do have a vested interest in the conservation program
proposed in act H.R. 6860.

We started an insulation company this year. Because we realized
the importance of insulation, we decided this would be a business of
increasing importance in the coming years. We made every effort to
obtain an insulating material which we felt would provide a relatively
high "R" factor beas near fireproof as possible, permanent, and mois-
ture repellent. *e believe we found the product in urea-formaldehyde
foam insulation. We have used U-F foam in approximately 20 homes
in west central Michigan since being in business. Fuel savings re-
ported to us by our customers have exceeded our expectations and
theirs.

Unfortunately, insulation which might be approved for a tax credit
in H.R. 6860 is restricted to materials specified in the National Bureau
of Standards: "Rec6mmended criteria for Retrofit Materials and
Products Eligible for Tax Credit"; NBSIR 75-795, prepared for the
Federal Energy Administration, Washington, D.C. 20461.

In effect this means insulation materials that have a Federal specifi-
cation number or an ASTM (American Society of Testing and Ma-
terials) product designation would be eligible for a tax credit.

It is my understanding that it takes 4 to 5 years to obtain a Federal
specification or ASTM designation. Thus, any new product would not
qualify no matter how excellent that product may be. -

May I suggest that energy conservation bill H.R. 6860 should per-
mit a tax credit to be given to any commonly used home insulation
material that meets local building code requirements ;or meets the re-
quirements of any national building code; such as tle International
Committee of Building Officials Code (ICBO) ; or has clearly proven
itself in actual use on houses.

Thank you for your consideration of this important matter. -

Sincerely, I4Y E. WALKR Prednt,

Re Energy Conservation and Conversion Act H.R. 6860.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirk8en Senate Office Building,

Washington, D.C.
DEA MR. STRN: We are pleased to see congressional action on this

important energy conserving legislation. However, we are disap-
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pointed to find that some of us will be excluded from the tax credits,
because of our use of a product that has not yet been approved by the
National Bureau of Standards (NBS). The product we used is a com-
bination of Urea-Formaldehyde foam manufactured by Rapco, Inc. in
the walls and cellulose fiber by Mono-Therm, Inc. in the attic to sup-
plement the fiberglass batting previously installed.

Approximately 3 years ago we installed the 4-inch fiberglass batting
and our fuel bills decreased approximately 15 percent when compared
to the previous 5 years average fuel bills. This past November we
contracted the Thermo Foam Insulation Co., a State-licensed com-
pany, to insulate the walls with Rapco foam and increase insula-
tion in the attic to a R-19 plus rating with Mono-Therm. In the months
that followed we have seen approximately a 25-percent decrease in
our fuel bill when comparing it to our neighbors.

We urge Congress to be fair with those who are willing to con-
serve energy and not limit this credit to those products approved by
the NBS.

Sincerely, Mr. and Mrs. ROBERT C. Hzxm-nsoN.

STATEMENT OF RICHARD M. COOPERMAN, EXECUTIVE DIRETOR,

ALUMINUM RECYCLING ASSOCIATION

PROPOSED RECYCLING TAX CREDrr PROVISION

The Aluminum Recycling Association is opposed to any recycling
tax credit as it may apply to secondary, or as they are known, today,
recycled aluminum producers whose product, specification aluminum
alloy, is sold almost exclusively to the diecasting, sand and permanent
mold casting markets and is not a substitute for virgin metal or alloy
of virgin metal.

The association is comprised of 31 companies with 44 plants through
out the United States. These companies represent over 83 percent of
the Nation's capacity to produce secondary aluminum. For over 70
years, they have applied technology capital, and equipment to process
aluminum scrap into recycled aluminum for American industry. Since
records were first kept, starting in 1913. secondary aluminum pro-
ducers have recovered and produced aluminum in their furnaces from
over 45 billion pounds of scrap. This scrap was purchased from indus-
trial sources, from scrap collectors, dealers and brokers. For almost
eight decades we have been environmentalists and conservators of
energy" and resources.

We provide secondary aluminum specification alloy ingot for vas by
over 800 diecasters who produce components for automobiles, large
and small household appliances. business machines, stationery motors
and hundreds of other industrial, commercial and consumer cases.

The ingot we produce from reclaimed scrap represents over 20 per-
cent of this Nation's annual aluminum supply. Our furnaces recycle
over 70 percent of all aluminum scrap generated, of which incidentally,
can scrap is only about 13 percent.

There are two types of scrap indigenous to our industry: New scrap
produced -by primary aluminum companies and by fabricators of
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primary aluminum products and components, and postconsumer, or
old scrap. Virtually all new scrap is recovered and recycled. As re-
cently as 3 and 4 years ago, certain kinds of old scrap were too con-
taminated to be used effectively in the recycling process. However, we
developed the technology necessary to recycle it and to produce
aluminum alloy from it. Now our industry is reaching beyond its
historical sources of raw material and we are exploring the Nation's
municipal wastes because much postconsumer scrap is too widely dis-
persed for collectors to bring it. in and market it economically.

Aluminum recyclers in the United States have the productive
capacity to process annually 2.236 billion pounds of scrap into recycled
ingot. Last year, we produced approximately 1.4 billion pounds of
recycled ingot. That was the full extent of the demand for our product
in 1975. We recycle in response to diecasters' and end-users' demands.

During the year of greatest demand for recycled aluminum alloy,
1973, we-had to scratch to get enough scrap to produce approximately
1.9 billion pounds of alloy. Scrap became so scarce at the peak of the
production curve that we sought an embargo against, aluminum scrap
exports from this country to preserve our supply. The Nation's pro-
duction capacity for recycled aluminum at that time was 2 billion
pounds. There was not enough scrap to produce to that level.

Today, we have the capacity to produce 21 billion pounds of sec-
ondary aluminum. We need no incentive to do our job; we have been
doing it since 1904. As total demand for aluminum increases and ex-
pansion of primary aluminum capacity becomes increasingly expen-
sive requiring primary companies to recover and use more and more
new scrap in their plants, we would like to see scrap from municipal
waste and widely dispersed postconsumer scrap become a dependable
source of raw material.

Perhaps herein is the area for tax incentive to go either to the
municipality or the ultimate consumer. As recyclers we are concerned
with bu3:ing scrap as a raw material and not with the gathering, stor-
i, or distribution of scrap.

in closing I cite reports of a Federal Agncy whose concern with
and impact upon the concept, and practice of recycling is considerable.
The. U.S. Environmental Protection Agency, page 56, of its second
report to Congress in 1974, said the major constraint to aluminum re-
cycling is supply of scrap. In its third and most recent report to
Congress, September 1975, page 59, EPA stated that the future of
aluminum recovery depends on the rate of expansion of collection
centers and in the development of technology to extract aluminum
mechanically from solid waste.

We have made tremendous strides in recycling scrap; we know
there are further technical and scientific developments ahead of our
industry. We yield to no one in our understanding either of the various
processes or of the economics of our industry or of our marketplace. No
industrial association other than the Aluminum Recycling Association
speaks; for the secondary aluminum producers. ARA, as the repre-
sentat ive of the secondary aluminum industry, declares that we neither
need nor wish a recycling tax incentive. A proposed tax credit will
not expand our use of aluminum base scrap since we produce only in
response to demand for our product.
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STATEMENT OF MAGMA POWER Co.

S. 2608

Magma Power Company respectfully requests favorable consider-
ation by the Senate Committee on Finance of Senate Bill 2608
introduced by Senator Fannin and others, relating to geothermal
resources.

Magma Power Company pioneered development of geothermal
resources in North America and in early 1955 drilled and completed
at The Geysers in Northern California the first commercial geothermal
well in North America. Our company, together .with Thermal Power
Company and Union Oil Company owns and operates the only project
developing geothermal resources for sale to a utility, Pacific Gas and
Electric Company, to be utilized in the generation of electricity for
commercial sale. *e do not have interests in any other energy fuel
sources and have limited our activities to the development and
utilization of geothermal resources.

Magma Power Company has also been the leader in the develop-
ment of technology for use of geothermal resources in its various
forms. One of our primary present projects is exploration of the geo-
pressurized zones which occur extensively in the Statei of Texas and
Louisiana (and perhaps in other Gulf Coast states) and testing the
commercial feasibility of developing and utilizing this geothermal
resource for the generation of electric power. We have recently under-
taken a major effort to raise the necessary capital to engage in this
multimillion project.

Although it is generally believed, and although the various studies
of the USGA and others indicate, that geothermal resources, when
developed, can potentially supply a very substantial portion of our
country's energy requirements, the development and use of this
resource has proceeded at a snail's pace. One of the major reasons for
this delay in development has been the absence of a tax program which
is appropriate to geothermal resources. Geothermal resources are not
like any other energy fuel in that they must be utilized at or in close
proximity to the places of their occurrence. The facilities for generation
of electric power must be constructed at these locations and the power
must be transported to the market. Before facilities will be constructed
there must be proof of a sufficient reserve oir and proof, also, of the life of
the reservoir. This involves a long waiting period between the expend-
iture of funds and the receipt of proceeds from the sale of the resource.
This delay can extend to as long as ten years, because even if a resource
is discovered, additional wells must be drilled to confirm the discovery
and to attempt to ascertain the extent of the reservoir. Then a period of
time must elapse for the testing of the resource to determine its char-
acteristics, possible life and other important factors. It is only after
these questions are answered that engineering of the kind of generating
facility can commence. The actual construction of the power generating
plant takes an additional few years. Before construction of a power
generating plant, the utility must ascertain that there is a sufficiently
major resource so as to warrant the construction of transmission lines
from the plant tb the market. During this long period of delay, the
developer must continue to spend money without any return.

Another problem for the developer is the inability to ascertain any
degree of certainty as to what the life of the geothermal reservoir will
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be, nor is he able to ascertain until he has engaged in extensive drilling
of an area what his actual costs will be.

The foregoing delays and uncertainties have vcry severely limited,
and will continue to severely limit, the availability of capital for the
development of geothermal resources. There are other energy fuels
about which more is known and which are more attractive to the
capital that is available. It is, therefore, essential that a tax program
be adopted which will encourage the investment of capital and enable
the buildup of capital for exploration and development of geothermal
resources. Senate-Bill 2608 will do just that.

At the Geysers in California, the electric power generated from
geothermal steam has continued to be the cheapest power in the
Pacific Gas and Electric Company system. If geothermal resources
can be extensively developed and used in the generation of electric
power, it is obviously in the public interest, and such activity should
be encouraged.

As to the potential of geothermal resources in the Gulf Coast area,
-it is generally agreed that the fluids will contain natural methane gas,
which would not ordinarily be produced, and that this gas will provide
an additional energy source and an additional means of making the
development of geothermal resources of the Gulf Coast region eco-
nomically feasible. As a matter of fact, the recently enacted statute
of the State of Louisiana relating to geothermal resources specifically
includes within the definition of geothermal resources natural methane
gas produced in association with geothermal fluids. We, therefore,
respectfully suggest that there be added to Senate Bill 2608 as an
amendment to-Section 189, subdivision (d) (I) where "geothermal
steam and geothermal resources property" are defined, the following
words:

Natural methane gas contained in, or produced in association with, geothermal
steam or geothermal fluids shall be deemed to be geothermal steam and geothermal
resources property for the purposes of this section.

I would like to point out to the Committee that although the
United States Court of Appeals for the Ninth Circuit did in 1972
sustain a Tax Court decision holding that geothermal steam was
entitled to intangible drilling cost deductions and to depletion allow-
ances under the laws and regulations existing at that time [Reich vs.
Commissioner and Rowan vs. Commissioner (1972), 454 Fed 2d 1157
et seq.j, and although the Congress in the Tax Reduction Act of 1975
evidenced its concurrence in that decision, the Internal Revenue
Service has refused to accept that decision and that congressional
declaration of policy. This is another indication of the importance of
firm and clear congressional action which will apply to aU geothermal
resources in whatever form they may be found.

FEBRUARY 27, 1976.
RAPPERSWILL CORP.,

March 29, 1976.
Re Energy Conservation and Conversion Act H.R. 6860.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Thtilding,
Washington, D.C.

DEAR MR. STERN: With one strong exception, my company officers
and employees all heartily endorse the Home Insulation- Tax Credit
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revisions of the proposed HR 6860 bill. It would strike a major blow
for national energy conservation.

There are more than 30 million under-insulated houses in the U.S.,
according to the Federal Energy Administration. In all, home heating
and cooling accounts for a sizable 13 percent or so of total annual
energy use in the country today, also according to FEA.

Thus passage of H.R. 6860 could promote significant energy savings
nationally. Among other things, it could also mean significant
financial savings for many millions of American consumers.

However, the insulation materials that might be approved for a tax
credit in H.R. 6860 should not be restricted to the materials specified
in the National Bureau of Standards: "Recommended Criteria for
Retrofit Materials and Products Eligible for Tax Credit"; NBSIR
75-795, prepared for the Federal Energy Administration, Washington,
D.C. 20461.

If you restrict insulation materials for tax credit only to those in
the N BS recommended criteria, it would be detrimental to the public
for several reasons. The NBS recommended criteria, in effect, approves
only old long-established insulation materials. It would approve, in
other words, only insulation materials that have either a Federal
Specification Number or an ASTM (American Society of Testing and

materials) product designation.
Obtaining a Federal Specification or ASTM designation for any

building product today requires as long as four-to-five years. On this
basis, any relatively new insulation product would be shut out of a
tax credit for a considerable time, no matter how excellent it may be.

In addition, some perfectly satisfactory products, long used in
housing, do not necessarily have either a Federal Specification Num-
ber or ASTM designation simply because such products are used
chiefly in private housing and not for government or other standards
use where a Federal Specification Number or ASTM designation may
be desirable.

Urea-Formaldehyde foam insulation, U-F foam, is an example oi
a proven home insulation that could be ruled out for a tax credit
should the NBS recommended criteria be adopted. Yet U-F foam
has a better insulating conductivity; i.e., high insulating efficiency,
than most common insulations. Unlike other plastic insulation foams,
it is fire-resistant. U-F foam has been installed in more than 50,000
houses. And it offers certain special and unique characteristics that
make it particularly desirable for insulating existing houses.

For example, injected into the closed cavity walls of an existing
house, it will flow around, behind or over pipes and wires and other
obstructions inside walls, and entirely fill the cavity spaces. Other
common insulations used for retrofitting, tend to be hung up by the
same interior wall obstructions, thus resulting in incomplete insulation
application.U-F foam also has been used in commercial and industrial struc-

tures. A partial list of such uses, including office skyscrapers and
hospitals, is enclosed with this letter. A technical specification on
U-F foam is also enclosed.

I strongly urge that the Energy Conservation Bill, H.R. 6860,
permit a tax credit to be given to any commonly used home insulation
material that meets loca building code requirements; or meets the
requirements of any national building code; such as the International
Committee of Building Officials Code (ICBO); or has clearly proven
itself in actual use in houses.
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No building product that can serve well for energy conservation,
such as urea formaldehyde foam, should be deprived of tax credit
approval simply because it does not meet the rigidNBS recommended
criteria. These criteria would also rule out other good products and
also new innovative products that might be introduced at any time.

I am president of Rapperswill Corporation, largest manufacturer
of U-F foam in the United States and Canada. We have the exclusive
license to manufacture and sell U-F foam in North America according
to the patented Isoschaum Process.

Sincerely, RAPPERSWILL CORPORATION,

CHARLES H. STILLMAN,
President.Enclosure.

PROlJECTS COLEtFED
USING URFA FOW FPA!.1IY:F

RAPCO FOAM

Owner iv-chitect Conga=

Ito. I Liberty Plaza
Standard Oil Bldg.
1633 Broadway
77 Water Street
127 John Street
747 Third Avenue
1411 Broadway
St. Clair Place Devel.

Bard Haven DeveL.

Philharmonie Hall
R.CA. Recording Studios
Police Headquarters
Downstate Hospital
Staff Residence
Park Slope North
Early Child Center
Queens Family Court
AMP Headquarters
tndust. Park

U.S. Steel
Rockefeller Center
Uris-Capital
Kaufman Organization
Kaufman Organization
Kaufman Organization
Chanin
Columbia Univ. State

of N.Y. Dormitory
Columbia Univ. -State

of N.Y. Dormitory
Lincoln Cerlter
R.C.A. Studios
City of New York
New York State
Roosevelt Hosoital
City Day Care
N.Y. Housing Auth.
City of New York
Shulman Invest.
Halpern

55 Tarrytown Road
Pt. Pleasant Fir e House Same (Fire Co. No. 2)
1 N.Y. Plaza International Nickel Co.
Beekman Downtown Hosp.Beekman Downtown Hosp.
Standard Oil Bldg. Rockefeller Center
Brookdale Hospital Brookdale Hospital
Central Island Hospital Central Island Hospital
Playhouse Theatre Paramount-Gulf Western
Apt. Hse. 82 St & E.End L.l. Properties - Litwin
Screen Gems Gan. Rm. Screen Gems
Mt. Sinai Hospital Mt. Sinai
Summit Apts. Summit NJ Barcon Construction
RCA Global Comm Cir. R.C.A.
Ocean Ct. Reg. Sew. N.J. Reg. Sew. Auth.
Restored Chap. of the U.D.C.

Good Shepherd
Man. Ford Lincoln Ford Motors
Jamaica Hosp. Staff Res. Jamaica Hospital/N.Y.S.

Housing Auth.

Skidmore OwensMerrill
Harrison & Abramowitz
Emery Roth
Emery Roth
Finery Roth
Emery Roth
Owner
Brown Gunther BataglIa

& Galvin
Brown Cunther Bataglta

& Calvin

Turner Const.
Fuller Coanst.
Uris Bros.
Diesel Const.
Diesel Const.
Diesel Const.
Chanin Corst.

CauldweU Wingate

Philharmonic HaU
A-coust. ng. Mr. Stevens R.C.A. Studios
Dept. Public Works Jarcho, Inc.
Seelys Stevensop Value & Knect
Frost Associates (Arch.) Afgo Eng,
Byer Blinder BeUe Raeburgh
Hausman & Rosenburg Marson Const.
Dept. Public Works Direct
Thomas J. Hannino Shulman
Owner Halpern Bldg.

Carl Feltz
J.F.N. Associates
Owner
Harrison & Abramowitz
Owner
Owner
Owner
Philip Birnbaum
Owner
Skidmore Owens & Merrill
Bottelli Associates
Rotwein & Blhke
Chas. 1. Kupper. Inc.
Giorgio Cavaglieri

Direct
Vogel & S~runk

Birdsau Coast.
Direct
Diesel
Fuller
H. Sand - Kee"
March Coast.
Direct
82nd St. Devtt
Direct
Diesel
Barcon Coast
Evans Shum Co"At
Vicon Coast,
Calcedo Coast,

Direct
Blitman Cose.

69-516 0 - 76 - P1. 7 - 40

E Iec
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- RAPPrr wrLL CoRP.,
New York, N.Y., April 20,1976.

Re Energy Conservation Act HR 6860.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirksen Senate O#ce Building,

Washington, D.C.
DEAR MR. -STERN: This letter is an addendum to my letter of March

29, 1976 to you, urging that the Energy Conservation Bill, H.R. 6860,
not be rigidly restrictive in the kinT of materials approvea for an
energy conservation tax credit.

An example of home insulation that, might be ruled out for tax
credit, should the bill be enacted as now written, would be urea for-
maldehyde foam insulation. Yet U-F foam insulation is sharply reduc-
ing home heating and cooling energy consumption in upwards of
50,000 houses throughout the country.

It should be added that urea-formaldehyde insulation has an energy
ratio of approximately 12 to 1. In other words, for each unit of energy
required to manufacture U-F insulation, one dozen units of energy
are saved as a result of its use as a thermal insulation. Such savings
result within approximately twelve months after installation in the
typical house.

The exact savings and exact time in which the savings accrue will
vary, naturally, according to sizes and type of house, local climate
conditions and other such variables.

Of course, after the first year following installation of U-F foam
in typical houses, the energy savings continue every year afterward
at the same rate; i.e., an additional dozen units of energy all saved each
year for each unit of energy used in the manufacture of U-F foam.

My company is, as previously mentioned, the leading manufacturer
of U-F foam insulation in the'United States. We are, however, only a
small and relatively new company. Our annual sales last year were
$2.8 million. Our estimated sales for fiscal year 1976 will be $4.5
million.

Our insulation is distributed by prime distributors located in various
parts of the country, and it is sold and installed to consumers by more
than 600 applicators located in every part of the country.

. Sincerely, y .

RAPPERSWTLL CORP.,
CHARLES H. STILLMAN,

President.

RicE CoNmRc l'o Co..
Cartereville, Ga., April 13, 1976.

Re Energy Conservation and Conservation Act H.R. 6860.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirken Senate Oi9ce Building,

Washington, D.C.
DEAR MR. STERN: I would like to voice my endorsement of the pro-

posed Energy Conservation and Conversion Act H.R. 6860. The I-ome
nsulation Tax Credit provisions provided in this bill woulk greatly

encourage Homeowners to insulate their homes, thereby conserving
our precious energy resources.
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I take exception, however, to the restrictions placed on the type of
insulation which the National Bureau of Standards recommends,
therefore, making my insulation ineligible for Tax Credit.

Urea-Formaldehyde insulation, my product, is a superior insulation.
It meets all local and national building code requirements. This prod-
uct has proven to be an effective insulation. But, not only this product
would be effected by these restrictions. Any new innovative product
would be excluded from tax credit for several years for the simple
reason that it takes that long to obtain a Federal Specification or
ASTM designation.

I :-irge the Committee on Finance voting on Bill H.R. 6860 to permit
tax credits for any home insulation material that meets the Interna-
tional Committee of Building Officials Code, or has proven its effec-
tiveness in home insulation.

Sincerely yours,
WiNSTOx. RICE.

STATEMENT OF RONALD P. BALDWIN, PRESa)ENT, GErHERMAL'
RESOURCES INTERNATIONAL, INC.

Mr. Chairman and Members of the Committee my name is Ronald
P. Baldwin and I am President of Geothermal Resources Interna-
tional, Inc. of Marina del Rey, California. GRI is a small-business
firm which provides equipment leasing services and is engaged in the
production of geothermal energy. We hold title or leasehold interests
in substantial geothermal acreage, including some Government lands.
Our geothermal properties containing discovered deposits at The
Geysers in California are in an active stage of development. We hope
to participate fully in the Government-sponsored program of geo-
thermal energy research and development and to assist otherwise in
the over-all goal of making geothermal energy an important national
contributor toward meeting the people's energy requirements within
the next decade.

My statement is in response to the Committee's invitation of Feb-
ruary 5 addressed to persons interested in energy tax proposals
suggesting that they submit their views in writing for inclusion in the
record of hearings on tax revisions of expiring tax-cut provisions. The
statement consists of two parts: (1) a summary and up-dating of
views previously expressed to the Committee on the matters of a
discovery allowance and the treatment of intangible drilling and
development costs in the case of geothermal wells; and (2) a request
for specific amendment of Section 208 of H.R. 10612, the House-passed
tax reform bill, to eliminate the adverse impact that certain language
in the section apparently would have upon the Government's loan
guarantee program for the development of geothermal energy.

With regard to the first matter, we have petitioned your Committee
several times before, and I wish to incorporate our previous statements
into this present statement by reference.

On March 12, 1975, we testified in regard to the then pending energy
tax bill (H.R. 2166), requesting amendment appropriate to provide
a discovery incentive for geothermal resources; also to provide that
intangible drilling and development costs could be deducted in the
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case of geothermal wells in the same manner as had long been provided
in the case of oil and gas wells. We'said at that time in part as follows:

The Tax Code originally recognized the importance of natural
resource discoveries by allowing for "discovery depletion". Such deple-
tion was usually based upon the fair market value of the discovered
deposit as determined within 30 days after discovery.

Percentage depletion was first introduced by a 1926 amendment,
limited at the time to oil and gas wells. The innovation was intended
as a substitute for "discovery depletion", which was causing legal and
practical problems of administration.

The Executive Branch tried for several decades (1933 to 1941) to
eliminate or reduce percentage depletion but the legislative response,
at least until recent years, was steadily to the opposite . . .

Geothermal energy can and must provide a significant contribution
toward meeting the Nation's energy requirements during the present
decade and beyond. The research and development program which is
getting under way through ERDA will aid in the longer run. But an
immediate need exists to provide Federal support for the development
of geothermal resources based upon known technology or technology
that will become available to private industry with in a reasonable
period of time . . .

If, as part of H.R. 2166, the depletion allowance for oil and gas is to
be eliminated or curtailed, and if at the same time a clear and com-
prehensive provision is not made for a depletion allowance for geo-
thermal deposits which are depleting in nature, then the result would
be the discriminatory treatment of geothermal energy production, in-
asmuch as percentage depletion would be continued in effect for other
competing forms of energy such as coal, oil shale and uranium. Such
discrimination -would be unfair and would be. incompatible with the
stated policy of the Congress to aid and-assist private industry to
develop geothermal energy . . .

Shortly after the time our statement was presented to the Com-
mittee, the Senate by Floor action amended f.R. 2166 so as to place
in effect a discovery allowance and to provide a deduction for intan-
gible drilling and development costs in the case of all forms of geo-
thermal resources. However, the Conference Committee ffnfortunately
struck out the Senate's language and substituted a provision that merely
maintained the status quo with respect to the "steam" form of geo-
thermal energy. The result, in our judgment, has been an even greater
degree of discrimination than that predicted in our March 21, 1975
amendment. Such greater degree of discrimination derives from the
fact that percentage depletion has been continued in effect for oil and
gas wells under certain kinds of circumstances, and the deduction for
intangible drilling and development costs has been continued fully in
effect for oil and gas, whereas the "hot water" and "hot brines" forms
of geothermal energy have thus far been given no equivalent treat-
ment in the Tax Code. In addition, congressional action was inter-
preted by the Internal Revenue Service as an invitation to attack even
the "steam" form of geothermal energy in that the IRS non-acquiesced
in the Reich case in which the circuit court held that "steam" was gas
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entitled to the same depletion allowance and intangible well cost write
offs.

Then on July 9, 1975, we submitted a statement for inclusion in the
record of the Committee's hearings on H.R. 6860, the Energy Conser-vation and Conversion Act which had been passed by the Hous of
Representatives. We recommended at that time that the Senate Com-
mittee amend the bill so as to include all of the provisions of H.R. 6238,
a bill which had been introduced in the House on April 22, 1975 by
Congressman John J. McFall. The MeFall bill would provide a de-
pletion allowance and a deduction for intangible drilling and develop-
ment costs in the case of geothermal resources, broadly defined.

Our statement at that time provided further justification for the
tax treatment envisioned in Congressman McFall's bill reference to a
letter dated June 13, 1975, addressed to us by the Acting Adminis-
trator of the Federal Energy Administration, which reads in part as
follows:

We have determined that income derived from geothermal develop-
ment should be accorded the same tax treatment as income derived
from oil and gas exploration and development. Accordingly we feel
that the percentage depletion allowance should apply to the same ex-
tent it applies to oil and gas exploration and development.

By the same token, we have taken the position that intangible drill-
ing and development costs for geothermal resource exploration and
development should obtain the same treatment accorded such costs in
the case of oil and gas drilling development. We have made our views
known in this area both within and without the Administration. We
hope that legislation will soon be passed putting the tax treatment of
geothermal resource dev.:13pment on a par with the tax treatment of
oil and gas drilling and development....

We also asked the Committee at that time to note that'the Geother-
mal Energy Research, Development, and Demonstration Act of 1974
(Public Law 93-410) has set up a goal of producing electricity_-from
only 6 to 10 pilot plants by the year 1980, each having a ca p'ity of
from 1 to 10 megawatts. Th9 remainder of the capacity needed to meet
the Government's geothermal energy goals must be provided by pri-
vate industry outside of the Government's R. & D. program. It is our

-view that legislation.to give fair and appropriate tax treatment to
geothermal resources is a prerequisite if the Government's geothermal
energy production goals are to be met within the designated time
limits.

Subsequently, Senator Fannin has introduced his geothermal tax
bill, S. 2608. As the Committee knows, that bill would provide for a
deduction for the exhaustion of geothermal steam and other forms of
geothermal resources, as defined. The bill also would provide a deduc-
ton in the case of intangible drilling and development costs incurred
in connection with geothermal wells, thus extending the present deduc-
tion applicable to "steam" to certain other forms of geothermal
deposits.

We strongly concur with Senator Fannin that now is the time to
accord geothermal resources a separate and independent treatment in
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the Tax Code and to remove the source of confusion and discrimina-
tion embodied in the present unsatisfactory treatment.

As I have earlier advised the Committee in my letter addressed to
the Chairman on January 19, 1976, we recommend that the Committee
amend the pending tax reform legislation (H.R. 10612) so as to incor-
porate therein the substance of Senator Fannin's bill, H.R. 6238.

Secondly, in regard to the provisions of Section 208 of the pending
bill, H.R. 10612, 1 wish to repeat in this form several statements con-
tained in my letter to the Chairman dated January 19, 1976.

As I stated in that letter, Section 208 would add the following new
sentences to Section 263 (c) of the Internal Revenue Code, which con-
cerns the deduction for intangible drilling and development costs in
the case of oil and gas wells:

The deductions described in this subsection with respect to any
property shall not be allowed until the taxpayer is at risk with respect
to such property, and then only to the extent of such risk. Under
regulations prescribed by the Secretary, any amount not allowable
for any taxable year by reason of the preceding sentence shall be al-
lowable for the first taxable year for which (after taking into account
deductions arising in such subsequent taxable year the allowance of
such amount was not prevented by the operation of the preceding
sentence.

We believe that, under the principles of the case of Reich v. Com-
mission of Intemal Revenue, 454 F.2d 1157, 9th Cir., 1972, these pro-
posed sentences in Section 208 would apply not- only to oil and gas
wells, in the usual sense of those terms, but also to geothermal wells
which relate to "steam" resources.

The House Committee's report (No. 94-658) at pages 111-115 de-
scribes Section 208 as having been directed toward situations in which
oil and gas developers have obtained part of their financing from non-
recourse loans. The purpose of the section, according to the House
report, is to prevent the borrowers of such loans from deducting from
their current incomes any more of the overall intangible drilling and
development costs of suc projects than iR attributable to the borrow-
er's proportionate share of the contributed assets, defined in the sec-
tion as the extent to which the borrower-taxpayer is "at risk". The
report goes on to say that the borrower-taxpayer is not to be con-
sidered "at risk" with respect to his share of any non-recourse
liability.

We know of no instances in which such a kind of non-recourse loan
has heretofore been obtained in connection with geothermal resources.
We have no plans in our company to obtain any such kind of loan
from private sources, nor do we have any plans to engage in any kind
of drilling for oil or natural gas resources. However, we definitely
plan on applying to a lender or lenders for loans which would be
guaranteed by the United States under provisions of the Geothermal
Energy Exploration, Research, and Development Act of 1974 (Public
Law 93410). And we have reason to believe that Section 208 of the
pending bill (H.R. 10612), if enacted into law without suitable amend-
ment, would apply to drilling and development costs associated with
projects financed in part under such Government-guaranteed geother-
mal loans. Any such applicability of the proposed legislation, as under
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the House bill, would be detrimental to the Government's program
of financial assistance which was contemplated by the Congress in the
1974 Act.

Such applicability, which we are convinced should be prevented by
action of the Senate Committee, would seem to derive from certain
provisions in the 1974 Act. Specifically, that Act provides that bor-
rower's liability under a Government guaranteed loan shall be limited
to the extent of his own assets which are connected with the particular
project. It is plain from the Act, as well as the implementing regula-
tions which have been proposed to be issued by ERDA (Federal Reg-
ister, Vol. 40, No. 208, October 26, 1975, at page 50106), that the
geothermal borrower would not be liable above and beyond the extent
of his own contribution of assets, in case of loan default. Thus the
borrower-taxpalyer, in the case of a Government guaranteed loan, could
not deduct his intangible drilling and development costs in the same
manner as other geothermal developers could do, but would be limited
in such deductions as to the extent of his own share of the "risk" in the
project, assuming Section 208 is enacted as passed by the House.

Obviously this result would impinge upon and hinder the progress
of the Government's guaranteed loan program in the case of geother-
mal wellA, and might well render the program ineffective. In the case
of our own company, we very likely would discontinue our interest
in seeking a Government guaranteed loan under the 1974 Act in case
the House-passed version of Section 208 should be retained. Unless a
conventional loan should become available, under which we could re-
tain our ability to deduct our intangible drilling and development
costs, we very likely would have to abandon or postpone our proposed
geothermal exploration and development program to such extent.

We suspect that this undesirable geothermal energy implication of
Section 208 has come about, not from any conscious purpose on the
part of the House Committee, but rather from failure of those who
were concerned with drafting the Section to recognize that the term"gas" as used in the Section undoubtedly also extends to "steam" at
the present time under the Reich case, and probably would extend to
additional kinds of geothermal resources in the event S. 2608 or similar
legislation is passed.

As I concluded in my January 19, 1976 letter, if Section 208 of H.R.
10612 is to be enacted into law, the Committee on Finance by all means
should amend it so as to exempt from its provisions any applicability
to Government guaranteed loans in connection with geothermal
energy.

In conclusion Mr. Chairman, I want to express my personal ap-
preciation for this opportunity to express our views; also to thank
you for your own individual consideration of our previous expressions
to the Committee and specifically your assurances, echoed bv other
Committee members as well that the Committee on Finance wiil want
to give prompt and favorable consideration to Tax Code provisions
that will encourage the production and use of geothermal energy.

As Congressman McFall has so well stated, the development of
geothermal energy is not, as some assume, held back by technology
or lack of adequate natural geothermal deposits. It is hindered partic-
ularly by inappropriate Tax Code provisions; and only if proper in-
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centives are provided will the geothermal industry be able adequately
to develop so as to contribute significantly to America's energy
requirements. _

HOMEMRITE CO., INC.,
Milford, Conn., April 8, 1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Senator ABRAiAm Rmicon',
Committee an Finance,
U.S. Senate, Washington, D.C.

DEAR SENATOR: I would like you to make sure this bill would include
in the material list, Rapco-Foam insulation. This is made up of Urea-
Formaldehyde or U-F Foam. It is a proven product and now
specified by the Navy Department for use in the government property
at Groton. This property consists of about 1,400 government homes
and the product has passed the most rigid standards.

The way the bill reads now it would exclude all but ASTM desig-
nation, which designation would take 4 or 5 years. Meanwhile
our insulation has passed many rigid State and local codes such as
New York, Chicago and Los Anles to name a few. My concern is
as a Connecticut resident and an installation contractor for this prod-
uct, I am one of many contractors throughout the United States and
Canada who have installed this material in over 50,000 homes. The
product is fire resistant, offers higher thermal and acoustical effi-
ciency and has special and unique characteristics that make it par-
ticularly desirable for insulating existing homes.

It would seem, the larger manufacturers of insulating products
such as Owens-Corning would love to see this bill go through as-is
to eliminate competition. This foam insulation is now in use in such
places as Mt. Sinai Hospital, Rockefeller Plaza, Lincoln Center,

.C.A. Sound Studios and the Water Tower Buildin in Chicago
which is the largest poured concrete building in the world-all of this
with success I might add.

Any consideration you might give us and the product would be a
boon to the consumer and gratefully appreciated by the writer.

Sincerely, PAuLC. RYAN,

President.

HorE'l INSULATION,
Martinsburg, W. Va., April 10, 1976.

Re Energy Conservation and Conversion Act, H.R. 6860.
Mr. MICHAEL STERN, Staff Director,
Committee on Finance,
Dirkaen Senate O4Yce Building,
Washington, D.C.

DEAR MR. STERNK : As a small businessman in the home insulating
business I am concerned about the passage of the proposed H.R. 6860.
The home insulation tax credit proposal is the part that concerns my
customer's interest and mine. -

The insulation materials that might be approved for a tax credit
in H.R. 6860 should not be restricted to the materials specified in the
national bureau of standards: "recommended criteria for retrofit
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materials and products eligible for tax credit:" NBSIR 75-795, pre-
pared for the Federal hEnergy Administration, Washington, D.C.
20461.

If you restrict insulation materials for tax credit only to those in
the NBS recommended criteria, it would rule out other good or even
better products and also new innovative products that might be
introduced at any time.

I strongly urge -that-the energy conservation bill H.R. 6860 permit
a tax credit to be given to any commonly used home insulation mate-
rial that: (1) meets local building code requirements; (2) meets
national building code requirements; and (3) has clearly proven
itself in actual use.

Sincerely,
JosEPH R. Horm.

STATEMENT OF DR, CARI,_ OrrE, UNIox OIL Co. oF CAnUFoRLk

MR. CHAIRMAN AND MEMBERS OF THE COMMIE: My name is Carel
Otte. I have been actively engaged in geothermal work since 1962 and

-have personally participated in both research and operating activities
in most of the major geothermal areas of the country. I have also been
active in scientific and geothermal industry association affairs. I am
Vice President and Manager of the Geothermal Division of Union Oil
Company of California and recently served as Chairman of the Geo-
thermal Industry Liaison Group of the Federal Interagency Panel
for Geothermal Energy Research.

On July 18, 1975, I submitted a statement to the Committee in which
I pointed out the potential significance that geothermal energy has to
our country's energy resource needs and the problems which must
be resolved in order to stimulate an accelerated and increased level of
geothermal energy production. A copy of that statement is attached
hereto. I would like to amplify that statement briefly.

If geothermal energy is to make the substantial contribution to
domestic U.S. energy which it is capable of making within the last
quarter of this century it is imperative that encouraging tax legisla-
tion be enacted and that appropriate tax incentives be established.
There are other barriers which must be overcome, but I wish to address
myself herein to the question of the economics impact of tax considera-
tions and incentives. Without such incentives, the tremendous amounts
of capital required for the realizable contribution of geothermal en-
ergy production will simply not be invested.

At the present time geothermal development is being held back
because of the uncertainty which has resulted from the Treasury De-
partment's and the Internal Revenue Service's decision to disallow
intangible drilling cost expensing treatment and percentage depletion
in respect of all geothermal activity. This disallowance policy con-
tinues in spite of the decision of the United States Court of Appeals
for the Ninth Circuit in the Reich and companion cases allowing such
treatment. (Reich et al. v. Commissioner 454 Fed. 2d 1157 (9th Circuit
1972); affirming 52 T.C. 700 (1969).) this continued attack on lr-
centage depletion and the right to deduct as expenses all intangible
drilling and development costs for geothermal energy means that
many of the geothermal resource projects required to achieve the 1985
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and later goals will not be undertaken because the prospect of losing
such tax allowances makes geothermal production noncompetitive with
coal and other alternative sources of energy with which geothermal
energy must compete and which currently have the benefit of more
favorable tax treatment.

The language included in the Tax Reduction Act of 1975 (Public
Law 94-12) does not and will not provide a satisfactory solution. The
Tax Reduction Act of 1975 provides merely that percentage deple-
tion is to be continued at the rate of 22 percent for any geothermal
deposit, but only if such deposit is ultimately determined by the
courts to be covered by the term "gas well" within the meaning of
that term as used in Section 613(b). The legislative history at that
time indicated that Report on this subject (93rd Congress,2nd Session,
House of Representatives Report No. 93-1502, p. 54), after referring
to the issues peculiar to geothermal steam should be considered at a
later time. Such "later time" is now clearly at hand. The litigation
will probably continue for many years before these issues can be
finally resolved by the courts. And there is no certainty that its out-
come will be favorable to the geothermal industry. Moreover, if water
instead of steam (vapor) dominated geothermal systems become the
prevalent type of geothermal production, a further round of pro-
tracted litigation and consequent delays in establishing certainty of
tax treatment will be encountered.

Because of this uncertainty and of the need of this infant high-cost
industry for assured tax incentives, specific legislation is required. A
bill, S. 2608, has been introduced and is before your Committee with
the objective of accomplishing these stated objectives. I strongly urge
favorable consideration and adoption of S. 2608. In the face of the
industry's uncertain tax treatment, geothermal resource development
is being critically curtailed and valuable time in the frame of our
schedule to achieve a greater degree of domestic energy independence
continues to be irretrievably lost.

JULY 18, 1975, STATEMENT OF CAIREL O'rT0 VICE PRESIDENT. GEO-
THERMAL DIVISION, UNION OIL CO. OF CALIFORNIA

Mr. Chairman and Members of the Committee: Thc nrompt de-
velopment of geothermal energy can be of major importance in meet-
ing the future energy needs of the nation. It is urged, therefore, that
in its consideration of H.R. 6860, the Energy Conservation and Con-
version Act of 1975, the Committee consider appropriate legislation
designed to assist and promote the development of geothermal energy.

BRIEF HISTORY OF GEOTHERMAL ENEROY DEVELOPMENT

The only major U.S. geothermal energy development is The Geysers
field located about 90 miles north of San Francisco in California's
Sonoma County. The development began in 1960 with a 12.5 megawatt
generating plant. In 1973, it became the largest geothermal develop-
ment in the world, with a capacity of 400 megawatts. The installed
generating capacity now exceeds 500 megawatts. sufficient to supply
electrical requirements of a city of 500,000. The Geysers eventually is
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expected to achieve a capacity of more than 1,500 megawatts, but it
wi ll have required more than 20 years to achieve it.

Other areas which have promise for early development in the near
future-given the needed incentives-are in north central New Mexico
and the Imperial Valley of California, and active exploration is also
being carried on in other parts of California and New Mexico and in
Nevada, Oregon, Idaho, Utah, and Arizona. The geopressured areas of
Louisiana and Texas hold promise for the long range future.

Everything accomplished in the geothermal energy field up to the
present time has been financed by private companies. There have been
no grants or encouragement from the Federal government; however,
although The Geysers itself is of commercial significance, the industry
is still clearly in its infancy.

PRACTICAL UTILIZATION AND POTENTIAL ROLE IN NATIONAL ENERGY
PICTURE

Geothermal energy undoubtedly has the potential for a fairly wide
range of use in coming decades, and even today in some nations it is.
utilized for space heating and industrial process heat, such as in the
New Zealand paper industry. However, the immediate and near-term
practical use in the United States is and will almost certainly con-
tinue to be primarily for electrical power generation. A pound of
steam from the earth is indistinguishable from a pound of steam from
a fossil-fuel-charged boiler and has been proven to be as effective in
powering conventional electrical generating equipment.

The outlook for geothermal energy production has been studied
extensively in recent months by the Federal Interagency Panel for
Geothermal Energy Research, the Energy Research and development
Administration and its industry liaison group. The consensus emerging
from this review of all factors is that there is the geological oppor-
tunity for up to 20.000 megawatts of electrical generating capacity by
1985."Indeed, the Project Independence report has set this 20,000 mega-
watts as a 1985 goal for the Nation. Such capacity--equal to 5 percent.
of current national electrical capacity-represents the equivalent of al-
most 300 million barrels per year of low sulfur crude oil. And this
amount of energy could be developed in an acceptable environmental
manner.

But there are tremendous economic barriers which this industry must
overcome: the treme-ndously high costs of drilling for geothermal de-
posits in hard rocks, with high temperatures and corrosive fluids; the
very large capital investments required several years before revenues
can begin for a geothermal project; the requirement for drilling many
replacement wells at each de-elopment site to maintain a constant
stream of energy; and the present discouraging Federal income tax
treatment.

The projected investment for achieving the 1985 goal includes the
costs of drillin, at least 800 exploratory wells and 6.000 development
wells at a minimum cost of $500,000 per well, or a total of $3.4 billion
in 1975 dollars in drilling costs alone. Depreciable investment in
hook-up facilities will add another $2 billion. Moreover, some 2,000
replacement wells will be required, with the attendant depreciable
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investment, bringing the total investment requirement to about $10
billion.

TAX CONSIDERATION

It is extremely unlikely that the 1985 goal of 20,000 megawatts of
geothermally-generated electric power will be achieved unless en-
couraging tax legislation is enacted and tax incentives thereby clearly
established.

At the present time the Federal income tax treatment of geothermal
well costs and production is in doubt. In spite of the decision of the
Circuit Court of Appeals in the Reich and companion cases (Reich et
al. v. Commim9ioner, 454, F. 2d 1157 (9 Vir. 1972), affirming 52 T.C.
700 (1969)) and the clear scientific evidence that geothermal energy
is an exhaustible natural resource, the national office of the Internal
Revenue. Service is disallowing intangible drilling cost treatment and
percentage depletion in respect of all geothermal activity and has an-
nouriced its intention to press its position in the courts.

Discouraging uncertainty has resulted from this IRS position, and
geothermal development is consequently being held back. Loss of the
right to expense intangible drilling costs would itself involve an esti-
mated $2.5 billion in after-tax costs to the industry in-achieving the
1985 goals.

As a fledging industry, geothermal energy must compete with the
lowest cost alternative energy available to electrical power utilities. In
the west, where geothermal resources are most prevalent, the alterna-
tive is low-cost, strip-mined coal. Loss of percentage depletion and the
right to deduct intangible drilling and development costs for geother-
mal energy would mean that many of the geothermal resources needed
to achieve the 1985 and later goals would be noncompetitive with coal
and other alternative sources of energy which have the benefit of more
favorable tax treatment. As a result, the nation's geothermal resources
would remain largely undeveloped.

The language included in the Tax Reduction Act of 1975, as enacted,
will not provide a satisfactory solution because of expressed Congres-
sional intention, as evidenced, in the report. of the House Ways and
Means Committee on this subject (93rd Congress. 2nd Session, House
of Representatives Report No. 93-1502, p. 54). The Ways and Means
Committee. after referring to the probability of future litigation of
the tax issues, indicated that no inference was to be drawn from the
language of the Act that the depletion deduction for geothermal steam
under present law had been approved by the Committee or by Congress,
and further stated that the issues peculiar to geothermal steam should
be considered at a later time.

Thus, because of the present position of the Internal Revenue Serv-
ice and the need of this infant high-cost industry for assured tax incen-
tives, specific legislation is now required. It is proposed that the Con-
gress adopt an amendment to the Internal Revenue Code to provide
percentage depletion and to provide for the current deduction of in-
tang-ible drilling and development costs for geothermal energy. It is
further proposed that such amendment include the option to expense
geothermal exploration costs, similar to such treatment now applicable
to mining exploration costs.
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A copy of proposed draft legislation to accomplish these objectives is
attached.

Enclosure.

A BILL To amend the Internal Revenue Code of 1954 with respect to the taxation
of income from the production and sale of geothermal steam and associated
geothermal resources

Be it enacted by the Senate and House of Representatives of the
United States of America in Congress assembled,

Section 1. Subsection (c) of section 263 of the Internal Revenue Code
of 1954 (relating to intangible drilling and development costs in the
case of oil and gas wells) is amended to read as follows:

"(c) Intangible drilling and development costs in the case of oil and
gas wells, or geothermal deposit-Notwithstanding subsection (a),
regulations shall be prescribed by the Secretary or his delegate under
this subtitle corresponding to the regulations which granted the option
to deduct as expenses intangible drilling and development costs in the

- case of oil and gas wells and which were recognized and approved by
tlhe Congress in House Concurrent Resolution 50, Seventy-nihth Con-
gress. [.3; and suwh. reqidations shall be extended so a8 to apply in the
case of wells drilled for geothermal steam and amsoiated geothermal
resources as defined in. the Geothermal Steam Act of 1970 (30 U.s.c.
1001) ."

Section 2. Subparagraph (C) of section 613 A(b) (1) of the Internal
Revenue Code of 1954 (relating to exemption for certain domestic
gas wells) is amended to read as follows:

"(C) any geothermal deposit. in the United States or in a possession
of the United States which is determined to be [a gas well within the
meaning of section 613(b) (1)A.3 producing geothermal steam, and
associated geothermal resources as defined in the Geothermal Steam
Act of 1970 (30 U.S.C. 1001)."

Section 3. Section 617(a) (1) of the Internal Revenue Code of 1954
(relating to deduction and recapture of certain mining exploration ex-
penditures) is amended by adding at the end thereof the following new
sentence: "Notiwithstanding any other provision of this section, this
subsection shall apply iwith respect to expenditures paid or inored
for the purpose of a-9eertaining the existence, location. extent or quality
of any deposit of qeothernwl 8teamn and associated qeothermal re-
sources as defined in the Geothermal Steam Act of 1970 (30 U.S.O.
1(X1) ."

Section 4. The amendments made by the first three sections of this
Act shall apply to taxable years beginning after December 31, 1974.

GRoUP FOR RECYCLINO x PENNSYLVANIA,

Hon. 'RrsEir B. LONo, - Pittsburgh. Pa., March 24,1976.

Senate Committee on Finance, U.S. Senate, 'ashington, D.C.
DEAR SF.VAT0R LoNo: Word has reached our office that H.R. 6860

is to be marked up.
GRIP is a citizen group which operates 16 volunteer recycling

centers in the Greater Pittsburgh, Area. We use these centers as the
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visible focus toward our true purpose, namely, bringing about the
conserving of raw materials and energy by wise use and reuse to meet
growing demands, as opposed to simply uncovering new and ever
more remote sources for these materials. To put it another way: We
welcome any move that would justify shutting our volunteer centers
down, other than being licked.

At first glance, H.R. 6860 would seem to be a significant step in the
direction of removing the great stumbling block to large scale, manu-
facturing level recycling, which is the fact that salvage industries
cannot over grow until their competitiveness with industries using
virgin materials is equalized. Extractive industries enjoy depletion
allowances, manufacturing industries enjoy investment tax credits
and both types enjoy advantages in freight rates. Salvage industries
enjoy none of these subsidies and are therefore doomed to stagnate,
prevented from growth and at the mercy of a wildly fluctuating
market. (To operate a salvage business, one must have the soul of a
gambler.)

Nevertheless, questions arise in our minds:
Why does the bill provide for a TEN percent tax credit on the

purchase of a ton of post consumer waste paper? Why not 9 percent
or 11 percent? The fact that this provision parallels the 10 percent of
the investment tax credit seems to make no sense. Are the two models
equivalent to each other? Why?

It seems to us, the bill should be considered only if its proposals are
backed up by a study which justifies the number 10 percent as one
promising an incisive, significant impact on the recycling business.

A peripheral point in this connection: All waste paper of all kinds
are lumped into the same 10 percent tax credit. There are great dif-
ferences in supply, usefulness, ease of collection, ease of repulping
among the many types of papers which will be affected. To provide
for all of them by one blanket 10 percent credit will probably not
mirror reality. Is 10 pei-cent credit the same incentive for recycling
bond and ledger paper as it might be for the lower grade but more
abundant newspaper and cardboard? Again, the bill ought to be
backed up by a study.

We have other reservations:
1. If conservation of materials and energy is to be the serious goal

of this bill, one ought to discontinue the subsidy of virgin material
use. The subsidies were instituted to help a young country develop an
untouched continent. The conditions which justified the original sub-
sidies no longer prevail. Will a 10 percent tax credit to salvagers pro-
vide that similar encouragement, originally intended for virgin mate-
rials industries?

Recycling has declined recently. If it is to increase, some capital
investment will certainly be necessary. Paper mills will have to add
de-inking facilities, coupled to pollution control equipment. Some
plants will actually have to be built near urban centers, not away from
them where they are presently located. We very much doubt that the
10 percent tax credit will have the desired effect.

The provisions of H.R. 6860 look to us more like a polite nod toward
the public who very much support recycling. At the same time, the
public zets burdened with a new tax, not to mention a Tax Code that
gets still more complicated.
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2. A tax credit to used paper purchasers would accomplish nothing
toward reversing the throw-away habits foisted on the public in the
last 15 to 20 years. On the contrary, overuse of materials and the
solid waste stream might even grow, further increasing consumption
of energy.

3. Passage of H.R. 6860 might give the illusion of action intended
to remedy a fundamental misalignment in American industry but will
most probably not accomplish any. Worse yet, the illusion of action
may very well preempt any measures attempted later which would be
a real reform.

On balance, we think 6860 had better await a study to accompany
it-at the very least. We would prefer to see the bill defeated, however
Inuch as it hurts us to have to say this. and await a bill which promises
a more significant change for' the wiser use of our depleting raw
materials and energy.

We sincerely hope you will regard our criticism of this bill as the
impetus toward writing another, better bill.

hank you very muc for letting -us share our thoughts with you.
Sincerely yours,

LORE S. KEFFER, PreSident.

NATIONAL TIRE DEALERS & RETREADERS ASSOCIATION, INc.,

Hon. Ri-ssmJ, B. LNWashington, D.C., March. 3, 1.976.

Chairman, Senate FhiaiCo mmittee,
Senate Ofree Buildinq, 1 a8hinton, D.C.

DEAR MR. C-11.IRAIAN: As you know. the Senate Finance Committee
has previously approved in'an amendment to II.R. 6860 a provision
which would eliminate the 5 cents per pound excise tax on tread
rubber. Tread rubber is the raw material used in retreading recyclable
tire casings.

We wish to reiterate our strong support for this action because we
believe that this will result in a- stimulus for retreading and oil
conservation.

For every passenger retread sold, 41.4 gallons of oil are saved when
compared to the production of a now tire. For every truck retread sold,
21 gallons of oil are saved as compared to the production of a new
truck tire.

Our study of productive capacity of the retreading industry shows
that. the industry has a capacity wIthin a 15-18 month period to pro-
vide one million more truck retreads and 25 million more passenger
retreads. This could be done by increasing the number of shifts to
3 per day. This would provide '2,000 more jobs and the oil savings
would b about 1.3 million gallons of oil per year.

Not only would there be oil conservation, ltit the greatest economic
benefit would come to those who have the least to spend on tires.
Retreads cost approximately half the price of an equivalent new tire.

Today passenger retreals are warranted by most retreaders against
defects and workmanship in materials as well as road hazards. All
passenger retreads are certified to meet Federal Retread Standard 117
whose contents include requirements in casing selection and strength.
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Today thee are some 45 million passenger and truck retreads on the
road.

The elimination of the excise tax on tread rubber would have no
effect on the General Fund. It would simply reduce the Highway Trust
Fund by only $24 million per year.

We believe the elimination of the 5 certs per pound excise tax on
tread rubber would provide a strong stimulus to retread sales and to
oil conservation.

We hope that you will support this effort to eliminate this tax either
through the energy legislation or in the tax reform legislation now
under consideration by the Senate Finance Committee.

Sincerely, PHILTP P. FRIEDLANDER, Jr.,
General Manger.
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