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ANTIRECESSION TAX CUT

WEDNESDAY, MARCH 5, 1975

U.S. SENATE,
CoMMIn'rE ON FINANCE,

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

Dirksen Senate Office Building, Senator Russell B. Long (chairman
of the committee) presiding.

Present: Senators Long., Hartke, Ribicoff, Byrd, Jr. of Virginia,
Nelson, 'Mondale, Gravel. Bentson, Hathaway, Haskell, Curtis, Fan-
nin. Hansen. Dole, Packwood. Roth. Jr., and Brock.

The CIIAM A,-1N. The committee will come to order.
In order to expedite the procedure today I am going to forgo any

opening statement. I will recognize Senators if they want to make one
or submit one.

As announced in the committee meeting yesterday. I will seek to call
on Senators in the order in which they entered this room, and I will
ask the staff to try to provide me with a list of the order in which the
Senators have co e into the room today. That. is strictly on the basis
of first come. first served. If someone wants to pass his turn and ask
his questions later, he can.

Does anyone care to make an opening statement?
Senator CuwRIs. Mr. Chairman. I will not, but I have a brief one I

would like to submit for the record.
[The statement by Senator Curtis follows:]

STATEMENT OF HoN. CARL T. CURTIS

Mr. Chairman, as we all know there are difficult fiscal problems now facing our
nation. The general question this Committee faces is how to deal with the current
recession and yet maintain the fiscal discipline needed to curb inflation.

Today the Committee begins hearings on H.R. 2160, a bill intended to stimulate
the economy. The major provisions of the bill provide:

Refunds of 1974 individual income taxes;
Reductions in 1975 individual income taxes;
Increases in investment tax credit; and
Increase in 1975 corporate surtax exemption.

These are major provisions and the total cost would run to $21.3 billion-ap-
proximately $5 billion over the amount requested by the Administration.

This brings us to the specific questions that must be answered:
(1) How much stimulus is needed;
(2) What are the best methods; and
(3) What should be the timing of the stimulus?
In our attempt to soek a solution and devise a correct fiscal policy, we should

not lose sight of the fact that past fiscal policies have been largely responsible
for today's problem. The accumulation of large deficits In past years has been
a basic cause of inflation and the need for financing the deficits has deprived the
private sector of a source of capital. This, in turn, has resulted in higher interest

(1)
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rates and a severe recession in the housing industry. We have been informed that
any short-term problems of financing the deficit could be met through temporary
accommodations of open-market purchases by the Federal Reserve thus avoiding
excessive burdens on financial markets. However, this prediction was based on
the assumption that the deficit for Fiscal 1976 would e in the area of $50 billion.
It now appears that this figure will be exceeded. I have serious reservations re-
garding our ability to bring inflation under control and unless we succeed the
economy will be in for deeper trouble than it is today..

Senator Ro'rir. I have a brief statement, Mr. Chairman.
[The statement by Senator Roth follows:]

STATEMENT OF HON. WILLIAM V. RoTH. Jr.

Mr. Chairman, nearly two months after President Ford recommended the enact-
ment of an immediate tax, the Congress has still not completed action on effective
tax legislation. I commend the distinguished Chairman of this Committee and
the other members of the committee for beginning work so quickly on the House-
passed tax legislation, and I hope that we can move quickly and send legislation
to the President for his signature as soon as possible.

The most important factor of this tax legislation is speed. Congress must act
immediately to return tax dollars to the economy to stimulate consumer spending
and create jobs. If the Congress cannot get the tax cut to the President's desk
within the next few weeks, I believe the Congress should postpone its Easter
Recess and stay in session until its work on the bill is completed.

I am not, however, urging a blanket endorsement of the House-passed tax
legislation, about which I have some reservations. I believe that the tax cut
must be designed to achieve an increased flow of money throughout the economy
and, at the same time, treat all taxpayers fairly. But the legislation passed by
the House raises, in my mind, some serious questions of equity.

Under the House legislation, almost half of those taxpayers with adjusted
gross income of between $10,000 and $20,000 would receive no benefit at all from
the tax cut on If375 income because they itemize their deductions. In my opinion
this is just not fair.

While tax relief must be granted to low income people, I believe that more
tax relief must also be directed at the taxpayers who pay the most taxes, the
middle-income taxpayers. In many ways, the House bill is "soak the middle-
income" legislation.

Middle-income taxpayers, earning too much to receive Government benefits
and too little to use Government tax loopholes, are now bearing the brunt of
the Federal tax system.

The increased tax load has made it increasingly difficult for middle-income
families to raise their standard of living, to purchase their own homes, or to
meet skyrocketing college education expenses.

A tax cut that includes significant relief for middle-income taxpayers is essen-
tial, both in terms of equity and in terms of restoring economic health. Most of
our economy is in the midst of a recession, but the housing and automobile
industries are in a state of depression, with both industries experiencing alarm-
ing levels of unemployment.

A major drawback of the House bill is that, by ignoring the middle-income
taxpayers and by limiting the rebates to $200, it provides no stimulus for the
housing and automobile industries. The Administration proposal, with tax cuts
applied more evenly to the middle-class up to a maximum of $1,000, is more
likely to stimulate these two industries and put more people back to work.

The primary purpose of this legislation is to get the economy moving again and
to prwv fde more jobs, and I hope the Finance Committee will take a careful look
at the House bill and reshape it to provide more stimulus to the housing and
automobile industries.

I also hope that we can provide some help for our small businesses, which are
in desperate need of tax relief. Small business have not been able to absorb the
impact of inflation and recession as well as many of our larger corporations, and
the Congress must take steps to assure the continued growth of these firms.

I have been urging for more than a year now that the oil depletion allowance
be repealed, but I want to avoid-and a majority of the other members of this
Committee also want to avoid-any action that would jeopardize the tax cut.
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We need the tax cut, as promptly as possible, In order to restore consumer
confidence and get the economy moving again, and I am concerned that prolonged
debate over the depletion allowance would tie up the tax cut. I am pleased that
Chairman Long has given us his assurances that legislation to repeal the deple-
tion allowance will be taken up, retroactive to January 1, 1975, just as soon as
work on the tax cut is finished.

But the most important tax reform facing the members of the Finance Com-
mittee and the Senate is an anti-recession tax cut legislation. There is no time
for delay, and no time for partisan party politics. Our economy is in too serious
a condition for the Congress to continue acting like it is bu s.,ness as usual. The
Congress must demonstrate to the American people that decisive and effective
leadership can lead the economy out of this recession and put America back on
the road to economic prosperity.

The CHAIRMAN. Mr. Secretary, we are very pleased to have you
back before the committee. Welcome back.

Secretary SIMoN. Thank you, Mr. Chairman.
[The press release announcing the hearings and the bill, H.R. 2166,

follow. Hearing continues on page 43.]

PaEss RU.LEASE

COMMITr'r ON FINANCE,
UNITED STATES SENATE,

February 28, 1975.

FINANCE CoMMrrrEE ScHEuLEs HE.AxNo ON BILL REUCINO TAXES,
ELIMINATING PERCENTAGE DEPLETION ON OIL AND NATURAL GAS

The Honorable Russell B. Long (D., La.), Chairman of the Senate Committee
on Finance, announced today that the Committee would begin hearings on H.R.
2166, a bill to reduce taxes and eliminate percentage depletion on oil and natural
gas.

The hearings will begin on Wednesday, March 5, 1975, at 10:00 a.m. in Room
2221, Dirksen Semate Ofice Building. Leadoff witness will be the Honorable Wil-
liam Simon, Secretary of the Treasury, who will present the Administration's
views on the bill.

Senator Long noted that the bill contains these major provisions:
(1) Rebate.-A tax rebate on 1974 income tax liability of 10 percent with a

maximum rebate of $200 per taxpayer and a minimum of $100 for persons whose
tax liability exceeds $1,000. (If the tax liability is below $100, the total tax lia-
bility would be rebated.)

(2) Standard deduction.-An increase in the percentage standard deduction
from 15 percent to 16 percent, with the maximum raised from $2,000 to $2,500
for individuals and $3,000 for joint returns.

(3) Earned income crcedit.-A refundable earned Income credit of 5 percent on
earned income up to $4,000, with a maximum of $200 per tax return. The credit
would phase out at a 10 percent rate above $4,000 so as to have phased out com-
pletely at $6,000 of earned income.

(4) Investment tax credit.-An increase in the investment tax credit to 10
percent for all eligible equipment, including public utilities, for investment placed
in service in 1975 and also for Investment placed in service in 1976 but ordered
in 1975.

(5) Corporate surtax ccmption.-An increase in the corporate surtax exemp-
tion from $25,000 to $50,000; that is, the first $50,000 (rather than $25,000) of a
corporation's taxable income would be taxed at 22 percent and taxable income
above $50,000 would be taxed at 48 percent.

(6) Peroentage depletion.-Percentage depletion on oil and natural gas gen-
erally would be repealed retroactive to January 1, 1975.

Requests to Tcstify.-Senator Long advised that witnesses desiring to testify
during this hearing must make their request to testify to Michael Stern, Staff
Director, Committee on Finance, 2227 Dirksen Senate Office Building, Washington,
D.C. 20510, not later than Monday, March 10, 1975. WitneSses will be notified as
soon as possible after this cutoff date as to when they are scheduled to appear.
Once the witness has been advised of the date of his appearance, it will not be
possible for this date to be changed. If for some reason the witness Is unable to
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appear on the date scheduled, he may file a written statement for the record of
the hearing in lieu of a personal appearance.

Consolidated Testimony.-Senator Long also stated that the Committee urges
all witnesses who have a common position or with the same general interest to
consolidate their testimony and designate a single spokesman to present their
common viewpoint orally to the Committee. This procedure will enable the Com-
mittee to receive a wider expression of views than it might otherwise obtain.
Senator Long urged very strongly that all witnesses exert a maximum effort,
taking into account the limited advanced notice, to consolidate and coordinate
their statements.

Legislative Reorganization Act.-In this respect, he observed that the Legis-
lative Reorganization Act of 1946, as amended. requires all witnesses appearing
before the Committees of Congress "to file In advance written statements of their
proposed testimony, and to limit their oral presentations to brief summaries of
their argument."

Senator Long stated that in light of this statute and in view of the large num-
ber of witnesses who desire to appear before the Committee in the limited time
available for the hearing, all witnesses who are scheduled to testify must comply
with the following rules:

(1) A copy of the statement must be filed by the close of business two days
before the day the witness is scheduled to testify.

(2) All witnesses must include with their wi-ittun statement a summary of the
principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal size)
and at least 50 copies must be submitted by the close of business the day before
the witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their ten-minute oral presentations, to a summary of the points
included in the statement.

(5) Not more than ten minutes will be allowed for the oral summary. Wit-
nesses who fail to comply with these rules w-ll forfeit their privileie to testify.

Written Statements.-Witnesses who are not scheduled for oral presentation,
and others who desire to present their views to the Committee, are urged to pre-
pare a written statement for submission and inclusion in the printed record of the
hearings. These written statements should be submitted to Michael Stern, Staff
Director, Committee on Finance, Room 2227 Dirksen Senate Office Building.
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IN TILE SENATE OF THE UNITED STATES

F:nmuRY 28 legislativee day, FERRVAnY 21), 1975

l1ead twice aid referred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code of 1954 to provide for a

refund of 1974 individual income taxes, to increase the low

income allowance and the percentage standard deduction,

to provide a credit for certain earned income, to increase

the investment credit and the surtax exemption, and for

other purposes.

I Be it enacted by the Senate and House of Representa-

2 lives of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE; TABLE OF CONTENTS.

4 (a) SHORT TImr,.-This Act may be cited as the

5 "Tax Reduction Act of 1975".
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(14 TABLE OF CONTENTS.-

Page
Sec. 1. Short title: table of contents --------------------------- 19
Sec. 2. Amendment of 1954 Code ----------------------------- 19

TITLE I-REFUND OF 1974 INDIVIDUAL INCOME
TAXES

Sec. 101. Refund of 1974 individual imome taxes ---------------- 20
Sec. 102. lRefunds disregarded in the administration of Federal

programs and fedeiilly amsisted programs ----------- 23

TITLE I I-I{EI)mr(IoNS iN iN)IVII)(TAI INCOME
TAXES

See. 201. Increase in low income allowance --------------------- 24
Sec. 202. Increase in percentage standard deduction ---------- 2
Sec. 203. Credit for certain earned income ----------------- 27
Sec. 204. Withholding tax -------------------------------- 3
Sec. 205. Effective dates ------------------------------------- 32

TITLE III-CEHTAIN CHANGES IN BUSINESS TAXES

See. 301. Increase in investment credit ----------------------- 33
See. 302. Allowance of investment credit where construction of

property will take more than 2 years ----------------- 3S
See. 303. Increase in corporate surtax exemption ---------------- 49
Sec. 304. Effective dates ------------------------------------- 50

2 SEC. 2. AMENDMENT OF 1954 CODE.

Except as otherwise expressly provided, whenever in

4 this Act an amendment or repeal is expressed in terms of

5 an amendment to, or repeal of, a section or other provisions,

6 the reference shall he considered to l)e made to a section

7 or other provision of the Internal Revenue ('ode of 1954.

s TITLE I-REFUND OF 1974
9 INDIVIDUAL INCOME TAXES

10 SEC. 101. REFUND OF 1974 INDIVIDUAL INCOME TAXES.

11 (a) I, G,,EnAil.-Subehalter B of chapter 65 (re-

12 lating to riles of special application in the case of aate-
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3

1 ments, credits, and refunds) is amended by adding at the

2 end thereof the following new section:

3 "SEC. 6428. REFUND OF 1974 INDIVIDUAL INCOME TAXES.

4 "(a) GENERATL uIx.-Except ac, otherwise provided

5 in this section, each individual slhall be treated as hiavillg

(i made a payment against the tax imposed by halterr 1 for

7 his first taxable year begiiing in 1974 in an amount Uual

8 to 10 percent of the amount of his liability for tax for such

9 taxable year.

10 " (b) MINIMUM PAYYMENT.-The amount treated as

11 paid by reason of this section shall not be less than the lesser

12 of-

13 "(1) the amount of tie taxpayer's liability for tax

14 for his first taxable year beginning in 1974, (r

15 " (2) $100 ($50 in the case of a married individual

16 filing a separate return).

17 "(c) MAXI.MU-M PAYMfENT.-

18 "(1) IN GENEIRAL.-The amount treated as )aid

19 by reason of this section shall not exceed $200 ($100 in

20 the case of a married individual filing 0 separate return).

21 "(2) LIMITATION BASED ON ADJUSTED )GROSS

2 rxcomi.-The excess (if any) of-

2: "(A) the amount which would (but for this
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1

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

"(1) the

reduced by the

"(A)

"(B)

tax imposed by chapter 1 for such year,

sum of the credits allowable under-

section 33 (relating to foreign tax credit),

section 37 (relating to retirement in-

come),

" (C) section 38 (relating to investment in cer-

tain depreciable property),

"(D) section 40 (relating to expenses of work

incentive programs), and

"(E) section 41 (relating to contributions to

candidates for public office) , plus

4

paragraph) be treated as paid by reason of this

section, over

"(B) the applicable mininfum payment pro-

vided by subsection (b),

shall be reduced (but not below zero) by an amount

which bears the same ratio to such excess as the adjusted

gross income for the toxalle year in excess of $20,000

bears to $10,000. In the case of a married individual fil-

ing a separate return, the preceding sentence shall be ap-

plied by substituting '$10,000' for '$20,000' and by sub-

stituting '$5,000' for '$10,000'.

" (d) LIABILITY FOR TA.-For purposes of this sec-

tion, the liability for tax for the taxable year shall be the

sum of-
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5

1 "(2) the tax on amounts described in section 3102

2 (c) or 3202 (c) which are required to be shown on the

:1 taxpayer's return of the chapter 1 tax for the taxable

4 year.

5 " (e) DATE PAYMENT DEEMED MAD.-The payment

) provided by this section shall be deemed made on whichever

7 of the following dates is the later:

8 " (1) the date prescribed by law (determined with-

9 out extensions) for filing the return of tax under chapter

10 1 for the taxable year, or

11 "(2) the date on which the taxpayer files his return

12 of tax under chapter 1 for the taxable year.

13 - "(f) JOINT RETURN.-For purposes of this section, in

14 the case of a joint return under section 6013 both spouses

15 shall be treated as one individual.

16 "(g) MARITAL STATUS.-The determination of marital

17 status shall be made under section 143.

18 "(h) CERTAIN PERSONS NOT ELIGIBL.-This section

19 shall not apply to any estate or trust, nor shall it apply to

20 any nonresident alien individual."

21 (b) No INTEREST ON INDIVIDUAL INCOME TAX RE-

22 FUNDS FOR 1974 REFUNDED WITHIN 60 DAYS AFTER

23 RETURN Is FILED.-In applying section 6611 (e) of the

24 Internal Revenue Code of 1954 (relating to income tax

25 refund within 45 days after return is filed) in the case of any
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6

1 overpayment of tax imposed by subtitle A of such Code by

2 an individual (other than an estate or trust and other than a

.3. nonresident alien individual) for a taxable year beginning in

4 1974, "60 days" shall be substituted for "45 days" each

5 place it appears in such section 6611 (e).

6 (C) CLERICAL AMENDMENT.-The table of sections for

7 such subchapter B is amended by adding at the end thereof

8 the following new item:

"Sec. 6428. Refund of 1974 individual income taxes."

9 SEC. 102. REFUNDS DISREGARDED IN THE ADMINISTRA-

10 TION OF FEDERAL PROGRAMS AND FED.

11 ERALLY ASSISTED PROGRAMS.

12 - Any payment considered to have been made by any

13 individual by reason of section 6428 of the Internal Revenue

14 Code of 1954 shall not be taken into account as income or

15 receipts for purposes of determining the eligibility of such

16 individual or any other individual for benefits or assistance,

17 or the amount or extent of benefits or assistance, under any

18 Federal program or under any State or local program fi-

19 nanced in whole or in part with Federal funds.
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1 TITLE II-REDUCTIONS IN
2 INDIVIDUAL INCOME TAXES.
3 SEC. 201. INCREASE IN LOW INCOME ALLOWANCE.

4 (a) IN GENERAL.-Subsection (c) of section 141 (re-

5 lating to low income allowance) is amended to read as

6 follows:

7 "(c) Low INCOMNE ALLOWANCE.-The low income

8 allowance is-

9 "(1) $2,500 in the case of-

10 " (A) a joint return under section 6013, or

11 "(B) a surviving spouse (as defined in section

12 2 (a)),

13 "(2) $1,900 in the case of an individual who is

14 not married and who is not a surviving spouse (as

15 so defined), or

16 "(3) $1,250 in the case of a married individual

17 filing a separate return."

18 (b) CHANGE IN FILING REQUIREMENTS To REFLECT

19 INCiEASB IN Low INCOME ALLOWANCE.-SO much of

20 paragraph (1) of section 6012 (a) (relating to persons re-

48-493 0 - 75 - 2
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8

1 quired to make returns of income) as precedes subparagraph

2 (C) thereof is amended to read as follows:

3 "(1) (A) Every individual having for the taxable

4 year a gross income of $750 or more, except that a

5 return shall not be required of an individual (other than

6 an individual referred to in section 142 (b))-

7 "(i) who is not married (determined by apply-

8 - ing section 143), is not a surviving spouse (as

9 defined in seciton 2 (a)), and for the taxable year

10 has a gross income of less than $2,650,

11 "(ii) who is a surviving spouse (as so defined)

12 and for the taxable year has a gross income of less

13 than $3,250, or

14 _. - (iii) who is entitled to make a joint return

15 under section 6013 and whose gross income, when

16 combined with the gross income of his spouse, is,

17 for the taxable year, less than $4,000 but only

18 if such individual and his spouse, at the close of

19 the taxable year, had the same household as their

20 home.

21 Clause (iii) shall not apply if for the taxable year such

22 spouse makes a separate return or any other taxpayer is

23 entitled to an exemption for such spouse under section

24 15i(e).
25 t"(B) The amount specified in clause (i) or (ii) of
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1 subparagraph (A) shall be increased by $750 in the case

2 of an individual entitled to an additional personal exemp-

3 tion under section 151 (c) (1), and the amount specified

4 in clause (iii) of subparagraph (A) shall be increased

5 by $750 for each additional personal exemption to which

6 the individual or his spouse is entitled under section

7 151 (c) ;".

8 SEC. 202. INCREASE IN PERCENTAGE STANDARD DEDUC-

9 TION.

10 (a) INcRAsE.--Subsection (b) of section 141 (relat-

11 ing to percentage standard deduction) is amended to read as

12 follows:

13 "(b) PERCENTAGE STANDARD DEDUCTION.--The per-

14 centage standard deduction is an amount equal to 16 percent

15 of adjusted gross income but not to exceed-

16 "(1) $3,000 in the case of-

17 "(A) a joint return under section 6013, or

18 "(B) a surviving spouse (as defined in section

19 2 (a)),

20 "(2) $2,500 in the case of an individual who is

21 not married and who is not a surviving spouse (as so

22 defined), or

23 "(3) $1,500 in the case of a married individual

24 filing a separate return."
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1 (b) CONFORMINO AMENEDMET.-Subparagraph (B)

2 of section 3402 (m) (1) (relating to withholding allow-

3 ances based on itemized deductions) is amended to read as

4 follows:

5 "(B) an amount equal to the lesser of (i) 16

6 percent of his estimated wages, or (ii) $3,000

7 ($2,500 in the case of an individual who is not

8 married (within the meaning of section 143) and

9 who is not a surviving spouse (as defined in

10 section 2 (a) ) ) ."

11 SEC. 203. CREDIT FOR CERTAIN EARNED INCOME.

12 (a) ALLOVAN jC OF CIREDIT.-Subpart A of part IV

13 of subchapter A of chapter 1 (relating to credits against

14 tax) is amended by redesignating section 42 as section 43

15 and by inserting after section 41 the following new section:

16 "SEC. 42. EARNED INCOME CREDIT.

17 "(a) ALLOWANCE OF CREDIT.-In the case of an

18 individual, there shall be allowed as a credit against the tax

19 imposed by this chapter for the taxable year an amount

20 equal to 5 percent of the taxpayer's adjusted earned income

21 for the taxable year.

22 " (b) ADJUSTED EAIRNED INCOmE.-For purposes of

23 this section, the term 'adjusted earned income' means-

24 "(1) so much of the individual's earned income
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1 for the taxable year as does not exceed $4,000, reduced

2 by

3 "(2) two times the excess over $4,000 of the

4 greater of-

5 "(A) the taxpayer's adjusted gross income for

6 the taxable year, or

7 "(B) the taxpayer's earned income for the

8 taxable year.

9 "(c) EARNED INCOME DEFINED.-

10 "(1) IN GENERAL.-For purposes of this section,

11 the term 'earned income' means-

12 "(A) wages, salaries, tips, and other em1-

13 ployee compensation, plus

14 "(B) the amount of taxpayer's net earnings

15 Trom self-employment for the taxable year (within

16 the meaning of section 1402 (a)).

17 "(2) SPECIAL RULES.-For purposes of para-

18 graph (1)-

19 "(A) except as provided in subparagraph (B),

20 any amount shall be taken into account only if such

21 amount is includible in the gross income of the tax-

22 payer for the taxable year,

23 "(B) the eArned income of an individual shall
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12

be computed without regard to any community

property laws,

"(C) no amount received as a pension or an-

nuity shall be taken into account,

"(D) compensation described in paragraph

(1) (A) for services performed by an individual in

the employ of his spouse, father, mother, son, or

daughter (within the meaning of section 3121 (b)

(3)) shall be taken into account only if such com-

pensation constitutes wages (as defined in section

3121 (a)) and only if such wages are evidenced by

a receipt required to be furnished under section 6051

(a) (relating to receipts for employees),

"(E) in the case of an individual who has not

attained the age of 18 years by the close of his tax-

able year-

"(i) compensation described in paragraph

(1) (A) shall be taken into account only if such

compensation is evidenced by a receipt required

to be furnished under section 6051 (a), and

"(ii) earnings described in paragraph (1)

(B) shall be taken into account only if such in-

dividual has self-employment income for the tax-

able year (within the meaning of section 1402

(b)), and
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1 "(F) no amount to which section 871 (a) ap-

2 plies (relating to income of nonresident alien indi-

3 viduals not connected with United States business)

4 shall be taken into account.

5 "(d) REQUIREMENT OF JOINT REruR.-In the case

6 of an individual who is married (within the meaning of see-

7 tion 143), this section shall apply only if a joint return is

8 filed for the taxable year under section 6013.

9 "(e) TAXABLE YEAR MUST BE FULL TAXABLE

10 YEAR.-Except in the case of a taxable year closed by reason

11 of the death of the taxpayer, no credit shall be allowable

12 under this section in the case of a taxable year covering a

13 period of less than 12 months."

14 (b) REFUND To BE ,MADE WHERE CREDIT EXCEEDS

15 LIABILITY FOR TAx.-Section 6401 (b) (relating to exces-

16 sive credits) is amended-

17 (1) by inserting ", 42 (relating to earned income

18 credit) ," before "and 667 (b) "; and

19 (2) by striking out "and 39" and inserting in lieu

20 thereof ", 39, and 42".

21 (c) CLERICAL AMENDMENT.-The table of sections for

22 such subpart A is amended by striking out the last item and

23 inserting in lieu thereof the following:

"Sec. 42. Earned income credit.
"See. 43. Overpayments of tax."
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1 SEC. 204. WITHHOLDING TAX.

2 (a) REQUIREMENT OF WITHHOLDING.--Subsection

3 (a) of section 3402 (relating to income tax collected at

4 source) is amended at read as follows:

5 "(a) REQUIREMENT OF WITHUOLDING.-

6 "(1) GENS ERAL RULE.-Except as otherwise pro-

7 vided in this section, every employer making payment of

8 wages shall deduct and withhold upon such wages a tax

9 determined in accordance with-

10 "(A) in the case of wages paid on the basis of

11 an annual payroll period, the table set forth in para-

12 graph (2), or

13 " (B) in the case of wages paid on the-basis of

14 other payroll periods, tables prescribed by the Secre-

15 tary or his delegate.

16 In the tables prescribed under subparagraph (B), the

17 amounts set forth as the amount of wages and the amount

18 of income taxes to be deducted and withheld shall be

19 computed on the bags of the table set forth in paragraph

20 (2). For purposes of this subsection, the term 'the

21 amount of wages' means the amount by which the wages

22 exceed the number of withholding exemptions claimed,

23 multiplied by the amount of one such exemption as shown

24 ,in the table in subsection (b) ( 1 ).
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"(2) ANNUAL PAYROLL PERIOD.-

"(A) Single Person-Including Head of Household:

"If the amount of The amount of Income tax to be
wages Is:

Not over $3,000 --------------
Over $3,000 but not ovei

$4,500.
Over $4,500 but not ovei

$7,500.
Over $7,500 but not ovei

$10,500.
Over $10,500 but not ovei

$14,000.
Over $14,000 but not ovei

$15,200.
Over $15,200 but not ovel

$18,000.
Over $18,000------------

"(B) Married Person:
"If the amount of

wages is:
Not over $2,450-----------
Over $2,450 but not over

$5,450.
Over $5,450 but not over

$9,250.
Over $9,250 but not over

$12s250.
Over $12,250 but not over

$14,750.
Over $14,750 but not over

$20,950.
Over $20,950 but not over

$25,650. -
Over $25,650------------

withheld shall be:
0.
33% of excess over $3,000.

$495 plus 21% of excess
$4,500.

$1,125 plus 26% of excess
$7,500.

$1,905 plus 21% of excess
$10,00.

$2,640 plus 28% of excess
$14,000.

$2,976 plus 30% of excess
$15,200.

$3,816 plus 35% of excess
$18,000.

over

over

over

over

over

over

The amount of income tax to be
withheld shall be:

0.
16% of excess over $2,450.

$480 plus 20% of excess over
$5,450.

$1,240 plus 21% of excess over
$950.

$1,670 plus 15% of excess over
$12,250.

$2,245 plus 26% of excess over
$14,750.

$3,857 plus 30% of excess over
$20,950.

$5,267 plus 36% of excess over
$25,650."

' (b) CONFORMING AMENDMENT.-,Section 3402 (c)

(6) (relating to wage bracket withholding) is amended by

striking out "table 7 contained in subsection (a)" and insert-

ing in lieu thereof "the table for an annual payroll period

set forth in subsection (a) (2) ".

I

2

3

4

5

6
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1 SEC. 205. EFFECTIVE DATES.

2 (a) FOR SECTIONS 201 AND 202 (a) .- The amend-

3 ments made by sections 201 and 202 (a) shall apply to

4 taxable years ending after December 31, 1974. Such amend-

5 ments shall cease to apply to taxable years ending after

6 December 31, 1975.

7 (b) FOR SECTION 203.-The amendments made by sec-

8 tion 203 shall apply to taxable years beginning after Decem-

9 ber 31, 1974, and before January 1, 1976.

10 (c) FoOR SECTIONS 202 (b) AND 204.-The amend-

11 ments made by sections 202 (b) and 204 shall apply to

12 wages paid after April 30, 1975, and before January 1,

13 1976.

14 TITLE 111-CERTAIN CHANGES IN
15 BUSINESS TAXES
16 SEC. 801. INCREASE IN INVESTMENT CREDIT.

17 (a) INCREASE OF INVESTMENT CREDIT TO 10 PER-

18 CENT.-Paragraph (1) of section 46(a) (determining the

19 amount of the investment credit) is amended to read as

20 follows:

21 "(1) GNAL RULE.-

22. "(A) 10-PERCENT CREDIT.-Except as pro-

23 vided in subparagraph (B), the amount of the credit

24 allowed by section 38 for the taxable year shall be

25 equal to 10 percent of the qualified investment (as
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1 determined under subsections (c) and (d)).

2 "(B) 7-PERCENT CREDIT.-In the case of

property-

4 "(i) the construction, reconstruction, or

5 erection of which is completed by the taxpayer

6 before January 22, 1975, or

7 "(ii) which is acquired by the taxpayer

8 before January 22, 1975,

9 the amount of the credit allowed by section 38 for

j-0 the taxable ycar shall be equal to 7 percent of the

11 qualified investment (as defined in subsection (c)).

12 "(C) TRANSITIONAL RULE.-In the case of

13 property-

14 "(i) the construction, reconstruction, or

15 erection of which is begun by the taxpayer be-

16 fore January 22, 1975, and

17 "(ii) the construction, reconstruction, or

18 erection of which is completed by the taxpayer

19 after January 21, 1975.

20 subparagraph (B) shall apply to the property to

21 the extent 'of that portion of the basis which is

22 properly attributable to construction, reconstruction,

23 or erection before January 22, 1975, and sub-

24 paragraph (A) shall apply to such property to the
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1 extent of that portion of the basis which is properly

2 attributable to construction, reconstruction, or erec-

3 tion after January 21, 1975."

4 (b) PUBLIC UTILITY PROPERTY.-

5 (1) DwE'nFMINATION OF QUALIFIED INVEST-

6 MENT.-Subparagraph (A) of section 46 (c) (3) (re-

7 lating to determination of qualified investment in the

8 case of public utility property) is amended to read as

9 follows:

10 "(A) To the extent that subsection (a) (1)

11 (B) applies to property which is public utility

12 property, the amount of the qualified investment

13 shall be 4 of the amount determined under para-

14 graph (1)."

15 (2) INCREASE IN 50-PERCENT LIMITATION.-Sec-

16 tion 46 (a) (relating to determination of amount of

17 credit) is amended by adding at the end thereof the

18 following new paragraph:

19 "(6) ALTERNATIVE LIMITATION IN THE CASE OF

20 CERTAIN UTILITIES.-

21 "(A) IN OENERAL.-If, for a taxable year be-

22 ginning aftbr 1974 and before 1981, the amount of

23 the qualified investment of the taxpayer which is

24 attributable to public utility property is 25 percent

25 or more of his aggregate qualified investment, then
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19

1 subparagraph (C) of paragraph (2) of this sub..

2 section shall be applied by substituting for 50 per-

3 cent his applicable percentage for such year.

4 "(B) APPLICABLE PERCENTAE.-The appli-

5 cale percentage of any taxpayer for any taxable

6 year iw-

7. "(i) 50 percent, plus

8 "(ii) that proportion of the tentative per-

9 centage for the taxable year which the taxpay-

10 her's amount of qualified investment which is

11 public utility property bears to his aggregate

12 qualified investment.

13 If the proportion referred to in clause (ii) is 75 per-

14 cent or more, the applicable percentage of the tax-

15 payer for the year shall be 50 percent plus the

16 tentative percentage for such year.

17 " (C) TENTATIVE PERCENTAG.-For p1ir-

18 poses of subparagraph (B), the tentative percentage

19 shall be determined under the following table:

"If the taxable year The tentative
begins in: percentage is:

1975 or 1976 ------------------------------- 50
1977 ----------------------------------------- 0
1978 ---------------------------------------- . O
1979 ----------------------------------------- 20
1980 ----------------------------------------- 10.
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1 "(D) PUBLIC UTILITY PROPERTY DEFINED.-

2 For purposes of this paragraph, the term 'public

3 utility property' has the meaning given to such

4 term by the first sentence of subsection (c) (3)

5 (B)."

6 (C) CAP ON THE INCREASE IN INVESTMENT CREDIT

7 BENEFITS FOR PUBLIC UTILITIES WI11CH MAY RESULT

8 FROM INCREASING INVESTMENT CREDIT TO 10 PER-

9 CENT.-

10 (1) IN OENERAL.-The amount of the credit al-

11 lowed by section 38 of the Internail Revenue Code of

12 1954 to any taxpayer which is a public utility for the

13 taxable years shall not exceed by more than $100,000,-

14 000 the amount of such credit which would have been

15 allowed to such taxpayer for such year but for the

16 amendments made by subsections (a) and (b) (1) of

17 this section.

18 (2) CREDIT IN EXCESS OF CAP M1AY BE CARRIED

19 ONLY TO TAXABLE YEARS TO WHICH THIS SUBSEC-

20 TION APPLIES.-For purposes of section 46 (b) (1) of

21 the Internal Revenue Code of 1954 (relating to carry-

22 back and carryover of unused credits), the excess of the

23 amount which would be allowable as a credit under

24 section 38 of such Code for any taxable year over tho
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1 amount which is allowable under such section after the

2 application of paragraph (1) of this subsection-

3 (A) shall be treated as an excess described in

4 such section 46 (b) (1), but

5 (B) shall be an investment credit carryback

6 and an investment credit carryover only to taxable

7 years to which paragraph (1) of this subsection

8 applies.

9 (3) CONTROLLED 'GROUP OF CORPORATIONS.--

10 For purposes of this subsection, persons who are mem-

11 bers of the same controlled group of corporations shall be

12 treated as one taxpayer. For purposes of the preceding

13 sentence, the term "controlled group of corporations"

14- has the meaning given to such term by section 1563 (a)

15 (4) PUBLIC UTILITY DEFINED.-For purposes of

16 this subsection, tile term "public utility" means a tax-

17 payer 50 percent or more of the qualified investment of

18 which for the taxable year consists of public utility prop-

19 erty within the meaning of the first sentence of section

20 46(c) (3) (B) of the Internal Revenue Code of 1954.

21 (d) INCREASE FROM $50,000 TO $75,000 or DOLLAR

22 LIMITATION ON USED PROPERTY.-Paragraph (2) of sec-

23 tion 48 (c) (relating to dollar limitation in case of used sec.

24 tion 38 property) is amended-



26

22

1

2

3

4

5

6

.7

8

9

10

11

12

13

14

15

16

17

18

19

21

22

23

24

-25

(1) by striking out "$50,000" each place it ap-

pears and inserting in lieu thereof "$75,000", and

(2) by striking out "$25,000" and inserting in

lieu thereof "$37,500".

SEC. 302. ALLOWANCE OF INVESTMENT CREDIT WHERE

CONSTRUCTION OF PROPERTY WILL TAKE

MORE THAN 2 YEARS.

(a) GENERAL RULE.-Section 46 (relating to amount

of credit) is amended by redesignating subsections (d) and

(c) as subsections (e) and (f), respectively, and by insert-

ing after subsection (c) the following new subsection:

"(d) QUALIFIED PROGRESS EXPENDITURES.-

"(1) IN GENERAL.-In the case of any taxpayer

who has made an election under paragraph (6), the

amount of his qualified investment for the taxable year

(determined under subsection (c) without regard to this

subsection) shall be increased by an amount equal to his

aggregate qualified progress expenditures for the taxable

year with respect to progress expenditure property.

" (2) PROGRESS EXPENDITURE PROPERTY )E-

FINED.-

"(A) IN GENERAL.-For purposes of this sub-

section, the term 'progress expenditure property'

means any property which is being constructed by

- - or for the taxpayer and which-.
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"(i) has a normal construction period of

two years or more, and

"(ii) it is reasonable to believe will be new

section 38 property having a useful life of .7

years or more in the hands of the taxpayer

when it is placed in service.

Clause (i) and (i) of the preceding sentence shall

be applied on the basis of facts known at the close

of the taxable year of the taxpayer in which con-

struction begins (or, if later, at the close of the first

taxable year to which an election under this subsec-

tion applies).

" (B) NORmAL CONSTRUCTION PERIOD.-F or

purposes of subparagraph tA), the term 'normal

construction period' means the period reasonably ex-

pected to be required for the construction of the

property-
_" (i) beginning with the date on which

physical work on the construction begins (or,

if later, the first day of the first taxable year to

,which an election under this subsection ap-

plies), and

"(ii) ending on the date on- which it is

expected that the property will be available for

placing in service.
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1 "(3) QUALIFIED PROGRESS EXPENDITURES DE-

2 FIN -For purposes of this subsection-

3 " (A) SELF-CONSTRUCTED PROPERTY.-In the

4 case of any self-constructed property, the term

5 'qualified progress expenditures' means the amount

6 which, for purposes of this subpart, is properly

7 . chargeable (during such taxable year) to capital

8 account with respect to such property.

9 "(B) NON-SELF-CONSTRUCTED PROPERTY.-

10 In the case of non-self-constructed property, the term

11 'qualified progress expenditures' means the lesser

12 of-

13 " (i) the amount paid during the taxable

14 year to another person for the construction of

15 such property, or

16 "(ii) the amount which represents that pro-

17 portion of the overall cost to the taxpayer of the

18 construction by such other person which is prop-

19 erly attributable to that portion of such construc-

20 tion which is completed during such taxable

21 year.

22 "(4) SPECIAL RULES FOR APPLYING PARAGRAPH

23 (3.-For purposes of paragraph (3) -

24 "(A) COMPONENT PAW S, ETO.-Property

25 which is to be a component part of, or is otherwise
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1 to be included in, any progress expenditure property

2 shall be taken into account-

3 "(i) at a time not earlier than the time at

4 which it becomes irrevocably devoted to use in

5 the progress expenditure property, and

6 "(ii) as if (at the time referred to in

7 clause (i)) the taxpayer had expended an

8 amount equal to that portion of the cost to the

9 taxpayer of such component or other property

10 which, for purposes of this subpart, is properly

11 chargeable (during such taxable year) to capi-

12 tal account with respect to such property.

13 "(B) CERTAIN BORROWINGS DISREGARDED.-

14 Any amount borrowed directly or indirectly by the

15 taxpayer from the person constructing the property

16 for him shall not be treated as an amount expended

17 for such construction.

18 " (C) CERTAIN UNUSED EXPENDITURES CAR-

19 BIED oVER.-In the case of non-self-constructed

20 property, if for the taxable year-

21 "(i) the amount under clause (i) of para-

22 graph (3) (B) exceeds the amount under clause

23 (ii) of paragraph (3) (B), then the amount of

24 such excess shall be taken into account under



30

26

1 such clause (i) for the succeeding taxable year,

2 or

3 "(ii) the amount under clause (ii) of

4 paragraph (3) (B) exceeds the amount under

5 clause (i) of paragraph (3) (B), then the

6 amount of such excess shall be taken into ac-

7 count under such clause (ii) for the succeeding

8 taxable year.

9 " (D) DETERMINATION OF PI.ERCENTAGE OF

10 COMPLETION.-In the case of non-self-constructed

11 property, the determination under paragraph (3)

12 (B) (ii) of the proportion of the overall cost to the

13 taxpayer of the construction of any property which

14 is properly attributable to construction completed

15 during any taxable year shall be made, under reg-

16 ulations prescribed by the Secretary or his delegate,

17 on the basis of engineering or architectural estimates

18 or on the basis of cost accounting records. Unless the

19 taxpayer establishes otherwise by clear and convinc-

20 ing evidence, the construction shall be deemed to be

21 completed not more rapidly than ratably over the

22 normal construction period.

23 "(E) No QUALIFIED PROORES EXPENDI-

24 TURES FOR CERTAIN PRIOR PERIODS.-In the case

25 of any property, no qualified progress expenditures
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1 shall be taken into account under this subsection for

2 any period before January 22, 1975 (or, if later,

3 before the first day of the first taxable year to which

4 an election under this subsection applies).

5 "(F) No QUALIFIED PROGRESS EXPENDI-

6 TURES FOR PROPERTY FOR YEAR IT IS PLACED IN

7 SERVICE, ETC.-In the case of any property, no

8 qualified progress expenditures shall be taken into

9 account under this subsection for the earlier of-

10 "(i) the taxable year in which the property

11 is placed in service, or

12 " (ii) the first taxable year for which re-

13 capture is required under section 47 (a) (3)

14 with respect to such property,

15 or for any taxable year thereafter.

16 " (5) OTHER DEFINITIONS.-For purposes of this

17 subsection-

18 " (A) SELF-CONSTRUCTED PROPERT.-The

19 tern 'self-constructed property' means property

20 more than half of the construction exl)enditures for

21 which it is reasonable to believe will be made di-

22 rectly by the taxpayer.

23 "(B) NON-SELF-CONSTRUCTED PROPERTY.-

24 The term 'non-self-constructed property" means

25 property which is not self-constructed property.
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"(C) CONSTRUCTION, ETC.--The term 'con-

struction' includes reconstruction and erection, and

the term 'constructed' includes reconstructed and

erected.

"(D) ONLY CONSTRUCTION OF SECTION 38

PROPERTY TO BE TAKEN INTO ACCOUNT.-Con-

struction shall be taken into account only if, for

purposes of this subpart, expenditures therefor are

properly chargeable to capital account with respect

to the property.

"(6) ELECTION.-An election under this subsection

may be made at such time and in such manner as the

Secretary or his delegate may by regulations prescribe.

Such an election shall apply to the taxable year for

which made and to all subsequent taxable years. Such

an election, once made, may not be revoked except with

the consent of the Secretary or his delegate.

"(7) TRANSITIONAL RULES.-The qualified invest-

ment taken into account under this subsection for any

taxable year beginning before January 1, 1980, with

respect to any property shall be (in lieu of the full

amount) an amount equal to the sum of-
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"(A) the applicable percentage of the full

amount determined under the following table:

"For a taxable year The applicable
beginning in: . percentage Is:

1974 or 1975 ---------------------------- 20
1976 ----------------------------- 4
1977 --------------------------------- 60
1978 ---------------------------- 80
1979 ------------------------------------ 100;

plus

4 "(B) in the cmse of any property to which this

5 subsection applied for one or more preceding taxable

6 years, 20 percent of the full amount for each such

7 preceding taxale year.

8 For purposes of this paragraph, the term 'full amount',

9 when used with respect to any property for any taxable

i0 year, means the amount of the qualified investment for

11 such property for such year determined under this sub-

12 section without regard to this paragraph."

13 (b) CONFORMING AMENDMENTS.-

14 (1) AMENDMENT OF SECTION 46(c).--Section 46

15 (c) (relating to qualified investment) is amended by

16 adding at the end thereof the following new paragraph:

17 "(4) COORDINATION WITH SUBSECTION (d).-The

18 amount which would (but for this paragraph) be
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treated as qualified investment under this subsection with

respect to any property shall be reduced (but not below

zero) by any amount treated by the taxpayer or a

predecessor of the taxpayer (or, in the case of a sale and

leaseback described in section 47 (a) (3) (C), by the

lessee) as qualified investment with respect to such prop-

erty under subsection (d), to the extent the amount so

treated has not been required to be recaptured by reason

of section 47 (a) (3)."

(2) AMENDMENT OF SECTION 46(axi).-Paragraph

(1) of section 46(a) (as in effect without the amend-

ment made by section 301 (a) ) is amended by striking

out "(as defined in subsection (c))" and inserting in

lieu thereof "(as determined under subsections (c) and

(d))".
(3) DISPOSITION, ETC.-

(A) Subsection (a) of section 47 (relating to

certain dispositions, etc., of section 38 property) is

amended by redesignating paragraph (3) as para-

graph (4) and by inserting after paragraph (2) the

following new paragraph:

" (3) PROPERTY CEASES TO BE PROGRESS EX-

PENDITURE PROPERTY.-

"(A) IN GENERA.-If during any taxable

year and property taken into account in determin-
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1 ing qualified investment under section 46 (d) ceases

2 (by reason of sale or other disposition, cancellation

3 or abandonment of contract, or otherwise) to be,

4 with respect to the taxpayer, property which, when

5 placed in service, will be new section 38 property,

6 then the tax under this chapter for such taxable year

7 shall be increased by an amount equal to the aggre-

8 gate decrease in the credits allowed under section 38

9 for all prior taxable years which would have resulted

10 solely from reducing to zero the qualified investment

11 taken into account with respect to such property.

12 "(B) CERTAIN EXCESS CREDIT RECAP-

13 TURED.-Any amount which would have been ap-

14 plied as a reduction of the qualified investment in

15 property by reason of paragraph (4) of section 46

16 (c) but for the fact that a reduction under such

17 paragraph cannot reduce qualified investment below

18 zero shall be treated as an amount required to be

19 recaptured under subparagraph (A) for the taxable

20 year in which the property is placed in service.

21 "(C) CERTAIN SALES AND LEASEBACKS.-

22 Under regulations prescribed by the Secretary or

23 his delegate, a sale by, and leaseback to, a taxpayer

24 who, when the property is placed in service, will

25 be a lessee to whom section 48 (d) applies shall not
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be treated as a cessation described in subparagraph

(A) to the extent that the qualified investment

which will be passed through to the lessee under

section 48 (d) with respect to such property does

not exceed the qualified progress expenditures prop-

orly taken into account by the lessee with respect to

such property.

" (D) COORDINATION WITH PARAGRAPH

(l).-If after property is placed in service, there is a

disposition or other cessation described in paragraph

(1), paragraph (1) shall be applied as if any credit

which was allowable by reason of section 46 (d)

and which has not been required to be recaptured

before such cessation were allowable for the taxable

year the property was placed in service."

(c) OLERIGAL AMENDMENTS.-

(1) Paragraph (4) of section 47 (a) (as redesig-

nated by subsection (b) (3) (A) of this section) is

amended by striking out "paragraph (1)" and inserting

in lieu thereof "paragraph (1) or (3) ".

(2) Paragraphs (5) and (6) (B) of section 47 (a)

are each amended by striking out "paragraph (3)" and

inserting in lieu thereof "paragraph (4) ".

(3) Paragraphs (1) and (2) of section 48 (d) are
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1 each amended by striking out "section 46 (d) (1)" and

2 inserting in lieu thereof "section 46(e) (1)"i

3 (4) Subsection (f) of section 50B is amended by

4 striking out "section 46 (d)" and inserting in lieu thereof

5 "section 46 (e) ".

6 SEC. 303. INCREASE IN CORPORATE SURTAX EXEMPTION.

7 (a) GENERAL RuLE.-Section 1-(d) (relating to sur-

8 tax exemption) is amended by striking out "$25,000" and

9 inserting in lieu thereof "$50,000".

10 (b) TECHNICAL AND CONFORMING AMENDMENTS.-

11 (1) Paragraph (1) of section 1561 (a) (as in

12 effect for taxable years beginning after December 31,

13 1974) (relating to limitations on certain., multiple tax

14 benefits in the case of certain controlled corporations)

15 is amended by striking out "$25,000" and inserting in

16 lieu thereof "$50,000".

17 (2) Paragraph (7) of section 12 (relating to cross

18 references for tax on corporations) is amended by strik-

19 ing out "$25,000" and inserting in lieu thereof

20 "$50,000".

21 (3) Section 962 (c) (relating to surtax exemption

22 for individuals electing to be subject to tax at corporate

23 rates) is amended by striking out "$25,000" and insert-

24 ing in lieu thereof "$50,000".
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1 SEC. 304. EFFECTIVE DATES.

2 (a) FOR SECTION 301.-

3 (1) INCREASE OF INVESTMENT CREDIT TO 10

4 PERCENT.-The amendments made by subsections (a)

5 and (b) (1) of section 301 shall apply to--

6 (A) property placed in service after Janu-

7 ary 21, 1975, and before January 1, 1976, in tax-

8 able years ending after January 21, 1975,

9 (B) property-

10 (i) acquired pursuant to orders placed

11 before January 1, 1976, and

12 (ii) placed in service in 1976 in taxable

13 years ending after December 31, 1975,

14- (C) property the construction, reconstruction,

15 or erection of which is completed by the taxpayer

16 and which is placed in service after December 31,

17 1975, but only to the portion of the basis of such

18 property which is properly attributable to construe-

19 tion, reconstruction, or erection by the taxpayer

20- after January 21, 1975, and before January 1,

21 1976, and

22 (D) qualified progress expenditures, as de-

23 scribed in section 46 (d) of the Internal Revenue

24 Code of 1954, made after January 21, 1975, and

25 before January 1, 1976, but only to the portion of
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t the basis of the progress expenditure property, as

2 described in such section 46 (d), which is properly

3 attributable to construction, reconstruct'ion, or erec-

4 tion for the taxpayer after January 21, 1975, and

5 before January 1, 1976.

(3 (2) INCREASE IN 50-PERCENT LIMITATION.-The

7 amendment made by subsection (b) (2) of section 301

8 shall apply to taxable years beginning after December

9 31, 1974.

10 (3) INCREASE IN LIMITATION ON USED PROP-

i ERTY.-The amendments made by subsection (d) of sec-

12 tion 301 shall apply to taxable years beginning after

13 December 31, 1974, and before January 1, 1976.

14 (b) FOR SECTION 302.-The amendments made by sec-

15 tion 302 shall apply to taxable years ending after Decem-

16 bery1, 1974.

17 (c) FOR SECTION 303.-

18 (1) IN G6NERAL.-The amendments made by sec-

19 tion 303 shall apply to taxable years ending after De-

20 cember 31, 1974. Such amendments shall cease to apply

21 for taxable years ending after December 31, 1975.

22 (2) CHANGES TREATED AS CHANGES IN TAX

23 RATE.-Section 21 (relating to change in rates during

24 taxable year) is amended by adding at the end-thereof

25 the following new subsection:
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1 "(f) INCREASE IN SURTAX EXEMPTiON, ETC.-In

2 applying subsection (a) to a taxable year of a taxpayer

3 which is not a calendar year, the change made by section

4 303, and the change made by the second sentence of section

5 304 (c) (1), of the Tax Reduction Act of 1975 in section

6 11 (d) (relating to corporate surtax exemption) and in sec-

7 tion 962 (c) (relating to individuals electing to be taxed

8 at corporate rates) shall each be treated as a change in a

9 rate of tax."

10 TITLE IV-REPEAL OF-PERCENTAGE
11 DEPLETION FOR OIL AND GAS
12 SEC. 101. REPEAL OF OIL AND GAS DEPLETION.

13 " (a) Section 613(b) (1) (A) of the Internal Revenue

14 Code is amended by striking out the words "oil and gas

15 wells," and by substituting therefor the words "certain gas

16 wells as defined in subse';tion (e)."

17 (b) Section 613 (b) (7) of such Code is amended by:

18 (1) Deleting "or" at the end of subparagraph (A)

19 thereof;

20 (2) Deleting the period at the end of subparagraph

21 (B) thereof and by inserting, in lieu thereof, "; or"; and

-- (3) Adding the following new subparagraph after

23 such subparagraph (B):

24 "(C) Oil and gas wells."
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1 SE9C. 102. CERTAIN GAS WELLS.

2 The following new subsection is added to section 613

3 of the Internal ]Revenue Code:

4 "(e) SPECIAL RULE FOR CERTAIN GAS WELLS.-

5 "(1) The gas wells referred to in section 613 (b)

6 (1) (A) are-

7 "(A) wells producing regulated natural gas,

8 "(B) wells producing natural gas sold under a

9 fixed contract, and

10 "(C) any geothermal deposit which is deter-

11 mined to be a gas well within the meaning of see-

12 tion 613(b) (1) (A).

13 "(2) (A) The term 'natural gas sold under a, fixed

14 contract' means domestic natural gas sold by the producer

15 under a contract, in effect on February 1, 1975, and all

16 times after before such sale, under which the price for

17 such gas cannot be adjusted to reflect to any extent the

18 increase in liabilities of the seller for tax under this

19 section by reason of the repeal of percentage depletion.

20 Price increases subsequent to February 1, 1975 shall be

21 presumed to take increases in tax liabilities into account

22 unless the taxpayer demonstrates to the contrary by clear

23 and convincing evidence.

24 "(B) The term 'natural gas' means any product

25 (other than crude oil) of an oil or gas well if a deduction



42

38

1 for depletion is allowable under section 611 with respect

2 to such product.

3 "(0) The term 'domestic' refers to petroleum from

4 an oil or gas well located in the United States or in a

5 possession of the United States.

6 "(D) The term 'crude oil' includes a natural gas

7 liquid recovered from a gas well in lease separators or

8 field facilities.

9 "(E) The term 'regulated natural gas' means

10 domestic natural gas produced and sold by the producer,

11 prior to July 1, 1976 subject to the jurisdiction of the

12 Federal Power Commission the price for which has not

13 be adjusted to reflect to any extent the increase in

14 liability of the seller for tax by reason of the repeal of

15 percentage depletion. Price increases subsequent to

16 February 1, 1975 shall be presumed to take increases in

17 tax liabilities into account unless the taxpayer demon-

18 strates the contrary by clear and convincing evidence."

-19 SEC. 10& EFFECTIVE DATES.

20 The amendments made by sections 101 and 102 of this

21 bill shall apply to oil and-gas produced on or after January 1,

22 1975.

Passed the House of Representatives February 27, 1975.

Attest: W. PAT JENNINGS,

Clerk.



43

The CHAIRMAN%. We will be happy to know your views with regard
to this tax cut proposal. I would suggest that, you present your state-
ment in brief and at the conclusion of it we will then proceed to call
on Senators under a 5-minute rule for the first round of questioning.

STATEMENT OF HON. WILLIAM E. SIMON, SECRETARY OF THE
TREASURY; ACCOMPANIED BY HON. FREDERIC HICKMAN,
ASSISTANT SECRETARY OF THE TREASURY

Secretary Si:.roN,-. I welcome the opportunity, Mr. Chairman, to
appear this morning and speak on the legislation to reduce taxes and
stimulate the economy.

Our economy today is declining at a very unacceptable rate. Our
Government is clearly called upon for prompt and effective action that
is going to strengthen the prospects for recovery this year. More than
8 percent. of the work force is unemployed, and this statistic will prob-
ably get worse before it gets better.

At the same time, we are all aware that the rate of inflation in 1974
was in excess of 12 percent. the highest in our peacetime history. While
the rate has decreased in recent weeks, it still is unacceptably high and
we have to avoid actions that are only going to serve to rekindle it.
Simultaneously, we must face up to the challenge that has developed
in the energy field. We have developed a heavy reliance on imports,
which has exposed us to economic coercion by "the OPEC cartel and
unacceptable national security risks. Our problems, then, are large
and complex.

Seven weeks ago today, President Ford, after considerable study
and consultation, proposed an integrated and comprehensive program
in both the economic and energy fields. The House of Representatives
has just passed a bill which provides a reduction in taxes to give stimu-
lus to the economy.-As you know, it also repeals the percentage deple-
tion allowance for oil a'nd gas wells. In view of the obvious need for a
prompt tax cut, we regret the addition of this nongermane provision
to the bill. I will discuss the need for a clean bill a little later in my
testimony.

The President's program is separated for congressional action into
an economic stimulus program and an energy .program. However, the
problems of inflation, recession and energy are not separate, but intri-
cately interrelated. To some extent, remedies for one problem work at
cross purposes with remedies for the other two. Nevertheless, the need
for inimediate economic stimulus through a temporary tax reduction
has such a high priority that. we urge you now to concentrate your de-
liberations on the economic stimulus and to defer your consideration
of measures such as the depletion allowance.

Our goal must be to keep a balance in our economic policies. We all
recognize that the recession has become very serious, causing wide-
spread hardships and unemployment. Moreover, it has developed
more rapidly and has been deeper than anyone expected. It is apparent
that under those circumstances we must shift the balance. more heavily
in the direction of fighting the recession. Yet, in achieving a recovery
from the current recession, which we can and will do, we must not
choose a path that leads to an overheating of the economy. We will
lose the opportunity to arrive at stable growth if we switch to exces-
sively stimulative policies, especially if their effect is more than tem-

48-493 0 - 75 - 4
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porary. This has been the pattern in the past decades and we must not
repeat it again.

"In broad outline, the President has proposed two temporary and
immediate measures to stimulate the economy: a refund of 1974 taxes
to individuals and a temporary increase in the investment credit for
business. Together they would reduice taxes by $16.5 billion. The
President has also proposed a number of permanent tax reductions,
including a restructuring of our tax rates, but those proposals are
linked to the energy program and I will not focus on them today.

The President recommends that individual taxpayers receive a
refund of 12 percent of their income taxes for 1974, wiih a maximum
refund of 1,000 per return. The refund would be computed by the
Internal Revenue Service based on income tax returns filed on the
regular basis. The total amount of the 1974 refund would be $12.2
billion and would be paid in two installments, one beginning in May
and the other in September.

Present Proosed Percent
Adjusted gross Income tax refund saving

0. . . .. $12 -12.0
r? 000 ............... 40 48 12.0I0,000 .......................................................... 86 7 104 -12.0

12,.00 .......................................................... 1 261 151 -12.0
15,000 ......................................................... 1,699 204 -12.0

$0,000 .......................................................... 2,660 319 -12.0
7,95 955 -12.0

000: ------------------------------------------ ...... 11,465 1,(000 -8.7
16000 ......................................................... 33,340 1,000 -3.0$200,000 ........................................................ .85,620 1,o0 -1.2

Secretary SimoN. On the chart taxpayers with incomes of less than
$15,000 now pay-31 percent of the income tax, and they would receive
36 percent of the refund. Eighty percent of the refund would go to
taxpayers with less than $30,000 of income who pay 68 percent of the
income tax. At the upper extreme, 24 percent of the income tax is paid
by taxpayers with incomes in excess of $40,000. These taxpayers would
receive only 11 percent of the total.

Percent of
1974 tax
liability Percent of

Adjusted gross income less then- before refund refund

10 000 ........................................................................ 13.0 15.1
000.. ... .. ... .. ... .. ... .. ... .. ... .. ... .. ... .. ... .. ... .. 30.8 38.0

................................................................ '....'.." 48.4 56.6
000 . ... .. .. ... .. ... .. .. ... .. ... .. .. ... .. ... .. .. ... .. .. 68.5 80.0, (:100 ........................................................................ 76. 3 89. Ik000  .... . 80.8  93.4

Secretary SI ioN. A refund of 1974 taxes has several advantages
when compared to a reduction in 1975 income-tax rates. Larger
amounts can be returned faster by mailing refund checks based on
1974 taxes than by reducing tax liabilities for the year 1975.

A reduction in 1975 tax liabilities would be achieved through re-
ductions in withholding. It would not begin for at least 1 month
after enactment and probably longer, and then only in relatively small--
weekly or biweekly amounts stretching all the way through Decem-
ber of this year.
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With a refund based on 1974 taxes, taxpayers will know more
precisely the total reduction they will receive and can plan accord-
ingly, thus accelerating the stimulative impact.

Receipt of two relatively large refund checks should have a greater
psychological effect on family budget decisions and consumption
attitudes than receiving the same total a few dollars at a time. Larger
refunds to middle income families will provide additional purchasing
power for higher priced items such as cars, household furnishings and
other durable consumer goods. The production of durable consumer
goods has fallen much more rapidly and needs the greater stimulus
which will result from larger refunds to middle income families._

With a refund based on 1974 taxes, taxpayers will be assured of
getting the refund whether or not their incomes may be reduced or
uncertain in 1975. Thus, taxpayers who had jobs in 1974 but are now
unemployed would be assured of refunds; they would not receive
such refunds if they were applied only to 1975 income.

Paying the refund in two checks rather than one will also ease
the strains on the capital markets that would be caused by the Treas-
ury's financing of the entire amount all at once.

The remaining $4.1 billion of the total $16.5 billion package will
go to corporations, farmers and other business firms in the form of
an increase of the investment tax credit to 12 percent for a 1-year
period. The increased credit would apply to qualified machinery and
equipment placed in service in 1975 or ordered by the end of 1975
and placed in service by the end of 1976. Because of the particular
plight of the Nation's regulated public utilities, the President recom-
mended other additional changes for utilities: That the discrimina-
tion against public utilities, which under current law are allowed
only a 4-percent investment credit, be eliminated permanently; that
the limitation of the maximum credit to 50 percent of liability for
tax in excess of $25,000 be increased to 75 percent for public utilities
in 1975 and then gradually reduced to 50 percent by 1980; and that
the new 12-percent rate be extended for a total of 3 years for new or
converted power-producing facilities not fired by oil or natural gas.
No other structural changes in the investment credit are proposed.

The House, H.R. 2166 bill provides a refund for individuals of
1974 taxes totaling $8.1 billion. It would generally be computed on
the basis of 10 percent of 1974 tax liability, but would be subject
to a minimum of $100, or the tax liability if less than $100, and a
maximum of $200. Also, it would phase down from $200 to $100 for
individuals with adjusted gross incomes in excess of $20,000.

In addition, the House bill would make changes in the 1975 tax
liabilities of individuals. It would increase the minimum standard
deduction or low-income allowance from $1,300 for all taxpayers to
$1,900 for single individuals and to $2,500 for taxpayers filing joint
returns. At the same time it would increase the percentage standard
deduction from 15 percent of adjusted gross income with a maximum
of $2.000 to 16 percent of adjusted gross income with a maximum
of $2,500 for single individuals and $3,000 for taxpayers filing joint
returns. The cost of these two measures would be $5.2 billion.

Finally, the House -bill provides individuals with a refundable
credit on earned income. The credit would be 5 percent of earned
income up to $4,000 and would be phased out for individuals with
incomes between $4,000 an $6,000. This provision would cost $20
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billion, and-is strongly opposed by the administration as a matter of
both tax and social welfare policy as I will explain later.

The changes in the low-income allowance and the standard deduc-
tion and the earned income credit are technically applicable for only
a 1-year period. However, based on our discussions with the Ways
and Means Committee, it is clear that they expect these changes to
become permanent. I would point out that the revenues to fund
these programs permanently are not part of the Hoiise bill.

The House bill would also provide business tax relief in two ways.
First, it would permanently increase the investment credit to 10 per-
cent, increase the limitation on used property from $25.000 to $50.000,
amd make certain changes with respect to-the timing of the availability
of the credit for property the constriction of which takes longer
than 2 years. This would cost $2.4 billion.

Second, the House bill would lower the tax rate on the second
$25,000 of corporations' taxable income to the reduced rate of 22 per-
cent now applicable to the first $25,000 of corporations' taxable in-
come. This would be accomplished by increasing the surtax exemption
from $25,000 to $50,000, and this reduction decreases revenues by $1.2
billion.

Differences between proposals, the major differences between the,
President's proposals and the House bill appear on a table below. As
you can see from this table, the President's program provides $12.2
billion to individuals of 1974 taxes. The Iouse bill provides only $8
billion on a rebate of 1974 taxes, a 1-year change in the low income
and standard deductions costing $5.2 billion, and a provision for a
refundable credit on earned income costing $2.9 billion, which the
Ways and Means Committee seems to expect will become permanent.

1974 Tax Refund to Individuals

PRESIDENT'S PROPOSALS HOUSE B-LL

$12.2 billion $8.1 billion
12% of 1974 liability: 10% of 1974 liability:

maximum-$1,000 maximum-$200
minimum-none mininum-$-100 (or total tax, if

2 installments, first as quickly as pos- less than $100)
sible, second In fall 1 installment, as quickly as possible.

"Expected" Permanent Individual Reductions

None. However, $25 billion of perma- 1. Low income allowance and percent-
nent reductions is provided in the en- age standard deduction:
ergy tax program. Increase allowance from $1.300

for all to $1,900 for singles, $2,-
500 for Joint returns.

Increase in standard deduction
from 15% of AGI with maxi-
mum of $2,000 to 16% with
maximum of $2,500 for singles
and $3,000 for Joint returns.

Revenue loss: .15.2 billion.
2. Refundable credit on earned income:

Intended roughly to refund
amount equal to employee's
half of social security taxes on
first $4,000 of income.

- Credit Phnpes out between $4,000
and $6,000 of AGI.

Revenue loss: $2.9 billion.
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Business Relief
PRESIDENT'8 PROPOSAL HOUSE BILL

1. Investment credit: 1. Investment credit:
Increase credit to 12% for one Increase to 10%.

year only. Special rules for assets ordered
Special rules for assets ordered this year and placed in service

this year and placed in service later.
later. Special rules for public utilities.

Special rules for public utilities. Special rules for construction in
Revenue loss-$4.1 billion in 1975. progress.

2. Corporate rate reduction: Revenue loss-$2.4 billion in 1975.
None. However, rate reduced 2. Corporate rate reduction:

from 48% to 42% in the energy Corporate surtax exemption in-
tax program. creased from $25,000 to $50,000

(at present 22% normal tax
applies to all income, but first
$25,000 is exempt from 26%
surtax).

Revenue loss-$1.2 billion.

Total Revenue Loss

$19.8 billion $16.3 billion

Secretary SImoN. The House bill rejected the President's proposal
for individual relief on the grounds that too much of the total income
will go to middle and upper income taxpayers. I would like to meet
this criticism directly. We do not think it unfair to refund a flat pro-
portion of the taxes each taxpayer has paid. Such a tax refund is con-
sistent with the principles of progressive taxation because the 1974 tax
was collected progressively. However, the President did propose a
limit of $1,000 on each refund, with the result that refunds are much
less than proportionate for upper income families. In fact, 57 percent
of the total benefit of the President's rebate would go to taxpayers
whose adjusted gross income is less than $20,000 and 89 percent to
those less than $40,000.

You night ask, what difference does it really make that the House
bill changed the administration's plan in a way that would concen-
trate the tax reductions heavily onl persons with less than $10,000 of
adjusted gross income? It makes a very significant difference if the
goal of the plan is to stimulate the soft spots in the economy. Our
economy is suffering from a reduction in the purchases of homes and
consumer durable goods, autos, washing machines, televisions, refrig-
erators, et cetera.

Production of durable goods was 18-percent less in January of 1975
than in January 1974, while nondurable goods production was down
only 3 percent. For the fourth quarter of 1974 the production of dur-
able goods declined at an annual rate of 34 percent while nondurable
goods production declined at an annual rate of only 2.2 percent. There-
fore, it is clear that the purchase of durable goods has to be increased if
the recession is to be turned around. According to the best estimates we
ha ve, the principal buyers of consumer durable goods are the middle
income classes. Approximately 70 percent of these goods are bought
by households with incomes over $10,000, and only about 30 percent are
bought by households under $10,000 of income. On the other hand, the
households with under $10,000 of income buy about 45 percent of all
nondurable goods. The accuracy of these estimates is confirmed by the
following table, which is important, showing ownership of cars and
appliances classified by household income.
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HOUSEHOLDS OWNING CARS AND APPLIANCES, AND PERCENT DISTRIBUTION, BY INCOME LEVEL-1971
[Based on sample surveys, except as noted. Ownership is not a direct measure of availability; many renter households live in units where major appliances are provided by the property owner]

TelevisionsCars
Black and Washing Clothes Aircondi-Item I or more 2 or more white Color machine dryer Refrigerator Freezer Dishwasher tioner 1

Annual income: 2Under $3,000 ------------------------- 40.6 5.3 77.0 16.1 51.6 13.9 76.5 21.0 1. 9" 13.5$3,000 to $4,999 ----------------------- 68.0 12.6 79.7 26.5 62.0 24.0 80.4 25.3 4.4 21.1$5,000 to $7.499 ----------------------- 84.2 23.2 75.3 39.7 68.3 38. 2 80. 8 30.1 9.5 25.6$7.50o to$ 9,999 ----------------------- 91.3 32.2 74.5 50.3 77.2 51.6 84.4 33.7 15.5 32.8$10,000 to $14,999 --------------------- 94.9 45.6 77.7 58.4 83.4 64.5 88.2 89.9 29.1 43.5$15,000 to $24,999 --------------------- 96.5 58.4 81.8 68. 3 86.6 75.2 90.4 43.3 50.7 52.2$25,000 and over ---------------------- 93.0 66.6 82.1 79.5 89.7 83.9 94.0 56.3 74.8 69.3

I includes both room and central systems.
2 Total money income (before taxes) of primary family or primary individual in 12 months immediately preceding interview.
Source: U.S. Bureau of the Census, current population reports, series P-65, Nos. 18, 33, 40, and 44.
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Secretary SIMON. These are the hard facts which must be faced.
As can be seen from the following table, the tax reductions under the
House bill are heavily weighted toward the low income groups as con-
trasted with the President s proposal to weigh the reductions toward
the middle.

COMPARISON OF H.R. 2166 AND PRESIDENT'S PROPOSALS FOR INDIVIDUAL TAX RELIEF

Reduction under Reduction under
1974 tax liability H.R. 2166 President's proposal

Percent of Percent of Percent of
AGI Class Amount total Amount total Amount total

OtoS ............................. 2,062 1.74 4,319 27.19 245 2.01
5 to 10 ............................ 13,343 11.23 4,428 27.88 1,601 13.12
1O to 15 ........................... 21,239 17.88 3.136 19.75 2,549 20.89
15to20 ........................... 20,910 17.60 2,337 14.71 2,509 20.57
20to50 ........................... 38,418 32.34 1,566 9.86 4,490 36.80
50 end ove ........................ 22,828 19.22 96 .60 806 6.61

Total ........................ 118,800 100.00 15,882 100.00 12,200 100.0

Secretary SIMON. Thus, under the House bill, where 55 percent of
the tax reduction goes to families with an AGI below $10,000 and only
44 percent goes to families with adjusted gross income from $10,000
to $50,000. Under the President's proposal, 78 percent of the tax re-
ductions is concentrated on families with between $10,000 and $50,000
adjusted gross income. To stimulate the really soft spots in our econ-
omy, the tax cuts must be focused more heavily above the $10,000 in-
come level.

Obviously, a tax reduction bill may have other goals than economic
stimulus. We fully recognize, for instance, that many low income
Americans are suffering special hardships-from the combined effects of
recession and inflation. Those people need help. And the President's
tax proposal would provide such help. At this time, however, it is im-
portant to provide maximum stimulus to the most depressed parts of
our economy-and each proposal should be tested against that
yardstick.

In addition to differing with the President's focus of the tax cut
program on middle as well as extremely low income persons, the
House adopted $12 billion in tax reductions, technically for 1975 only.
Being realistic, one of three things is going to occur under the House
approach: The reductions will be temporary and expire by their terms.

More realistically, the reductions will be permanent, and since there
are no revenues to fund them, greater deficits will occur and greater
inflation will result over the long run. We cannot afford to continue
a high rate of inflation./More than anything else it is inflation which
has created our current recession. Inflation destroys consumer con-
fidence. investor confidence, and public confidence in the ability of
our Government to perform its obligations. We must not adopt per-
manent revenue reductions without knowing how we plan to balance
our budffet over the long run.

A third alternative, then, is to make the reductions permanent while
also raising revenues or cutting costs by the same amount. But where
will the tax increases or cost decreases come from ? Whose taxes will
be increased or whose programs decreased, and by how much?
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The administration strongly supports revision of the tax structure
for low income individuals, but the fires of inflation must not be
fanned in the process. For that reason, in the administration's pro-
posal, important tax revisions are coupled with higher energy taxes
which will provide for their funding. We urge this committee to con-
fine its stimulus action to refunding of 1974 taxes, rather than commit-
ing $12 billion of 1975 and each future years' revenues that we just
do not have.

The House bill contains one individual relief provision which
should be commented on in detail: the earned income credit. Although
included in an income tax bill, it is not an income tax cut provision
in the usual sense of the word, because the availability of the credit
does not depend on whether the individual has a tax liability or not.
Some people have said it is a welfare assistance payment. Others have
said it is a mechanism for relieving the poor of the burden of social
security taxes on their wages not subject to income taxes. Viewed as
a welfare measure, the earned income credit would be an undesirable
addition to a welfare system already plagued by overlapping categori-
cal progams administered by differing agencies and governmental
units. To the extent the earned income credit would be regarded as a
rebate of social security taxes, it would violate the fundamental tenets
of social security as a self-financing system under which retirees earn
their pensions through the social security taxes they pay.

In the future we should examine many different approaches, includ-
ing the earned income credit, for dealing with the problems in the
we fare and social security systems, but the administration believes
those problems cannot and should not be resolved in connection with
this tax cut legislation. In addition, the particular provision contained
in the House bill would have the unfortunate effect of increasing the
taxes of two unmarried persons if they were to get married. Discrim-
ination of this sort in the tax law is undesirable as a matter of tax
and social policy.

In the area of business tax rlief, the President proposed increasing
- the investment credit to 12 percent, which would decrease business tax

liabilities by $4.1 billion. The House bill would increase the credit to
10 percent, which would decrease liabilities by only $2.4 billion, and
would increase the corporate surtax exemption, at a cost of $1.2 billion.
The administration's increase would last for 1 year, while the increase
in the House bill would probably be permanent.

Both bills recognize that businesses, like people, have been badly
buffeted by our economic difficulties. Many are in precarious financial
situations. One need only look at the unemployment rolls in the auto
and housing industries to see how important it is to all of us to main-
tain a healthy climate for business.

There are two major problems of business taxation which give
increasing concern. Both contribute to the difficulties which business is
clearly having in financing the new investment which we must have
if we are to sustain economic growth. Both affect large and small
businesses alike, although to a different degree. These problems are
first, the overstatement of operating profits arising out of the effect
of inflation on depreciation and inventory accounting andi second, the
heavy antiinvestment bias which flows from the two-tier corporate
tax system.
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There are two major elements which substantially overstate oper-
ating profits in periods of inflation. They are inventories and
depreciation.

The inventory situation may be illustrated by assuming a company
that normally maintains an inventory of 100,000 widgets. Under tradi-
tional FIFO accounting, if inflation causes the price of widgets to
increase by $1, from $2 to $3, the $100,000 increase in the value of the
inventories is reported as profits, even though the company is no bet-
ter off in real terms that it was before the inflation. Economists have
long recognized that this increase is not a true profit and the Depart-
ment of Commerce national income accounts have, from the inception
of those accounts in the 1940's separated it from profit figures.

For 30 years, business taxpayers have been permitted to exclude
these amountsjrom taxable income by using LIFO accounting, but
only if they reported on the same basis to their shareholders and the
public. Many larger businesses have preferred to pay higher taxes
rather than report lesser earnings to their shareholders. Other com-
panies, both large and small, concluded that in their particular cases
the dollar advantages of LIFO were not sufficient to justify the some-
what more complicated procedures it required.

With the rapid inflation which has occurred in the last year, how-
ever, the penalty in increased taxes on unreal income has become so
great that there has been a major shift to LIFO accounting. This is
long overdue. It is unfortunate that it has taken the business world and
the accounting profession so long to get there.

A similar situation exists with respect to depreciation. In a period
of rapid inflation, depreciation deduction based on historical cost result
in reporting as income amounts which do not represent ar increase in
wealth but which are required merely to stay even. In a period of
constant and substantial inflation, this subject urgently needs reexami-
nation. Under current tax and aceonting rules, business management
is powerless to deal effectively-with this problem.

The effects of the inventory and depreciation adjustmentsproduce
dramatic overstatement of real income. I then describe nonfinancial
corporations reported profits in 1974 and how they are phantom profits
or illusory and when appreciation calculated on the basis that is
realistic and the effect of inflation is eliminated, actually your aftertax
profits declined 50 percent between 1965 and 1974, and it resulted in a
rise of the effective tax rates on true profits from 43 percent in 1965
to 69 percent in 1974. Thus, a realistic calculation shows that the sharp
rise in reported profits was an optical illusion caused by inflation.

Some point out that, for the equity owners of corporations, the
adverse effect of these items is offset by the fact that if the coropra-
tion has borrowed money, inflation permits it to be repaid with de-
valued dollars. This is essentially the same thing that has been happen-
ing to millions of homeowners. Inflation has caused the value of their
homes and their incomes to rise very significantly, while the dollar
value of their mortgage indebtedness stays constant. As a result, they
have had a very real and major increase in their total wealth. Infla-tion has in effect caused a redistribution of wealth from creditors to
debtors. Our tax system does not tax that increase, however, until the
home is sold, and the mortgage lender never gets a deduction for the
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loss in value of the money which he lent. The taxation, or nontaxation,
of these very real economic gains and losses introduces major distor-
tions ina time of major inflation.

However, in the case of business taxation, it is necessary to separate
what might be called the financial gains and losses from the operat-
ing profits. The capital required to run a business is supplied by both
stockholders and lenders. In the long run, if a manufacturing business,
for example, is to be healthy, its operations, the manufacture and sale
of products, must provide a profit sufficient to compensate both share-
holders and lenders for the capital which thev have supplied. Thus, in
a period of inflation, if we wish to see whether business is healthy we
must restate the operating profits to reflect the fact that the costs asso-
ciated with depreciation and inventories are, in fact, much greater than
reflected under conventional financial accounting principles. If we are
looking more narrowly to see whether the equity owners of the busi-
nesses are better or worse off, then we should also take into account the
degree to which they have profited, like the homeowner, by a redis-
tribution from wealth from creditors to debtors. The point is, however,
that we should look at each of these elements separately and should
try to correct each to the extent practical.

At the present time our overriding concern is with the operating
profits, for in the long run they make the difference between financial
health and financial sickness. Inflation is clearly causing operating
profits to be overstated. That overstatement has several nontax con-
sequences. To the extent that management relies on accounting data
which do not reflect these real costs, bad management decisions, includ-
ing underpricing, are likely to be made. Further, the public is left with
the unfortunate and erroneous impression that business is profiting
from inflation when in fact it is a major victim. That, in turn, leads to
further wage and price demands, which further compounds both infla-
tion and the business problem.

From a tax point of view, the overstatement of profits results in
overtaxation, that is. we are taxing more income than actually exists
in the system as a whole. That is not true, at least on a current basis,
withrespect to the financial profits, because the increased wealth which
goes to debtors is exactly offset by the losses of creditors, and neither
is taken into account currently for tax purposes. On a periodic basis,
there may also be overtaxation of the financial profits if stock which
benefits from the devaluation of debt is sold or otherwise disposed of
at a gain, as the gain will be taxed but the offsetting loss to otheTs is
not allowed as a deduction to them.

Since, in oir economy, corporate profits are a major source of funds
-for new investment in productive capacity, and also enable corpora-
tions to attract new investment funds in the equity and capital mar-
kets. all of this has grave implications for investment and growth.
That is, perhaps, seen best in the figures for undistributed profits of
nonfinancial corporations, restated on the same basis to account realis-
tically for inventories and depreciation. It is the undistributed profits
that corporations have left to fund additional new capacity, as dis-
tinfrished from the replacement of existing capacity. When inven-
tories and depreciation are adjusted for inflation, we find that after
8 years in which real GNP grew 33 percent, the worsening inflation
had contributed to a decline of undistributed profits of nonfinancial
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corporations to $2.8 billion. And, for 1974, our estimate is that the
figure for undistributed profits is a minus $15.6 billion. That means
that there was not nearly enough even to replace existing capacity,
and nothing to finance investment in addditional new capacity.

I have a chart showing with dramatic clarity, the true state of
affair*

UNDISTRIBUTED PROFITS OF
NONFINANCIAL CORPORATIONS
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Secretary SIMoN. This problem of overstatement of earnings and
overtaxation, which results from it, is common to both large and small
businesses.

However, the lower the tax rate the less the problem. Thus, enter-
prises which pay little or no tax at the corporate level are the least
affected, and to that extent there is less overtaxation of small busi-
nesses than there is of larger businesses. It is also true that the over-
taxation element in the case of inventories may be corrected by any
taxpayer who chooses to elect LIFO, but taxpayers can do nothing
about the understatement of depreciation. It is in general the case
that smaller companies have a larger percentage of their total invest-
ment in inventories and a lesser percentage in depreciable assets than
do larger companies. Thus, smaller businesses tend to be less adversely
affected than larger companies. It is true that use of LIFO account-
ing presents extra complications which can in some cases be burden-
some for smaller companies, and the Treasury is working on proposals
for a somewhat simpler system.

In sum, however. the overstatement of profits caused by inflation is
a problem for all business. While small business tends to be somewhat
less affected directly, the prosperity of smaller firms is inextricable
from the prosperity of larger firms, and the overstatement and over-
taxation of operating profits is a major threat to all business and, in
the end, to all of us. I "
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Our two-tiered system of corporate taxation in which income is
taxed once at the corporate level and again at the shareholder level
discriminates against corporate investors generally and small equity
iiiVestors particularly. An individual in the 20-percent tax bracket in
effect pays 48 percent at the corporate level and then an additional
20 percent on what is left for a total tax burden of 58.4 percent, or
nearly three times his individual rate. If the individual is in the 70-per-
cent bracket, he pays 48 percent at the corporate level and then an addi-
tional 70 percent on what is left, for a total tax burden of 84.4 percent.
If the same business could be conducted in a noncorporate form the
investors would pay only 20 percent and 70 percent respectively.

Our tax system puts a great penalty on companies that must incor-
porate. Companies that do incorporate are those that have large capital
needs that must be raised from many people. We should keep in mind
that our system of taxation bears more heavily on corporations than
do the tax systems of almost every other major industrial nation. In
the last-few years our major trading partners have largely eliminated
the classical'two-tiered system of corporate taxation. Through a va-
riety of mechanisms they'have adopted systems of integrating the cor-
porate and individual income taxes so that the double taxation element
is radically lessened.

The House bill does not deal directly with either of the above prob-
lem areas. The House bill's increase in the surtax exemption is called
an aid to small businesses. While the administration supports sound
measures for small businesses, we do not believe that this is one of them.
The increased corporate surtax exemption will do nothing at all for
the vast majority of small businesses, which are operated as proprietor-
ships or partnerships. It would likewise provide no relief for a cor-
poration with taxable income of less than $25,000. In fact, it would
help only the most prosperous 10.5 percent of all corporations and
only 1.3 percent of all businesses. Furthermore, the $1.2 billion cost
from doing it this way would be more effective as immediate fiscal
stimulus if it were spent on increasing the investment credit to 12 per-
cent, as we suggested.

To turn the economy strongly upward this year, we need to get
capital sy-ending moving today. While a tax rate reduction may be
effective in the long run to increase investment, the investment credit
is a superior.tool to aid investment in capital goods in a time of eco-
nomic recession. While the difference between a 10-percent credit in
the House bill and a 12-percent credit proposed by the President may
sound small, in fact the percentage point difference between them may
be quite significant relative to the over-ll return of investment. More-
over, the difference in new investment stimulated by the two different
investment credit proposals would be about equal io the difference in
revenue cost, or $1.7 billion. Accordingly, while we would not ordi-
narily favor a credit which varied from year to year, in this time of
steep recession, we would strongly urge this committee to return to the
President's proposal.

As I mentioned near the outset of this testimony, the President pro-
posed the $16'A billion tax cut stimulus to-the economy 7 weeks ago
today. Since that time there has been a great deal of discussion of this
and the other aspects of the President's program also announced that
day. Obviously, everyone does not agree with the entire program. Ibelieve there has been virtually unanimous agreement, however, that
a tax cut of about the size the President recommended is necessary now.
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A tax cut of this size will put a floor under the recession we are experi-
encing and will assure and strengthen an economic recovery this year,
if enacted right away.

If significant delays result from discussing and considering any ex-
traneous matters, our economic suffering could be prolonged unneces-
sarily. The administration did not expect either the House or the
Senate to accept the President's recommendations without detailed
study. But we did hope they would establish priorities which would
reflect the most pressing needs of the public.

I want to commend this committee for the action you took yesterday
in separating the tax reductions in the House bill from the oil deple-
tion allowance. Your action augurs well for the future course of eco-
nomic legislation. The Ways and Means Committee is also to be
commended for its earnest efforts to develop stimulus legislation for
quick passage and for not accepting extraneous amendments of any
kind to detract from these efforts.

It should be made very clear that the administration does not favor
the inclusion in this legislation of any provisions which are not ad-
dressed to giving assistance to our sagging economy. No doubt therm are
many worthy subjects for tax legislation, but they cannot all have an
equal priority. -

From our experience with debt ceiling legislation, it is clear that
extraneous amendments to high priority legislation usually result in
controversy and delay for the needed legislation. I think it is as clear
to the public as it is to us that percentage depletion for oil and gas
wells, while an important subject, does not have a priority equal to
tax-cut legislation.From newspaper and other accounts we understand
that the antidepletion supporters expect to work out a compromise
with the prodepletion supporters. That is all well and good, except
that very real and unnecessary costs to the economy will be involved
if that compromise takes time to hammer out. The effect of the repeal
or continuation of percentage depletion is a complex subject involving
thousands of peoples' businesses and it -would not be surprising if it
took considerable time to develop a sensible coordinated view between
the House and Senate. We do not have the time to do that now. I
urge you not to risk delay of this most important legislation by consid-
ering the repeal of percentage depletion or any matters other than
stimulating our economy in this legislation.

In conclusion, I want to reemphasize that the problems facing this
country are difficult, and the answers are neither black nor white.
Although there will surely be times when the administration will differ
with this committee as to the best answer, I want to work with you
as closely as possible to insure that those who are served best are those
whom we all serve, the people. I pledge to this committee the full co-
operation of my office and of all who work at the Treasury.

Thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Mr. Secretary.
As I announced, I will seek to call on Senators under a 5-minute rule,

and I will ask the staff to time each Senator and notify him, or let the
bell ring on the timer when his 5 minutes have expired. If this listsupplied to me by the staff is not accurate, I! will ask the indulgence of
the committee, because-this is the first time we have used that pro-
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cedure, and there was no clear responsibility as to who was to keep the
list. Senators came in from all sides.

Being the first one here, Mr. Secretary, I am going to assert my right
to ask the first question.

It would seem to me that the investment tax credit is a very efficient
stimulus of the economy, because to get a $1,000 tax credit, the man
would have to buy $10,000 worth of equipment.

Of course, that does have some windfall effect for a person who
would have bought the equipment anyway, or who has already placed
the equipment on order because le necessarily had to have it. But it
would seem to me, Mr. Secretary, that we could use the same approach
with regard to some of this middle-income tax reduction, and provide
that if someone buys a new home during the same period of time, that
we would give him a similar advantage, either a 5-percent or 10-per-
cent advantage. If we could have some reasonable cooperation from the
Federal Reserve Board in putting a program of that sort into effect,
we could stimulate a housing boom throughout this country, and that
would put a great number of people to work.

Have you considered that, and if so, why did you decide not to recom-
mend itV

Secretary SiMoN. Mr. Chairman, we agree first of all, that the in-
vestment tax credit is most certainly the most useful tool. We have had
good experience with that in the last decade, because it has been re-
moved twice. When it is placed back on our tax laws again, it provides
the necessary investment that this country so desperately needs.

As far as hew homes are concerned, we looked at many new programs
to stimulate housing, and we looked at our experience last year where
the U.S. Government, through various programs tandem, subsidies,
Ginnie Mae, Fannie Mae, all of our programs pumped about $20 bil-
lion into the subsidized area of housing. We still look at results that
were most unsatisfactory. It declined to about 800,000 homes at the
low point.

The best thing that can happen to housing-and the President's pro-
- gram, by the way, just to deviate for a moment, with a $1,000 cap is

a stimulus, because it recognizes that big ticket items, if you will, the
more higher priced items-

The CHAIRMAN. But is it not true, though, that under the Presi-
dent's recommendations, he gets the $1,000 whether he buys something
or just puts it away ? Is that not correct ?

Secretary SiMoN. That is true. But our analysis shows that spend-
ing, indeed, still outstrips saving.

But, let us remember that savings and investment are important,
and there is nothing more important to housing than savings. The
money is flowing back in, as it has for the last 3 months, to our thrift
institutions. Housing permits went up last month, and this is a nec-
essary precondition -for a turnaround in housing which we believe is
occ-trrig right at this time.

Short-term interest rates have declined, as measured from the
Treasury bill rate, from close to 10 percent in August to about 5%
percent now. This has provided the proper climate for money to flow
in at record levels to the thrift institutions, which again feel some
security in their deposits, and are making the necessary commitments
in housing. That is beginning to grow right now.
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The CHAXRMAN. Well, the point I had in mind is that you do not
just give business a tax cut and then hope that nature will take its
course. They have to buy the equipment to get the credit. That is why
it seems to me that it might stimulate the housing industry if we said
that if a person buys a new house, he gets a tax advantage, but he does
not if he does not buy the new house.

But I think your position is clear on this.
Now, what do you estimate to be the effect of the administration's

tax cut, compared to the House passed tax cut, on employment in the
United States I

Secretary SIMoN. Well, we believe that our economy is going to
bottom out in the middle months of this year; that we are going to
see a real growth rate resume in the fourth quarter of this year. This
is not just Government economists. I have looked over the economic
forecasts of most of the private well-known economic forecasters over
the past 2 weeks. The-only difference of opinion rests with the extent
of the economic recovery. We are not leaving this economic recovery
to analysis and the forecasting to chance, if you will.

While we see the necessary preconditions, as I said, for upturns in
housing, inventory investment and consumer spending, and, of course,
there is a very large deficit, the President does not want to leave this
to chance And that is why to make it more sure, and more certain and
stronger when it does occur, he wanted to provide the immediate

-stimulus to the economy right now. We can get the money back into
the spending stream quicker with the President's very simple proposal
of a rebate on the 1974 taxes, rather than a combination of a portion
of 1974 taxes and the 1975 taxes.

There is also a matter of equity, Mr. Chairman. We have a lot of
people who are not working this year who were working last year.
Under our proposal they would be receiving a rebate because they
were working in 1974. We think this has greater economic stimulus.
We could, as I say, get the checks in the mail much faster.

The CRAIRMAN. My time has expired.
On the Democratic side of the aisle, the early bird was Senator

Harry Byrd from Virginia. I now call on the Senator from Virginia.
Senator BYRD. Thank you, Mr. Chairman.
Mr. Secretary, first I want to say that both as a Senator and as a citi-

zen, I want to commend you for being one of the few persons in this
town who is willing to fight to try to bring some order and some sound-
ness to the chaotic condition of our Federal Treasury. I realize you
have been overridden in many of your views and recommendations,
but that does not, mean that you are wrong. There is much in this legis-
lation that you are testifying on today that I like. I would like to
support a tax reduction. Realize it is popular. Politicians like to do
things that are popular. But I am not going to be stampeded into
supporting a program until I become convinced, which I am not at the
moment, that it is sound to reduce taxes at a time that we are increas-
ing spending and running a tremendous deficit.

The question that I would like to put to you first, Mr. Secretary, is
how much will the Federal Government need to borrow during the
calendar year 1975?

Secretary SixMON. I would like to make a comment, Senator Byrd.
Thank you for your good, kind comments. Unfortunately it is a fact
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of life, not only in this country but all over the world, that good poli-
tics are very seldom good economics. That is a dilemma we always find
ourselves in.

The important thing about our tax reduction is that it is temporary.
It is temporary in nature, and I would like to think of it as an invest-
ment. It is an investment it) our economy that is going to stimulate
economic activity. The revenues are going to increase to the Treasury
I)epartment, thereby narrowing the deficit.

But, it is important to keep this temporary, which the House bill is
not, temporary. It builds in, in our judgment. a guaranteed additional
$12 billion of additional spending where the revenues had not been
picked up. I ai alarmed, frankly, at. the recent actions up here that are
increasing the deficit above the levels that we had submitted in the
President's budget.

Now to answer your specific or original question. I will get the num-
ber out and submit it for the record. In this calendar year our net due
demands are approximately $65 billion, which is higher than any other
net due demands in the history for the entire sector.

[The information referredoto follows:]
In calendar year 1975, the net new money demands of the Federal govern-

ment are approximately $70 billion which is higher than any other net new
money demands before by the private and public sectors combined The Trea-
sury's-net new market borrowing will total $65 billion in calendar year 1975
as shown in the table attached hereto.

TREASURY MONEY MARKET BORROWING, INCLUDING FOREIGN NONMARKETABLE SECURITIES

[In billions of dollars

1st half 2d half

Peak in- Peak in-
Calendar Gross new Net new crease in Gross new Net new crease In
year issuesI Maturities 3  money borrowing issues I Maturities' money borrowing

1970 ....... 22 24 -2 4 31 15 16 16
1971 ....... 27 24 3 3 37 15 22 22
1972 ....... 13 15 -2 7 21 7 14 16
1973 ....... 17 16 1 10 20 15 5 5
1974 ....... 17 22 -5 4 32 18 14 14
1975' ..... 45 17 28 31 48 11 37 37
1976 - -..... 49 23 24 28 ................................................

I Includes Increases In regular bills.
I Includes paydowns in regular bills.
'Estimated.

Full year

Gross new Net new Peak increase
Calendar year issues' Maturities I money In borrowing

1970 .............................................. 53 39 14 14
1971 ............................................... 64 38 25 25
1972 ............................................... 34 22 12 13
1973 ............................................... 37 31 6 6
1974 ............................................... 49 40 9 9
1975 ............................................... 93 27 65 65

I Includes increases in regular bills.

I Includes paydowns in regular bills.

Senator BYRD. Is it correct that the Federal Government will go into
the money markets to the extent of about 62 percent of all of the lend-
able funds available this year?
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Secretary SIOq. Yes, sir.
Senator BYRD. I take it then, in your testimony today, you are not

testifying in favor of the legislation which is before the Senate, which
is the House bill.

Secretary Sibox. No, sir. For the reasons that I stated we think that
our proposal is superior, both froman economic stimulus point of view,
designed to do a particular job in our economy; and No. 2, our proposal
is purely temporary in nature, a straight refund on 1974 taxes rather
than the permanent.

Senator BYRD. So, actually then you do not favor the House passed
proposal which is the legislation which is before this committee.

Secretary SimoN. No, sir. We prefer the President's proposal. That
is correct.

Senator BYRD. Now, I got this morning the Revenue Act of 1971
which waspassed by the Congress in December of that year. I note that
there again was a tax reduction proposal. The Congress reduced taxes
as a result of this legislation in 1972 by $11 billion, and in 1973 by
$10 billion. So, we have been the tax reduction route, and we are in
worse shape today. If anyone wishes to contradict that statement, I
would be glad.

We seem to be in worse shape today than we were in 1971 or 1972
and 1973. So now we come back with another tax reduction proposal,
double what we have done in the past. Maybe we can by doubling what
had previously failed, we can succeed. But I am not at the moment
persuaded. However, I should keep an open mind on the matter.

My time has expired, but I as unanimous consent that I might
insert in the record my dissenting views on the 1971 tax bill, and
table of deficits that I prepared for a 20-year period.

The CHAIRMAN. Without objection, agreed.
[The information referred to-follows:]

EXCERPT FROM THE SENATE REPORT To AcCOMPANY THE

TAX REFORM ACT, OF 1971

ADDITIONAL VIEWS OF SENATOjR HARRY F. BYRD, JR.

It is my desire to support the President's economic program.
I applaud his address to the Nation on August 15.
I approve the temporary surtax on imports; I believe the wage-price freeze

was Justified; cutting the Nation loose from gold was necessary for the simple
reason that our gold stock is now only $10 billion, yet we have liquid liabilities
to foreigners totaling $46 billion.

So all of this, I feel, was sound.
Now we come to the President's tax proposal embodied in H.R. 10947. It

would reduce annual revenues by $10 billion.
I have not yet been able to convince myself that it is wise or sound or logical

to reduce revenues by such an amount, at a time when the Government is run-
ning Federal funds deficits of $30 to $35 billion.

This legislation provides the following:,
1. A 7 percent job development credit '(President Nixon proposed a 10 percent

credit until August 15, 1972, and 7 percent thereafter).
2. Repeal of the 7 percent excise tax on automobiles and repeal of the 10 per-

cent tax on light trucks.
3. Accelerated reduction in individual income taxes beginning in 1971 by an

increased personal exemption of $25 for 1971 and by an additional $75 for
1972; and an increase in standard deductions.

4. Deferral from taxation of portions of income derived from exports of
Domestic International Sales Corporations (DISC).

5. Codifies depreciation on capital assets.

48-493 0 - 75 - 5
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The 7 precent job development credit, the DISC proposal, the increase in
depreciation rates and, to an extent, repeal of excise tax on automobiles, all
accrue to the benefit of corporate and other business enterprises.

The increase in personal exemption and standard deductions will benefit, to
a small extent, the individual taxpayer; the repeal of the excise tax on auto-
mobiles will benefit those individuals who purchase a new car.

The three big items-insofar as loss to the Treasury is concerned-are the
7 percent job development credit, the increase in personal exemptions and re-
peal of the excise tax on automobiles, the latter creating a loss of $2.2 billion.

First, the job development credit. This is the same as the 7 percent investment
tax credit proposed by President Kennedy. The history of this proposal seems in
order.

It was first enacted in 1962. President Johnson recommended its suspension in
the fall of 1966. 1 opposed this, as I felt it had been helpful in stimulating capital
investment and thus creating new jobs. President Johnson's view prevailed-but
6 months later he reversed himself and asked the Congress to reinstate the in-
vestment tax credit, which the Congress did.

Then, in 1969, President Nixon asked that it be repealed Again the Congress
agreed. Now the President wants it reinstated under a new name.

I feel there is a great deal of merit in this proposal as a job stimulant. If it is to
be reinstated, I prefer the House position, namely, 7 percent, rather than the
administration's recommendation of a 10-percent credit until August 1972 and 7
percent thereafter.

It is important, I think that the Government make up its mind as to whether
the investment tax credit-or if one wishes to use the new name, the job develop-
menit credit-is desirable or undesirable. Uncertainty as to its status makes it
difficult for businessmen to know how to proceed from year to year.

With reference to the tax cut for individuals to be achieved by increasing
personal exemptions, this will diminish the revenue of the Government by a great
deal but will mean very little to the individual citizen.

For example: For 1971, for individuals in the bottom 14 percent tax rate
bracket, the saving would be $3.50 per person (or 7 cents per week) ; for those
in the 70 percent tax rate bracket the annual saving would be $17.50 per person.

In the middle tax brackets, the saving would amount to about 20 cents per
week, perhaps less, per taxpayer.

Now, where does this tax package leave the Government insofar as tax revenues
are concerned?

For the current year, revenues would be reduced by $11.2 billion; next year the
revenue loss would be $9.8 billion.

The Government already is running a smashing Federal funds deficit. These
reductions in revenue will add to the deficit.

Deficit spending by the Federal Government is a major cause-if not the major
cause-of the inflation the Nation is experiencing today. And it is to control
inflation that President Nixon has put into effect wage and price controls.

If there were any real likelihood of a reduction in expenditures, a reduction in
taxes would be highly desirable.

But I do not see much indication that either the Congress or the administration
is prepared to reduce spending. In fact, the administration urged the Congress
to increase the amount appropriated for foreign aid from $1.9 billion in 1970
to $3.5 billion for 1972-almost double; it is urging Congress to enact a new $1.5
billion program dealing with school desegregation; and worst of all, it is strongly
urging the Congress to approve a new welfare proposal that would Increase the
annual cost at least $5.5 billion.

So a reasonable reduction in Federal spending does not now seem apparent.
I am concerned, too. about the reliability of figures submitted to the Congress.

For example, the Government this past January overestimated by $6 billion the
amount of revenue to be received by June 30. and it underestimated by $15 billion
the expenditures. Thus, the total error was $21 billion.

I shall vote to report H.R. 10947 to the Senate--with the reservation that I
withhold Judment as to how I shall vote in the Senate, either on the bill or on
amendments thereto.

I approve many of the proposals incorporated in H.R. 10947.
But is it sound to reduce annual revenues by $10 billion at a time when the

Federal Government is running smashing deficits, which deficits are highly
inflOtionarv?

The Federal funds deficit for fiscal 1971 was $.10 billion: the Joint Committee
on Internal Revenue Taxation estimates the 1972 Federal funds deficit will be
$35 billion.
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In a letter to me dated October 13, 1971, John S. Nolan, Deputy Assistant Secre-
tary of the Treasury, puts the revenue loss as follows:

Calendar year

1972 1973

1969 Reform Act:
Individuals .................................................................. -$7. 5 -$10.2
Corporations .............................................................. +3.9 +4.0

Net effect, 1969 act ........................................................ -3.6 -6.2

ADR regulations (before change by H.R. 10947):
Individuals ................................................................. -. 7 -. 8
Corporations ................................................................ -2.7 -3.2

Net effect, ADR ........................................................... -3.4 -4.0

H.R. 10947:
Individuals ................................................................. -5.9 -3.6
Corporations ............................................................... . -1.9 -2.3

Net effect, H.R. 10947 ...................................................... -7.8 -5.9

Total .................................................................... -14.8 -16.0

Of this total, the revenue loss from H.R. 10947, including ADR, is $14.8 billion
minus $3.0 billion (from 1969 act)--or $11.2 billion for 1972; and $10 billion
minus $6.2 billion (from 1969 act'--or$9.8 billion for 1973.

It Is this revenue loss at a tire of heavy deficits that causes me deep concern.
I submit a table with pertinent figures.

DEFICITS IN FEDERAL FUNDS AND INTEREST ON THE NATIONAL DEBT, 1963-72 INCLUSIVE
(In billions of dollars

Debt
Receipts Outlays Deficit (-) interest

1963 .............................................. 83.6 90.6 -6.5 10.0
1964 .............................................. 87.2 95.8 -8.6 10.7
1965 .............................................. 90.9 94.8 -3.9 11.4
1966 .............................................. 101.4 106.5 -5.1 12.1
1967 .............................................. 111.8 126.8 -15.0 13.5
1968 .............................................. 114.7 143.1 -28.4 14.6
1969 ............................................. 143.3 148.8 -5.5 -16.6
1970 .............................................. 143.2 156.3 -13.1 19.3
1971 .............................................. 133.6 163.8 -30.2 20.8
19721 .............................................. 143.0 147.0 -35.0 21.2

l0-yr total .................................... 1,152.7 1,304.0 151.3 150.2

'Estimated figures.
Source: Office of Management and Budget, except 1972 estimates.

HARRY F. BYRD, Jr.

DEFICITS IN FEDERAL FUNDS AND INTEREST ON THE NATIONAL DEBT 1957-76 INCLUSIVE
[In billions of dollars]

Surplus Surplus
(+) of Debt (+) or Debt

Year Receipts Outlays deficit (-) interest Year Receipts Outlays deficit (-) interest

1957...... 68.8 67.1 +1.7 7.3 1969 ...... 143.3 148.8 -5.5 17.7
198 ...... 66.6 69.7 -3.1 7.8 1970 ...... 143.2 156.3 -13.1 20.0
19S9 ...... 65.8 77.0 -11.2 7.8 1971 ...... 133.7 163.7 -30.0 21.6
1960 ...... 75.7 74.9 +.8 9.5 1972 ...... 148.8 178.0 -29.2 22.5
1961 ...... 75.2 79.3 -4.1 9.3 1973 ...... 161.4 186.4 -25.0 24.2
1962 ...... 79.7 86.6 -6.9 9.5 1974 ...... 181.2 198.7 -17.5 29.3
1963 .....- 83.6 90.1 -6.5 10.3 197S'..... 186.0 229.0 -43.0 32.9
1964 ...... 87.2 95.8 -8.6 11.0 1976'..... 199.3 254.2 -54.9 36.0
1965 ...... 90.9 94.8 -3.9 11.8
1966 ...... 101.4 106.5 -5.1 12.6 20-yr
1967 ...... 111.8 126.8 -15.0 14.2 total.. 2,318.3 2,626.8 -308.5 330.9
1968...... 114.7 143.1 -28.4 15.6

'Estimated figures.
Note: Prepared by Senator Harry F. Byrd, Jr., of Virginia.
S ource: Cffce of Management and Budget and Department of the Treasury.
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The CHAMMAN. Senator Hansen.
Senator HANSEN. Thank you, Mr. Chairman.
Mr. Secretary, you noted in your opening statement that more than

8 percent of our employable people are out of work, that inflation for
1974 exceeded 12 percent.

I have tried to contrast the administration's proposals with those
coming to us from the House, and I would like to ask you what is the
justification for recommending that the investment tax credit be
placed at 12 percent rather than at the 10 percent as recommended by
the House I

Secretary SIMON. We do not, at the outset, Mr. Hansen, favor a
variable investment tax credit or one that is going to change from
year to year because if there is one thing that business needs in this
country, it is certainty as far as their investment plans are concerned.
We made a proposal last October which we hope will be taken up in
tax reform later this year on a permanent increase in the investment
tax credit from 7 percent to 10 percent and an equalization as far as
the utilities are concerned, moving from 4 percent to 10 percent.

But, we recognized a particular problem right now. As I said before,
the investment tax credit is without a doubt the most useful tool we
have in our arsenal of getting investment going in our economy, and
moving the investment tax credit from 7 percent to 12 percent is
going to provide the necessary investment on the part of business in
this country now, which is right when it is needed, and bring this
upturn about in a much quicker fashion.

Senator HANSEN. So you are saying it will actually create more jobs
than any other one thing that you can think of?

Secretary SifoN. It most certainly will. There is nothing in the
longer run as far as creating greater productivity and productive
capacity in this country than to increase our capital formation and
capital investment. After this hysteria of the short run, ms I call it,
problem of recession, recognizing that I am not diminishing the plight
of the unfortunate people that are unemployed as a result of our
inflation, but we will be judged in the future by how we handled
inflation and capital formation, because it is only in that way that
we are going to be able to provide the increased standard of living
for the people in this country that they desire and that they should
have.

We have to start thinking about our children and our grandchildren,
and stop thinking about ourselves, and living for today.

Senator HANSE.. It seems to be a popular thing these days to attack
bigness, and I suspect that possibly could have been the motivation
for the House putting the $100 million investment tax credit cap on
investment. As far as I know, about the only corporation that would
be significantly affected by this is A.T. & T. Conversely, I know of
no community of any size that does not have telephone service in this
country.

I am told, also, that there are more than 3 million stockholders who
have invested their money in A.T. & T. stock, or in the stock of an
A.T. & T. subsidiary.

What is the justification, if any, that you can find in placing the
$100 million investment tax credit cap on our economy now?

Secretary SIMioN. I agree with everything you said. We think that
this action, which is purely directed at the American Telephone Co.,
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is eminently unfair, and it is done with the mistaken notion that it
is attacking bigness. But the telephone company is not bigness. It
represents all people. The telephone company represents about 7 per-
cent of the total investment in the United States. It has over 3 million,
I believe, stockholders in the country, which are people of all income
classes, that have relied upon a steady dividend income from the tele-
phone company year after" year. Why should we discriminate and
penalize this particular entity from the needed and desired growth?
We have the finest telephone system in the world. Why should we be
monkeying around with this in a discriminatory fashion?

Senator HANSEN. One of the concerns I have as a representative
from the State of Wyoming is a desire to do something about the live-
stock industries, specifically the cattle business. There are few busi-
nesses in America today that have suffered as much financial loss in
the last year and a half as that of the average cattle feeder and cattle
grower. What would be the administration's position with respect to
a carryback loss to go beyond the present limitation for perhaps up
to as much as 8 years?

Secretary SIMON. We would have an open mind on the loss carry-
back procedure, Mr. Hansen; but again, we do not believe that it is a
vehicle for this particular bill. We think that the tax priority this
year should be this immediate stimulus which we should agree upon,
and get it out and get it passed, and then we should move to the slight-
ly more detailed energy tax proposals; then we should go into a tax
reform proposal which would encompass this as well as the integra-
tion of corporate and personal taxes, which I spoke of. Let us say, it
will be a tax reform package that is designed for capital formation to
make sure that we can have, as I said, an increased standard of living
from year to year.

The CRAIRMAN. The Senator from Connecticut, Mr. Ribicoff.
Senator RmircoF. Thank you, Mr. Chairman.
Mr. Simon, it is obvious that oil is an important factor in our entire

economy. I am pleased that it seems that the President and Congress
are going to try to work out their differences.

In yesterday's "Wall Street Journal," there is this statement: "Two
cabinet agencies differ on oil price floor." So, it is not only important
for the Congress and the President, but between Secretary Kissinger
and yourself. What are the differences between you and Secretary
Kissinger on oil price policy?

Secretary SIaoN. A lot of this, Mr. Ribicoff, is exaggerated, as it
sometimes tends to be. There is a unanimous agreement in the adminis-
tration that a mechanism is needed to protect domestic investment in
alternate sources of energy whose economics are presently unknown.
The method that it is protected, whether it is through a floor, a fixed
floor, a variable floor, a fixed tariff, a sliding tariff, an inverse propor-
tion to the price of oil, is still being discussed. It is being discussed
domestically as well as internationally. No decision on the specific
mechanism has been made yet.

Senator RIBICOFF. Now, I agree with you, while I am against the oil
depletion allowance, that it has no place on this bill. And yet again
from "The Wall Street Journal," it is not a paper that usually over-
emphasizes, on Monday's "Wall Street Journal," it quotes you out o-
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San Francisco: "In San Francisco Treasury Secretary William Simon
said the-depletion allowance appears doomed."

Do you still feel that the depletion allowance is doomed?
Secretary SI.O;N. I was asked a question as to my opinion as to the

outlook for the depletion allowance. I gave what I always try to do,
an honest opinion, that the majority of the Congress would favor its
removal.

Senator Rmicokr. And if the Congress does favor its removal, would
you recommend to the President that he sign a bill that contains re-
moval of the oil depletion allowance?

Secretary SIMsoN. I do not think that we can just take the subject of
oil depletion and just discuss that separately without discussing the
entire energy picture, the price controls that presently exist through
every area of that industry, and we have, just by itself, opposed the
removal of the depletion allowance. We oppose its consideration in this
legislation as well. We think that it should be brought up in the context.
of the entire tax reform legislation and in dealing with the energy
issue.

Senator RieiicoFn. But in other words, as far as you are concerned,
the oil depletion allowance is no longer a sacred tenet of this
administration?

Secretary SiMoN,. No; I did not say that. I said that-
Senator RmicOFF. Well, I am asking you now, do you consider it

sacred?
Secretary SIroM. I do not know what is sacred and what is not

sacred. But we continue under present economic conditions in the
energy industry, with controls et al., to oppose the elimination of the
depletion allowance.

Senator RiBicoFF. Now, in trying to justify the larger tax cuts, you
talk about encouraging the purchase of autos, washing machines,
televisions, refrigerators; and yet a basic policy seems to be that we
must conserve energy. Each one of those items is a substantial user of
-nergy. Is there not an inconsistency of trying to cut down the use of
energy and encouraging the purchase of items that use a lot of energy?

Secretary Si ox. I do not think so. I think the people are becoming
more energy conscious as far as their utilization is concerned, and that
as new commodities come out, many washers and dryers and refriger-
ators do wear out, and the new ones that come out are going to be
more efficient than the old ones that are made. So I do not think it is
inconsistent, no sir.

Senator Rincorr. What is the obligation of the automobile manu-
facturers to develop and manufacture cars with a higher gas mileage
than at present?

Secretary SImoN. We have an agreement. The Secretary of Trans-
portation, Claude Brinegar, has an agreement which I believe was
signed, Mr. Ribicoff, that the auto companies would have 40 percent
more efficiency in their automobiles in the next, it is either 4 or 5 years.

Senator RIicoFr. Many top economists have recommended that our
economy needs a much larger stimulus than is provided in either the
administration proposal or the House bill.

Suppose the Finance Committee voted out a package larger than
that of-the House. What would your reaction be to that?

Secretary SIMoN. Well, I think it would all depend on how much
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larger it was, Senator. There again, in response to Senator Byrd, I am
alarmed at the increases in spending that are occurring each day since
we submitted our budget. Each additional amount of stimulus that is
provided, whether it be through a tax cut or the fiscal measures
through Government spending, is going to compound our problems as
far as inflation in the future. We think that it is very dangerous.

Senator RIBICoFF. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Fannin? Well, he had to leave the room.
Senator Dole?
Senator DOLE. Mr. Secretary, I have a couple of questions. I do not

want to take issue with the Senator from Connecticut, but there are
many of us from oil producing states where we have so-called stripper
wells-in my state of Kansas, several thousand which produce almost
70% of the state's crude oil. And the depletion allowance is critical to
the continued production of oil in these areas. So I do not want the Sec-
retary to make any firm commitment that he would recommend the re-
peal of that. If we are going to do that, then we ought to take a look at
the depletion allowances for all minerals and natural resources, like
clay and gravel and gold and oil shale, and lumber, and the whole sec-
tion. If you are going to wipe it out on oil without making any exemp-
tion for a small producer, or the independent producer, we ought to
take a look at the whole depletion program.

But that is not being addressed in this bill. I am pleased that the
Chairman and others agree that we should get directly to the tax
cut. That is the important thing. Then we can take up the depletion
allowance later when a comprehensive energy program is considered.

We have kicked the oil companies around, now, for a year straight.
Maybe we should find another target.

Secretary Sr.roN. Could I comment on that for 1 minute? I hate
to use up 1 of your 5 minutes, Senator Dole. I did not want to do it
with Senator Ribicoff. Maybe I can spread it around.

You know, it is unpopular, and sometimes we do things in this coun-
try because we are piqued, and we are piqued for the wrong reasons,
and kicking around a particular industry. One of my great disap-
pointments-and I will carry this back home with me when I leave--is
all of the time and effort that all of us spend in attempting to explain
the reason for our energy problem in this country, and unfortunately
everybody believes that this is still the great ripoff of the century.
Well, I agree with them. It is a great ripoff. And it is a ripoff on the
part of the OPEC producing nations and not on the part of any do-
mestic problem or domestic companies here. Few people, as unpopular
as this is, realize that the depletion allowance has resulted in a lower
price of gasoline and a lower price of heating oil to consumers in this
country. Every economist I know wants the depletion allowance re-
moved for just that one reason. It will raise the price of oil, which it
is going to, and result in a cut-down of its usage. It has also been a
darn good carrot as far as the independent producers who drill 75 per-
cent of the wells to attract the seed money all over the country to pro-
vide the necessary investment.

We ought to step back from the emotion, and I know how hard that
is to do, and take a look at a little longer perspective at what we are
doing to ourselves sometime.
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Senator Dorx. I appreciate that; and there may be some alternative
to depletion allowance, perhaps a tax cut for intangible drilling costs.
But you cannot expect them to survive in view of the great financial
risk they take. I am talking now about the independents who pro-
duce a great deal of oil and do 75 percent of the exploratory work in
this country. We are taking away their incentive. But we will get to
that later.

Specifically, you are opposed to the earned-income credit provision
because it is not based on any tax liability. How does this differ from
the administration's proposal to distribute an $80 annual payment to
adults who currently vay no tax?

Secretary SIMon. Well, it differs-we were not trying to pay welfare
payments through the $80 nontaxpayer credit. This was part of the
program. When we take $30 billion out of the economy through higher
taxes in the energy area and-we assess who bears the proportion of
this $30 billion, we puzzled for a long time as to how through our
system we could get the moneys back in near proportion to what they
spend, or will spend, additionally for energy, and this was sort of the
best, scheme we came up with. bit it is not designed as a welfare plan.

Senator DOLE. The Wall Street Journal today indicates that when
we have plants running at half capacity and all of the unemployed,
some 8 million, that rather than talk about a tax credit, we ought to
reduce the corporate rate. Is there some reason that it would not be
more effective if we simply reduced the corporate tax rate instead of
increasing the investment tax credit?

Secretary SIMoN. We are looking for economic stimulus in the econ-
omy just as rapidly as we can, and reduction in the tax rate, that is
part again of our permanent proposal, and it would not provide this
immediate investment that we are trying to get at.

Senator DOLE. Well, I think the point was that we have nlans
operating at half capacity or less, we have many unemployed, and
before we start expanding and looking at new areas, new machinery,
that maybe we ought to get those plants we now have in operation and
some of those unemployed back to work.

Secretary SImoN. Well, we discussed that. We felt that the invest-
ment tax credit was the most efficient way, Senator Dole, to provide
what we are trying to do.

Senator DOLE. I would ask permission, Mr. Chairman, that the Wall
Street Journal editorial, "The House Tax Cut," be made a part of the
record at this point.

The ChAIRMAN. Without objection, agreed.
[The editorial referred to follows:]

[From the Wall Street Journal, Mar. 5, 19751

RzvMw & OurirooK
THE HOUSE TAX OUT

Although the House has improved somewhat on President Ford's proposal for
immediate tax-cut stimulation for the economy, the Senate has a lot more work
to do on it before anyone can pretend that it is barely adequate for the job. The
House bill carries a price tag of $21.3 billion, which is not small change. But
for that price, the economy will only get about $10 billion worth of stimulation.

The only certain stimulants in the package are on the 1975 cuts on lower and
middle incomes, costing an estimated $8.1 billion, and the doubling, to $50,000,
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the amount of income on which a business pays the lower 22% corporate tax rate,
costing Treasury $1.2 billion. The cut in individual taxes would be more beneficial
to the economy if it were applied across the board; a reduction in taxes-in the
lower incomes implies a higher relative tax on the upper incomes, which can
only mean a disincentive to the higher incomes to produce. Still, the net effect
is clearly stimulative to supply and demand.

But that's all there is. The House knocked $4 billion off the Ford plan to hand
out $12 billion in rebates on 1974 incomes, but given the same monetary policy, the
remaining $8.1 billion is no stimulant to production. Treasury has to sell $8.1
billion in bonds--$8.1 billion that would otherwise be going into consumption or
investment-in order to give $8.1 billion to last year's workers, so that they can
put it into consumption or investment. Because future taxes have to be raised to
pay the interest on the Treasury bonds, which the market of course takes into
account, the whole exercise does more harm than good.

It is especially discouraging that such awful economics could win the support
of both a Republican administration and a Democratic Congress. The only thing
that it has to offer over the idea of paying people to dig holes and then fill them
up is that the bureaucratic cost of supervision is saved. Otherwise, the economic
effect Is exactly the same.

Nor do we understand why a Republican administration, a Democratic Con-
gress, business and labor-and especially labor-believe that an increase in the
investment tax credit to 10% from 7% will do this economy any good. It's clear
why liberals go along with it: Because President Kennedy first proposed it as an
alternative to a single cut in the corporate tax rate, the ITC is an acceptable
bone to throw to business. But there's never been any evidence that it acts as a
positive stimulus to production; it's merely a subsidy to capital accumulation.

The AFL-CIO should be aghast at the implications of a further hike in the
investment tax credit; instead, it is actually supporting the idea. Here we have
an economy with more than 8% of-the work force unemployed, a figure that no
doubt will rise, and unemployed fixed capital probably in the range of 20%, and
everyone thinks it would be dandy to give business an incentive to buy new
machines instead of using old machines and unemployed workers. Again, if the
scheme goes through. Treasury will have to go out and sell $3.9 billion in bonds
over the next two years. It then uses the proceeds to effectively pay the business
community so that it distorts its decision-making away from existing capital
and labor in favor of new plant and equipment.

What it all comes down to is that $2L8 billion in tax cuts would give the
economy a decent stimulative boost, but not the way the House has arranged
matters. If all the individual tax reductions had been applied to 1975 incomes,
across the board, and if all the "benefits" to business had come in the form of
reduced corporate tax rates, the package would clearly be cost effective.

The Senate now has a chance to straighten things out a bit. But the only
advance sign from Chairman Russell Long of the Senate Finance Committee is
that the Senate version will carry a higher price tag. Says Sen. Long: "I think
it's fine for the House to spread some Joy, but they've got to understand we want
to spread some too." But if the Senate merely bands out more goodies, with no
more careful thought to how much bang they're going to get for each buck than
the House has given, there's going to be a lot less Joy in these tax cuts than the
politicians are pretending.

The CHAIRMAN. The Spnator from Maine, Senator Hathaway.-
Senator HATHAWAY. Thank you, Mr. Chairman. Thank you, Mr.

Secretary, for your statement.
I wanted to ask you Mr. Secretary a few more questions with

regard to the oil depletion allowance. 6 n page 16 of your testimony
you exhort us not to attach this or any other extraneous amendment to
this tax bill. I did not understand from your answers to Senator
Ribicoff's question what the administration's position is exactly. Is
it against the elimination of the oil depletion allowance, or is it for it?

Secretary SimfoN. Yes, we presently oppose the elimination of the
oil depletion allowance in the present way that the energy industry is
presently controlled in every aspect, and I would agree with Senator
Dole that the oil depletion allowance subject ought to be brought up
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in the context not only of the entire energy field, but also as far as
the depletion of all other minerals, without just lifting that out period.

Senator HATHiAWAY. 'Would the administration veto the tax bill if it
passes the way it has passed the House?

Secretary SimoN. I think it would be premature. We have not made
any recommendation to the President on this because we prefer to
wait and see what both Houses do, and I would not prejudge what
the Presidential decision would be, nor would I know what our recom-
mendation would be, Mr. Hathaway.

Senator HATHAWAY. It would seem to me, -Mr. Simon, that the real
reason for asking us not to attach the oil depletion allowance is be-
cause the administration is -not in favor of eliminating the oil deple-
tion allowance and not because you want to get the tax bill through
in a hurry.

Secretary SIMon. That is not true.
Senator'HATHAWAY. Because you could put the onus on those who

are opposed to the elimination of the oil depletion allowance, especially
since the House has passed this amendment eliminating oil depletion-
by an overwhelming margin. You know full well that if we do not
have such an amendment on our Senate bill, we are going to have a
lot of difficulty in conference. And even if the bill should survive
conference without the elimination of the oil depletion allowance
amendment attached to it, there would then undoubtedly be a motion
in the House to recommit to conference with instructions to insist on

4he lmue version. So delay is just going to be at the other end instead
of here.

Secretary SIMON. We thought the real danger lay-and that is a
portion that I have disagreement with-you, Mr. Hathaway, if what we
consider to be a nongermane amendment is attached to this economic
stimulus package and it opens the way for other nongermane amend-
ments which would certainly create great delay. and we just thought
that the most important single job we have right now is to get this
tax reduction passed, and let us deal with depletion or any other area
where there is going to be great differences of opinion in the proner
forum without subjecting our tax stimulus measure which is so des-
perately needed right now to this delay. That is honestly what we felt,
Mr. Hathaway.

Senator HATHAWAY. You mean if there are no other non,,ermane
amendments, so-called, except the elimination of oil depletion, then you
would be in favor of letting the bill go through the way the House
passed -.

Secretary SiMoN,. No, sir. I was not suggesting that. I was sufesting
that the danger exists. and let us rot even create the danfer by having
it in there to begin with. Let us deal with that issue separately.

Senator HATHAWAY. Well, I think it would be reasonable to assume
that if this one amendment, the one to eliminate the oil depletion
allow*eerwere- tacked onto the tax bill that, that is probably all that
would be attached in the Senate. And even if more amendments were
attached, I am sure that they could be knocked out in conference. I
am sure that both the House conferences and the Senate would be
satisfied with a bill that had only one amendment attached to it.

It would seem to me that since the House has, in fact, already at-
tached the oil depletion amendment to this bill, the Administration's-
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position would be to put the burden on those who were opposing it
to come up with some kind of a compromise. At this point, that's the
only way you're going to get this tax bill through in a hurry.

Secretary SimoN. Well, we just felt that history clearly shows that
once you put a nongermane amendment on, it opens it up to being
potentially Christmas-treed and it really is not to our best advantage
to do it that way, but we ought to do the economic stimulus portion of
the package and then let us come back and have a real debate on the
merits of particular tax reform.

Senator HATHAWAY. Well, are you optimistic that you can per-
suade a large majority in the House to drop the oil depletion
amendment?

Secretary Siioox. No; I am just optimistic that we can postpone the
discussion. I am not asking that it be dropped; I am asking that it be
postponed, and that we get on with the real urgent business at hand,
Mr. Hathaway.

Senator HATHAWAY. Well, are you considering that it has been the
history in the House-and I served over there for 8 years-that
the same argument is made every time a tax bill comes up ? That is
why closed rules were advocated over there in the first place--because
the did not want to open up the whole tax code to amendment. "We
willhave tax reform tomorrow," they said. That is what they always
told us, "we will hive tax reform tomorrow."

But tomorrow never comes, and with that in mind, many of the
House Members voted to tag this amendment onto this bill now,
because they felt this was its only chance. And even though I believe
that many of those in the Senate who are advocating postponement
are sincere, something always happens later that keeps you from
getting the repeal of the oil depletion allowance through.

Secretary SimoN. Well, ordinarily I would agree with that. How-
ever, I read in the Wall Street Journal, Mr. Hathaway, that the
chairman said that he will have it brought up before July 1, and so--
and Al Ullman had made the same commitment, so those commit-
ments are good enough to us because that makes good sense.

Senator HATHAWAY. I realize the chairman is acting in good faith,
but the chairman cannot control the people who are not on this com-
mittee and maybe cannot always control all those who are on this
committee. I- know that there are some people on the floor, without
mentioning any names, who will do everything they can to hold up
this bill. It would seem to me that those of us who are in -favor of
eliminating oil depletion have a good vehicle now-a better vehicle
than we will ever have later-and we should tag this amendment onto
it right now and stick with it.

Secretary SiMoN. Except the argument cuts the other way, too,
that those same unknowns on the floor could be tacking an awful lot
of other things on the bill and holding it up just as well. That is why
keeping it clean was a first priority for us, sir.

Senator HATHAWAY. Thank you, Mr. Secretary.
Secretary SIMoN. Thank you.
The CHArMAN. The Senator from Oregon, Mr. Packwood.
Senator PACKWOOD. Bill, Senator Ribicoff and I for a number of

years have been cosponsoring an amendment to treat singles and mar-
rieds equally for purposes of taxation. At the moment the minimum
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standard deduction is $1,300 whether you are single or married. The
House bill takes it up to $1,900 for singles and $'2,500 for married.
Is that a, step backward from the equality that Senator Ribicoff and
I are trying to achieve?

Secretary SIMON. Well, this technical aspect of the singles and mar-
rieds-I can remember arguments and discussions that I have had with
everybody from Eileen Shanahan to Eddie Cohen, and I am going to
ask Fred to comment on the single and married technicality.

Mr. HICKMAN. I do not think this a-
Senator MONDALE. Should we go into executive session?
Mr. HICKMAN [continuing]. A step backward, Senator. This is a

very difficult, complex subject of which there is no totally satisfactory
answer, and what we have is a compromise, and this seems to be con-
sistent, we think, with what we are trying to work toward-that there
is not a penalty on getting married, and this reduces somewhat thit
penalty, but we would be glad to try-

Senator PACKWOOD. Well, you are putting a penalty. You are giving
everybody $1,300 minimum standard deduction, but you are saying if
they get married, they can have $2,500. If they stay single, it is $1,900
under the House bill, but at the moment it is $1,300.

Mr. HICKMAN. It is $1,300 for everybody.
Senator PACKWOOD. Right.
Mr. HICKMAN. But as you go up in the scale with the married persons

getting the $2,500, they have got double what they presently have.
Senator PACKWOOD. I understand that, whereas a single person only

gets $1.900 under that bill as the House wrote it.
Mr. HICKMAN. That is right.
Senator PACKWOOD. That is not a step toward inequality?
Mr. HICKMAN. I do not believe it is in the overall.
Secretary SIMON. I think it is the old adage that two can live as

cheaply as one.
Senator PACKWOOD. You know different ones than I do.
If we were to pass a $20 to $22 to $23 billion total package, I take it

your preference would be that that would be a 1-year rebate, rather
than mixing it up between cuts now and permanent cuts next year.

Secretary SimoN. Any rebate we believe very strongly should be
clearly temporary and not move into the tax strUcture itself because
that vould in our judgment become permanent.

Senator PACKWOOD. Now, Bill, assuming we go on just a one-shot
rebate, whether it is one or two payments this year, what is the practi-
cal limit of the curve if a $16 billion stimulus will help, will the $30
billion stimulus this year help more I Where does the downturn start?
Where do you spend too much for what you get?

Secretary SIMoN. I know that the CEA and the troika has worked
on economic analysis, at what point does excessive stimulus become
counterproductive in our economy? I will provide detailed economic
analysis for that, but we are clearly in the danger zone.

Senator PACKWOOD. At what level?
Secretary SIMON. Well, when we are talking about the increases in

spending that have been enunciated in recent days, coupled with the
budget deficits that we already have in place, ana the rescissions and
deferrals that have not been and prob-ably will not be accepted by the
Congress. All of this is going to add to our problems, and you know it
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is very simple by simple addition to get a deficit up in fiscal year 1976
of over $80 billion. I think that that would be clearly counterproduc-
tive.

Senator PACKWOOD. I am afraid that is likely at the rate we aregoing.
You mentioned earlier in response to Senator Byrd's questions that

the Federal Government would have I think-67 percent is the figure
you used before-67 percent of all the bonded indebtedness in this
country. You are referring just to the- bonded indebtedness area, not
bank credit or home mortgage loans?

Secretary SimoN. I am just talking about-we had a chart in my
testimony, I guess the last time I testified here-and I would like to
correct the record-in fiscal 1975 it is 58.6; in fiscal 1976, it is 66.4;
that is the fiscal year starting in July of this year, but that is the old
deficit numbers, and our deficit has increased, as far as fiscal 1975 ap-
parently already.

Senator PACKWOOD. Those were percents you were giving, right I
Secretary SIf oN. That is the Federal sector as a percent of the total

debt markets, yes, sir, and we also provided another table, a percentage
of the total market, which if I remember correctly was about 45 per-
cent. This includes bank loans and the rest, but I have always thought
of it as more germane than to just look at the market where we are
attracting the capital rather than the short-term bank loans and con-
sumer loans.

Senator PACKWOOD. Thank you, my time is up.
The CHAIRMAN. The Senator from Colorado, Mr. Haskell.
Senator HASKELL. Thank you, Mr. Chairman.
I realize, Mr. Secretary, that you have come out and said loud and

clear that it would be unwise to repeal the depletion allowance, but I
have one further question. If you think it is inevitable that the de--
pletion allowance will be reduced or eliminated, do you favor or do you
oppose exempting from the repeal persons or corporations producing
less than a certain number of barrels per day I

Secretary SniON. Well, therels no doubt that the independents drill
75 percent of the wells in the united States. The question that has
to be analyzed that is very important before you can provide an
answer to that is what happens as far as lease-swapping in the United
States, in subchapter S or similar type corporations being set up
that would obviate this intent to exempt the independents, and I do
not have a clear answer on that. From a mere equity Point of view
you would say, well, if a depletion allowance is not a good subsidy
for an industry as deemed by the Congress, then it ought to be removed
for everybody, but it has been a useful subsidy, and any financial and
economic analysis shows that.

It shows, as I said before, that it has resulted in a lower price to
consumers.

Senator HASHKIJ. I realize you are in favor of retaining percentage
depletion. I was just curious about your attitude as to whether it
should be repealed for some and not for others, in the event that
some form of repeal is a certainty. That is specifically my question.

Secretary SIMON. Yes, and until I can get the answers for those
questions that I raised as far as the exemption to independents, and
their ahility to swap and form other corporations that can obviate
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this intent of Con , I would not be able to provide an answer
to that, but I will, Mr. Haskell.

Senator HASKELL. I appreciate that.
Now, Mr. Secretary, one other thing you have recommended is an

increase in the investment tax credit to 12 percent, and I believe
in your statement you suggested that the investment credit should be
made permanent at roughly 10 percent. Did I understand you cor-rectly V

Secretary SrMoN. We submitted in our package in October to the
Ways and Means Committee an increase from 7 to 10 percent of the
investment credit on a permanent basis. Our present proposal, 7 to
12 percent, is clearly temporary.

Senator HASKELL. I understand that. But, going to this business
of putting it on a permanent basis, I happen to feel that the invest-
ment credit may not be quite as good as we think it is. I realize there
are differences of opinion among economists as to whether the in-
vestment tax credit stimulates or does not really stimulate the ac-
quisition of new machinery and equipment.

It occurs to me--and I would like your reaction-that if we are
going to use the investment credit as a stimulus, we should always
use it on a temporary basis, since the effectiveness of the credit is
based chiefly on its incentive to change the timing of investment.

Secretary SrMoN. Well, when we look at the longer run problem
of increased productive capacity in this country-and there again
our experience shows in the last decade with the investment credit
having been removed twice, and reinstituted-that each time it has
resulted in increased investment, and so therefore we believe that we
have the proof that it is a useful mechanism as far as getting the in-
centive to increase investment.

Senator HASKELL. I gather then that you would not agree with my
view that if you put it in permanently, you are basically making it a
permanent tax reduction for people who invest in equipment, as
opposed to plant, housing, as the chairman said, and this type of thing.

Secretary SiMzoN. That is right, sir.
Senator HASKELL. One other question, Mr. Secretary. You articu-

lated very well the effect of inflation on business, the fact that depreci-
ation was on a cost basis, and not on a replacement basis, and so on, but
you did not mention the fact that inflation does the same thing to the
individual taxpayer-He gets more money; he moves to a higher tax
bracket. Would you not think the analogy which you made earlier
applies equally to the individual whose salary is raised,-but taken
away from him, by inflation and yet he is in "a higher tax bracket?

Secretary SIMON. Yes, I do, and'let me comment on that if I could.
Our tax proposal again is temporary. It does nothing to the problem
that you have just brought up as far as the ravages of inflation in
pushing people into higher brackets, and our energy tax, which is our
permanent tax reduction, recognizes this. and it raises the poverty
level to $5,600 and cuts the first five brackets, the first bracket from
14 to 7, and so forth.

I have stated publicly-and this again is a subject for tax refcrm-
that the only form of limited indexing that I look at favorably is in
the income tax system in recognition of this, Mr. Haskell.

Senator HASKELL. Thank you. Mr. Chairman, my time has expired.
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The CHAU MAN. Senator Roth.
Senator ROTH. Mr. Secretary, I think that two of the industries-

that have suffered the most from the recession are the housing and the
automobile industry. I wonder, do you think that the House version
would do as much to help stimulate those industries as the admirtistra-
tion's proposal?

Secretary SIMON. No, we do not, Mr. Roth, Again, the $1,000 cap
that we put on, as shown in my testimony, and shown by the per
income class of amount of money spent for these more expensive
items, show that $1,000 cap would be more effective in the more expen-
sive commodities in our economy. A $200 cap declining to $100 over
$20 000 would not meet this problem at all.

Senator RoTm. Do you see the automobile industry turning up with-
out any help at this stage?

Secretary SIMON. Well, we have seen the automobile industry a
month or 6 weeks ago put rebates from $200 to $600 on their auto-
mobiles, and this has stimulated sales in a very acceptable fashion,
and their inventories have declined.

Senator ROTH. Under the House version, of course the largest propor-
tion of aid, as far as individuals are concerned, is at the lower end of
the economic scale, but it concerns me that not much is done for the
so-called middle class. My mail indicates that those over $20,000 are
having serious difficulties, particularly those that have young people
in college, they are having real difficulty. What is your viewpoint in
this area ?

Secretary SIMON. We feel that the middle class is assisted by the
President's proposals, and indeed, they should be. Yes, it is a smaller
percentage; there is no doubt about that, and I address that in my
written statement, but we thifik that that is important to direct our
tax rebate in that area.

Senator ROTH. Basically, they are the ones that pay the biggest
part of the tax bill and get the least assistance, as I see it.

I would like to refer back to Senator Byrd's line of questioning. One
of the things that concerns me is-whether we are going to face double-
digit inflation next year? If we buy even the more conservative ad-
mnistration's proposal our budget deficit will run from $50 to $90

billion or more. How are we going to get off of this merry-go-round of
inflation one year, the next recession.

Last year the administration let interest rates rise and we ended up'
with a recession. This year we are going to go into heavier deficit
spending' to get the economy moving. What are we going to do next
year I Where are we going to be then ?

Secretary SImoN. Well, I think there is a clear danger that if spend-
ing increases across the board, the way it is showing every sign of
increasing, whether we meet ourselves coming next year, the end of
the next year, or the beginning of the following year, is a matter of
one's judgment, but our proposals for a temporary tax decrease-and
we mean temporary-just on a 1-year basis, the moratorium on Fed-
eral spending, the President will indeed hold the line on that.

As unemployment begins to decline, it triggers out the expanded
unemployment programs and public service programs. Our revenues
increase to the Treasury, and of course, the deficit is narrowed, but we
get to the point that Senator Packwood brought up as to at what
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point do we reach overstimulation I At what point in our financing do
we prevent interest rates from declining as they normally would dur-
ing this steep recession ? At what point do we hurt housing by doing
this, and also abort an economic recovery as a result of our crowding
out everyone who requires the funds who is suffering from such great
illiquidity today.

These are the major questions that have to be asked, and as I say we
are flirting with danger.

Senator RorH. Well, you said these are one-shot deals. One aspect of
the administration's proposal that concerns me is the $80 payment to
nontaxpayers. Do you really believe once we start refunding $80,
which in a sense you can argue is a negative income tax, that you will
ever cut that out as a program?

Secretary SIMON. Well, the point is we are raising the commensurate
money in revenues from the energy taxes in order to rebate, and as I
said a little while af.o what we tried to do was rebate-

Senator Ro'rr. Well, do you think as a practical matter, if we adopt
that proposal, the Congress is going to eliminate that program next
year? Are we not in the old situation of a new program getting the
camel's nose under the tent?

Secretary SIMON. I would certainly hope not. It was not designed to
be a negative income tax or welfare payment of any sort, just a recog-
nition that those people who pay no taxes bear the additional cost of
energy as well, and we were seeking a way to get the money back to
them. and if Congress can think of a better way to do it-we labored
over that for a longtime.

The CHAIRMAN. Senator Nelson ?
Senator NELSON. What was the world price of oil before the cartel

arbitrarily set the $11 a barrel?
Secretary SimoN. I will sret it for the record what the Saudi Arabian

light was, but it was about $2.50.
[The Department of the Treasury subsequently supplied the follow-

ing information:]
The Cost of Living Council made the following estimates of the price of oil,

F.O.B. United States Gulf Ports: during the third quarter of 1973, $3.60 per
barrel; during the-fourth quarter of 1978, $4.60 per barrel.

Senator NELsoN. What puzzles me is if, as you describe, the cartel
price is a ripoff, how do you define the administration's proposal to
add $3 to the ripoffI

Secretary SrmoN. Well, what we are attempting to do through turn-
ing to a free market mechanism, Mr. Nelson, recognizing that that is
what is going to stimulate the supply, as we are phasing in, if you will,
the free market, is also to promote conservation. If we can make
energy relatively expensive in relation to all of the goods in this econ-
omy, people are going to use less. But remember, at the same time, we
are rebating to the consumers and to businesses the amount of addi-
tional money that they would spend. It was designed to be neutral and
purely to make energy, as I say, more expensive than other goods and
services on a relative basis.

Senator NELSON. It still puzzles me. Everybody says it is an arti-
ficial price. It is totally unjustifiable in the marketplace. At $13, $14,
you are going to be $11 a barrel above what it was before it was arti-
fcially set. The administration's proposal is dramatically increasing an
unjustifiable price now. What are your statistics that "show that it is
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necessary to have a $13 or $14 oil in order to develop sources of
energy? In other words, specifically, what would it cost to bring coal
onto the line very quickly? Is it $7 a barrel oil? Is it $5? What re-
search, and what statistics, do you have that would justify the $13 or
$14 oil in order to get alternative sources of energy?

Secretary SIMON. This is sort of apples and oranges. To answer
your question specifically, $7 oil is equivalent to $30-a-ton coal. Long-
term contracts in coal today average-about $12 to $15, if I remember
correctly. I frankly do not know, because I have been-

Senator NELSON. Well, $7 oil is over twice the price of coal.
Secretary SIMoN. But the purpose of the tax is, we are getting the

money from that, not the producers of the alternate sources. The pur-
pose of the tax is purely to reduce the consumption, to put additional
pressure on prices which already have substantial pressure on, in
order to bring a lower price; and that is going to 6ccur, as I have
said.

Senator NELSON. Well, I must say, it sure puzzles me, and I have not
heard an answer yet, including yours, that is a very persuasive justi-
fication for adding to the inflationary cost of all sources of energy
throughout the whole economy, in order to reduce consumption.

Secretary SIMON. I think when we talk about adding to the infla-
tionary cost that we are finding more and more analysts today, and
well-known economists, who agree with our economic analysis; that
the consumer price index is going to be affected approximately 2
percent on a one-time basis. But let us remember, the Consumer Piice
Index does not reflect the rebate that is coming back to businesses and
the American people, and they are going to have the choice whether
they wish to spend this rebate for the additional costs of their energy,
or use it in other areas.

Senator NELSON. Well, you appear to have three objectives, I take it.
One of them is to reduce oil imports, another is to set a price so high
it will reduce consumption, and the third is to induce utilization of
alternative sources of energy. Are those the three?

Secretary SIMON. Yes. You have fit supply and demand, and that is
correct.

Senator NELSON. How much do you expect to reduce imports?
Secretary SImON. Well, if the proposal was enacted, as we pre-

sent it to the Congress, it would reduce by about 1 million barrels a-
day by the end of this year, and 2 million in 1977, Mr. Nelson.

Senator NF.LSON. Wel, why does the administration not take a very
substantial stand on the question of the efficiency of the automobile
This 40-percent business that the administration is supporting is really
minimal. It is simple to accomplish. It ought to be twice that amount,
and you could save 11/2 Alaska pilpeines if you simply told the auto
industry, we are not going to allow anything on the highway at less
than 25 miles per gallon in 3 years, all of which they can do. And you
have 11/ to 2 Alaska pipelines; you would have 2 million barrels a
day. -Why do we not do that?

Secretary SIMoNv. We think a 40-percent more efficient automobile
is quite a significant improvement over the next 4 to 5 years. Fine;
80 percent would be even better. But we have to recognize what is pos-
sible, and that in the experts' opinion is what is possible.

48-493 0 - 75 - 6
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Senator Nrisox. Well, your own EPA and your own DOT will tell
you you can do 24 miles a gallon without any new technology or any
problem at all. And that is very conservative. What you ought to be
saying to the industry, it seems to me, is that you get 25 miles in the
next 3 years, and you go to 30 miles 3 years after that, and you will
cut the consumption of gasoline by 40 billion gallons a year, half the
current consumption. It is the most dramatic thing you can do. All
that means is, not to change in technology. It just means a sacrifice
in the kind of affluence that we cannot afford anymore; that is, the
big, heavy-powered automobiles.

Secretary SIboN. There is no doubt that you-can save, as far as a
gallon of gasoline is concerned. But we are not only trying to save
gasoline, we are trying to save across the whole barrel; 21/2 to 3 million
barrels a day, by doubling the efficiency, if you will, of automobiles,
is about what you would save if my numbers are current--and about
5/ million, 6 million barrels a day of gasoline are consumed in this
country, and that is just part of it. There is greater long-line elasticity
in the rest of the barrel, in residual fuel oil-and conservation in all
sorts of ways, Whether it is insulation in houses, the way we turn our
lights off-we can do all sorts of things in our energy utilization. We
have to have people aware across the whole spectrum.

Senator NELSON. My time has expired. I am aware of all of that.
This is a many faceted problem. All I am saying is that the simplest,
most dramatic, most productive step -we could take would be to estab-
lish standards on automobile mileage. It is ridiculous that imported
cars including the small Mercedes are on the highway making 35 miles
a gallon; andwe sit here saying that we can only get a 40-percent in-
crease. We do not have to do much of anything to accomplish that.

I have no confidence that the administration is serious about tackling
the question, unless they are willing to tackle the automobile. That is
the most dramatic place, and it is the one the public will accept. If we
do not have the courage to tackle the question of the wasteful auto-
mobile then neither the administration nor the Congress can claim to
be serious about energy conservation.

Secretary SIMON. Well, of course, the problem is, Mr. Nelson, this-
works very slowly. This would come on as automobiles were manufac-
tured and sold to the public, and our need to save is now.

Senator N:LSON. The automobile is already here.
Secretary SIMON. I do not know a Mercedes that gets 35 miles to

the gallon. I have one that gets 15.
Senator Rr~icon [presiding]. The time has expired. I will allow

you and Senator Nelson more time after other members have ques-
tioned. Senator Curtis, please?

Senator CUws. Mr. Chairman, I will temporarily .waive my time
for Senator Brock.

Senator RIIaCorF. Senator BrockI
Senator BRocK. Thank you, Mr. Chairman.
I think the problem with holding this particular office, Mr. Secre-

tary,-is that ultimately you have to vote. We have been talking about
everything except the tax bill this morning, and I would like to just
come back to it for a second.

You made the statement that-and I guess it was in response to Sen-
ator Byrd-that in 1976, with the projected deficit in the budget, new



77

Federal debt offerings would consume 66.4 percent of the total debt
market. Now, if my figures are correct, and we are going to have, as
I think we are, a $75 billion to an $80 billion deficit at a minimum,
that is all of the available debt capital. All of it. Now, does that not
scare the dickens out of you?

Secretary SImoN. Well, I have not done that calculation, Senator
Brock, but yes, it does.

Senator BROCK. What happens to inflation and interest rates if there
is no private debt capital available for small businesses and large
businesses ?

Secretary SIMoN. Well, I worry about the economic recovery in the
short run. if we should ever take that percentage of the money, looking
at the illiquidity in the private sector at present, I think that that
would be in real danger. if we just take a look at where we are today,
if you would tell me all of the economic statistics today, and then ask
me what borrowing rates were- -mortgage rates, long-term interest
rates, which are your real barometer, your long-term interest rates,
to sound economic activity, to housing-and if you told me that
with all of the economio statistics, we have 8.2 percent unemployment
and rising, and industrial production down and deemed to go down,
here we are with the trial of recession, with long-term AA rates at
about 9 percent, between 83/ and 9 percent, I would say that is darn
near impossible, and that is where we are. Well, even if they declined
from here to 71/2 to 8 percent, we are starting a recovery at a level of
interest rates that is clearly inhibitive to the smaller business and lesser
advantaged borrower.

Senator BRoCK. My question is, how do you recover from an eco-
nomic recession if you take from the free market, which is 95 percent
of our employment, any opportunity *or borrowing? How are you
going to recover? How are you going to create the jobs? Where are
you going to get the inventory loans f-Where is the individual going
to borrow money to buy a house ? Where is he going to get the money
to buy a car on installments, as most people do? How is he going to
buy a refrigerator if the Government is taking 100 percent of the
debt market?

-Secretary SiMoN. Well, I could not agree with you more. My answer
tQ that would be, it would have to be on a very temporary basis. But
unfortunately, this is not temporary, and that is where many analysts,
we believe, miss the mark, because they are talking about 1958 and
about 1968, and they say, look at the percentage of NP. We borrow
at about the same amount of money in a deficit. But they neglect to
mention that 1959 and 1969, or the following years rather, we went
into surplus, and this year we are not. We are going to have substantial
deficits in 1975, 1976, and 1977.

Senator BROCK. And 1978 and 1979.
Secretary SIMON. We have run some figures on that, too, under some

different assumptions; and just based on the assumptions that every-
thing would remain business as usual-and it looks as if we are going
even wilder than business as usual-you can project them for as long
as you wish, Senator Brock.

Senator BROCK. Mr. Secretary, if you were sitting in the Congress
today, and you know that the Congress was voting down every rescis-
sion that the President has requested, that the Congress was going to



78

impose additional spending on the administration; and you knew that
your deficit in the next 15 to 18 months was going to exceed $130
billion, would you vote for your own spending cut?

Secretary SIMON. On a temporary basis, I would, because a $16
billion temporary stimulus, as I said before-and I believe this-it is
an investment in the recovery that is going to pay us dividends in the
treasuries for increased revenues. But I stress the word temporary.

Senator BROCK. All right.
Let me take you to a different point. You have been talking with

some other members about increasing energy taxes, $30 billion, whichwould be returned to the economy t roughother devices. It looks to
me as though this tax bill, and the Federal snending programs that
we have em barked upon, indicate the desire of the Congress to rebate
the enerfrV tax without imnosing it. Is that a fair statement?

Secretary SIMON. Well. I would certainly hope that that did not. turn
out to be true, Senator Brock.

Senator BROCK. Well, that is the essence of what we are doing, are
we not, in passing this tax cut; rebating something we are not willing
to takeI ---

Secretary SIMON. It depends how large and how permanent the
final tax cut is. That is why we are stressing the need for temporary.

Senator BROCK. If we do not impose new taxes we are rebating
something we do not have.

Secretary SIMON. Correct, sir.
Senator BROCK. All right.
Senator RiBTcoF. Senator Bentsen?
Senator BENTSEN. Thank you very much, . Chairman.
Mr. Secretary, Mr. Kaufman of Solomon Brothers has stated that

new loans would be down substantially in 1975 and that he thought
that financing of this deficit was manageable. When we talk about
stimulating the economy and cutting taxes, as you stated earlier in
your testimony, part of the tax reductioi goes into savings. It goes
into the S. & L.'s and nart of it provi.,,es long-term money. So part
of it is taken care of in that regard.

Now the other point, Mr. Secretary. We had testimony before the
Joint Economic Committee that for every 1 percent increase in unem-
ployment, we lose from $12 billion to $15 billion in tax revenues and
we add from $2 billion to $3 billion unemployment costs such as unem-
ployment compensation, so a great part of this deficit comes from
people being out of work. Now, apart from the human suffering that is
involved, it seems to me that one of the ways we balance the budget,
and get this economy moving again, is by 'stimulus. I am concerned
with the economic forecasts of the administration. Last October, for
examnle, I could not get them to admit we were in a recession. I find
that they have underestimated each time the-increase in unemployment
and I think the danger here is that we will not do enough to try to
stimulate the economy.

When I hear Walter Heller, former Chairman of the Council of
Economic Advisers. saying that unemployment is going to reach 91,
percent and Arthur Okun saving it would take a miracle to keep it
below 9 percent, and we may reach as high as 10 percent, T think it is
time we take some very aggressive action in that regard. Mv question
to you is, how high would unemployment have to go percentagewise
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before the administration would recommend a tax cut of from $25
billion to $30 billion?

Secretary SIMoN. Well we think-and here again it is a matter of
judgment going back to the private as well as the public forecasters-
I think the record, for a long period of time, recognizing it is not
really their fault; they do the best job they can. But forecasting the
future is a difficult and precarious operation. And that is why--and I
agree that stimulus is necessary-that is why I called the temporary
tax reduction an investment. It is an investment that is going to
guarantee and make more strong the economic recovery, which is
going to increase the revenues and reduce the deficits. A deficit is not
only unavoidable, it is also desirable. But one thing that is said-let
us talk about Henry Kaufman for a moment, and put my remarks in
that context.

I am not that concerned, in a period of real economic slack, assum-
ing all of the forecasters are right, private as well as Government
forecasters-that the middle months of this year will bottom out, and
turn to real positive growth in the fourth quarter. What I am talking
about, as economic activity recovers and the demands reoccur, what
happens then, and what kind of a budget deficit can be tolerated ? And
I would like to submit, for the record -I will not put Henry's name
on this, but he writes this document, "Supply and Demand for Credit,"
of Salomon Bros.: and he talks about the consequences of a U.S. budget
deficit substantially greater than the $50 billion estimated during
1975. Well, hell, we are already over that. And he says it should be
clearly recognized it would be financed reasonably only if economic
contraction this year is much greater than we expect. Otherwise, the
budget deficit would either lead to a vicious struggle for funds be-
tween private borrowers and the Government-

Senator BE.NTsEN. Mr. Secretary, no one is arguing over that.
Secretary SIMON. That is my concern.
Senator BENTmEN. I think in this situation, I am concerned that un-

employment is going to be higher; and I would like to have the latest
projection on what you think unemployment will be this year.

Secretary SIMON. Well, the Council is now in the process of updat-
ing our forecasts. Our assumptions are still, as Bill Siedmann said
yesterday, that unemployment will not go over the 9 percent-8
to 9 percent-level in that bracket, Mr. Bentsen.

Senator BNTrSEN. Well, when you see industrial capacity utilized
at approximately 70 percent now, and you see that consumer confidence
has dropped dramatically, is this not the time for a very aggressive
stimulus of the economy?

Secretary SIMON. We think we have aggressive stimulation, and the
clear danger lies in the part of excessive stimulation; and we recognize
that good men can differ in their opinions on this. But we think with
the large deficits, the public service employment programs, the ex-
panded unemployment programs, and a tax reduction for one year im-
mediately given to the economy, are sufficient to make more certain
and stronger the economic upturn that we believe is going to occur
anyway, Mr. Bentsen.

$This document Is reprinted in these hearings as appendix B.
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Senator BENTSEN. Mr. Secretary, that is where we have to differ,
because I think you are going to find-the recession staying with us
longer, and unemployment rising higher, than your projections, unless
we take a more aggressive stimulation. Thank you very much, Mr.
Chairman.

Senator RMICOFF. Senator Curtis?
Senator CuRTis. Mr. Secretary, you have been very helpful in your

testimony. There is a statement in your paper, on page 10, that I
believe bears mentioning again; and you say, "more than anything
else, it is the inflation which created our current recession. Inflation
destroys consumer confidence, investor confidence, public confidence in
the ability of our Government to perform its obligations. We must not
adopt permanent revenue reductions without knowing how we
planned to balance the budget over a long run." I just wanted to com-
mend you for that, because I believe that our major problem, our long-
range problem, the problem that threatens the stability of this Gov-
ernment and the preservation of our liberties, is not recession, but it is
inflation.

Turning to the decisions that this committee must make, I would
like to have you comment again on the refund proposal of the-admin-
istration, as compared to lower rates for 1975; the effect of that on
those who work in 1974, but will not be working, perhaps, in 1975.

Secretary SIMON. Well, our temporary reduction geared to 1974
income does several things. It enables us to get the money into the
economy very quickly, the $12 billion that the President proposed. 'We
can get those checks out, the first installment in May and the second
in September. It will create certainty, as far as the consumers in our
economy. They will know exactly how much money they can expect,
and make their spending plans'accordingly. It will result in much
greater, in our opinion, economic stimulus. Also, it avoids the problem
of the permanent cuts, and in our discussions with Ways and Means,
is our opinion that they will become permanent; and in the absence of
additional revenue-raising measures, we are just guaranteeing a built-
in deficit again that is going to be larger in future years, and cer-
tainly unneeded and unwanted.

Senator CuwRIs. Yes; I agree. But now, would you address yourself
particularly to the situation of the individual who worked in 1974,
but is unemployed in 1975, the two proposals?

Secretary S1r.oN. Vell, he would get a refund of about $8 billion
on the Ways and Means proposal. In our bill, he would get $12 billion
total.

Senator CURTIS. His share of that amount?
Secretary SImON. His share of that amount, yes, sir.
Senator Cums. In other words, you are pointing out that a lowering

of the withholding for 1975 does not help the individual who has no
wages from which they can withhold?

Secretary Si.MoN. That is correct.
Senator CuRTs. Would you also comment on the effect on our econ-

omy of the ceiling oil the proposed refund by the administration, and
the one provided in the House bill?

Secretary SIMoN. Well, we think one of the major problems, as far
as our economic malaise today, are the bi ticket items, the more ex-
pensive items, for consumers; and we think it is important to stimulate
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that area of our economy. And in a $200 cap, if it declines to $100, as
proposed by Ways and Means, over $20,000, does not direct itself to
automobiles and washing machines and housing and TV's and ref rig-
erators, and the more expensive items, where our proposal does. Also,
as a matter of equity, the middle income taxpayer-why should he be
penalized for the ravages of inflation over the past years? I recognize
that politically, he is a smaller percentage in this country, but he hap-
pens to be a very important percentage in this country, and why should
we remove the incentive from people constantly wanting to-better
themselves and make more money? Everybody wants to increase their
income each year, and if they think there is going to be a penalty to
that, and we are going to continue transferring the wealth from those
who produce in this country to those who do not, and create disincen-
tives again to work, this is very counterproductive to ourgystem, where
we are trying to increase the standard of living.

Senator, CURTIs. Thank you. My time is up. I wish you would have
[ laced in the record the total number of adults over 18 in the United

tates, and the total number who pay a personal income tax.
- [The following was subsequently submitted for the record:]

The Treasury Department's Office of Tax Analysis estimates with respect to
1974 tax returns that, of the over-18 population of 144.5 million, 107.2 million
will pay some tax.

-Senator RnBICOFF. Senator Ha'tke?
Senator HARTKE. Mr. Secretary-
Senator RimcoF'. May I say, Senator Hartke had been in before

you came, Senator Gravel. He stepped out of the room.
Senator HARTKE. I would be glad to yield to my distinguished

friend. Take Mr. Gravel.
Mr. GRAVEL. No, go ahead.
Senator HARTKE. All right.
Mr. Secretary, I would like to cover three areas in 5 minutes, and

that is pretty fast. No. 1 is the topic of personal investment tax credit
for purchasing automobiles or homes, and I introduced a bill along
that line. The second question is a moratorium on withholding, and the
third is to lower the tax rate by 1 percent in the lowestfive tax
brackets.

Now, it is my impression, and I think you confirmed itthat the au-
tomobile industry and the housig industry are the most depressed
sectors of our economy today. Is that correct?

Secretary SImoN. Yes, sir.
Senator HARTK.. And I also think you indicated, as I understand,

in my absence, to Senator Roth's question, that the cash rebate by the
automobile industry has been an effective stimulus to automobile
sales. Is that correct?

Secretary SIMoN. That is correct.
Senator HARTKE. All right.
Now, both of these industries are basic industries, and they are lead-

ing industries. You could say, well, why not extend a personal tax
credit to other investments of that kind. But the fact is that th-e ap-
pliance industry follows the housing industry. Is that not correct?

Secretary SImoN. Yes, sir.
Senator HArrK. Then I was wondering why you would not agree

that one of the most effective and direct methods of increasing invest-
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ment into goods which will produce jobs would be a tax credit for in-
vestment in a house, and a tax credit for investment in a car? I have
introduced legislation tG provide such credits.

Secretary SiMoN. Well, inventories are being reduced, which, of
course, is necessary- fore production can begin to pick up in the auto-
mobile industry now, which is occurring due to the-

Senator HARTKE. In other words, my understanding is, the reason
automobile manufacturers want to give a cash rebate rather than
lower the prices is they were afraid the administration or the Con-
gress was going to impose wage and price controls; and this avoids
that difficulty for them. But, for example, you could say, here is an
individual investing in a house. Now, I am paying on my house at the
present time. I know that you are not. You are different. I have seven
children and you have seven, but I am still paying on mine.

For most people, a car and a house are their two big investments.
Quite honestly, if you could provide a decent job for a man, a house,
a car, and an understanding wife, you have just about given him a
life he can live with. Is that not right?

Secretary SIMoN. Do you have a tax credit for understanding wives?
[General laughter.]

Senator HARTKE. Would- you oppose, would the administration
oppose a measure that included a tax credit for houses and automo-
biles?

Secretary SIMON. I wanted to look at how we are helping, how much
money it is going to cost, exactly what benefit it is going to give to the
housing industry. When I look at what we did, as far as expendi-_
tures, last year through subsidies and guarantees, the tandems et cetera
being in the area of $20 billion last year, and where we guaranteed
and partially subsidized 35 percent of the farm and residential mort-
gages and yet, at the same time, housing declined to about 800,000
starts, I find that the Government is not as efficient as periods where
we saw 2 million to 21/-million starts in the country due to low inter-
est rates.

And fine, you can spend as many billions as you like legislating a
subsidy to interest rates, and you question whether the money is well
spent, Mr. Hartke.

Senator HARTKE. Well let me say to you, if consumers do not take
advantage of it, there is no expense. This is not a direct subsidy; this
is a case in which you have to make the purchase in order to get the
benefit. But anyway, you say you do not want to pass judgment. You
are not at this moment saying that you would oppose it, right?

Secretary SImoN. No, I would want to study the entire proposal.
Senator HARTKE. All right, fine. I am halfway down the road, I

have the chairman, I think, halfway down the road, and you halfway
committed. Now on a moratorium on withholding, let me ask you about
that.

Ifyou wantrto have an immediately effective tax cut, why not have
a complete mission of the withholding on Federal income tax, say for
1 week, 2 weeks, 3 weeks, or 4 weeks. Now I have asked the staff to give
me the figures on that, but my judgment is that 2 weeks withholding
would be in the neighborhood of roughly, close to $10 billion, am I
right?
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Secretary SimoN. Well I have not done a study on that, but, of
course, we would require legislation to do that; I know that.

Senator HARTKE. Well I could do the figures, but my time is up.
Senator RiBicOFF. Senator Gravel.
Senator GRAVEL. Mr. Secretary, I want to go back to what Senator

Ribicoff brought up and Senator Hathaway brought up. I was not here
for the other questioning, and I did not hear your original statement.
I was not going to make this statement, but I will now; I am astounded
that the administration now takes the position that the energy facet of
of the administration's proposal is no longer germane, because when
the President presented his economic package to the Nation, an inte-
gral part of tie package was energy. And now what has happened
essentiall and the effort that is being made is that Congress is going
to play Santa Claus. The easiest thing in the world is to give away
money, and that is essentially what we are talking about in this bill.
It is a most pleasurable experience for politicians to undertake, but the
major part of the problem that faces this Nation is an energy problem.

--- That is the underpinning of it all, and so if we take the chocolate,
which is the giveaway of the money, and not cover the bullet so we
can bite the bullet, and solve the problem, then we are missing an un-
usual opportunity. I brought this up in a subcommittee on Monday;
we did not resolve the decision.

I know there is-a desire and a view tolget a clean bill, but in my
mind, a clean bill means that energy is an integral part of getting this
economy moving. And so I, for one, as one Senator, am not going to
wait for other Senators to continue what has happened in the House,
and that is to take counterproductive actions that will hurt this coun-
try. I am going to make my efforts within the committee to reattach an
entire energy package to t4tis tax bill, and then we will try to do it on
the floor if I am unsuccessful in committee for the very simple reason
that we have only done two things in the last 2 years in this entire
crisis.

Congress has done one of them, and that was the approval of the
Alaska pipeline. And the administration has done the other, and that
was th- deregulation of new oil. There is nothing else that has been
done to add one more barrel of oil immediately to the marketplace,
and that is the crux of the problem with respect to energy-it is some-
thing now, not pie in the sky, and something in the future.

There is no question that we need conservation, but conservation is
not the only answer. We need more energy, and there has been a mis-
perception among the American people, and the only way to correct
that misperception is with a dialog. And why should we miss the
opportunity? What could be a better format for our dialog than this
package, this rebate? Everybody is watching this rebate. We need the
American people to discuss the energy problem. There is not enough
discussion at the lowest level, at the citizenry, to understand it, be-
cause we have had a proliferation of legislation, but not much solu-
tion-making.

And so, I would just ask you why the administration-not for the
same reasons that Senator Hathaway asked-but why the administra-
tion now, when it felt that they were a package that had to come to the
Congress together, a1l of a sudden now takes a position that you want a
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clean bill which is merely giving people money, but not solving the
basis, the heart of the problem.

Energy is the basis for our industrial society. Now why do we not
attack that at the same time as we attack this problem? A re we afraid
of a dialog?

Secretary SImo;. I do not think that you will find that I have any
disagreement whatsoever with what you said except in one major
area. We have not downgraded the energy problem, nor do we intend
to. It is a matter of recognizing the political fact of life, and I agree
with the carrot and the stick-comparison that you used as well. And
if we did not feel so strongly that time was of the essence as far as
getting the necessary stimulus into our economy now, that is good.
We ought to keep carrots and sticks together to try to cover over, as
you say, the. bullet, so we can indeed bite the bullet.

Senator GRAVEL. Would you say the rebate is more important to
solving the problems of this Nation than solving the energy crisis?

Secretary SIMoN. Well let us say I would add a problem. We have
-three problems, and it is the economic problem. The recession, the in-
flation problem and the energy, and the inflation and the energy are
of a longer term and are going to necessarily require a longer dialog.
What we are saying is that we cannot afford to-wait the many months
that a measure may take, dealing with this complex subject of energy,
and putting the dialog before the American people and explaining
everything that is going to have to be explained, before we provide
the stimulus that we think is necessary.

Senator GRAVEL. Not one American citizen will get a dime out of
this package before 2 months. and I would think that if we cannot
effect a dialog in 2 months on this subject that involves the saving of our
free enterprise system, then I think we are derelict in our duty.

Senator SDION. Well, past history has shown that it will take longer
than that. And, of course, even if it could occur in 2 months, which I
would be very doubtful and I think you would, too, Senator Gravel,
then it would be another 30 to 60 days before the money got into the
economy and that would be too late.

Senator RIBicoFF. Are there any other members of the committee
who would like to ask further questions? Senator Byrd. I think we
will stay again for 5 minutes with whatever Senators have other
questions.

Senator BYRD. Thank you Mr. Chairman. May I say to the Secre-
tary and to the committee, I have long been proud of the wage earners
of my State of Virginia. I get amongst the employees of the industrial
plants a great deal, and I am very proud of them. But I never have
been more proud of any of my Virginia citizens than I was yesterday
when a group of 8 representatives of 3,000 employees of the General
Electric plant at Portsmouth, Va.. came to my office and presented to
me a multitude of scrolls signed by those employees-some 3,000 of
them. And here is what the scrolls said:

We, the undersigned, urge the President of the United States and Members
of Congress to reconcile their political differeffees and take prompt action that
will restore confidence in our economy. We believe this can best be accomplished
by actions that reduce burdensome taxes, avoid high interest rates, and cut
excessive Government spending.
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And cut excessive government spending-
We have talked to-our friends and neighbors, and they agree that these are the

things they want to see happen to bring people back to work without having
more inflation.

I have one scroll here-I was tem pted fO bring them all-but I have
one scroll here to show the interest of those people, signed by some 3,000
employees of that large industrial plant in the city of Portsmouth, in
my State of Virginia. I want to say, frankly, that I feel that those
employees in their proposal are showing a great deal more wisdom
than has either the administration or the Congress.

I'There follows a reproduction of one of the 3 ft. x 5 ft. scrolls:]
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They recognize the fact that in order to reduce taxes, we need to get
spending under control. And in order to reduce high interest rates,
we need to get spending under control. How are we going to reduce
our interest rates when the Government is going into the money
markets for 66 percent of the available lendable funds as the Secretary
testified just a short time ago? Now, Mr. Secretary, let me see if I can
state accurately the purpose of the legislation that is before us.

As I understand it, "it is designed to provide a balanced program of
tax reductions for individuals and tax incentives for business. It is de-
signied to put our present lagging economy on the higher growth path,
to increase the number of jobs, and diminish high unemployment rates,
to relieve the hardships imposed by inflation on those of moderate
incomes, to provide a rational system of tax incentives to aid in the
modernization of our production facilities." Would the-Secretary in-
dicate whether that, in substance, is about the purpose of the
legislation?

Secretary SIMON. Yes, sir, it certainly is, Senator Byrd.
Senator ByRD. Well I was reading verbatim from page 1 of the

committee report of the Revenue Act of 1971 which reduced the reve-
nues by $11 billion in 1972 and $10 billion in 1973 for the purposesj ust enumerated. At that time we had deficits from $25 billion to $30
billion; now we propose to double the tax reduction at a time that we
are increasing spending by $35 billion, and we envision deficits of
$43 billion this year and to $55 billion next year. So I think there is
some reason to wonder whether we are going to solve our problems,

--whether we are going to help those employees at the General Electric
plant in Portsmouth, Va., and other employees scattered throughout
our Nation by taking a course that manifestly failed. Inflation today
is double what it was when we embarked on a similar course just 3
years ago.

May I ask just one additional question. Is it correct, Mr; Secretary,
that the Federal Government will borrow more money in 1975 than
the State, Federal and local governments combined have ever borrowed
in any previous year?

Secretary SImoN. Not only State, Federal and local, it is all bor-
rowers in private markets. On a net basis, our demands will be larger
than all demands totaled in any previous year.

Senator BnD. Then I understated the case-Let me see if I have this
correct. The Federal Government will go into the money markets and
borrow more money than did the Federal Government, the State gov-
ernments, the local governments and the private borrowers have ever
borrowed in any previous year?

Secretary SIMOn. I will supply this for the record. Mv memory
tells me that the previous record total net demands was $58 billion,
Mr. Byrd, but I will supply it for the record.*

Senator BYRD. Well you expect a minimum of 65?
Seretary SiMoN;. At this moment over 65, by an undetermined

amount.
Senator Bn. Thank you, Mr. Simon.
Senator RIuncoFF. Senator Hansen.

*The Department of the Treasury subsequently informed the committee that the pre-
vious record total net demands was $61.3 billion.
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Senator HANsEN. Mr. Secretary I think there is one point that ought
to be understood and cleared up. is I recall, the observations made by
the chairman of the committee, Senator Long, yesterday, there is no
inclination on the part of this committee to postpone indefinitely a
consideration of the tax reform proposals, some of which were in-
cluded by the House, without going into the merits of oil depletion
or other tax adjustments.

Senator Long said that he would assure us-and I would hope that
if I mistook what the chairman said, that Senator Ribicoff will correct
me--that if the Finance Committee or the Senate dealt with depletion
allowance, among other things, he would be perfectly agreeable to have
it understood that with his-best efforts those changes could be made
retroactive to January 1, 1975. Is that right?

Senator RIBICOFF. That is correct.
Senator HANsEN. I make that point because it seems to me the com-

mittee should take the time necessary to consider the tax rebate pro-
posals that are so keenly important and of utmost interest to this
country. As I understood you, did you say that as unemployment in-
creases 1 percent that there is a loss in taxable income to the Govern-
ment of between $12 and $15 billion?

Secretary SIMoN. I believe that was Senator Bentsen who made that
number, and my memory serves me, that that is a ballpark guess.

Senator HANSEN. I call attention to this because as I understand the
basic thrust of the administration's position, it is to put together an
economic package now primarily dealing with tax refunds and an
investment tax credit in an effort to stimulate the economy so that
the unemployed will be reemployed. Is that not right?

Secretar SIMON. That is the important thing; yes sir.
Senator hANSEN. And you believe that unemployment and economic

stagnation are the most urgent problems that lace this country.
Secretary SIMON. As far as the short run is concerned, yes, that is

correct. We have to provide the stimulus, as I have said a couple of
times. It is a necessary investment in our economy to get the economy
moving again.

Senator HA?;EN. Now one further point. Would it be the admin-
istration's position that the tax reform proposals--and there will be
many of them, I mentioned one, the extension of the loss carryback
provision.

Secretary Slioz. The carryback.
Senator HANsEN. Yes, the carryback provision to assist businesses

that have suffered very severe financial reverses. There are also many
other tax reform measures of which I am certain. But I would hope
that before we get into writing that kind of legislation, we would
at least hold hearings, including witnesses from the administration,
industry and the public at large, in order to better understand the
mechanics of the reform proposals.

Would, you share my feeling that this is a proper approach?
Secretary SIMON. I certainly would, and that is what we are working

on now in the Treasury Department are the longer term measures
designed to do exactly this, designed to provide capital formation
that is so desperately needed in this country.

Senator HANSEN. I would like to point out that some of the Presi-
dent's proposals I did not support. I felt that the windfall profits
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tax, as I understood the President's proposal, with respect to the
domestic oil industry would be counterproductive. It would result in
a diminution of domestic production; it would result-in the closing
of stripper wells and a general lessening of activity in the search for
new oil. Taking -money out of the domestic industry would result in
less oil. You spoke-at one point in your testimony-about the im-
portance of having adequate capital to undertake the extra invest-
ment necessary to bring about new jobs and new energy. It is for this
reason I raisedthis point.

Secretary SIMON. Thank you, sir.
Senator RwIcoFF. Are there any more questions on this side ? Senator

Hathaway.
Senator HATHAWAY. Thank you very much, Mr. Chairman. Mr.

Simon let me ask you one more question with regard to the oil deple-
tion allowance, and then hopefully in the 5 minutes to get onto another
subject.

In regard to the administration's attitude on eliminating- the oil
depletion allowance, it sceems to me from the testimony you have
given here today that you have highlighted the necessity of our at-
taching an oil depletion repeal amendment to this bill rather than
diminished that necessity. You are asking us to give up the bird we
have in our hand, and not even promising that there are two still in
the bush.

We have a vehicle that probably will not be vetoed by the President;
namely, the tax reduction bill. And it seems to me that for those of
us who are advocates of eliminating, or at least modifying, the oil
depletion allowance, we would be well advised to put an amendment
onto this bill rather than some other bill, even the near future, be-
cause such a bill may be more subject to a veto. And even though the
House voted 248 to 163 for elimination of the oil depletion allowance,
that is still not enough to override a veto. That 163 votes against elim-
ination is 17 more votes than is needed to sustain a veto, even if the
entire House is present and voting.

So what assurance can you give us that if -we do tag it onto an
energy bill later on, for example, that it will not be vetoed by the
President? If you could tell us that the President would absolutely
notveto such a'bill, then perhaps I would be inclined to go along with
you. But without such assurances, I would be inclined to attach it to
this bill.

Secretary SIMoN. We just felt, Senator, the real danger is, as Sen-
ator Gravel said, that if indeed depletion is attached to this bill then
we will just keep right on going and deal with the entire energy issue
at the same time, and it will prolong unnecessarily the stimulus that
would be put back into the economy.

Senator HATHAWAY. Well as I mentioned earlier-
Secretary SIMon. I understand your bird in the hand-
Senator HATHAWAY. You are going to get a prolongation anyway;

even if you do not get it here in the Sehate. You are going to get it in
a conference or possibly by r-committal in the House, and another
conference and another vote by the House. So it is going to be pro-
longed anyway, I believe, unless all of those people over there who
supported it are suddenly going to change their minds.
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Secretary SIMoN. The simpler the bill, the faster, of course, it will
get through.

Senator HATHAWAY. The faster it will get through here, but-
Secretary SIMON. It becomes complicated when you add a controver-

sial measure such as the depletion allowance. That is our point.
Senator HATHAWAY. Well, it becomes controversial here and compli-

cated here, but you're talking as though the House didn't exist. The
controversy has already been taken care of in the House and that is half
the battle. By removing this amendment, you'll merely re-create the
controversy over there, and it already exists over here.

Well, let me ask youanother question on another matter which is
related to this. You say that you are in very much of a hurry to get
this tax refund, but is not the economic situation at the present time
such that with prices going down in some areas we are, in effect, giving
a refund to people by having lower prices? Does it make any difference
if prices come down $10, or if we give the consumer an extra $10 in
tax refunds? They still have the same $10 and that will stimulate the
economy.

Automobile prices, for example, have gone down in the last 2 months
as a result of the rebate, and I understand from listening to the news
on the radio this morning that General Motors had larger sales of
automobiles in the latter part of February than they had in the previ-
ous year. So things may not be as bad as they would appear to be-as
you are making them out to be.

Secretary SIMON. No; it is not a matter of me trying to make them
out worse than they are. As I said in response to one question, it is
our judgment that the economy is going to bottom out at the middle
of the year and turn up positively in the fourth quarter this year.

Senator HATHAWAY. Whether we do anything or not?
Secretary SIMoN. Whether we do anything or not. However, not

leaving things to forecasting-and to chance, if you will-this $16
million will make it more certain and more strong. But you are correct
when you say that as prices recede that is helpful, and at means that
the erosion that has taken place--and they had real erosion in their
real income last year as far as their purchasing power, which is one of
the reasons why consumer spending slid off as dramatically as it did.
And now with higher wage settlements, this is going to be a positive
factor; real income is going to increase, which is going to turn con-
sumer spending around.

Senator HATHAWAY. My time is up. I understand Mr. Chairman,
we will have the opportunity to submit questions in writing and re-
ceive answers.

Senator RmIcoFF. Yes; if that is all-right with you, Mr. Secretary.
Secretary SIMON. I would be delighted.
[The following questions were subsequently submitted by Senator

Hathaway:]
Question. You stated during the hearings before the Finance Committee that

the oil depletion allowance results in both investment incentives and lower
prices. What is the mechanism by which it does this?

Answer. Both of those results Itow froTu the fact that percentage depletion
reduces the proportion of before-tax profits that is taken by taxes. A competitive
capital market will offset that tax preference by causing before-tax profits to
decrease. This has, in fact, occurred, as clearly demonstrated by the fact that
the oil Industry has historically enjoyed only an average return on investment.
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INVESTMENT INCENTIVE AND THE EQUALIZATION OF RETURNS ON INVESTMENT

Investment incentives do not, in general, cause Individual investors to earn
higher than normal returns. If they did, no one would invest in anything else.
What they do is permit more than a normal amount of investment to earn a-
normal return.

It is important, always, to remember that what counts for an individual in-
?stor is the after-tax return. That is what he gets to keep and that is what

determines his investment decisions.
If the tax burden is reduced in any one industry or activity compared with the

tax burden elsewhere, the initial effect is that after-tax profits will be greater
in the favored industry. That in turn causes more capital to flow into that
industry until after-tax returns are equalized.

For example, if the oil Industry suddenly becomes more profitable after-tax
than the steel industry, the competitive capital markets will cause relatively
more funds to flow into the oil industry than into the steel industry. The inflow
of capital to the oil industry will cause the price of oil investments to increase
and the rate of return, accordingly, to lessen. The relatively lesser supply of
capital in the steel industry will, on the other hand, tend to cause the rates of
return there to increase. This process continues until the rates of return to in-
vestors are roughly equivalent (all other things, including risks, being equal)
in the two industries. The net result is a reallocation of capital, with more of it
in the oil industry and less of it elsewhere than would otherwise be the case.

One need not think about "capital flows" in the abstract to understand why
this is true. Just ask yourself the question, "Would I buy steel stock if it only
left me with 6 percent after-tax, when I could buy oil stock that left me with
9 percent." Obviously, everyone would buy oil, which would drive the price of
oil stock up to the point where the return would be in the neighborhood of 6
percent.

Percentage depletion has provided such a tax advantage In the case of the oil
industry and has caused more capital to flow into the industry than would other-
wise have been the case. To that extent, it has been an incentive to investment
in the oil industry. It is important, however, to note that such an incentive in a
single industry results primarily in a reallocation of capital away from other
Industries, and not necessarily in an increase In the total amount of capital
available for all industries.

In the absence of such a tax advantage, there would be less capital investment
in the oil industry than there now is. In that case, the additional capital necessary
to bring us up to present production levels would flow into the industry only if oil
prices were to increase sufficiently to provide an inducement for investors to shift
from other investments into oil. Stated another way, in the absence of a tax
advantage we would get the level of oil production we now have only if the price
of oil were to increase and thereby provide a profit incentive equal to that which
has been provided by percentage depletion. Thus, the existence of percentage de-
pletion has in the past permitted prices to remain lower than would otherwise
have been necessary to sustain present levels of production.

It is very important, however, to keep always In mind that the tax benefit pro-
vides an abnormally high return only in the first instance, and that in a very
short period of time the capital markets will cause the after-tax rates of return
to ,qualize throughout the economy. One may see this phenomenon illustrated,
even more dramatically perhaps, in the case of so-called "tax shelters" in such
areas as real estate, where the tax benefits not only reduce or eliminate tax on the
before-tax income from the investment, but often provide an additional cash flow
as well. The before-tax return in such cases often drops to little or nothing, so that
the combination of the before-tax income and the tax benefit leaves the investor
with only a normal after-tax return. The only investors who get more than normal
returns are those investors In higher than average tax brackets, which is a
phenomenon explained later.

In the case of oil, corporations account for the great preponderance of produc-
tion. All of the available data Indicate that the rate of return on investment for
larger oil companies has, over the years, been only average. That fact confirms the
above analysis that investment flows will continue until rates of return are equal-
ized, with the result that the investors at average marginal tax-rates will end up
with no greater rate of profit than investors in other Industries. It also confirms
that fact that capital markets are Indeed competitive.
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Thus, one may generalize that percentage depletion has not, over the years,
resulted in a net benefit to the bulk of investors in the industry, for a competitive
market has caused the additional tax benefit to be washed out by a decrease in
before-tax return. As a result, the net after-tax return is comparable to the re-
turn in other industries. At the same time, this process has caused the supply
of oil offered to consumers to be greater, and thus, the prices to be lower, than
they would otherwise have been.

HIGH BR oxcr TAXPAYM8
High bracket taxpayers are an exception to the above generalization that rates

of return will equalize. High bracket taxpayers may, in fact, enjoy a return on
investment that is greater than normal where there is a tax preference.

The conclusion that after-tax returns will equalize between various industries-
so that a greater tax preference is washed out by a lesser before-tax return-is a
generalization true of investments broadly and may not apply to all investors.
That follows from the fact that the equalization process is a process of giving up
before-tax income in exchange for additional tax benefits, and the relative values
of those items to an individual taxpayer depends upon his tax bracket. For tax-
payers in brackets above 50 percent, a $1 tax exemption or deduction is worth
more than an additional $1 of income. Thus, for a 60 percent taxpayer, $1 in ad-
ditional tax deductions increases after-tax income by 600 while $1 of additional
before-tax income increases after-tax income by only 400.

The result is that when the market equalization process is dominated by
trade-offs that produce rough equality for taxpayers in, say, a 48 percent tax
bracket, taxpayers in brackets higher than 48 percent will get more net benefit
because the tax benefits acquired are worth more to them than the income given
up.

This effect is seen most easily in the case of tax exempt bonds, where all of-the
income is tax exempt and analysis is less complicated than in the case of oil,
where only a portion is tax exempt. Tax exempt bonds are most attractive to
those persons in the highest tax brackets. For example, while a tax-exempt rate
of 6 percent is equivalent to a taxable rate of 7.5 percent for a taxpayer in a 20
percent bracket, it is equivalent to a 12 percent rate for a 50 percent taxpayer
and a 20 percent rate for a 70 percent taxpayer. If issuers could sell all their
tax-exempts to 70 percent taxpayers, they would carry very low interest rates.
If general taxable interest rates were, say, 10 percent, a 70 percent taxpayer
would have a higher after-tax return with any tax-exempt issue that paid more
than 3 percent, and tax-exempt rates would settle down around that number. But
there aren't enough 70 percent taxpayers to buy all the tax-exempts, and in
order to market them, they must provide a yield high enough to be attractive to
taxpayers in much lower marginal brackets ranging down to 30 percent. If gen-
eral interest rates are at 10 percent, then tax-exempt rates, in order to be attrac-
tive to taxpayers in a 30 percent bracket would have to be at least 7 percent-
and that is the kind of differential which actually exists. But that provides a 70
percent taxpayer with the equivalent of a 23.3 percent taxable yield. The result is
that the price of the bond is set by the lower bracket taxpayers and the higher
bracket taxpayers get a major extra benefit-i.e., a greater than normal after-tax
yield. Tax exemption operates like a subsidy in the sense that it gives taxpayers
an incentive to buy tax-exempt bonds, but it is sometimes criticized because it
gives the highest bracket taxpayers more incentive than is required-i.e., they
would be satisfied with an after-tar yield roughly the same as they get on tax-
able bonds, but in fact they get a yield that is much higher.

Those same principles operate in connection with percentage depletion, which
exempts up to 22 percent of the gross income from oil production. This partial
exemption has caused the before-tax income from oil production (i.e., the price
of oil) to be less than it would otherwise be- The lower bracket taxpayers in this
case are corporations, which have a 48 percent marginal rate. The fact that they
have not had major benefits from depletion is evidenced by the fact that over a
long period of years they have had only an average after-tax return on invest-
ment. The tax benefit was roughly balanced out by lesser oil prices. However, for
those oil producers in marginal brackets above 48 percent, the lesser oil price
was more than compensated for by the tax benefit.

This extra benefit for high bracket taxpayers is built into the financial struc-
ture of M e oil industry. Oil entrepreneurs understandably look to high bracket
taxpayers to supply capital because they can offer those investors higher than

48-493 0 - 75 - 7
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normal after-tax returns. That does not mean, however, that the entire tax bene-
fit goes to the investor-for he is often satisfied with only a small increment
over the return on a taxable investment. The benefit may, therefore, be "split-
up" in various ways between the parties or may be dissipated by drilling in mar-
ginal situations where the before-tax profit is less than normal.

Tiere is no way-and no reason-to prevent that splittingup or dissipation
of these tax benefits, for parties are free to make their own deals. But it needs
to be noted that the major beneficiaries are often not the high-bracket investor
who supplies the capital, but the entrepreneur, who may be either an "independ-
ent" or a "major." For example, a great deal of new drilling is done on a "farm-
out" basis, in which a major company "farms-out" the actual drilling on its
property to an independent driller. The driller may be little more than a
contractor, but he is compensated in whole or in part by getting an interest
in the oil produced. How much of an interest such drillers are willing to settle
for and how much the company is willing to give are subject to negotiation.
If the driller's depletion allowance were doubled, the company might simply give
him a lesser share of the oil on the next deal-in which case the economic
benefit of a tax preference normally thought of as going to the individual would,
in fact, end up with the company. Conversely, if his depletion allowance were
cut in half, the company might be required to increase his share of the oil in
order to give him a reasonable profit.

Thus, the presence of high bracket taxpayers creates a potential tax savings
which will not be "equalized away." However, while the benefit nominally runs
to the high bracket investorf-it is simply one of several elements in the pie and
may or may not increase the slice of the pie that ultimately goes to that
individual.

Woau MARKETS Viius DOMESTIC MARKETS

The foregoing conclusions need to be modified somewhat under today's unusual
market conditions.

At the present time we must pay the $11 price set by the OPEC exporters if
we are to get the amount of oil that we wish to consume. In a free market,
domestic oil will also sell at the same price-and our "uncontrolled" oil does
in fact sell at $11.

In the past, however, the price of foreign oil was extremely low. During the
period from 1959 to 1973, the world price was in the range from $1.50 to $1.75
a barrel. For geological reasons oil was much more expensive to produce in the
United States and the world price did not offer a sufficient profit incentive to
induce the volume of domestic production which was thought to be desirable.
Consequently, quotas were imposed on the amounts that could be imported,
which reduced the total supply available in the United States and raised the
average domestic price to about $2.75-$3.00.

In the absence of percentage depletion, the domestic price would have been
somewhat higher, as a $3 price would not have provided sufficient profit incen-
tive to sustain existing levels of production. By increasing the portion of the
$3 which a producer could retain as after-tax profit, the effect of percentage
depletion was similar to a subsidy, i.e., it tended to make U.S. production
more competitive with foreign production than it otherwise would have been,
thus increasing the level of domestic production which could profitably take
place.

In the absence of percentage depletion, in order to maintain the same degree
of self-sufficiency we achieved in that era, the quotas would have had to be
reduced, and the prevailing domestic prices would have been raised accordingly.

The situation today is reversed. The price of foreign oil has increased dramat-
ically and at the moment there does not appear to be a need to provide subsidies
or quotas to ensure a viable domestic Industry. Since the foreign price sets the
domestic uncontrolled price, the existence or nonexistence of percentage depletion
has no effect on the price paid by consumers. Regardless of how much additional
oil is produced in the United States, the U.S. price would not change because
we still have to pay the $11 foreign price. Thus. at the present timehe elimina-
tion of percentage depletion would operate entirely to reduce the net income
of producers. Its effect would be similar to that of the proposed windfall profits
tax, except that the windfall profits tax was designed to disappear while the
elimination of depletion would be permanent.
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In the longer run, we expect the foreign price to drop very substantially.
Assuming that some degree of domestic self-sufficiency in oil production is an
important national security requirement, the time may come again when it is
necessary to protect domestic production from world prices that are too low
to sustain our domestic industry. Quotas or tariffs are mechanisms often con-
sidered in- that connection. They increase the price to consumers of oil. Per-
centage depletion or subsidies are alternative mechanisms. They increase the
price received by producers without raising the price paid by consumers. Neither
kind of mechanism is free. Both impose a cost. In the case of quotas and
tariffs the cost is paid by consumers of oil. In the case of percentage depletion
and subsidies, the cost is paid by taxpayers generally. There are also additional
pros and cons for each of the alternatives which would need to be considered
in setting a national oil import program. In the past we have used a combination
of the mechanisms and percentage depletion has been a significant factor.

SUMMARY

1. The existence of percentage depletion has caused more investment to flow
from other uses into domestic oil production. That additional investment would
ordinarily have occurred only if the price of oil had increased. Thus, the
existence of percentage depletion has kept prices at lower levels than would
otherwise have been necessary at the consumption levels we have enjoyed.

2. Since after-tax returns on investments tend to equalize among industries,
the existence of percentage depletion has been offset by lesser before-tax returns.
The result is that, over the years, oil companies have earned only a normal
after-tax return.

3. Notwithstanding the equalization process, high bracket taxpayers, however,
have the potential for higher than normal returns on investment. That potential
advantage may in fact go-to the high bracket investor or may be split with
the operator or dissipated in drilling wells with lower than normal profit
potential.

4. Present circumstances are unusual because the world market sets the U.S.
price. In the past, the world price was so low that it was necessary to maintain
higher prices in the United States in order to give domestic producers even a
normal return on investment. Both quotas and percentage depletion played
major roles in that process.

Question. What are the economic assumptions underlying the refund and tax
cut? k.

Answer. As explained in the Eoonomo Report, the tax rebate proposed by the
President would total approximately $12 billion, and while this will not prevent
a decline in real output from 1974 to 1975, it will reduce the extent of that de-
cline by something less than one percent in terms of real GNP. The business tax
reduction of $4 billion should have a stimulative effect on investment, also re-
ducing the decline in GNP. The basic assumptions are that no prolonged depres-
sions of the scale of the 1930's is in prospect, but that this is a serious recession.
Substantial economic stimulus in the form of a temporary tax cut will help sup-
port an economic recovery without adding too much in the way of inflationary
pressures.

Question. Isn't a decrease in prices just as much of a stimulus to the economy
as a tax cut would be? If the dollar aniounts of both are the same, isn't the net
effect on the economy the same?

Answer. Except under very unusual circumstances, a decrease in prices in-
volves a-decline in economic purchasing power (wages, profits) as well as a
decline in costs, and thus does not provide stimulus to the economy. One excep-
tion would be a decline in the prices of imports (i.e., the opposite of what hap-
pened a year ago in crude oil).

Quest on. What is the projected revenue offset for the investment tax-credit?
Does the Treasury Department have a revenue offset? You stated that the expe-
rience of the last few years indicated that the I.T.C. did provide a stimulus for
investment, but of course, that would be true as long as you were putting it on
and taking it off; a company who thought there was a chance for a change would
wait for it to go on before he invested. But what possible effect could it have
over the long term, when the situation had stabilized? Those who needed to invest
would invest. Those who didn't wouldn't. Isn't it true that over the long term
it would have no stimulative effect whatsoever?
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Answer. The Administration has not proposed a revenue offset to finance the
increase in the investment tax credit. The purpose of the credit is to provide
a stimulus for more investment and thus lower unemployment. However, Mere
is a partial offset in the sense that tax revenues will be higher due to the eco-
nomic stimuLus of the credit.

The euect of the credit is larger when it is permanent, not when it Is put on
and taxen off at various intervals. The major effect of a temporary credit Is
wereiy to change the timing of investment. For example, an increase in the
credit In 1975 but lowered in 1976 will increase the ievel of investment in 15,
but to some extent at the expense of investment in 1976.

Timing is an important goal in the present context. We need to get upward
momentum started. It is important that business make outlays now-rather than
later. Keeping the credit temporary is thus very Important, as that provides a
major premium to "do it now," which would be lost if taxpayers Uedeved the
increase would be permanent.

Question. On page 1 of your statement, you refer to the "obvious need" for a
prompt tax cut. What is this "obvious need?" That seems to be this Administra-
tion's only argument for aligning Itself with the oil industry in its position on
the repeal of the oil depletion allowance, and in my opinion, it isn't a very good
argument. Don't we have an "obvious need" to curb inflation in this country?
If so, isn't ending the oil depletion allowance one way of doing this, by reducing
the deficit In the President's budget?

Answer. The unemployment rate is now In excess of 8 percent and most eco-
nomic forecasters expect it to Increase further before recovery gets underway.
The stronger the recovery, the better off we will all be, and it Is with that in mind
that the President urged prompt passage of his program. As I indicated in my
testimony, the Administration expected Congress to study the President's recom-
mendations carefully, but not to delay them unnecessarily. There are many re-
forms which might be made in the tax system, but the highest priority should
be to end the present economic difficulties, hence we oppose the addition of any
nongermane amendments.

Question. If you feel there is an "obvious need" for prompt action on this bill,
how does the Administration expect to bring about such prompt action if it
supports a position designed to split the Senate from the House on an issue as
controversial as the oil depletion allowance? In order to meet your "obvious
need," isn't it necessary to try to have such a repeal included in the Senate bill,
now that the House has included it In their bill? Do you think the House mem-
bers will just cave in on this issue in conference?

Answer. Senate floor procedures offer greater opportunity for delay and non-
germane amendments than in the House. I think the danger of delay is greater
here and would be heightened by adding this controversial issue.

Question. In yo'i- statement before the Finance Committee, you state that the
recession has been "deeper than anyone expected." Is it suddenly so clear that
recession is our enemy, and inflation has passed us by? It Isn't clear to me. Why
is it that just last fall the Administration was still saying we weren't really in a
recession, and now, all of a sudden, they've changed their views! What happened
to inflation?

Answer. I'm sure you would agree, Senator, that the recession has become very
serious, with widespread hardship and rising unemployment. At the same time,
inflation continues at an excessively high level, causing further disruptions and
costs to the American people. I assure you, the Administration Is still deeply
concerned with whipping inflation, and the President's program is designed to
do that, but the economy has changed over the last several months, with greater
weakness than expected. Therefore, the Administration feels that more emphasis
should be placed on fighting recession than was the case formerly. Our goal
remains that of achieving sound economic growth with stable prices.

Question. How can you tell when the policies you would pursue have become
"excessively stimulative," as you refer to it on page 2 of your statement before
the Finance Committee?

Answer. There is no simple way to tell when economic policies become "ex-
cessively stimulative," in fact no way at all-simple or complex-to answer that
question precisely. Economic stimulus becomes "excessive" when the benefits
of that stimulus (e.g., reduced unemployment) are exceeded by the costs (e.g.,
additional inflation or additional unemployment resulting from congestion of
the financial markets from too big a deficit). Our Judgment Is that the economic
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stimulus now in the system plus the tax cut and expenditure programs proposed
in the President's budget are very close to the optimum amount. If we were to
try to go much further than that, the costs would outweigh the benefits.

Question. According to many economists, the overall health of our economy
depends on our total money supply. If this is true, why redistribute it for eco-
nomic reasons? I could understand redistributing it for social reasons, but your
proposal claims to be doing it as a stimulus to our economy. How is it doing
this if you're merely shifting money around and not adding any more of it to
the system?

Isn't a real stimulus possible only with an increased deficit-in other words,
by increasing the money supply' And isn't it, perhaps, unwise to do that at this
time because of the effect on inflation? Isn't your program contradictory, both
inflationary and not stimulative?

Answer. Growth in the money supply is under the control of the Federal Re-
serve System ; the President's program is primarily concerned with fiscal, rather
than monetary policy. Monetary policy is a very important area, and we are
working in cooperation with the Federal Reserve to ensure consistency be-
tween the nation's monetary and fiscal policies. We cannot expect monetary
policy to do the job all by itself, however, and that is why the President has pre-
sented a carefully balanced program of fiscal stimulus which is tailored to be
sufficient to support recovery from the recession, yet not so strong as to re-
kindle the fires of inflation. I yield to no one in my concern over budgetary deficits,
yet there are times when attempting to eliminate a deficit may prove harmful to
the economy.

Senator BRocK. I must admit to a certain amount of confusion now
with all of the questions that have been going on. I listened to the
Senator from Maine talk about oil depletion. I have felt fairly con-
sistently that you should reduce oil depletion because I have questions
about iis efficacy and equity. However, I do not think we should remove
it without taking such action within the context of a total energ' and
tax reform package. But now that the Senator feels that we do not
need his tax reduction right away. that the economy can sustain itself
without it. I might support his effort to put the oil depletion removal
on this bill in an effort to force the Congress to do what it ought to do
in the energy tax field. Maybe that is a new door we had not even
considered opening up.

I am in agreement with Senator Gravel, that the Congress is, at the
moment at least, inclined to do the easy things. Yet it shows no in-
clination to do the more difficult things later on.

Not only did the House pass with facility the tax cut bill, but.
it is acting, I think today, to override the President's veto on the
energy tax increase on the iml)ort tax. Now. if that is true, and if that,
is going to be the scenario for the Congress in the balance of this year,
it seems that what we are saying is "we do not want to put on any
tax on energy. lAe do want to cut taxes". Thus we will rebate the taxes
we do not put on, but to rebate taxes that we did not impose, we are
going to have to go to the American people and borrow that amount
from them so that we can give it back to them (after we take our cut
out) and that gives us a marvelous opportunity next year 'e) go back
to the American people and say, "Look what. we have done for you.
vote for us."

I wonder, Mr. Secretary, if you find anything particularly erroneous
in that projected scenario.

Secretary Si.*o.Ns. Well. I would agree with most everything that
you said, Senator Brock. We always end up doing the difficult things.

Senator BROCK. Not doing the difficult things.
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Secretary SIMoN. Not doing the difficult things and doing what is
politically palatable, and as I said to Mr. Hathaway, I sympathize
with what he said, and I sympathize with what Senator Gravel said.
You try to put the carrots and the sticks together in an attempt to
put something palatable on the bullet. so that it can be bitten. That
is a sad fact of life that, we have to do it that way, but right now we
have to consider the need for this bit of stimulus in the economy, the
$16 billion-to be of prime importance. That is why we did not want
it to get muddied up with any controversial proposals.

Senator BROCK. Mr. Secretary, I have already expressed my con-
cern with your own tax propcsa!, and I do not want to put words in
your mouth, but let ne ask you if it is not a fair statement that the
house tax cut bill which slants entirely to those with less than $10,000
of income, and therefore to the purchase of necessities. consumables if
you will, rather than durables, that it is in effect designed entirely
for short term relief. Yet the unemployment, in our economy is in the
durable goods sector. The shortage of sales, the fall-off of sales is in
durable goods. The House passed tax bill is designedd to enhance the
purchase of nondu rabies, of consumables. whereas the administ ration's

ill, while it is not as politically attractive, is designed to give relief
to middle incomes, is designed 'to encourage the purchase of durable
goods rather than consumables, primarily, and to enhance the rate of
savings. In sum the House bill will give a family a check for $100,
while the Administration bill attempts to give them a job.

Is it not a fair characterization to say between the two. whether
I like either or not, between the two the IHIouse bill is a relief program
without any reform in long term employment effect, whereas the
administration at least is attempting to direct its efforts toward eco-
nomic recovery and the creation of jobs.

Secretary Sifo.-x. I agree with that, and I would add one thing. I
wish the program was temporary, but a good portion of their pro-
gram is permanent because it deals with the tax structure itself. But
you said it, it has all been implied as we go around the room, and as
I said right at the outset., that very seldom are good economics good
politics, and we demonstrate that every day.

But let us look not only at the economic problems we have got. the
big ticket items, the consumer durable goods and their proposal of a
$200 cap does not, cover that, and let us look at equity; 152 percent of
the taxes are paid by people who make over $20,000 a year. and under
the Ways and Means proposal they get back about 10 percent.

Should not people get a rebate in proportion or near proportion to
what they pay? Ours is 43 percent. You know, they suffer from in-
flation the same as the rest of the people.

Senator BROCK. Mr. Secretary. if we ever come to the day when it
is a permanent fact of American life that good politics and good eco-
nomics do not mix. then we are either going to not have a free economic
process or we are not going to have a free political process, because
they cannot survive wit hout each other.

Secretary Si.rox. I agree with that wholeheartedly, but we are going
in that dirietion very rapidly. Senator Brock.

Senator RmicoF'. Senator Hartke? Senator Nelson?
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Senator NE.LSO-. What is the reduction of the personal income of
the 1-year cut, what portion of the $16 billion?

Secretary SIMoN. $12 billion. It is three-quarters---one-quarter, Mr.
Nelson.

Senator NE.LSoN-. Well, Mr. Secretary, I assume you probably saw
the market poll that. was done by Phillips and Singlinger 6 weeks ago
in which they polled nationwide something over 1,000 people and their
findings were that 70 percent of the people who were queried would
either save tile tax cut that they got back, the tax refund, or pay bills
with it. The breakdown was 40 percent, or 39.4 would save the money,
30 percent would reduce debts with the money, 5.1 percent would make
investments and the balance, 6.9, did not know what they would do
with it. Only 18 percent were going to spend it in the marketplace. If
that, is correct, that $12 billion stimulant is cut by four-fifths, so it
would amount to one-fifth as much as you think it would.

Secretary SIMoN. Well, let me comment on that a second, and also
at the outset let me comment on what else that particular poll showed,
and it was pointed out to me in the hearing before we allowed the
ownership of gold in the United States, where this same poll showed
that-and I have forgotten the number but I will supply it for the
record-it was a significant percentage were going to buy gold, and
they were wrong.*

So what people say before they get money and what people do after
they do get. money are two different things.

But let us talk' about a person paying off his bills. If you have bills
and you are a wage earner and the money comes in, you have got to
be paying those bills and you do not feel very good when you are in
debt if indeed you are worried about losing your Job.

So, fine, people pay bills. They feel better about their economic
situation and they begin to spend money out of current earnings. Too,
as far as savings and investment is concerned, people who will save-
and no one really knows what percentage it. is, will put the money into
thrift institutions and other savings institutions, and that is'good
for housing. W e need savings and investment. So we think it, is all
positive, the more spending that occurs, the more immediate the
economic stimulus, but our analysis shows us that we will get a signifi-
cant amount of spending.

Senator NF.LsoN-. You think that it provides the same stimulus to the
economy whether they pay debts, save it, or however?

Secretary SIMoN. There are different degrees of stimulus, sure. The
most immediate would be if they just went out and spent it, yes, but all
forms such as you mentioned are important.

Senator NEmso.,. I do not want to appear to be offensively persistent
about the automobile, but I would like to see the Administration review
its position. Look at the statistics on the four door Volkswagen now
in the market place, 23 miles in town, 36 miles on the road. All I am
saying is that the technology is here right now just to produce a smaller,
lighter, less powerful car.The large overpowered automobile is a tre-
mendously wasteful luxury- We can no longer afford it. My point is,
if we cannot make a sacrifce of this kind of luxury we are not, a very
serious society.

*The Department of the Treasury subsequently informed the Committee that the Decem-ber 20-26, 1974, survey by Mr. Sindlinger contained the projection that 9.5% of all
households planned to buy gold.



98

Now, the statistics-the most significant thing we could do, more
important, than anything that the Administration or anybody else has
suggested is to compel a dramatic increase in auto mileage achievement.
Here is a place where we could make the most dramatic impact. We
could double the mileage that we get now, and we would have almost,
two Alaska ipelines. If we discovered two Alaska pipelines tomorrow,
that would, be front page news all over the world.

I just want to point out one thing to you, if I may have one more
minute. The technology is here. It is a question of size and power of
the automobile. When all cars are on the line at twice the average
mileage we make now. which can be done., you would be saving half
the gas consumed, and that is almost 40 billion gallons a year.

The next point about that is you would be putting more purchasing
power into the marketplace for goods and services by $2 billion a
year than your own tax cut, would do. and it would do it every year
because at 50 cents a gallon, you would be saving almost $20 billion a
year in gas purchases, which can be used for housing, education, and
other consumer expenditures.

Next, it would cut our balance of payments by half, $12.5 billion a
year. We simply want to tell the country that we no longer can afford
the luxury of these upholstered Sherman tanks. We now have to
travel in something else. It is not going to inconvenience you, except
from a luxury standpoint. It, takes political leadership to'do that, If
the President said it, the Congress would pass it, and the automobile
industry would meet it, and we would have done more about the energy
problem and conservation than all of the other proposals combined
will do in the next 10 years.

So I wish you would take another look at those statistics.
Secretary SIio,. We will, sir.
Senator NELSON. I would encourage the President to tell the coun-

try the cold, hard facts about it. That. would be accepted by the public.
I have argued this question publicly for ten years, but it really requires
the prestige and leadership of the President.

If you are going to let those huge automobiles on the highway, some
one will buy them. It is the law of the commons working against us
again. I think it is very important that we tackle this question.

Secretary SifoN. I will promise you we will, Mr. Nelson. Thank you.
Senator RIBICOFF. I endorse Senator Nelson's comments on the auto-

mobile completely. It is my understanding. Senator Nelson. that if
you increased the mileage to 20 miles per gallon, there would be no
energy problem in the United States. That does not mean there would
not be someplace else in the world, but the United States could solve
all of its energy problems by that simple figure.

Secretary SIMos. That would save about 2 million barrels a day.
Senator RIBIcOFF. It would make the United States self-sufficient

in energy if you increased to 20 miles per gallon, the use of automobiles
in America.

Secretary SioNs. No; that would save about 2 million barrels a day,
and we are presently importing 7 million barrels a day.

Senator RmicorF. That is not my understanding, but Senator Nelson
is the expert on this.

Senator NELsoN. Twenty would not do it.
Senator RiBicoFF. How much would do it?



99

Senator NLso0N. Well, you cannot do it all with the automobile, but
if you were averaging twice what we are doing now, you would be sav-
ing about 2.5 million barrels a day.

Senator RmicoFr. Senator Hartke.
Senator HARTKE. M.fr. Secretary. I have three items. I tried to get

through them in the first 5 minutes, but I missed the last one.
And this is the question of lowering tax rates. I want to tell you,

I am for lowering tax rates on a permanent level in the lower income
brackets. This has been totally avoided, as I understand it, in this
entire discussion. Those people who itemized deductions on their tax
returns are almost completely neglected by the administration bill
and by the House bill, is that correct?

Secretary SIfo.N. No. In the temporary reduction, that is correct.
- -We wanted to do it the fastest way possible-it is a one-time deal-

but on the energy proposal. which is a permanent tax reduction, we
cut the first five brackets. We raised the poverty level, cut the first
bracket 14 to 7, and so forth.

Senator HARTKF.. So you are not opposed to that on a permanent
level? In other words, I have got you back now at least halfway on
one proposition, and at least basically agreeing with me on the basic
tax theory and in principle on the second, that the lower bracket should
be cut on a permanent basis; is that correct?

Secretary Sxfo.N. Well, I am in favor of cutting taxes right across
the board on a permanent basis, Mr. Hartke.

Senator HARTK . But the administration's proposal is to cut the
first five brackets; is that not right, on the energy side?

Secretary SiMo.. Well, the first four brackets.
Senator HARniF.. All right., let me change. it to five. I thought it

was on five because-I happened to prepare for you a little chart
which shows tax cuts on the first five, and I would like to include that
in the record.

[The material referred to follows:]

REVENUE IMPACT OF REDUCTION IN INDIVIDUAL INCOME TAX RATES (SCHEDULE Y)

DISTRIBUTION BY ADJUSTED GROSS INCOME CLASS

Amount Percent

0 to $10.000 ................................................................... . - $1.485 27.8
$10,000 to $20,000 .................. .................... -2.705 50.7
$20,000 and over ................................................................ -1. 144 21.4

Total .................................................................... - 5.334 ..............

COMPARISON OF PRESENT RATES WITH PROPOSED REDUCED RATES

Present law Proposed rate

0 to $1,000 ..................................... 14 percent .......................... 12 percent.
$1,000 to $2,000 ................................. $140 plus 15 percent ................. $120 plus 13 percent.

000 to 000 ................................. $290 plus 16 percent ................. $250 plus 14 percent
000 to U.000 ................................. $450 plus 17 percent ................. $390 plus 15 percent.

$,000 to .000 ...................... .... $620 p4us 19 percent ................. $540 Plus IS percent.
$8, F W.......................O$, plus 22 percent ............... 1,260 plus 22 percent.
$I2,000 to $16000 .............................. $2,260 plus 25 percent ............ 140 plus 25 percent.
$16,000 to $20000 ............................... $3,260 plus 28 percent ............... $3,140 plus 28 percent.

Note: All succeeding taxable brackets are reduced by $120 in conjunction with the reductions made in the 1st 5
brackets.
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Senator IIAWrKE. But what I am saying to you is I would favor re-
ducing those tax rates and this would provide some real relief for those
people who itemize deductions on their tax returns, and they are ig-
norved, at least in the House bill; is that. not correct?

Secretary SImoN,. On the temporary bill.
Senator YARTKE. I understand that, but I am talking about-and I

think you will not deny this factual analysis--in the last year the
actual loss in real income in the tax level alone which is occasioned
by the inflation is roughly $7 billion to $8 billion for these people; is
that not right?

Secretary SIMoN. I do not have that number, Mr. Hartke. Is that
accurate, Fred ?

Mr. HICKMAN. I would have to get the number.
[The information referred to follows:]
Current Federal tax receipts are about $130 billion annually. If we undergo

12 percent inflation, revenues would increase by about $21.4 billion. The first
$15.6 billion is appropriate and simply maintains real effective tax rates, but
the remaining $5.8 billion is a tax increase. It is an inflation-induced transfer
payment from taxpayers to the Federal Government.

Senator HARTKE. Well, you are not going to deny it, but let us just
assume-these numbers come from Mr. Woodworth, and I have a great
deal of respect for his judgment.

Secretary SIMon. If Larry Woodworth said that, then I would
agree with it.

Senator HARTK. So would you be amenable to a permanent tax re-
duction in those lower levels of say, 1 percent which would provide
some type of tax relief, to lower income groups, as Senator Brock
has indicated?

Secretary SIMoN. When I answered a question over on this side of
the room before about the problems of inflation and what happens
to people really in all brackets, in recognition of attempting to restore
their real income and reducing taxes to put the decisionmaking back
in the economy, and you and I have no differences of opinion on this
whatsoever. I look with favor upon indexing, to a degree, the systemwhich really is saying the same thing you are.

Senator HARTKE. Well, indexing is one thing, but you can do this
very definitely. That is a more complicated procedure.'This is a rather
simple, effective immediate result. In other words, if you would lower
the rate 1 percent and those people who itemize their deductions would
receive the benefits in let us say the first four brackets, would you be
opposed to such a proposition?

Secretary SIMON. Fred, why do you not comment on the technical as-
pects of what happens?

Mr. HICKMAN. Well, I think, Senator, that it is not correct to say
that people who presently itemize would get no benefits because of
liberalizing the standard deduction. You will find that a great many of
them, particularly low-income itemizers, will be moving to a standard
deduction which is more generous and in excess of what they could
otherwise itemize, but now you have to put all of these things together.

Senator HARTKE. Now, wait a minute, let us stop here. They would
no longer be itemizing.
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Mr. HICKmAN. But they are now itemizing.
Senator HARTKE. I understand they are itemizing now, but I am

talking about those who would itemize after the law is passed. Let, us
just be very clear so you do not fuzz that up for me.

Mr. HICKMAN. Those would tend to be the higher income itemizers.
Senator HARTKE. It is elementary you cannot take a standard deduc-

tion and itemize at the same time.
Mr. HICKMAN. That is right.
Senator HARTKE. No one proposes to change that. What I am saving

is if you want to provide benefits to those who itemize their deductions,
which I understood Secretary Simon to indicate that those people
were the ones that were practically neglected, why would not this be
a preferable method, or at least a desirable methodI

Mr. HICK M . Well, you are confusing what Secretary Simon was
talking about, middle-income people who, in fact, do tend to itemize
more than perhaps lower income people, and in that sense there is a
correlation, but he was not making the argument on behalf of
itemizing.

All I was saying is that if you are taking about-if you are con-
cerned about itemizers who are in the lower brackets, a very large per-
centage of them will be benefited because they will switch to a high
standard deduction.

Senator HAlrrKE. I understand that.
Mr. HICKMAN. We have no objection, in the end, to making great

reductions, as well as these other things, and one of the problems that
we had is that we think that all of those things should be considered
together, at such time as you can see what your total revenue pickup
is going to be in other areas and how you would then sort it out among
the people who have a claim on it.

Senator HARTKE. Look, I understand all that worn-out theory. You
know-the country has abandoned that theory that revenues are de-
pendent upon a higher rate of taxes. This is a cause of part of your
deficit today. I think practically everyone admits that, what you are
trying to do is stimulate the economy and thereby reduce the deficit
by increasing the amount of-people who are at work.

And that is what you are talking about. You are really talking about
putting the economy back on the road, and the net result of putting the
economy back on the road is to increase tax revenue, even though you
decrease tax rates, is that right? I mean that is the theory?

Secretary SIMoN. That is correct.
Senator HARTKE. It has been my theory ever since I have been up

here--I mean I am glad to see finally that this has become the pre-
dominant theory in American politics today.

Secretary SIMoN. That is correct.
Senator HATR. Now, let me ask you another item which I think is

an old, old item, and with all due respect to your political affiliation,
this is in the Democratic platform of 1960. Most of this fear which is
permeating the country about the big deficits would really be elimi-
nated if you had the capital budget, would it not?

Let me put it another way. A capital budget, as far as this Nation is
concerned, is long overdue because it would treat everything on a
correct basis, and if you had a capital basis, you do not reach these
astonishingly difficult figures in deficits.
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Secretary SIMON. I am not sure what your definition is, Senator, of
a capital-

Senator IARTKE. Let me just give you a concrete example. You are
building a dam, for example. It is going to last for 50 years. The way
it is today-whatever is spent on that dam this year is considered cur-
rent expense. If you put that into a capital budget, you would put it in
the budget on a 50-year basis. That is what I am talking about, the
same way business does it. Any capital expenditures would be treated
as a capital expenditure, and not as a current expense.

If you did that, you would not even show a deficit, and you have got
enough money then to pay for these programs. You do not have this
constant fear which the country has been sold on, the fact that the
country is going bankrupt. I do not believe that, but they are sure
selling the country and scaring the living hell out of everybody for
no reason.

Are you in favor of a capital budget?
Secretary SIMfO.N. I have not seen the Democratic platform of 1960

or analyzed what a capital budget is, as far as the ratio of expenditures
of work, capital investment, as you say, to the 50-year and 20-year pro-
gram, what percentage that is of our budget spending. It would seem
to me that that would not be that large a percentage of our-

Senator HARTRE. Let us assume it is not that large. Would you be in
favor of it, no matter what that amount was, to really put these
things down and say, if you are going to build something over here,
an airport, for example, that is going to be in use for 25 years, that you
characterize those as capital expenditures rather than current
expenses?

Secretary SIMoN. I would be in favor of anything that made good,
sound financial sense, but I think that this is probably a very small
percentage again.

Senator HARTKE. Well, let us just leave the guestimation out of it,
and you can come back. I just wanted to get you tied down. I have got
you in three areas. Let uis see: I have got you halfway committed to
the idea of the theory of capital budget.

I have got you committed to the proposition of tax cuts as a matter
of tax theory and principle.

Secretary SIMON. I will not be able to go back downtown after this
conversation.

Senator RmicoyT. I would not want to have to wait as long as it is
going to take the Secretary of Treasury to really say yes to all of those
commitments.

Secretary SrMoN. You have to get Jim Lynn up here. He is in
charge of capital budgets.

Senator HARTKE. Well, that is okay. I like you at this moment a
little better than I do Jim Lynn. He has to get back on our good side
because he has not agreed to all these things. You have been more
agreeable.

In other words, you have agreed that you will look at the capital
budget with a great deal of interest and maybe a sympathetic under-
standing.

Secretary SIMON. I am going to answer the questions that I asked
myself about it.
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Senator HARTKE. Well let me tell you-forgetting the Democratic
platform in 1960, I was going to tell you that Secretary of the Treas-
ury Kennedy did not follow it out, unfortunately in my judgment. I
think we should have done it then. We would not have some of the
problems in at least the vocabulary that we have today on the national
debt.

The second thing is on the question of the theory of taxation of re-
ducing the tax rates in the lower-income brackets.6You indicated that
is a part of the administration's overall permanent policy, and you are
willing to take a good, hard look at these vital industries in the fields
of automobiles and housing, so I feel I had better quit while I am
ahead.

Senator RIBICOFF. Thank you very much, Secretary Simon and your
staff for your long testimony and your courtesy.

The committee will adjourn until 10 a.m. Friday, when there will be
a 1-day hearing on health insurance coverage for the unemployed.

These hearings on the tax cut bill will resume at 10 a.m. Monday
next March 10.

Thank you.
[Whereupon, at 12:50 p.m., the committee was adjourned, to recon-

vene at 10 a.m., Friday, March 7, 1975.]





ANTIRECESSION TAX CUT

MONDAY, MARCH 10, 1975

UNITED STATES SEN ATE,
COMMITTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to notice, at 10 a.m. in room 2221,

Dirksen Senate Office Building. Senator Russell B. Long [chairman]
presiding.

Present: Senators Long, Byrd, Jr., of Virginia, Nelson, Gravel,
Bentsen, Hathaway, Curtis, Hansen, Dole, Packwood% Roth and Brock.

The CHAIwR .N. The committee will be in order.
I am pleased to welcome the Senator from Massachusetts and the

Senator from South Carolina before our committee this morning,
and we will be very pleased to hear from the two of you with regard
to your suggestions. We will hear both of you just before any ques-
tions are asked.

JOINT STATEMENT OF HON. ERNEST F. HOLLINGS, A U.S. SENATOR
FROM THE STATE OF SOUTH CAROLINA, AND HON. EDWARD M.
KENNEDY, A U.S. SENATOR FROM THE STATE OF MASSACHUSETTS

STATEMENT OF SENATOR HOLLINGS

Senator H1OLLIN'GS. Mr. Chairman and distinguished colleagues and
particularly my associate here, Senator Kennedy. I appreciate the
chance to just say a word because I have other hearings on transporta-
tion before the Budget Committee. So you are very kind to take us
first off.

We want to present to the Finance Committee. Mr. Chairman. the
amendment to It.R. 2166 calling for a repeal of the oil depletion al-
lowance. The distinguished chairman and the colleagues generally
debated this measure at length last June on the debt limit bill. and if
it would please the chairman, we would like to present a prepared
statement and then answer any questions for the record.

In summing up this statement, I would only emphasize the oppor-
tunity that is presented to the Senate. It is very difficult to deal with
taxation and finance measures in the Senate because we have to wait,
for the bill to come over from the ftouse of Representatives, and now
we have for the first time a bill in whih the Houise has expressed its
will in a very clear fashion with respect to oil depletion. It. has been a
matter of discussion for at least the last 6 or 7 years. Each time that we
would propose it, it is suggested that we put it on another bill, as is the

(105)
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case on the debt limit bill. One of the big points of debate last ,June was
to delay until consideration was given a tax bill.

Now, there are some who suggest that we await the energy bill for
its consideration. I am sure if we attached it to an energy bill, there
would be those who would wish for us delay until we had an oil bill
or any other delay.

The point is that we are too concerned with the matter of rebates.
tax reductions, turning the economy arotin(t. and moving America for-
ward once again. We do not think in presenting this amendment it is
a delaying tactic to the tax bill. On the contrary, with the large vote
in the House. we understand that they are pretty determined to see the
oil depletion through at this time. They look upon it as La grand op-
portunity. and they are going to stand fast as well as they can withill
the conference considerations.

And so, in presenting to the Senate what has alreadyA passed the
House is not a delay; we do not constitute it as a delay: 7nd we do not
think that those who wold oppose it want a delay either. We think
that if the Finance Committee comes out at the first of next week, and
this amendment would be on this particular measure. I believe that we
will have ample time to debate it several days. We are told by the De-
partment of Treasur that once the tax reduction and rebate bill is
passed, they can. in slightly over 2 and not more than 3 weeks. have
the tax rebate prepared and mailed out an(l in consonance with Presi-
dent Ford's May 1 deadline.

If you remember, his was a two-payment proposition of 'May and
September. It appears from the consideration being given by the Sen-
ate and the action already taken by the House, that we will have one
payment. So we will be well ahead of the President's schedule for re-
batina and infusing the economy with this money.

This amendment is word for word from the House amendment ex-
cepting the matter of the independents as described with the produc-
tion of 3.000 barrels a day or less. We insert a phaseout from those in-
dependents over a 5-year period : the first 2 years-(1975 and 1976)-
down to 15 percent: 1976 and 1977 down to 8 percent. and thereafter
no allowance granted. 'We could discuss that at length, and I would be
glad to do it if desired by this committee.

I personally believe in the clean bill that the House passed. but in
consultation with the Senators interested in this matter, many of them
wanted some provision of a phaseout sort for the independents. There-
fore. it is included here.

And with that I would yield then to my senior colleague, Senator
Kennedy, who is cosponsor.

STATEMENT OF SENATOR KENNEDY

Senator KE,-NFDY. Thank you very much, Mr. Chairman. It is a
pleasure for me to have the opl)ortunity to join with Senator Hlollings
in presenting this amendment both to the Finance Committee and to
the Senate. It concerns an issue which is well understood and com-
pletely familiar to the members of the Finance Committee, as well as
to the Senate membership generally. It is not a new issue. It is an old
issue. The arguments have been debated and discussed, both in this
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committee and on the Senate floor for a number of years, but we are
grateful for the opportunity to 1)reseit this alnendnlue-nt to you here
today.

There are just a few points that I would like to emphasize and
stress. One is that I believe the first issue before the country is restor-
ing the health of the economy. I am a strong suplporter of the tax cut
bill to restore the purchasing power of the American people and end
the recession. Although I generally support the rebate and tax cut pro-
Visions, I have made a number of observations about those provisions
in my separate statement to the committee.

But I want to emphasize that we do not in any way wish to jeopard-
ize the passage of this legislation. Quite frankly . we believe that with
the amendment that has been introduced by Senator IHollings. we are
actually going to expedite final act ion. We feel t hat if this amendment
is accepted by the Senate. there may very well be an opportunity to
avoid a conference. The House may be willing to accept the Senate bill.
The difference, as Senator Ilolling's has pointed out, is in the phaseout
provision for the smaller coml)anies. But I would' think that the House
might be willing to accept this l)io'ision and avoid a conference. We
know that if the amendment is not accel)ted. there will be a conference.
and it will take some time, because of the strong vote in the House, to
resolve the depletion issue.

So we actually believe, in supporting this amendnient. that we are
going to expedite the time schedule for action on this legislation.

So. we are hopeful we will be able to get a vote on the floor of the
Senate on this issue. I think both of us understand the strong emo-
tions of individual Members in representing their respective States
and constituencies. as they certainly should, on a matter of as great
importance as this.

And I also think it would have been unrealistic to expect to get the
67 votes which would have been necessary for cloture under the old
rule 22. As a l)ractical matter there is a real opportunity to achieve 60
votes for cloture, if there is going to be prolonged discussion or debate.
With the strong vote in the House by those who believe this is the No.
1 tax loophole in the Internal Revenue Code, we ought to have an op-
portunity to get not just one cloture vote but even a second one. I am
hopeful that can be worked out with the understanding of the
leadership.

Finally, Mr. Chairman. I want to stress what I believe is understood
bv a number of Members of the Senate, and that is the belief Ie feel
that this is the No. 1 tax loophole that exists in the Internal Revenue
Code. Whatever justification might have existed for the depletion
allowance a number of years ago, the rationale for it todav is virtually
nonexistent. With the extraordinary profits the price of oil has brought
to the industry, we can see that the increase in price far outweighs the
advantages which could be obtained by continuation of the depletion
looinhole.

There are a variety of reasons why depletion is basically ill-advised.
Te point out a series of these in our statement, and I would be glad

to go into them. I believe that Senator Hollings may have to leave
shortly.

48-493 0 - 75 - 8
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Senator HOLLINGS. Unless there are any questions, Mr. Chairman.
The CHAIRMAN. I do have some questions.
Senator HOLLINGS. Well, I would be glad to try to answer.
The CHAIRMAN. I have a question I would like to ask.
Senator HOLLINoS. Yes, sir.
The CHAIRMA . In the first place, let me say that as far as I am

concerned, I do not think there ought to be any filibuster about a vote
on this particular item in any event. But I think that you are in error
in saying that this is the No. I tax loophole. This serves a purpose.

If I had to say what is the No. I tax loophole, it is the provision that
permits people, tnder the theory that they are giving money to charity,
to keep that money for themselves and make the No. 1 charity them-
selves by giving to their own private foundations. Up until we began
to do a little something about it a couple of years ago, in some cases
the charity never got anything except a- gesture. A fellow would get
up and say, "I should not pay any taxes on income because I am going
to give this money to charity," and it turned out that the charity he
gave it to was his own children or himself.

This is a device whereby neither the Government nor charity ever
gets any benefit out of it in some cases. That to me is about the most
complete, utter outrage that I know of in the tax code. I will try to
do something about that in the future.

We talk about loopholes; the reason we are in this big an energy
mess is because it had been more attractive to produce the oil overseas
than here. How has that been brought about? By the foreign tax
credit, and by letting the oil companies take royalties over there on oil
produced overseas as though that was a tax. Tax treatment for foreign
production is far better than tax treatment for production in this
country, and that has helped to bring about the dependence on foreign
oil that is crucifying America right now.

Now, if we are going to do something about loopholes, we ought to
do something about that one. And I would recommend that we look
at the most inexcusable loopholes that are achieving no good whatever,
and in fact, being counterproductive to this Nation, before we take
those that serve a purpose. But I think we ought to vote on all of them.

It seems that a loophole is always something that benefits the other
guy. If it benefits you, you view it as very good, well-considered legis-
lation. That is par for the course.

Now, if you are going to close a loophole, then I would think that
you would at least like to go by orderly procedure.

Now, let us agree, a filibuster is not orderly procedure, but neither
is a procedure to pass a law where you deny someone the opportunity
to state his case, to appear before a committee and explain his argu-
ment-not only state it, but state it in sufficient time that someone has
a chance to consider what he has to say, to check his figures, and to
check the other guy's figures to see who seems to be right. It ought
to also be done on a basis where you consider what this means to
industry.

For example, the independents generally in this country have looked
for funds to investors and the Wall Street market. The Manhattan
market is the logical place to go for the money market in America, to
invest some money in their industry, to try to heln find more oil. If
this is done, for a major company to get back the money it would take
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to continue his exploration program, he would have to get back $2
for every additional dollar of taxes, because out of the additional funds
he needs to generate, he has to get two to pay the taxes on the one. This
means he has to get $2 in order to put $1 into additional exploration.

But on the other hand, an independent would have to get $3 in
additional investment somewhere in order to offset this.

Now, eliminating percentage depletion will absolutely dry up any
investment money in drilling syndicates. And in the money markets
of this Nation, nobody is going to put a nickel into it if that is the
case. Unless something is done to make it sufficiently attractive to
offset eliminating percentage depletion, whatever someone has as a
royalty income or as an investment income in a drilling syndicate
will all be sold to big companies at a capital gain, and that will create
further concentration where we are told that concentration is a prob-
lem in the industry now.

All of those things should be looked at, and I do not see how you
are going to do justice to all of that when you are trying to pass a
quickie tax cut bill.

Now, I am in favor of acting in this area with regard to depletion
allowance, to the foreign tax credit and anything else that somebody
thinks is a loophole. Let the Senate do whatever it wants to about it.
As far as I am concerned, I would be willing to do what I can to
try to have before the Senate by July 1 whatever this committee wants
to recommend about depletion. I think this committee would recom-
mend the reduction of the depletion allowance, but the Senate might
want to go beyond that and eliminate it completely.

But I do not see any way that we can get involved in making a
tax cut bill, which can move rather rapidly, into a tax increase bill
without at a minimum according a hearing to those whose taxes
would be increased.

Now, if you accord them a hearing, you are going to have to take
enough time to debate it, to consider it, and people will raise the
problem of other effects of this proposal.

For example, the Senator from Alaska, Mr. Gravel, is going to
take this view: why should you give more favorable tax treatment
to getting that oil out of Saudi Arabia than you do to getting it
out of Alaska? And he will have his amendment to offer, and there
will be others, and I do not see any way we can get into this without
having Senators offer amendments about other tax loopholes, even
in the energy area.

Now, you ought also to consider when you are looking at this how
much investment this industry will need it it is going to do what is
expected of it to solve the energy crisis. You should be thinking in
terms of how much money we are going to invest in all energy-
atomic, natural gas, oil, coal, shale, and the others. How do you
expect to attract that much money? And what are you going to do
about the competitive factors in that industry as you try to attract it?

Now, you ought to look at whether you have enough money. I am
told it is not enough to do what is expected of you in the industry
now. How do you expect to attract that money into it?

Now. all of this. it seems to me, is necessarily a part of any proper
answer to the question, and I would like to know how you expect
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to bypass all of that when you undertake to take a tax cut bill and
make it into a tax reform bill.

Senator HoLLINGS. In answering the question how do you bypass
that, the only way I know to bypass that is to not consider this
amendment. The fact is the history in the record shows that regard-
ing the depletion debate of 1969, you and I considered it at 271/2 per-
cent. Its reduction to 221/2 was merely a compromise. There was a
strong feeling at that particular time that it should have been re-
pealed completely.

Today economists in both parties and of both persuasions are rec-
ommending that it has long outlived its usefulness, that the intangible
drilling costs really serves as the incentive to produce and increase
the d6ihestic supply. And we come to the distinguished chairman
with this charge before U.S. Senate in full regalia, that on June 26,
1974, the Senate broke right straight down the middle on a 48-50
vote with respect to cloture on a debt limit matter, trying its dead level
best to get this before the body. At each previous consideration, as
I have stated before, the opponents have said, attach it to another
bill. You have got to have hearings. You have not seen the charge.

Well, we saw the charge. We were given a good education by the
distinguished chairman last June. Now, it so happens that a quicky
tax bill is, I think, an improper description. On the contrary, the
House-has passed it and it is before the Senate. I think we would be
derelict in our duty if we did not bring this, up and get the-will of
the Senate expressed.

Now, let us put it this way. It is the No. 1 tax loophole that is
eligible for elimination at this point. If we could consider the other
loopholes that you mentioned-and which concern me-then fine
business; but we are not going to do that.

The chairman was given a 935-pagte tax reform measure last No-
vember after the House had worked 18 months on it. So there are
Mffany, many things with which the chairman and I could agree, but
let us put it this way, this is the No. 1 tax loophole eligible for treat-
ment at this time; and I do not think it is quicky. I think it is
deliberate. It has been considered. It has been part of campaigns, and
the real problem now in the last 18 months to 24 months is windfall
profits. I do not see how we could in good conscience continue to sub-
sidize windfall profit. That is what it really amounts to at this
particular time.

The CHAIRMAIN. Well, Senator, there is at least one supporter of
your amendment who has told me already that he is for the amendment
because he is against the-tax cut bill, and that by adding the amend-
ment to the bill, that will get this bill bogged down in tax reform, and

-that Vill impede the progress of the bill. -
The President is not saying he will veto the bill, but he has said he

is against the amendment.
All right, you proceed to add amendments to the bill that get it

bogged down in rather lengthy debate. I am not talking about fili-
buster. I think the bill will become law, either with or without the
amendment.

But to get thi bill bogged down in a rather prolonged debate, and
then after a while start adding other amendments to it so it gets fur-
ther bogged down in debate, then in due course you have got enough
to confuse the issue so the bill just never becomes law.
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Now, that is one of the things that people have to concern themselves
about.

The other matter is the matter of urgency. As I say, I am in favor of
acting on this, but you made a misstatement, Senator. You said the
House sent us a 900-page tax reform bill last year. They did not do
any such thing. They spent 22 months arguing about tax reform in-
cluding this provision. So you would have thought they could have
acted the first day this year as far as the House Ways and Means
Committee was concerned, after they spent 22 months last year argu-
in about tax reform, including this iteiij. And they ne% r did get tj.
bil to us.

And you can understand why when they spent more than 20 months
in the Ways and Means Commlittee talking about it.

Now, an item that I thought had no legitimate controversy to it at
all is a $500 million reduction of the tax credit on foreign oil. That is
where the profits are. You just look at what has happened so far as
the domestic industry is concerned-the increase in profits for the do-
mestic industry has hardly more than offset the depreciation in the
value of the currency; and then take a look at what has happened to
foreign profits. They run off the chart, they are so enormous.

Your measure that you are proposing here would cost about $40 mil-
lion for the big international oil companies, on all that foreign oil
where they are making $7 billion worth of profits. Instead you zero in
and put out of business a great number of independents whom this
country needs. Now, it vould seem to me that if I were a major com-
pany, I would be just like Brer Rabbit looking at your amendment say-
ing please, do not throw me in that briar patch. All that does is put
their competitors out of business, and leave them in a position to mo-
nopolize anddominate the oil market for the future.

Now, I am willing to amend the depletion allowance or the foreign
tax credit. I am willing to do whatever is fair or whatever the majority
of the Senate thinks is fair about this overall problem. But I do think
that there is no way on earth you can avoid a delay of this matter by
insisting on putting it on this particular bill. It seems to me it will
definitely delay matters; there is no way you-can do anything but delay
matters.

Senator KENNEDY. Mr. Chairman, the fact of the matter is the House
of Representatives has already acted on this issue. We are not here
today with a whole laundry list of tax reform measures, although I for
one am extremely interested in tax reform as an issue. But the House
of Representatives has already acted on the depletion allowance. Like
it or not, the oil depletion allowance is the No. 1 tax loophole.

The measure that has been developed by Senator Hollings addresses
the issue, but it also tries to respond to some of the points that you have
mentioned about the independents, the small independents. But-the
fact of the matter is that more than 70 percent of the small independ-
ents, are millionaires, and they are still getting a tax break under this
particular proposal.

The CHAIRMA-N. Well, Senator, what percentage would you put on
the foundation people? What percentage are millionaires

Senator KENNEDY. In what respect?
The CHAIRMAAN. What percent o4 people who set up foundations are

millionaires?
Senator KE NNEDY. I don't know the answer.
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The CIAIRMAN. Probably 100 percent.
Senator KENNEDY. I do not understand the point.
The CHAIRMAN. Your point was that 70 percent of the small inde-

pendent producers are millionaires.
Senator KENNEDY. You tell me what the depletion allowance on the

-foundations is.
The CHAIRMAIN. Senator, that is a 100 percent exemption from the

taxes.
Senator KENNEDY. And the funds are being expended in accord-

ance with the law written by this committee. There-is a certain per-
centage of disposition of income required for foundations, which they
will carry out. But the committee has also said that corporations must
pay 48-percent tax on income. What is the oil industry paving? About
6 percent. The House has acted on this depletion issue, and the Senate
has a responsibility to act as well.

The CRAIRMAN. Well, let's not talk about the House acting.
Senator K-NNEDY. Before we shed crocodile tears for the small in-

dependents, let us recognize that our amendment gives them a phase-
out. You can justify it, but I think the basis for it is questionable.

If you look at the return on equity for the small independents over
the period of the last 3 years, it has been goi-g up through the ceiling
as well.

Why should we be concerned about the small independents, when
you look at what their return on equity has been over the period of the
last 3 years ?

The CHAIRMAN. Senator, that is just the point. Every statement vou
are making here people in the industry will challenge. You say that
they are paying 6 percent. They will say they are paying 40 percent,
and the information that we have on it looks more like the 40 than it
does like your 6.

We would look at things like the severance tax they pay in my State.
They are paying 12 percent before they know whether they are making
a profit or not.

Senator KENNEDY. 'Well, let us take the views of neutral observers.
Let us take the Treasury. Let us take some independent..kind of assess-
ment. You can obviously expect that they are putting their best foot
forward on it.

The CHAIRMAN. Senator, my point is this. What you are saying is
all subject to challenge. There. are others who will take a different
view than you take on those points, and all of this is a matter that
takes time.

Now, you are talking about the delay. The House now has a
procedure where a. majority of the Democratic caucus instructs the
Democrats on the Rules Committee to do what the Democratic caucus
wants done. They can then proceed to vote on any amendment they
want to with no debate whatever. The same minute they call it up, they
con vote on it.

Now, in the Senate under the rules, a single Senator can insist on his
right to debate an amendment, and even if there is a 90-percent major-
ity, that Senator still has a right to plead his case for 2 days before you
can invoke cloture in the first instance. He still has some rights after a
cloture, as we just saw demonstrated, and then he has another 2 days by
the time you go to invoke cloture on the measure itself. So at a mini-
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mum I would think you have got 5 days of delay, and that is proceeding
under the assumption you are not going to have to amend the bill.

So I do not see any way that you can move this bill to a decision as
you want to do without this matter taking a considerable amount of
time, and I do not see how in justice and conscience you can contend
that anybody ought to pay a $21/ billion additional tax without being
heard in the U.S. Senate. regardless of what the House doe.

How would you deny them the right to be heard I
Senator KE:NNEDY. They ought to be heard, Mr. Chairman, but I

also think that if Members of the Senate feel that we are not being fair
to the major oil companies, or that we have not given them a fullhear-
ing, they can vote against the amendment, or they can vote to table it.

But all we are asking is, if there are those who believe this matter
has been discussed and debated and examined enough and they are
prepared to vote on it, I would hope they would have an opportunity
to do so. Members of the Senate can make up their own mind. Every
one of us is fully conscious of the persuasive powers of the chairman
of this committee.

So what we are asking is for an opportunity to permit the Senate to
express itself on this issue.

The CHAIRMAN. Senator, I do not have any more votes or any more
persuasion than anybody else, you and the Senator from South Caro-
lina or anybody else. Every Senator is going to decide these things for
himself as they should.

The last thing I want is for somebody to talk about the powerful
chairman of theFinance Committee. I know what happens when peo-
ple start calling you powerful. [General laughter.]

But I think I have made my position clear.
I am going to call on the Senators in the order they came.
Senator Hathaway I
Senator HATHAWAY. Thank you very much, Mr. Chairman. As the

chairman and others know, I am in basic agreement with the Senators
who are testifying before us this morning. One of the objections made
by Secretary Simon the other day to having the oil depletion elimina-
tion amendment attached was that this would open up the bill for
general tax reform. Would you like to comment on that?

Senator HoLLINoS. Well, Senator, no, it will not. In fact, we did
discuss the matter of whether or not this would be appropriate in the
Democratic caucas. At the time of the discussion, which was the 27th
of February, apparently, and I stand immediately corrected, the
distinguished chairman of Finance had gotten together with the dis-
tinguished chairman of the Ways and Means. But, let us say, whether
they got together or not, their position was the same; let us pass a
clean bill they asserted, and let us not get into any of these extraneous
matters. Now, this is a position taken by Mr. Uliman, chairman of
Ways and Means, but the House felt so strongly that they overrode
his particular position on that. And once having done that, we who
have had almost a majority on this thing for many years, and who
have been yearning for the chance to get it to the body-how can you
ignore it?

Well, I do not think we are opening ourselves to further and other
debates. I think we ought to restrict it for this one proposal I am will-
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ing to get the foreign drilling costs, if this committee wants to put
that on. I would vote to do away with foreign drilling costs, and a lot
of these other things that the distinguished chairman is concerned
with. But on the basis of what Mr. Simon's concern is, we ought to
limit it to what the House has already acted overwhelmingly for.

Senator HATH AWAY. Was your amendment to give the independents
some relief not voted upon in the House and almost passed?

Senator HOLLINGS. That is exactly right, and I do not commit the
House Members who I talked with on-this. But I did talk with Mr.
Mikva, Mr. Green, Mr. Gibbons, and others, and they thought that
this could really facilitate our considerations, rather than bog us down
in further debate; and the House and Senate could get together pretty
quickly on this particular treatment for the independents.

Senator HATHAWAY. Isn't the real problem that we face here that
unless we tag it onto this bill those of us who want to eliminate the
oil depletion allowance are going to have to get a two-thirds vote, in
effect, to pass it?

Senator HOLLINos. Let us put it this way. The time of the Senate
is valuable at all times, and you can get into an extended debate. I
would rather let that pressure be brought on those who are trying
to deter the will of the American people on this particular score.
When the statement was made that we can put the oil companies out
of business, I beg to differ. Let us say that oil was at $4 a barrel.
A depletion allowance of 22 percent would be 88 cents in allowances.
In contrast, the increase in price means far more than a depletion
allowance, having pumped from $3.40 to $11.40-a barrel. In other
words, it is seven times the price increase than the amount of the
allowance. So the problem is windfall; we are not putting anybody out
of business. We are just trying to get our consciences reconciled here,
and fair treatment to the poor taxpayer who is not getting all these
percentages of increases and increases.

They had on a morning news show a story about Union, S.C., where
I have got 32 percent unemployment; this is existing all over the
country. And how, in good conscience, can we talk about rebate, and
then get into a parliamentary or procedural snarl, when it is just
facing us right, there? Ift we had passed it on the debt limit bill in
1974, we would have picked up from the Treasury $2.6 billion.

Now, we know the President has to sign this 'bill. I cannot see the
President of the United States saying, well, yes, we have got to turn
around the economy, but I have still got to look out for my rich 'oil
friends, and therefore I am going to veto this bill. Well, if he ever
said that, that would be the end of the church over there, I can tell
you that right now.

Senator HATHAWAY. Thank you very much. Thank you, Mr.
Chairman.

The CHAIRMAli. Senator Gravel?
Senator GRAVEL. First, I would like to thank my colleagues for

what they are doing. I could not agree more. I think this is the time
f or dialog, and we have postponed it too long. So I want to join with
you, and say that the work you are doing in bringing this before the
Senate is excellent; there is nothing wrong with the Senate acting as
a committee of the whole. The issues are not so complicated that we
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cannot handle them in a very prompt manner. I think the House has
acted as a committee of the whole, because the Congressmen felt that
they were faced with an I urgent matter. I think my colleagues would
agree that we may have differences of opinion, but on this I want to
assure them that I join them in their efforts to bring this matter before
the Senate of the United States so that we can begin a colloquy, so that
the American people, as a result of that colloquy, can be more in-
formed, and of course pressure the Congress accordingly.

I would like to ask one question. In the hope of preparing ourselves
for that intelligent colloquy, the first thing I would like to ask is, why
do you think that the depletion allowance is the No. 1 tax loophole?

Senator HOLLINGS. I believe it would be so because of the actual
basis. You know, we had cost depletion at one time. We were never
able to get the oil company records. So after 1913, when we started
cost depletion, we had oil vessels in the Navy, we were anxious, and
we tried to really put down what would actually be a depreciation,
Senator Gravel. They never wanted to show us their costs so you could
calculate it. So, it was placed at 27 / percent, and it persisted that
way until 1969.

he depletion is for found oil. In other words, it does not encourage
you to go out and wildcat, and take any risk whatever. Once you get
a known basis or find, then you keep on drilling in that one particular
spot, because you know you are going to get your depletion allowance.
It is self-defeating. And with no increase in production costs, what-
ever the price suddenly goes up to $11.40, the depletion is simply
extraneous. We have to reconcile the cost and the depletion. It is not
easy for a legislative body to act quickly. But certain it is, since we
were ready to do it in the light of the economic picture before the last
18 months, it is more justified than ever before; and it really steps
forward as the No. 1 loophole, since the real problem here is windfall
profits. Why should the U.S. Government subsidize windfall profits?

Senator GRAvEL. I think, in the first statement that you made, you
used the general words: "It was self-defeating." Would you-and I
know you cannot do it right now-in a reasonable e period of time, like
in a week, have your staff prepare for the committee the specific facts
demonstrating why the depletion allowance is self-defeating?

Senator HoLLNGs. Yes, sir.
Senator GRAVEL. That would be most helpful to us. The other point

you make is about windfall profits. It should be very easy to obtain
specific data on windfall profits now, so that the committee can con-
srder it, and then take it to the floor and so you can use it on the floor.
We have seen 2 years of the rhetoric of politicans and the media say-
ing there are windfall profits. It is not hard to obtain the specific facts
needed to make policy decisions. I know that you, as much as I, want
to base our decisions on proper facts; because if we do that, then of
course we make proper policy. Now, if we make decisions on erroneous
facts, then obviously we make erroneous policy; and I know you have
as much concern as I do about avoiding that. So, I thinkthe com-
mittee needs, one; the specific facts which show the depletion allowance
is self-defeating, and then two, the specific facts on profits.

Is that an unreasonable request to make?
Senator HOLLINoS. It is a very reasonable request, and we will do our

best to comply. I would like to just emphasize the phraseology used by
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the Senator-get your hands on windfall profits. Any time a legisla-
tive body tries to get its hand on any tax measures, you get into what
you call tax reform, and every time I have been up here with tax
reform measures, we seem to create even more loopholes.

We are not going to get our hands on those windfall profits very
easily. But through some quirk of fate, a real determination, and a
glaring inequity, we have got our hands on oil depletion, in and of
itself, and by itself. Is that not a happy day? We have got our hands
on it, and I do not want to let it go because of these extraneous
arguments.

I happen to favor the tax rebate. I happen to favor tax reduction. I
happen to favor more than what the House passed. But we have got
our hands on oil depletion at last, if we do not let it sneak out.

Senator GRAVEL. I am sure my colleague will-take my request for
specific information to heart. It is easy to become emotional when we
try to correct a problem, but we must act on the basis of facts, that is
a very real thing. And so, I would appreciate it if my colleague would
provide for the committee what the exact windfall profits are, and
where they are, so that we can address ourselves to that. I assume that
the committee would receive that from my two colleagues.

Senator KENF.DY. That is fine. We would be glad to submit it. We
would be glad to submit today the net income after tax of the major
companies prepared by the Library of Congress.

Senator GRAVEL. We would be happy to receive that today.
Senator KE.NNE.DY. I want to say, I think that is a fair request, and

that will be complied with. I say, Senator, that this issue is clearly
understood. The people are bearing extraordinary burdens because of
the increased costs of fuel and oil and gasoline. They understand very
clearly what the members of the Senate understand. We know, the
kind of pain and suffering they are experiencing in meeting just the
essentials of livelihood, a warm home or food or the basic essentials
of transportation to get to a job. They also know about the exorbitant
and unconscionable profits of the major oil companies. We will develop
at least what we think are the responsible figures and statistics, which
make our case.

Senator GMRVEL. Would it be unreasonable to bring all that data to
the committee, so that committee can consider that?

Senator KFNEDY. We shall try to submit that information.
Senator GRAVEL. I realize that you will also bring it to the floor,

but I believe you believe in the committee system. Could you bring it
forward to the committee?

Senator KFEDY. I certainly do. The only other point I would
make is about an excess profits tax. As the committee is very well
aware. the last time such a tax was employed as a means and a device
to deal with the problem of exorbitant profits was during the Korean
war. And the first year that it was implemented, it did reasonably well.
But and after the major industries and companies understood how it
worked, they were able to take advantage of the -tax and make it
mostly an empty letter. It seems to me that the method that Senator
Hollings has developed here, in terms of reaching the problem, is the
most appropriate way.

Senator GRAVEL. Senator Kennedy, will you heln the committee by
sending us the specific data about the windfall profits. We are talking
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a lot about windfall profits, and I think we should see the specific data
so we can analyze it and use it as a basis for our decision.

Senator KENNEDY. Yes, I will.
[The material referred to follows:]

PERCENTAGE DEPLETION ALLOWANCES FOR OIL AND GAS AND THE PROFIT PICTURi
IN THE OIL INDUSTY-1974-1975, WITH SPECIAL REFERENCE TO THE INDEPEND-
ENT PRODUCERS

i. PROFITS AND PRICING (1975)

The proposed repeal of the 22 percent depletion allowance for oil and gas
is generally estimated to produce about $2.5 billion in additional tax receipts. The
value of this allowance would be expected to rise, however, if old oil is decon-
trolled and the percentage depletion retained on the full price. In this case, the
value could rise to $3.5 billion for oil alone.

Although oil industry profit data for 1975 is not generally estimated by size
of producer, it is possible to estimate expected windfall profits for the industry
as a whole from price and production data.

At the end of 1973, oil price ceilings (for controlled oil) were around $5.25 a
barrel. In the summer of 1973 oil prices were around $4.00 a barrel. In this
analysis we estimate the windfall in one case based on the spread between $5.25
a barrel and current prices and in another as the spread between $4.25 a barrel
and current prices.'

Presently there is a two tier pricing system. Of estimated annual production
of 8.7 million barrels a day approximately 5.3 million is controlled (at an average
price of $5.25 a barrel) and 3.4 million is uncontrolled generally selling at $11 a
barrel. If we measure the windfall profit as the difference between average price
of $7.50 a barrel (assuming an effective income tax rate of 38 percent on the
windfall) and $5.25 a barrel we derive a windfall of $4.4 billion for 1975.

The value of percentage depletion (in tax savings) on the old $5.25 price may
be figured at roughly 500 a barrel or about $1.6 billion and the value of percentage
depletion on the windfall at roughly 240 a barrel or $760 million. These figures
suggest an estimate of percentage depletion at current prices of $2.4 billion. (This
figure dIffers from the $2.5 billion estimate quoted above but does not include
depletion on natural gas.)

These figures suggest that the net increase in after tax profit to producers will
be $2.0 billion with no change in the price structure and repeal of percentage
depletion.

It may be argued, however, that the $5.25 a barrel price ceiling represents a
windfall in any case. Consider for example that the actual prices in the summer
of 1973 were mucF lower and that in prior years the price of oil was closer to
$3.50 a barrel. (As of November 1973, the average old crude price was $3.91, and
was $3.45 in 1972. )'

If we use the spread between the current price and $4.25 a barrel as a measure
of the windfall, the following calculations may be made. For a new oil the price
spread is $6.75 a barrel with an after tax profit of $5.2 billion. For old oil the
$1.00 spread provides an after tax windfall of $1.2 billion for an industry total
of $6.4 billion.

'The windfall would be expected to accrue to producers on domestic (not foreign) oil.
The choice of a base price Is necessarily arbitrary, particularly in the context of a domestic
price determined by foreign prices. The Administration apparently uses a price of around
$5.20 for Its windfall profits tax proposal while the Ways and Means Committee task
force uses $4.95. The average price of crude to refiners according to Standard and Poor's
was $3.73 In 1973 and $3.40 in 1972. Adjusting this latter figure for 1975 price levels
indicates a price of around $4.40.

*Throughut this paper an effective income tax rate on the windfall of 38 percent Is
assumed if percentage depletion is retained and 48 percent if it Is repealed. Because of
the geenrally rapid write-off of capital costs in oil production there Is good reason to
believe that these rates would be substantially lower. To gain some perspective, the In-
dustry itself estimated an effective rate of domestic Federal income taxes on domestic
of profits of 22 percent In 1971. which was considered too high by some critics of their
study. It Is estimated that outside of depletion, 70 cents of each investment dollar is
written off immediately through dry hole and intangible drilling costs and another 10
recovered through depreciation (including rapid methods) and eligible for the Investment
tax credit. The implication Is that the size of after.tax windfall lit this paper Is quite
conservative.

2 Denletion is figured at an average of 20 percent for old prices and 22 percent for the
windfall rice.

' Standard and Poor's. Old crude oil prices-mid-continent 860 to 36.0'.



118

The value of percentage depletion for $4.25 a barrel is 410 a barrel or about
$1.3 billion (consistent with prior year estimates of the revenue impact of per-
centage depletion). The value for the new oil price spread is 70¢ a barrel or
$870 million. The value for the old oil spread is 10.5€ or $203 million. This gives
the total of $2.4 billion.

Thus, after tax profit of $6.4 billion reduced by increased tax liability due to
repeal of percentage depletion of $2.4 billion shows a profit of $4.0 billion assum-
ing repeal of percentage depletion and no change in prices.

In comparing prices as an incentive with percentage depletion as an incentive,
it is perhaps more proper to Ignore what current depletion is worth and focus on
the value of percentage depletion at lower prices. If the $5.25 figure is used
percentage depletion is worth about 500 a barrel. The after tax windfall if one
assumed there was no depletion allowed above $5.25 a barrel is $1.20 a barrel,
or slightly over twice the former value. However, for new oil where an incentive
mechanism would be expected to be important, the average after tax windfall
is $3.00 or six times the value of percentage depletion. (This would also repre-
sent the relative total value if all oil Is decontrolled.)

If $4.25 is taken as a more realistic measure of the pre-windfall price, the
former value of percentage depletion would be about 40W a barrel. For all oil the
after tax profit would be on the average about $1.70 a barrel or over four times
the former value of percentage depletion. For new oil again, the after tax wind-
fall would be $3.50 or almost nine times the former value of percentage deple-
tion. (This would also represent the relative total value if all oil were decon-
trolled.)

This analysis suggests that after tax profits deriving from price increases are
far more important than percentage depletion an an incentive for producing
more oil. It is clear that even if price controls are retained and percentage de-
pletion is repealed, producers under even the most favorable assumptions will
be realizing larger after tax increases in profit and thus substantially increased
cash flow.

If prices are deregulated in some fashion then the relative size of the value
of percentage depletion will grow and so will after tax windfall profits. For ex-
ample, if the $5.25 price is used the windfall will be $11.3 billion after tax
assuming percentage depletion is retained. Percentage depletion then has a value
of over $3.5 billion and repeal would reduce the -after tax windfall to $7.8 bil-
lion. If the $4.25 a barrel price is used the after tax windfall will be $13.3
billion and repeal of percentage depletion will reduce it to $9.8 billion.

It should be noted again that the effective tax rates used in this analysis are
probably higher, perhaps substantially so, than in actual practice and act to
understate the value of windfall profits.

II. INDEPENDENT PRODUCERS-PRICES AND PROFITS (1974)

The relative impact of prices and percentage depletion on the independents
is difficult to determine. However, there is some data available for the change in
profits between 1973 and 1974. It should first be noted that sales of 3,000 barrels
a day will range from $5.7 million to $12.0 million. Using the data computed
above assuming a $5.25 normal, for a producer whose average price is the same
as the U.S. average the after tax windfall would be $1.2 million assuming per-
centage depletion- is not available on the windfall. However, the former value
of percentage depletion was only about $552 thousand.

It would be generally expected that independent producers of oil would be in
a better position than other segments of the oil industry. First, the increase in
the price of Imported oil has not created a windfall to the international oil com-
panies since those increases are being absorbed by the petroleum exporting
countries. Therefore, domestic producers would be expected to have a relatively
larger increase in profits as compared to international companies.

Secondly, all of the windfall has occurred in oil production. Thus, the inde-
pendent producers would be expected to be better off than the integrated com-
panies and the refiners.

Finally, it has been argued that a much larger portion of the sales of the in-
dependent producers is uncontrolled oil. Congressman Green stated that 75
percent of the oil production of small producers is unregulated while 80 per-
cent of the oil production of the majors is regulated.5

5 Congressional Record. Feb. 27, 1975. p. H1153.
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The following tables provide statistics on net income for three groups compar-
ing the increase in 1974 profits (through Septemi 'r) over 1973 levels. The first
group includes the five integrated international oil conpanles. The second in-
cludes the larger domestic integrated companies. The third consists of companies
which are engaged in production, or the indel.endents. The source of data is from
Standard and Poor's oil stock price report. The only companies excluded from
the independents (of those listed) are those where data through September was
not available. While these data do not cover a full year they do provide some
basis for comparing the increases in profits.

If we aggregate the international conpanies we find that the average increase
was 50.2 percent. If we aggregate the large integrated domestic producers we
fifid an average rate of 96.1 percent. This finding is consistent with our ex)ec-
tations of a smaller relative Increase for companies engaged in foreign production.

The aggregation of the independents shows an increase of 75.5 percent (exclud-
ing the two companies with deficits) failing between the international and do-
mestic integrated companies.6 However, if we drop out Coastal States Gas which
Is not really primarily an oil producer we find the average for the independents
rising to 82 percent. Finally, if we drop out the three companies which are
significantly larger among the independents (Coastal States Gas, Louisiana
Land and Superior) we find the average rising to 122 percent, higher than
either the International companies or the integrated domestic producers. While
these companies do not include very small Independent producers, the findings
suggest that smaller producers are enjoying larger Increases In profit.

TABLE I.-NET INCOME OF INTEGRATED INTERNATIONAL COMPANIES
Iln millions of dollars (9 mo)]

Percent
1973 1974 change

Exxon ........................................................... 1,656.00 2,280.00 37.7
Gulf ............................................................. 570.00 815.00 43.0
Mobil ............................................................ 571.20 903.80 58.2
Standard (California) .............................................. 560.46 877.74 56. 6
Texaco ........................................................... 838.92 1,428.16 70. 2

Source: Standard and Poor's.

TABLE 2.-NET INCOME OF LARGE INTEGRATED DOMESTIC COMPANIES (SELECTED)
[in millions of dollars (9 mo)

Percent Percent
1973 1974 - change 1973 1974 change

Amerada Hess .......... 113.88 134.05 17.7 Murphy ................ 34.60 55.62 60.8
Ashland ............... 84.30 113.00 34.0 Phillips ............. 143.70 345.20 140.2
ARCO ................ 178.30 377.70 111.6 Shell .............. 253.30 462.30 82.5
Cities Service ........... 93.40 168.40 80.3 Skelly ................ 27.17 77.77 186.2
Continental ............ 153.37 329.80 115.0 Standard (Indiana) ...... 389.80 795.50 104.1
Getty ................. 82.42 222.36 169.8 Standard (Ohio) ........ 62.50 97.30 55.7
Kerr-McGee ........... 44.10 93.15 111.2 Sun .................. 154.86 323.85 109.1
Marathon .............. 72.92 129.58 77.7 Union ................. 129.13 232.50 80.1

Source: Standard and Poor's.

TABLE 3.-NET INCOME OF INDEPENDENT PRODUCERS
(In millions of dollars (9 mo)

Percent Percent
1973 1974 change 1973 1974 change

Aztec .................. 1.72 5.01 191.3 Louisiana Land ........ 49.52 84.06 69.7
Coastal States Gas ...... 30.80 46.76 51.8 Mesa .................. 16.16 1.42 ..........
Equity Oil............... .73 2.30 215.1 Reserve Oil & Gas ...... 4.38 10.85 147.7
Felmont Oil ............ 1.96 3.81 94.4 Sabine ................ 3.87 7.13 84.2
Forest Oil .............. '.20 2.37 ........ Southland Royalty ...... 4.62 10.70 131.6
General Crude .......... 11.18 24.66 120.6 Superior ............... 30.46 46.65 51.6
Hamilton Bros .......... 2..16 4.54 77.3 Transocean ............ 1.77 5.35 202.2
Inexco ................. 3.61 6.45 78.7

' Deficit.
Source: Standard and Poor's.

6 If the two companies with deficits are aggregated Into the total the increase is 59.5
percent for all independents and 57.9 percent for Independents excluding the three largest.
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III. CONCENTRATION OF INDUSTRY ARGUMENT AND THE IMPACT OF CAPITAL GAINS

The domestic crude oil industry is concentrated, though not as much so as
some other major industries (such as the auto industry, the aluminum industry
or the steel industry). A recent Federal Trade Commission Report showed that
the top 4, 8 and 20 oil companies accounted for 31, 51 and 70 percent respectively
of domestic crude production.'

It is difficult to estimate what may happen to the structure of the concentra-
*tion in the oil industry. Increased costs of drilling to find more scarce resources
and the possibility of international oil companies investing greater shares of
capital into domestic production as foreign production becomes less attractive
may suggest that crude oil production will become more concentrated. To the
Extent that the repeal of percentage depletion reduces the windfall on domestic
production and narrows the gap between profit on domestic and foreign produc-
tion repeal could act to counteract this possibility. However, it does not close
the gap completely (and particularly does not on new oil) so that it would not be
expected to be a decisive factor. Retaining percentage depletion for small pro-
ducers but not large ones might also be expected to reduce such a trend, although
again it seems unlikely to be a decisive factor.

The argument has been made that percentage depletion acts to increase con-
centration in the industry in the refining and marketing sectors.8 It is argued
that since percentage depletion is tied to the price of crude oil it is to the advan-
tage of companies which are vertically integrated to set high prices for crude
(given a certain degree of self-sufficiency) and reduce the profits in refining
operations, making it difficult for independent refiners to compete. However, in
the short term the crude oil price is unlikely to be determined by anything other
than the foreign price (or price controls) and this factor would seem less
important.

A particular issue which has been raised regarding the repeal of percentage
depletion is whether it might not encourage small producers to sell out to the
majors since they will no longer be eligible for depletion, and will still be eligible
for favorable capital gains tax treatment.

It would appear on the face of the argument that there could be only two
reasons for such action.

First, the owner might wish to sell out because his income will be taxed at
a higher rate lowering the present value of his asset. However, this argument
would appear a fallacious one. All other things being equal, the present value
of depletion deductions would be reduced by the same relative amount to both
the present owner and prospective purchasers, and he would be offered a lower
price for his asset. Similarly, a rise in price whether mitigated by repeal of per-
centage depletion or not would have the same effect on present value. In other
words, the repeal of percentage depletion would be expected to be neutral as
regards the decision to buy or sell. In other words, to the extent that special
capital gains treatment induced sales in the past, that inducement is attributable
to the capital gains provision and not percentage depletion.

The second reason may be that the operator wishes to obtain capital to finance
further drilling. To the extent that repeal of percentage depletion reduces the
value of his asset he may be unable to sell for as much as in the past. To the
extent that the rise in prices increases the value he may be able to sell for more.
Percentage depletion repeal would reduce the increased profits from these wind-
falls. However, the price rises are greater than the loss from percentage depletion
so that his cash flow would be greater. If he did not sell in the past to obtain cash
flow, there seems no particular reason to do so in the present circumstances.

7 Federal Trade Commission. "Investigation of the petroleum industry." Senate Committee
on Government Operations, Committee Print, July 12, 1973.

0 Ibid.
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THE LIBRARY OF CONGRESS--CONGRESSIONAL RESEARCH SERVICE

NET INCOME AND ANNUAL PERCENT CHANGE FOR THE MAJOR OIL COMPANIES, 1973 AND 1974

[Dollar figures In millions

Percent Net income after tax
change from

previous year 1974 1973

Exxon ...........................................................
Texaco ...........................................................
Mobil ............................................................
Standard of California .............................................
Standard of Indiana ...............................................
Shell ............................................................
Phillips Petroleum ................................................
Union Oil ........................................................
Standard of Ohio ..................................................
Gulf Oil ..........................................................
Sun Oil ..........................................................
Continental .......................................................
Amerada Hess ....................................................
Atlantic Richfield (ARCO) ..................... ........
Getty Oil ................................... ...................
Occidental .....................................

28.5 '$3,140.0
22.8 1,588.4
22.5 1,404.1
15.0 970.0
89.8 970.3
86.5 620.5
74.5 402.1
59.8 288.0
99.1 147.5
33.1 1,065.0
64.3 378.0
35.0 327.6
17.9 201.9
75.6 474.6
97.6 281.0

290.4 280.7

I Estimated.
Source: Waill Street Journal, Digest of Earnings Reports, New York Times,

$2, 443.0
1,292.4

849.3
843.6
511.2
332. 7
230.4
180.2
74.1

800.0
230.0
242.7
245.8
270.2
142.2

71.9

Financial Section.



RANDOM SURVEY OF SMALL, NONINTEGRATED PUBLICLY OWNED U.S. OIL AND GAS PRODUCERS

Percent
return on

Gross revenues (millions) Earnings per share shareholder
Production - equity Percent

(barrels 1974 1974 1974 tax rate
per day) 1972 1973 (estimate) 1972 1973 (estimate) (estimate) 1973

Adobe ------------------------------------------------ 1 6,564 $8.55 $10.16 $15.0 $0.45 $0. 55 $0.90 25.0 14
Aberdeen Petroleum ------------------------------ --- - (-) .61 .59 1.0 .07 .01 .24 9.0 0
Austral Oil --------------------------------------------- 12,739 11.9 13.2 17.0 .94 .74 1.46 17 0
Amarex --------------------------------------------- (2) 2.97 5.26 9.0 .33 .84 1.30 24 0
Apexco .............................................. 4,600 8. 59 10.42 17.0 .78 .96 1.75 25
ArgoPetroleum---------------------------------------- ( 3.18 5.91 12.0 .40 .84 170 30
Baruch Foster ---------------------------------------- () .75 .83 1.7 (.06) 04) .30 20 0
Basin Petroleum -------------------------------------- ) 7.9 15.6 23.0 .22 41 1.00 50 0
Buttes Gas & Oil -------------------------------------- 1 5,43 19.8 23.9 33.0 .73 1.33 2.20 27 0
C & K Petroleum -------------------------------------- () 3.8 5.0 9.0 .33 .57 1.50 17 0
Consolidated Oil & Gas ---------------------------------- 3o379 9.8 11.4 18.0 (. 11) .17 .90 12 0
Coquina ----------------------------------------------- 3,655 2.04 3.55 7.0 .68 1.32 2.60 75 0
Damson --------------------------------------------- () 4.3 5.4 8.0 .11 .18 .20 12.0 0
Eason Oil ---------------------------------------------- 2 4,781 10.1 14.5 21.0 1.1 1.34 2.40 20.0 10
Equity Oil --------------------------------------------- 1,985 2.43 3.89 7.5 .35 1.01 2. 00 30.0 10
Felmont Oil -------------------------------------------- ' 5,526 13.4 14.8 23.0 .95 1.16 1.60 15.0
Hamiltion Bros. Petroleum ------------------------------- 2, 326 9.1 12.4 17.0 .54 .86 1.50 12.0 ('
Houston Oil & Minerals --------------------------------- 1 3, 055 4.7 9.5 40.0 .33 .64 3.60 75.0
Hudsons Bay Oil & Gas ---------------------------------- () 108.0 136.0 160.0 1.44 2.07 3.00 30.0 12
Mitchell Energy & Development -------------------------- 1 3,310 34.0 48. 0 75.0 1.09 1.86 2.80 32.0 0
Noble Affiliates ------.---------------------------------- () SC. 0 58.0 84.0 1.67 1.70 3.25 19.0
North American Royalties ------------------------------ () 37.0 47.0 62.0 .40 .65 .75 15.5
NUMAC Oil & Gas -------------------------------------- 3.6 4.0 4.8 .38 .40 .46 10.0 (4)
Patri. oleum -------------------------------------- 2 13.0 2.0 32-0 .72 1.02 1.20 21.0 0
P.tro. Lewis ......... ..................................- 5,310 8.7 14.2 11.0 1.45 2.11 1.90 15.0 0Prairie Oil Royalties----------------------------------- ) 1.0 1.3 1.6 .27 .37 .42 10.0 0
Pan Canadian Petroleum --------------------------------- () 46.0 73.0 120.0 .49 .78 1.35 36.0 10

11973: Petroleum Information Corp.
2 Less than 3000 bbl/d; actual figure not available.
3 1972: Moody's; Petroleum Engineer.
4 Not available.

s 1971: Moody's; Petroleum Engineer; Annual Reports.
Note: Average return on equity 25.8 percent.

Source: Financial data-Standard and Poor's Stock Reports.

K7-
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Senator GRAVEL. Also, I would like to ask the Senator if you could
also provide us with the specific data which will help us assess the very
small amount of taxes-6 percent-which you say that the oil compa-
nies are paying. It would be very valuable to have that data for our con-
sideration. Would a week be a reasonable time for you to supply that
data? We would like to bring this issue to the floor as soon as possible.

Senator HOLLINOS. Senator Gravel, it is in the prepared statement.
We have the Federal income tax rate paid by the largest oil companies,
1974, and the source is U.S. Oil weekly computations. It lists these
largest ones, with an average of 5.99 percent. That is in the prepared
statement.

Senator GRAVEL. What is that amount?
Senator HOLLINGS. 5.99 percent.
Senator GRAVEL. From what source did you obtain that data?
Senator HOLLINGS. The U.S. Oil weekly computations, based on the

company annual reports and the SEC reports.
Senator GRAVEL. Would you obtain the source material and furnish

that to the committee too?
Senator HOLLINGS. Yes. sir.
[The material referred to follows:]

[From the Oil Week--Outlook Section, 3une 10, 19741

MAJORS' U.S. INCOME TAXES ABOUT 6% PERCENT
Major oil companies' federal income taxes jumped a whopping 81 percent last

year but because of enormous gains in profits the additional $6.6 billion paid
Uncle Sam was a lower percentage than In 1971.

As a percent of profit before taxes the $1.2 billion paid by the top 19 refiners was
only 6.5 percent compared with 5.7 percent in 1972.

Major U.S. oil companies sharply stepped up tax payments to foreign govern-
ments last year-by 61 percent. But if you relate the foreign taxes to stepped up
profits they were only 43 percent of profits before taxes compared with 44.5 per-
cent a year earlier. State taxes are insignificant compared to foreign.

The foreign "taxes" (a big chunk of them are really royalties rather than
income taxes) are used to lower federal tax payments since Uncle Sam gives a
tax credit rather than an allowable deduction for payments to other govern-
ments.

Marketers have often complained of stiff competition from large refiners who
pay less federal income tax than marketers do as a percentage of income.

Despite notable gains in federal income tax by Exxon and Texaco, their profits
Jumped so muh ($515 billion before taxes in Texaco's case and $2.3 billion for
Exxon) that their U.S. income taxed as a percent of profits dipped slightly.

MAJORS' 1973 TAXES
[Dollar amounts in thousands

Federal Federal tax
income as percent

taxes of net

Exxon ----------------------------------------------------- $333000 5.4
Gulf ---------------------------------------------------------------- 23,000 1.1
Mobil ------------------------------------------------------ 43, 500 2.2
Texaco ......................................................................... 30,00 1.6
Standard (California) ---- ---------------------------------------------- 53.900 4.1
Standard (Indiana) ---------------------------------------------- 165 642 21.6
Shell ---------- ------------------------------------------------------- 112,8 24.7
Arco ------------------------------------------------------- 36,276 8.05
Amerada Hess ---------- -------------------------------------------------- 313317 8.1
Sun --------------------------------------------------------------------------- 6, 561 16.45
Marathon --------------------------------------------------------------------- 3 675 9.9
Phillips ----------------------------------------------------- 42, 830 13.3
Conoco ------------------------------------------------------------------------ 12, 557 4.9
Union (California) --------------------------------------------------------------- 32, 100 12.5
Getty----------------------------------------. 20 930 9.9
Cities Service.------------------------------------------- 41 609 21.4
Ashland ----------------------------------------------------- 53,135 35.61
Standard (Ohio) -------------------------------------------------------- 3,937 3.6
Kerr-McGee ..........-- --................................... 28,638 29.9

Total, 19 companies ......................................- ................ . 1,164278 12.33

48-493 0 - 75 - 9
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Some accountants consider it unfair to compare federal income taxes with
profits from world-wide operations, but refiners don't make available a break-
down of profits by country.

-Refiners generally:
Avoid showing the dollar figure for Congress
their federal income taxes in annual weighs
reports to shareholders. action

Thus annually, starting 10 years ago, U.S. Oil Week extracts these figures
from reports majors make to the federal Securities and Exchange Commission
that do breakout federal and foreign taxes from the vague "provision for
income taxes" listed in annual reports.

Regardless of accountants' differences it is interesting that Gulf Oil earns a
$2.2 billion profit before taxes and pays its home government only $23 million
or 1.1 percent of it, for example.

Meanwhile in Congress:
The Senate Finance Committee con- Congress
tinues this week hearings on a amended this
version of a House bill to repeal the week
22 percent depletion allowance right
away, end fast depreciation of ma-
chinery and equipment, phase out the 7
percent investment credit for property
over $100,000 and treat foreign taxes as
a cost of doing business (deducted from
gross income for tax purposes) rather
than as a U.S. tax credit.

Major oil companies and domestic producers claim oil tax advantages draw to
the industry the capital needed to find and deliver the energy needed to run the
nation's growing demand.

Industry critics accuse the industry of not building domestic capacity to create
a crisis atmosphere assuring profits and incentives.

Antitrust agencies have criticized special oil tax favors for pushing profits
back into crude oil and creating an anti-competitive marketing system.

Marketers critical of major companies have accused majors of using lightly
taxed big lIrofits to grossly overbuild marketing facilities.

FEDERAL, FOREIGN TAXES OF MAJOR OIL COMPANIES

(Dollar amounts In thousands)

Federal tax Foreign, Foreign,
Net income Federal as percent State State as Net Income
before tax income taxes of net income taxes percent of net after tax

Exxon:1973 ............... $6,195,000 $,0 5.4 $3,419,000 55.2 $4000
1972----...... 3,878,000 240,000 6.2 2,106,000 54.3 1,532,000
1971------------3,346,916 251,398 7.5 1,663,396 49. 7 1,432,122
1970 ............. 2,474,748 268,273 10.8 896, 938 36.2 1,309,537
1969............. 2,069,697 265,789 12.8 756,269 36.5 1,047,939Gulf:
1973---....... 2,164, 000 23, 000 1.1 1,341,000 62.0 800,000
1972 ........ . -1,C09, 000 12,000 1.2 800,000 79.3 197,000
1971 ...... 1,316,463 31,062 2.3 724,000 55.0 561,401
1970----------. 985,258 11,892 1.2 423,000 42.9 550,3661 .............. 986,822 4,264 .4 372,000 37.7 610,558

Mobil:
1973----...... 1,995,478 43,500 2.2 1,102,668 55.3 849,312
1972.....------1,341,610 17,300 1.3 752,111 56.0 574,199
1971-------. -- 1,321,959 85,700 6.5 695,464 52.6 540, 795
1970 .............. 873, 591 95,600 10.9 295,644 33.8 482, 707
1969 .............. 736403 41, 800 5.7 260,088 35.3 434,515

Texaco:
1973 ....... 1,891,203 30,000 1.6 568, 800 30.1 1,292,403
1972 ....... 1, 375,840 23 600 1.7 463,200 33.7 889,0401971 ............ 1:319,468 30,000 2.3 385,600 29.2 903,861970 ............ 1, 137,666 73,250 6.4 242, 400 21.3 822,016
1969 ............... 952, 854 7,250 .7 175,800 18.4 769,804

Standard (Calif.):
1973 ............... 1,324,677 53,900 4.1 427, 200 32.2 843,577
1972 ............... 937,970 19,400 2.1 371,500 39.6 547,070
1971 ............... 855,692 14,000 1.6 330,600 38.6 511,092
1970 ............... 658,517 29,700 4.7 174,000 26.4 544,817
1969 ............... 50,386 10; 900 1.8 125,700 21.2 453 786
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FEDERAL, FOREIGN TAXES OF MAJOR OIL COMPANIES-Continued

(Dollar amounts in thousands)

Federal tax Foreign, Foreign,
Net income Federal as percent State State as Net income
before tax Income taxes of net Income taxes percent of net after tax

Standard (Indiana):
1973 ...............
1972 ...............
1971.............
1970 ...............
1969 ...............

Shell:
1973 ...............
1972 ...............
1971 ...............
1970 ...............
1969 ...............

Arco:
1973 ...............
1972 ...............
1971 ...............
1970 ...............
1969 .............

Amerada Hess:
1973 ...............
1972 ...............
1971 ...........
1970 ...............
1969 ...............

Sun:
1973 ...........
1972 ...............
1971 ...............
1970 ...............
1969 ...............

Marathon:
1973 ...............
1972 ...............
1971 ...........
1970 ...............
1969 ...............

Phillips:
1973 ...........
1972 ...............
1971 ...............
1970 ...............
1969 ...............

Conoco:
1973 ...............
1972 ...............1971 ..............
1970 ...............
1969 ...............

Union (Calif.):
1973 ..............
1972 ..............
1971 ..............
1970 ..............
1969 ..............

Getty:1973..............
1972 ..............
1971 ..............
1970 ..............
1969 ..............

Cities Service:
1973 ..............
1972 ..............
1971 ..............
1970 ..............
1969 ..............

Ashland:
1973 ..............
1972 ..............
1971 ..............
1970 ..............
1969 ..............

Standard (Ohio):
1973 ..............
1972 ..............
1971 ..............
1970 ..............
1969 ..............

767, 773
470,130
435, 954
391,951
406,670

455,818
342, 246
292,075
274,681
308,451

450,611
303,995
295, 245
263,406
279,932

385,642
123,164
240, 003
183,208
133, 447

38D, 306
234,299
236,070
223,086
228, 787

369,406
255,999
229,390
196, 412
170,657

322,044
214,097
179,391
165,626
184,981

257, 632
175,354
290,528
301,447
255,075

256,470
152, 743
148,307
137,211
171,430

211,616
154,722
200,619
151,844
146,774

194,727
119,492
117,574
151,562
165,418

149,199
106,715

53,488
70,942
88,482

108,408
70,165
60,462
65, 848
99,193

165,642
48,060
63,462
56,018
64,524

112,680
73,989
43,738
34,285
5,464

36,276
11,141
11,115
10,622
3,963

31, 317
9,262

22, 552
6,648
2,406

62,561
30,999
41,081
56,957
49, 651

36,675
19,202
14,000
8,200
3,250

42,830
40,928
28, 230
38,821
35,366

12,557
3,149
4,653

20,010
11,553

32,100
9,800

11,750
7,540
8,800

20, 930
31,965
23,665
26, 863
18,168

41,600
3,629
9,934

27,169
27,254

53,135
32, 282
24, 635
28,978
28,331

3,937
706

1,245
6,918

42,601

21.6
10.2
14.5
14.3
15.9

90,882
47,330
31,859
24,502
22, 991

24.7 10,444
21.6 7,777
14.97 3,833
12.4 3,191
1.7 11,836

8.05
3.7
3.8
4.0
4.0

8.1
7.5
9.3
3.6
1.8

144,150
97,293
85,428
43,280
47,282

108,560
87,901
84,202
62,550
46,385

16.45 88,014
13.2 48,591
17.4 43,373
25.5 27,054
21.7 25,585

9.9
7.5
6.1
4.2
1.9

13.3
19.1
15.7
23.4
19.1

4.9
1.8
1.6
6.6
4.5

12.5
6.4
7.9
4.6
5.1

9.9
20.7
11.8
17.7
12.4

21.4
3.0
8.4

17.9
16.7

189,384
157, 012
147,176
101,680
77,929

48.803
24 741
18,845
15, 625
19,505

2,431
2,024

176, 447
121,190
88,647
44,20
21,000
21,850
15, 210
9,400

48499
41,583
46,011
12,585
9,338

6,200
3,756
3,173
5,816
4,766

35.61 10,845
30.3 6,376
46.06 4,111
40.8 3,605
32.0 3,719

3.6
1.0
2.0

10.5
42.9

15,086
11,992
7, 508
4,252
5,183

11.8 - 511,249
10.1 374,740
7.3 340,633
6.25 311,431
5.65 319,155

2.3
2.3
1.3
1.1
3.8

32.0
32.0
28.9
16.4
16.9

332,694
260,480
244,504
237,205
291,151

270,185
195,561
198,702
209,504
228,687

28.15 245,765
71.4 26,001
35.1 133,249
34.1 114,010
34.8 84,656

23.1 229,731
20.7 154, 709
18.4 151,616
12.1 139,075
11.2 153,551

51.27 143,347
61.3 79,785
64.2 68,214
51.8 86,532
45.6 89,478

15.15 230,411
11.56 148,428
10.5 132,316
9.4 111,180

10.5 130,110

.1 242,664
1.15 170,181

60.7 109,428
40.2 160,247
34.75 154,875

17.2 180,170
13.75 121,943
14.7 114,707
9.4 114, 461
5.4 153, 230

22.9 142, 237
26.9 81,174
22.9 130,943
8. 3 112,396
6.4 119,268

3.2
3.1
2.7
3.8
2.9

7.3
6.0
7.7
5.1
4.2

13.9
17.1
12.4
6.5
5.2

146, 927
112,107
104, 467
118 577
133,398

85,219
057

24,742
38,359
56,432

89,385
57,467

-14,199
68,514
51,409
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FEDERAL, FOREIGN TAXES OF MAJOR OIL COMPANIES-Continued

(Dollar amounts in thousands]

Federal tax Foreign. foreign,
Net Income Federal as percent State State as Not Income

before tax Income taxes of nat income taxes percent of net after tax

Kerr-McGee:
1973 .............. 95,694 28,638 29.9 4,229 4.4 62.827
1972 .............. 69,463 16,222 23.3 2,642 3.8 50, 599
1971 .............. 54,741 11, 089 20.2 2,963 5.4 40,689
1970 .............. 47,322 9,169 19.4 2,236 4.7 35,917
1969 .............. 42,747 7,130 16.7 1,977 4.6 33,640

Totals-19 companies:
1973 .............. 17,975,704 1164, 278 6.47 7,670,323 42.67 9,187,860
1972 .............. 11,337,004 643,634 5.68 5,052,829 44.56 5,640,541
1971 .............. 10,994,345 723, 309 6.58 4,475,839 40.71 5,797,687
1970 .............. 8,754,686 816,913 9.3 2,474,758 28.26 5,476, 851
1969 .............. 8,018,206 638,464 7.96 2,064,400 25.74 5,315,642

Source: Securities and Exchange Commission 10-K form reports.

MAJORS' PROFITS SOAR

When the big profit Jumps were reported in 1973 some majors said comparison
with 1972 was unfair. The '72 profits had been depressed, they said. Well those
1974 profits are coming in healthy and hardy and up sharply from the big 1973
figures. Refiners cited higher foreign crude oil profits and big world-wide petro-
chemical sales. But the big profit gains aren't expected next year, some majors
said last week citing higher costs.

(Net income in millions)

Percent Percent Percent Percent
Net Income gain over gain over Net income gain over gain over
3d quarter 1973 1972 Ist 9 mo 1973 1972

Amerada Hess I $38.2 -12.7 244.0 $134.0 18.0 121
American Petrofina ' .. 31.9 246.0 ........ 64.3 218.0 406
Amoco ................. 296.5 101.0 i76.0 795.7 104.0 170
Arco ' ................. 14.4 141.0 180.0 377.7 111.0 193
Ashland ................ 27.3 14.0 31.0 113.0 33.0 66
Cit g ................. 45.8 75.0 157.0 169.4 61.0 102
Clark ................. -3.4 ............................ 19.2 -15.0 199
Commonwealth ................................................... 12.2 -32.0 ..............
Continental I ............ 120.2 122.0 207.0 330.0 115.0 166
Exxon I ................ 800.0 25.4 125.0 2,280.0 38.0 119
Ge .................. 86.5 157.0 304.0 222.4 147.0 219
Gut .................. 275.0 31.0 150.0 815.0 43.0 129
Kerr-McGee ............ 32.1 144.0 192.0 93.1 111.0 154
Marathon I ............. 48.7 49.8 116.0 130.0 78.0 135
Mobil .................. 278.0 21.0 98.5 940.0 58.2 118
Occidental .............. 86.8 297.0 .............. 247.0 360.0 ..............
Phillips I ............... 113.0 108.0 200.5 318.0 122.0 18
Shell ' ................. 216.0 158.0 218.0 462.0 83.0 157
Skelly .......................................................... 77.8 186.0 214
Sohio ................. 40.4 124.0 156.0 113.0 78.0 180
SoCal .................. 299. 0 32.3 99.0 878.0 57.0 119
Sun ................... 105.7 88.4 169.0 323.8 109.0 200
Tenneco ......................................................... 245.0 64. 1 87
Texaco I ............... 378.0 23.0 83.0 1,428.0 70.0 129
Total Leonard .................................................... 6.18 137.0 ..............
Union .................. 79.9 58.0 154.0 232.2 80.0 159

I Changed accounting methods-1974 earnings $34,700,000 less than would have been
In 1973.

with accounting method used

Senator GRAVEL. Also, the committee would like a list of the econ-
omists. You mentioned that there are a substantial number of econ-
omists on both sides of this issue. Would you provide us with a list
of the -names of individuals who support your position, and their
views on it? That information would be very helpful to the committee,
also. /
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I might just add, parenthetically, that when my subcommittee held
hearings, the information which we heard was not from Houston or
from Dallas, but from MIT. The witnesses from MIT provided us
with excellent econometric models, which I commend to your atten-
tion. I think the Senator from Massachusetts knows Professor
McElvoy and Dr. Pendick, and I commend their testimony to your
attention. But if some other economists who share the views that you
are propounding, then the committee would like to know who those
economists are.

And I would like to enunciate one request which could also be met
in a week's time by you gentlemen. Would you give us an idea of what
the economic effect would be of the depletion cut. Obviously, there will
be a cost effect on our economy. Would you ask your economists and
your staff people to prepare a paper for the committee on the effect of
eliminating the depletion allowance? If the committee has this data in
a week's time, then we can do our work in committee, and not just wait
for the Senate to act as a committee of the whole.

Again. I want to commend my colleagues for what they are doing,
because in a democracy, an informed electorate is a very valuable
thing. I feel, as you do, that sometimes we are perhaps not informed
thoroughly enough. Thank you.

[The material referred to follows:]

PUBLIC INTEME81r ECONOMICS CENTER, WASHINGTON, D.C.
To the Congress of the United States:

For many years the Federal government has lightened the tax burden of the
petroleum and other extractive industries by special provisions of the tax code.
These indirect subsidies have been one of the causes of our long-run energy
problem. They have stimulated production and consumption, draining the U.S.
of our oil and increasing our dependence on foreign sources. And they have in-
hibited the development of substitute sources of energy, such as geothermal and
solar, which do not benefit from these special provisions.

One alternative-to keep the present provisions intact and add on a "tem-
porary" excess profits tax and a special investment tax credit-seems likely to
be a mistake. The excess profits tax may indeed prove temporary while the special
investment tax credit proves permanent, which has been the history of minerals
taxation. This would further complicate an already too complicated tax code,
creating new inequities and distortions, further tightening the oil industry's tax
burden and worsening our long-run energy problem. On the contrary, the remedy
is to simplify the tax code and move toward greater tax neutrality by eliminating
the special privileges.

We should eliminate the percentage depletion allowance and treat capital
expenditures in the extractive industries on the same basis as those In other
industries. In the past, petroleum companies have been permitted to treat what
are essentially royalty payments and excise taxes as foreign income taxes sub-
ject to the foreign tax credit. This practice should be reformed. If we eliminate
the special provisions for the extrative industries, then it is doubtful that we
would need an excess profits tax for petroleum. Incentives for exploration and
development should not be made in the tax code. If such incentives are needed,
they should be made explicitly on the expenditure side of the budget.

Respectfully submitted.
Allen R. Ferguson, President Public Interest Economics Center; Dr.

Armen A. Alchian, Los Angeles, California; Prof. Kenneth J.
Arrow, Department of Economics, Harvard University 1 ; Prof.
Robert T. Averitt, Department of Economics, Smith College;
Carolyn Shaw Bell, Katharine Coman Professor of Economics,
Wellesley College; Prof. Charles A. Berry, Department of Eco-
nomics, University of Cincinnati; Prof. Bradley B. Billings, De-
partment of Economics, Georgetown University; Prof. Stanley W.
Black, Department of Economics, Vanderbilt University'; Dr.

I Affiliations are indicated for purposes of identification only.
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Gerard M. Brannon, Research Professor of Economics, George-
town University; Prof. Charles J. Cicchetti, Department of Eco-
nomics, University of Wisconsin; Prof. James Crutchfleld,
Department of Economics, Graduate School of Public Affairs,
University of Washington; Prof. John H. Cumberland, College of
Business and Public Administration, University of Maryland;
Prof. Paul Davidson, Department of Economics, Rutgers Univer-
sity; Prof. Robert K. Davis, Department of Geography and Envi-
ronmental Engineering, Johns Hopkins Univrsity; Prof. Fred C.
Doolittle, Joint Program in Law and Economics, University of
California at Berkeley; Prof. Thomas D. Duchesneau, Department
of Economics, University of Maine; Prof. Robert Eisner, Depart-
ment of Economics, Northwestern University; Prof. Arthur M.
Freedman, Finance Department, Wharton School, University of
Pennsylvania; Prof. A. Myrick Freeman III, Dpartment of Eco-
nonics, Bowdoin College; Dr. John W. Fuller, Wisconsin Depart-
ment of Transportation; Prof. Daniel R. Fusfeld, Department of
Economics, University of Michigan; Prof. J. K. S. Ghandhi, Fi-
nance Department, Wharton School, University of Pennsylvania;
Arnold C. Harberger, Department of Economics, University of
Chicago, and Visiting Professor of Economics, Princeton Univer-

.. sity; Prof. Steve If. Hanke, Department of Geography and En-
vironmental Engineering, Johns Hopkins University; Prof. Robert
Haveman, Department of Economics, University of Wisconsin;
Prof. Edward S. Herman, Finance Department, Wharton School,
University of Pennsylvania; Dr. Allen V. Kneese, Washington,
D.C.; Prof. Edwin Kuh, Department of Economics, Massachusetts
Institute of Technology; Dr. Jack L. Knetsch, Environmental
Defense Fund; Dr. John V. Krutilla, Washington, D.C.; Prof.
Wassily Leontiev, Department of Economics, Harvard Univer-
sity; Prof. Ervin Miller, Finance Department, Wharton-School,
University of Pennsylvania; Prof. Jamese R. Nelson, Department
of Economics, Amherst College; Prof. Roger G. Noll, Department
of Economics, Division of the Humanities and Social Sciences,
California Institute of Technology 1; Dr. Benjamin A. Okner,
Washington, D.C.; Prof. Charles E. Olson, College of Business
and Management, University of Maryland; Dr. Talbot Page,
Washington, D.C.; Dr. Joseph Pecbman, Washington, D.C.; Prof.
Giulio Pontecorvo, Graduate School of Business, Columbia Uni-
versity; Dr. Ronald G. Ridker, Washington, D.C.; Prof. Stefan
H. Robock, Graduate School of Business, Columbia University;
Prof. Paul A. Samuelson, Department of Economics, Massachu-
setts Institute of Technology, Prof. James D. Smith, Department
of Economics, Penn State University; Prof. V. Kerry Smith, De-
partment of Economics, State University of New York at
Binghamton; Prof. Robert M. Solow, Department of Economics,
Massachusetts Institute of Technology; William Vickrey, Mc-
Vickar Professor of Political Economy, Columbia University;
Prof. Charles Waldauer, Department of Economics, Widener Col-
lege; Prof. Harvey E. Brazer, Department of Economics, Univer-
sity of Michigan; Prof. Duane Chapman, Department of
Economics, Cornell University; Prof. George M. Eastham, De-
partment of Economics, California Polytechnic State University;
Prof. Robert J. Gordon, Department of Economics, Northwestern
University; Prof. Byron Johnson, Department of Economics, Uni-
versity of Colorado, Member, 86th Congress; Prof. Warren J.
Samuels, Department of Economics, Michigan State University;
Prof. Carlos Stern, Department of Environmental Economics,
University of Connecticut; G. L. Stevenson, Temporary New York
State Charter Commission for New York City; Prof. Lester C.
Thurow, Department of Economics, Massachusetts Institute of
Technology; Prof. T. Nicolaus Tideman, Department of Eco-
nomics, Virginia Polytechnic Institute and State University; Prof.
James Tobin, Department of Economics, Yale University.

SAffiliations are Indicated for purposes of identification only.



129

GEoRitEToWN UNIVerSIy,
DEPARTMENT OF ECONOMICS,
Wa8hington, D.C., May 14, 1974.

Attention: Mr. Elliott Segall.
Senator WARRENMAOUSON,
Old Senate Office Building,
lVa8hington, D.C.

DEAR SENATOR MAGNUSON: I understand that you plan to introduce as an
&mendment to an energy bill in the Senate language Incorporating the substance
of those provisions of the bill recently reported by -the Ways and Means Com-
mittee of the House removing percentage depletion on oil and gas. Your bill
would incorporate some improvements in the Ways and Means bill which will
be proposed by Congressman William Green.

I have no useful opinion about the tactical considerations involved in moving
the legislation in this way as compared to following the traditional channels of
Senate action on the House bill. I do, however, want to applaud your decision to
advance the substance of this proposal.

Percentage depletion is a bad tax provision. It provides basically that value
added through exploiting our limited natural resources will be taxed less heavily
than value added through manufacture. Thus, when oil is selling at $7 a barrel,
the percentage depletion tax benefit is worth as much as $1.30 additional price.
For oil manufactured from coal and selling at $7 a barrel, the tax benefit is worth
about 10 cents. For energy generated from solar heat there is no percentage
depletion benefit. For additional investment in equipment or insulation that
saves a barrel of oil there is no tax benefit.

This highly discriminatory benefit is surely an insane way to deal with an
energy crisis.

There may have been a shadow of Justification for percentage depletion when
U.S. policy was directed at protecting the high cost U.S. oil industry from foreign
price competition. In the last year, however, we have seen the foreign oil price
Jump to previously unheard of levels such that U.S. energy producers are en-
joying windfall profits. It is appropriate in this circumstance for the U.S. price
to rise. We want to exploit every U.S. energy source that can deliver oil at
less than the import price; and we want a higher price for energy to discourage
U.S. consumption of energy. The proper U.S. policy is:

To remove Treasury support for the oil industry.
Permit oil and other energy producers to get their incentives in the

market place.
Tax the profits of energy producers.
Use the increased revenues to reduce the taxes paid by consumers.

When a tax provision is long in the tax law, it will have led to additional
supply in the affected industries and its sudden removal could impose losses
on producers who expanded in reliance upon it. In the present circumstance, how-
ever, the tripling of the world oil price is a far greater benefit to producers than
percentage depletion so percentage depletion should be removed in full, effec-
tive for all of 1974.

You should not be concerned about the effect of this action on investment in
the energy industries. In our capitalist system, profitable industries will expand
even without the need of an implicit subsidy provided by less than normal taxes
on windfall profits. Actually, failure to repeal percentage depletion fully and
Immediately will serve to finance the expansion of existing large oil companies
in proportion to their share of the windfall profits. This can only serve to reduce
competition in the energy industries.

Neither should you be concerned by the complaints that this repeal will hurt
"independents." The independent producers in the oil industry, which includes
firms with sales up to $50 million, will, like other firms, be enjoying windfall
profits and are not about to go out of business.

The Ways and Means Committee bill, even with the Green amendment, is still
a very generous bill to the oil industry. It leaves untouched the existing provisions
for the deduction of intangible drilling expenses on successful wells, a capital cost
recovery system which is far more generous than that extended to other firms.

Sincerely, GERAM M. BRANNON.
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GEOROETOWN UNIVERSITY,
DEPARTMENT OF ECONOMICS,
Washington, D.C., May 80, 1974.

Sen. WARREN MAGNUSON,
Old S nate Offic Bldg., W1ashington, D.C.

DEA SENATOR: As a research economist in the area of taxation of the energy
industry and as a former tax policy official (Director, Office of Tax Analysis,
Office of the Secretary of the Treasury), I wish to commend you for the intro-
duction of legislation to bring about the immediate elimination of percentage
depletion.

This is, in fact, a modest reduction in the tax benefits extended to the oil and
gas industry, the permission to expense intangible drilling expenses on success-
ful wells remains as a highly preferential tax benefit for oil and gas. Further-
more, percentage depletion is a highly discriminatory benefit between energy in-
dustries and is an impossible basis for a long run energy policy.

Sincerely,

GERARD M. BRANNON.
DATA RESOURCES, INC.,

Lexington, Mass., May 16, 1974.
Senator WARREN G. MAGNUSON,
U.S. Senate Washington, D.C.

DEAR SENATOR MAGNUSON: This is in reply to the proposed legislation to termi-
nate the depletion allowance for the oil industry. My reaction is as follows:

Whatever the historical merits of the depletion allowance may have been in
stimulating the development of reserves of oil, the changed energy picture has
made the depletion allowance obsolete. The foreign price of oil is now so high
that the market price of oil provides a far stronger incentive to the development
of additional reserves than any tax incentive such as the depletion allowance
could provide. Also, the short term profits of the oil industry are so great that
some increased taxation of the industry is a matter of equity. So long as the tax
increase is not too steep, the incentive to develop our energy resources will be
left very adequate.

It has always been my feeling that the depletion allowance has been a political
albatross around the neck of the industry. So long as the public relations goals
of the oil industry were the preservation of the depletion allowance, it enjoyed
little credibility on other issues with the public. I am sure this was a factor in
our stumbling into the energy crisis.

The economic questions to a sudden and complete termination of the depletion
allowances are these:

1, Will there be particular hardship cases where a company's financial situ-
ation would be disastrously affected in the short run? I am sure the staff of the
Joint Committee on Internal Revenue Taxation would be able to identify these
cases and would be able to devise some special provisions in the legislation.

2. Would the termination of the depletion allowance tilt the balance of incen-
tives toward foreign oil development as opposed to domestic? The tax credit on
foreign income taxes as well as the accounting possibilities open to multi-national
companies have long provided tax incentives for foreign exploration that were
far greater than the incentives available within the United States. If no other
changes are made in the tax treatment of oil beyond the termination of the deple-
tion allowance, there is a very real possibility that we would be reinforcing this
unfortunate situation. Thus, the termination of the depletion allowance has to be
assessed in the context of the total tax treatment of oil and of the other policy
changes in this field.

Subject to the successful resolution of these questions, I favor the termination
of the depletion allowance. It would be a significant step toward a tax system
that treats different industries equally, and would shift hte incentive for invest-
ment in exploration and development where it belongs-toward a good rate of
return earned in the market place.

Sincerely, OTO EOKSTEIN.
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HARVARD UNIVERSITY,
Cambridge, Mass., May 30, 1974.

Hon. WARREN G. MAGNUSON,
Senate Ofce Building,
lVashington, D.C.

DEAR SENATOR MAGNUSON: I strongly urge your support of HR 8217. I believe
the time has certainly come that the Government should stop subsidizing the
production of oil through oil depletion allowances. If we are to have a viable
approach to energy, it will have to be based on reducing our demand, and surely
one of the first steps in this is that the price of oil to the consumer reflect fully
all the costs of production. The present situation, apart from its aspects of unjust
enrichment, certainly produces inefficiency in the use of oil directly and
indirectly.

Sincerely yours,
KENNETH J. ARROW,
Professor of Economics.

PUBLIC INTEREST ECONOMICS CENTER,
Washington, D.C., May 21, 1974.

lion. WARREN G. MONUSON,
U.S. Senate, Rvssell Building,
l1'adhington, D.C.

DEAR SENATOR MAONUSON: I congratulate you and Senators Jackson and
Ribicoff for sponsoring legislation that could repeal immediately the percentage
depletion allowance for oil companies. Your measure will be much more effective
In alleviating one of the long-run causes of our energy problems and in reducing
the inequities in the tax system, than would the alternative legislation that
provides for gradual phasing out of this particular tax subsidy. The phasing out
legislation would hav-6 no effect on the huge 1974 profits on the oil companies
and, with its offsetting provisions, would be ineffective and generally inimical
to the public interest.

This amendment, like the Green amendment, which the House Democratic
Caucus has voted to send to the floor, is compatible with the position advocated
in the PIE-C statement sent you on February 11 of this year, on taxation of
the mineral extractive industries. That statement was endorsed by 58 economists
from all parts of the United States, including three of the nation's Nobel
laureates in economics; it also advocated removal of the special treatment of
foreign royalty payments and excise taxes, and opposed the proposed com-
bination of a "temporary" excess profits tax with a special investment tax
credit. An extra copy of that statement is enclosed. PIE-C also supported the
Green amendment in the House of Representatives (copy of letter enclosed).

I hope that the Senate will take advantage of this opportunity to make a
significant reduction in the inequitable tax advantages of the oil companies. I
would be glad to talk about helping to develop and support further legislation
encompassing the foreign tax credits and intangible drilling allowances as well.

Sincerely yours,
ALLEN R. FEROUSON,

President.

WELLESLEY COLLEGE,
DEPARTMENT OF ECONOMICS,
Weteetey, Mass., June 4, 1974.

lion. WARREN MAONUSON,
Senate Oflee Building,
Washington, D.C.

DEAR SENATOR MAONUSON: I write to support the amendment to HR 8217
that you, Senator Javits, and Senator Jackson have submitted (number 1326),
calling for immediate repeal of the oil depletion allowance retroactive to Janu-
ary 1, 1974.
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For use in helping young people learn economic analysis I have used the oil
depletion allowance as an example of inequitable taxation and misguided efforts
to provide business with incentives for capital investment. Now that the current
energy crisis has made the repeal of this provision politically more feasible
than ever before, I hope very much that a piece of economic good sense can be
achieved. In particular the argument that repeal will have adverse effects on
exploration and, therefore, the increase of oil reserves will be diminished
should be seen for the redherring it Is. Other areas in our tax structure provide
evidence that a threat to profits, as to individual income, is as likely to induce
greater effort and greater initiative as less. It is also true of course that our
domestic oil supply currently makes up the overwhelming fraction of the total
and therefore the repeal of this allowance will have little Impact on consumer
prices. I am sending a copy of this letter to Senators Kennedy and Brooke who
represent me from Massachusetts.

With every good wish,
Sincerely,

CAROLYN SHAW BELL,
Katharine Coman Professor of Economios.

LAW SCHOOL OF HARVARD UNIVERSITY,
Cambridge, Mass., May 15,1974.

Hon. WARREN G. MAONUSON,
-U.S. Senate,
Washington, D.C.

DEAR SENATOR MAGNUSON: I am writing this brief letter to affirm my support
for any effort to eliminate the percentage depletion allowance from the federal
income tax law. I am not specially qualified to predict the economic impact of
immediate elimination of the percentage depletion provision or to choose between
Immediate elimination and elimination phased out over some relatively short
period. But I am a student of the legal and practical aspects of the income tax,
and it seems perfectly clear to me that the percentage depletion provision has
been a very serious source of distortion, inequity and complexity in the income
tax law and that its elimination, however effected, will be a very major step
in the direction of a fairer and more coherent federal income tax. I am there-
fore happy to urge support of whatever course of action will be most likely to
effect removal of this provision in the reasonably prompt future.

Sincerely yours,
WLUAM D. ANDREWS,

Profero of Law.

PHILADELPHIA, PA., Mal 13, 1974.
Attention: Mr. Nick Miller.
Hon. WARREN G. MAGNUSON,
U.S. Senate,
Wahington, D.C.

DEAR SENATOR MAONUSON: I am writing to indicate my strong endorsement
of your proposed effort to seek the immediate repeal of the percentage depletion
allowance for oil and gas. Further hearings on the subject are unnecessary. All
that needs to be said has been, time and time again.

The case for repeal is clear. Further delay works substantial injustice.
Sincerely,

BERNARD WOLFMAN.

THE LIBRARY OF CONGRESS,
CONGRESSIONAL RESEARCH SERVICE,

Washington, D.C., December 10,1974.
From : Economics Division.
Subject: The impact of repealing percentage depletion on the independent

producers.
This memorandum discusses the possible impact of the removal of the per-

centage depletion allowance on the independent producers. The term independent
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is used loosely but generally means smaller companies engaged primarily in
production (i.e., who do not own refineries).

Most of the pro and con arguments which apply in general to the oil industry
would apply to independent drillers as well. We are enclosing a committee print
which discusses these items in substantial detail.

One aspect of the debate surrounding the percentage depletion allowance
which has been argued as particularly relevant to the independent driller is the
capital needs argument. Percentage depletion would affect the supply of capital
to these operations in two ways. First, the reduction in taxes increases cash
flow and net income for these operators which can be used to finance further
operations. Secondly, but perhaps less importantly, percentage depletion is a
factor which makes drilling funds attractive to investors seeking tax shelters and
thus increasing the supply of capital to small companies. Since small companies
do not have as ready an access to the capital markets these factors may be quite
important to them.

It is extremely difficult to determine the relative impact of percentage deple-
tion on rate of return or ability to obtain capital for independents since there is
a lack of data in this area. However, some general statements may be made.

I. THE DRILLING FUNDS

While it is difficult to attain estimates of how important drilling funds are to
the independents, one estimate was that they provide 15-20 percent of capital1
for the independents.

Before proceeding to the impact of percentage depletion on drilling funds, it
may be useful to examine how such a fund operates. Several tax provisions come
into play here including deductions for dry holes, intangible drilling costs, per-
centage depletion and capital gains.

In a syndicated drilling fund, several drilling prospects may be part of the
package thus spreading the risk of finding a dry hole. Investors put up a share
of the investment and the rest may be financed through a non-recourse loan (thus
limiting the risk for the investor to the actual cash investment put up). The
investor is able to deduct as incurred two types of costs: (1) his share of the
costs of dry holes and (2) his share of intangible drilling and development costs.
These items constitute most of the investment.' If the venture fails the investor
may be able to recoup all or a part of his loss in tax savings. If oil is found then
percentage depletion comes into play limiting the amount of tax he must pay on
income from the well. Finally if he sells the producing wells, he pays tax on the
gain at half the regular rates. Thus, if oil is not found, some or all of the invest-
ment is protected through the writeoffs of initial costs. If oil is found the in-
vestor benefits from a deferral of tax through the write-off of initial costs (with
the value of deferral equal to the discount (interest) rate), from the lower tax
on income from the well because of percentage depletion and from the lower
capital gains tax if he sells the well.

Examples of how a tax shelter investment operates suggest that percentage
depletion is less important as a feature of the drilling fund as compared to the
write-offs of initial costs and to capital gains. A point to be noted is that per-
centage depletion will only be enjoyed if the wells produce. Thus, one would
expect that even if percentage depletion is repealed, drilling funds will actually
become more attractive relative to competitors for these funds (primarily real
estate and farming) because the rise in prices of crude oil are equal to several
times the former benefit due to the percentage depletion deduction.'

II. INTERNALLY-GENERATED FUNDS OF THE DRILLERS

Percentage depletion would also play a role in increasing cash flow and net
income to the independents themselves. There is some suggestion that this provi-

1 Statement of Milton A. Dauber in U.S. Congress. House. Committee on Ways and Means.
Panel discussions on general tax reform. Part 6, 1978, P. 724.

3 The Treasury Deartment estimated that 70 percent of Investment is recovered from
these two items (intangibles and dry holes) on the average. For the riskier drilling by
independents this ratio might be higher. (See Financial requirements of the nation's
energy industries, Hearing before the Committee on Interior and Insular Affairs, United
States Senate. 93rd Congress, 1st session, March 6. 1973. p. 241).

& Percentage depletion changes with crude oil prices ; however the value prior to recent
price increases is small In relationship to the price increase itself.
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sion is more important to the independents. For example, Standard and Poor's
Industry survey for July 4, 1974 made the following comment:

"While the percentage depletion allowance is important, particularly tc the
independent producers, aiding them in reducing the tax burden and generating
cash for exploration and development activities, maintenance of this tax incen-
tive is not considered of paramount concern to the industry. In effect, the per-
centage depletion allowance is considered to have subsidized consumers of
petroleum energy, in making development less costly.

The percentage depletion allowance was recently estimated as equal to roughly
50 cents per barrel in tax saving on related domestic production where this
method is utilized. If the percentage depletion allowance is eliminated or phased
out entirely, it is expected that prices for crude oil and refined products will
advance in time to offset the higher cost of development and exploration result-
ing from the higher income tax in the absence of the depletion saving." '

The traditional importance of percentage depletion to the independent driller
would be expected to be altered in the face of rising prices. Since the increase in
prices appears to be more valuable than percentage depletion was, the repeal of
per -entage depletion would be expected to present no serious problems. The
benefit of higher prices is, at present, limited by the price controls on old oil,
although 40 percent of domestic production is uncontrolled. In addition, the ceil-
ing on old oil has been raised from $4.25 a barrel to $5.25 a barrel at the end of
1973. If price controls on old oil are lifted, independents would be expected to
be in a better position even if percentage depletion is repealed than they were
when prices were lower and percentage depletion available. In fact, the inde-
pendents would actually enjoy a greater relative windfall since none of their oil
is foreign oil which is subject to substantial increase in costs because of royal-
ties" even though, new drilling in the United States is expected to be more
costly than it was in the past.

If price controls are retained the impact would depend on how they are
treated. Currently about 60 percent of crude in the United States is controlled.
There are exemptions for new oil (defined as oil from wells drilled during/after
1972 and production from older wells in excess of 1972 levels) and for stripper
oil from wells producing 10 bbls. or less per day.* If the price of controlled crude
is allowed to rise, and the basic structure of the controls retained, producers
would still be expected to obtain profits on their old oil which surpass the value
of percentage depletion before the price rises occur.

Finally it may be interesting to note what portion of percentage depletion is
claimed by the independents and what the size of assets of the companies claiming
percentage depletion was. Data on depletion claimed on tax returns indicates
that depletion deductions are highly concentrated in the large companies. Table
1 shows the percentages claimed by all industries. This would include some
depletion on minerals. However, in this case the relative value of the percentage
depletion deductions for large corporations is somewhat overstated because much
depletion is claimed by international oil companies on foreign production. Be-
cause of the foreign tax credit, this depletion is not important in reducing taxes
because very little U.S. tax would be paid on profits in any case since companies
have excess foreign tax credits.

Table 2 shows the share of depletion claimed by companies classified under the
mining category. Again this depletion would also include depletion claimed on
minerals as well as oil. However, it would be limited to companies engaged in
production and thus would not tend to reflect substantial Amounts of foreign
depletion (since the integrated oil companies are classified under manufactur-
Ing). You will note that the total share of depletion claimed by companies In this
category is small. In addition, the bulk of the deduction is claimed by the largest
companies.

4 Standard and Poor's Induistry Surveys. Oil. Rasie Analysis. July 4. 0974, Section 2.
p. 64. The 5 cents a barrel estimate would appear to reflect a price of $5.00 a barrel. and
th' 197R prices.

* The domestle Price Increse rmulted from Increased foreln prices. which reflected
Increased production ttxPs. These increased costs incurred on foreign oil caused a "wind-
fall" nroflt on domestic oil.

*There is alsodan exemption for released oil equal to increased new production.
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TABLE I.-DEPLETION DEDUCTIONS CLAIMED BY SIZE OF TOTAL ASSETS: CORPORATE INCOME TAX RETURNS
1970-ALL CORPORATIONS

[Dollar amount in thousands"

Depletion
deductions Percent

Size of total I assets claimed total I

0 .............................................................................. $2,060 .041 to $100 .................................................................................... 0
I0 to 50.......... ............................ 0

$250 to $500 ... ..... ................ .. .................................... 39 0$50 o1000......................................................... 1l,793 .03

$1,000 to P5000 .................................................................. 15,392 .31
$5,000to 10,000 ............................................................... 21,191 .43$1O,0O00 to $2N,000 ............................................................... 47, 966 .98
$25,000 to 'IV,000 ............................................................... 81,565 1.67$ 0,000 to 100,000 .............................................................. 60, 743 1. 24
$100,000 t3 $250,000 ............................................................. 218, 905 4.49
$250.000 and over ............................................................... 4,429,906 90.78

Total .................................................................... 4,879,560 ..............

TABLE 2.-DEPLETION DEDUCTIONS CLAIMED BY SIZE OF TOTAL ASSETS: CORPORATE INCOME TAX RETURNS

1970-MINING CORPORATIONS

IDollar amounts in thousands)

Depletion
deductions Percent

Size of total assets claimed of total

0 ............................................................................................ 0
I to $10 ................................................................................ 0
0WO to $250.................................................................... 0

to 1500 .................................................................. . 0
1 to $100 .................. ................................................ 1,.355 .7

1,000 to 000 ............................................................ 9,213 1.16$000 to $10,000 ................................................................ " 15, 487 1. 96
1,000 to $2N, . ............................................ 28,701 3.62
5,000 to $50,000 ...... ..................................................... 56, 580 7. 14

50,000 to $100000. ...... 19,870 2.51
16 000 to ................................................. ..98,512 12.44

$250,000 and over ............................................................... 562, 193 70.99

Total .................................................................... 791,918 ..............

Statistics of income data Indicate that partnerships and sole proprietorships
account for slightly over 6 percent total depletion claimed by proprietorships,
partnerships and corporations.

Although there is no data on depletion deductions by individuals who do not
have a business interest in oil and gas production, Treasury department esti-
mates' of the tax savings due to percentage depletion indicate that all individ-
uals account for about 17 percent of the savings due to percentage depletion. This
17 percent would Include unincorporated businesses as well as individual invest-
ors and landowners. JANE G. GRAVELIE,

Analyst in Taxation and Fiscal Policy.

The CHitmN. As I said, I am calling Senators in the. order in
which they enter the room. Senator Curtis?

Senator'Curis. Thank you. Mr. Chairman.
Senator Hollings, do you regard the fact that the United States and

all of its transportation and agricultural industry, even its national
defense, are dependent for 40 percent of their supplies of petroleum
from foreign sources? And in fact, it was predicted to go over .50
percent?

'U.S. Congress. House. Committee on Ways and Means. Estimates of Federal Tax
Expenditures. Prepared by the Staffs of the Treasury Department and the Joint Committee
on Internal Revenue Taxation. June 1, 1973.
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Senator HOLLINOS. The most recent figure was 38 percent.
Senator Cutrris. I)o you regard that as a matter of serious concern?
Senator How xo-s. Oh, yes. I thought it was a rather serious concern,

as I said earlier. Maybe the Senator was not here-I introduced an
energy policy council, somewhat patterned after the Council of Eco-
nomic Advisers. Ve had so many agencies and departments--T8 to
be exact--that we had no coordination. We had no one place of repose
for all of the information necessary upon which to formulate an iitel-
ligent policy. And feeling just the concern that you express, not only
for the matter of the foreign impact and reliance, but the lack of do-
mestic development, brought me about to the opinion that we needed
an energy policy council.

Senator CRns. Now, my question is this. Are you prepared to tell
the committee that the repeal of the depletion allowance will increase
our domestic oil production.

Senator HOLLINOS. No, sir.
Senator CuRTis. Do you believe it will?
Senator HOLLINOs No; I do not say the repeal of the depletion

allowance -will increase the production of oil. The purpose here is to
cut back on the increased profits of the large oil companies and many
of the independents rather than waiting for a windfall profits tax.

Senator CURTIS. Do you believe that the repeal of the depletion
allowance will lower or raise the price to consumers?

Senator HoLmIxOS. It will not have any effect on consumers right
now. Ve are dealing with that 40 percent you are talking about that
is strictly controlled without relation to cost by the OPEC nations.
So, just the 88 cents that I was talking about a minute ago is one-
seventh of the increase in price.

Senator Ctrais. Well, my question is this-
Senator HoLLIoS. My answer is no, the competition is not going

to be set, Senator Curtis, by that-let us say 88 cents or less than a
dollar of an amount per barrel of oil at a $4 price.

Senator KENNEDY. Would the Senator yield?
Senator HOLLINGS. Yes.
Senator KENNFzY. If I may make just a comment, those that are

opposed to this position are liable to say, well, with the elimination
of the oil depletion allowance, the major oil companies are going to
have to make this up one way or another, and therefore they are going
to raise their prices. But it seems to us that they ought to absorb the
loss of the oil depletion allowance, based upon the kinds of profits
they have been making over the recent period of time. So it would
be our position that it would be unconscionable for the major oil
companies, were this amendment to be accepted, to try to make up
the loss of depletion by passing it on to the consumer.

Senator Cuwris. Well, it seems pretty generally accepted by those
who are familiar with the situation, whether they own oil or not,
that it is a question of a raise in price, or continuing the depletion
allowance. And I believe, if you research that, you will find that
is true.

Senator HOLLINOS. Where would you research that, Senator. I have
been researching this question, and I have never heard that contention.

Senator Curmis. Well, I think several people around this table
know it is true. It is true. As a matter of fact, my State has about
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three counties that produce oil. They are not gushers, they are low-
paying wells, and so on. But if someone finds oil on their land, that
is not real current income. When they drill down and pump it out,
it is gone. It is unlike ordinary income, that can be replaced every
year, and there is a valid reason for the depletion allowance being in
our law. I believe that an independent, objective study will show that
some of these unusual costs result in lower-priced gasoline and other
products to the consumer.

Now, on the repeal of the depletion allowance, it proceeds on the
basis that it should all be taxed as ordinary income. I would like to
ask you, Mr. Hollings, do you favor the repeal of all depletion
allowances?

Senator HOLLINGS. Yes, sir.
Senator CuRis. On all the minerals, gravels?
Senator HOLLINGS. No, no, sir. The oil depletion allowance is the

one that we are after in this particular bill.
Senator CuRTIS. Well, now, do you favor the repeal of the capital

gains treatment on forest products and trees?
Senator HOLLINGS. I will have to look at all these other subjects.

To be perfectly candid, I am not really familiar with themand I
could not tell you what they are for the other minerals. I have my
hands on oil depletion; that is all I want right now; and I am not
prepared to discuss the depletion on minerals, the matter of forestry,
the matter of charitable corporations, the matter of foreign people,
or any of those other things. Just this one subject.

Senator CuwTis. Well, it is of concern to this committee that have
a responsibility for doing their best to have uniform tax laws, that if
we repeal a depletion allowance in one field, we at least have to con-
sider what we are going to do about sand and gravel, and gold, and
.silver, and copper, and iron ore, and all of the other things. Because
we are dealing with the sale of a capital asset, and because trees take
1a period of about 30 years to grow. There is a special treatment there
that these committees have approved time and again, of not treating
the timber cutting as ordinary income.

Did you have some further answer you wished to make?
Senator HOLLINGS. I am just looking again at the prepared state-

inent with respect to the depletion allowance, and its highly discrimi-
natory incentive in favor of oil. For oil and gas, it averages out 13
percent of the price, whereas for coal it is 4 percent. I do not know
what a capital gains treatment would amount to in a consequent
matter of depleton for timber. But for oil and gas from coal, it is
only I percent; for solar energy, it is 0 percent. So again, with respect
to the other energy sources right now that we are competing with,
it is highly out of order.

Senator CuRTis. You think all of these sources of income should
be treated as ordinary income?

Senator HOLLINGS. No, sir. I am not prepared to say either way.
I do not think that affects us right now.

Senator CuRTis. Well, I think it does. I think this committee has a
responsibility to strive for uniformity of treatment in our tax laws,
and we have a problem here national in scope. The urgent need is
more oil production domestically, and you come here with a proposi-
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tion that does not contribute to that, according to your own testimony;
that it. will not add any oil discoveries in our domestic area.

Senator HOLLINGS. I do not think it will take away.
Senator CuRrls. Well, that may be disputed. But I believe, facing

this crisis, our activity should be directed toward the production of
additional oil, and ou'r activity should be directed toward using sub-
sidies. We are generating one-half of our electricity in this country
from the use of oil. It is very expensive. It is about two and a half
times that from coal. That would relieve the import on the east coast
alone of more than 2 million barrels residual oil per day.

I think it is time that we realistically addressed ourselves to some
of these energy problems, rather than causing people who have no op-
portunity to i'iestigate, to believe, that a certain theory of tax reform
will help solve our energy problems.

Senator KENNEDY. Senator Curtis, I would be interested in your
figures that indicate the increased price of oil is reflected in increased
production.

You say that, with the reduction or the elimination of the depletion
allowance, it may very well mean a reduction in terms of development.
W1e have seen the price increase dramatically, beyond the wildest
dreams, over the past year and a half, and we have not seen any cor-
responding increase in production.

Senator CURTIs. All right, I will give you a concrete example.
Senator Gn\vF,. Would the Senator yield on that?
Senator Cuais. Yes.
Senator GRAVEL. There is abundant proof of that, and I could sub-

mit that, and I will have that at your office this afternoon. There is
abundant proof the amount of rotary rigs that come back to this
country, the amount of holes-there has been a 29 percent increase in
the number of holes that have been drilled in this country since the

--- de--e-gulation of new oil. And I think that is abundantly' clear, and
we will send that data. You will have it by this afternoon in both of
your offices.

Senator Ctmris. I do not think there is any question but what
Senator Gravel's premise is true. I mentioned that there are only about
4 counties out of 93 in mv State that produce oil. Some of these were
very low producers. I kn w of one man who had two oil wells. They
were down to four barrels a day. He had to close them down, because
at $3 or $4 oil, you could not run that pump.

The price went up in that area to something over $8. He spent
$20,000 with an acid treatment on each well, and now they are produc-
ing 12 barrels each a day. Well, 24 barrels of oil is just a drop in the
bucket. But you add up all of those stripper wells and it accounts for
12 percent of our national needs.

The first major oil executive that I know of that came out and said
they could do away with depletion was a major company. He had no
particular interest in these types of production that I mention, and
he said, we would rather recoup it in price than in depletion allowance.
And I think, if you will investigate it, you will find that to do away
with the depletion allowance will increase your cost to your consumer,
and I do not think you will find any evidence to the contrary.

Senator KENNzDY. Senator, the consumers are already paying for
it, by the $3 billion they have to pay in increased taxes. The middle-
and lower-Yincome w working people are making up the $3 billion of
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depletion in terms of the higher taxes they have to pay because the oil
companies pay too little.

The depletion allowance ought to be eliminated.
Senator CURTIm. No. I do not think that, if you investigate it, you

will find that in the long run, and in the past, it is clearly established
that the depletion allowance lowers the cost to the consumers; and it
definitely increases the search for and discovery of oil. And without
it, we are in danger of not speeding ahead like we did, and I do not
accept as a valid answer that it can be done by changing the depletion

- allowance. I believe that, when we go into this depletion allowance, we
will have to go into the situation with respect to all income that is
getting any treatment other than ordinary income. And that will
include your forest lands-it will include all minerals, it will include
everything else; because I believe that this committee has a very
definite responsibility not to do anything that they can avoid doing
that does not result in uniform treatment of all of our taxpayers.

Senator HoLu-NosSenator Curtis, let me just comment on that par-
ticular score. In other words, the old saying that the captain who is
waiting for his ship to be fitted never puts to the sea is applicable
here. When are you going to get uniformity in tax treatment? It
should tend in that direction, but in the ultimate, we will all be here
years on end serving together as colleagues, and this really brings
about a better uniformity. It does not give it, and obviously you cannot
put all the things that the Senator would desire into one bill.

Now, to the Senator's point, any time you give a depletion allowance
of this kind, in a sense that can be looked upon as the subsidy for
cheap oil, and if you remove it, the cost to the corporation would
increase. Everybody I have talked to, and the oil economists feel that
under the present situation whereby they have jumped arbitrarily,
witfino increase in cost, from that $3.40 to $11.40, this is only about
one-seventh of it that can be absorbed at the present time. And rather
than take it up at the other end in windfall profits tax, it has been
recommended by the President of the United States that we just take
it off in the very beginning under the particular circumstances.

Now, if the picture evens out over a period of years, it could con-
stitute an increase years down the road of a penny, perhaps, but not
more than that. It is certainly unconscionable under the present
circumstance.

Senator CURTis. Well, I think we are still faced with the problem
of treating as ordinary income something that is not ordinary income;
and there are many, many people that have a financial interest in the
depletion allowance that are\not major oil companies, just many of
them. And I think that this committee should examine the situation
and find out where the greater profits come from. Many of the major
oil companies are in the chain store business, because they operate
filling stations clear across the land.

I just believe that to start in taxing as ordinary income something
that cannot be replaced, year after year--cannot be replaced at all-
is a serious departure in good tax law, and rather a surprise that we
are asked to do this without any hearings. That is all, Mr. Chairman.

Senator KENNEDY. Just on this point, as you are well aware, Senator
Curtis, this committee had 4 days of hearings last June on this whole
question of the depletion allowance.

48-493 0 - 75 - 10
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Senator CUrIs. I think the more hearings they have, the more
members are convinced that the depletion allowance should not be
done away with.

Senator KENNEDY. But the point is, on the question of hearings and
permitting different groups to be heard, the record, as has been pointed
out by Senator Hollings earlier, is really very complete. Obviously, we
feel that others ought to have an opportunity to present their views,
and interested parties, obviously, in the industry ought to be able to
speak their position. But there were 4 days of hearings held by this
committee. A1 we have had in the meantime is 8 months of higher
prices and higher profits, and basically greater inequity.

Senator CURTIS. Well, the 4 days of hearings we had was on a variety
proposals. But I am not going to take any more time. Thank you.

Senator GRAVF.L. Mr. Chiiirinan, I would like to give them this data
right now, and then I will not have to supply it during the day. I
would like to give this to them, so that they can have the data on what
the response is. That is just testimony. I 'hope we will get your data
as rapidly as we are trying to get our data, too.

Senator KE.N-sNEDY. Hlow many were in Alaska?
Senator GRAVEL. That would take a little bit more time. Maybe by

tomorrow morning.
Senator HOLLINSG. Thank you very much.
The CHAIRMAN. I am going by the order in which the Senators

entered the room. Senator Nelson?
Senator NELSON. I have no questions.
The CHAIRMAN. Senator PackwoodI
Senator PACKWOOD. I have no questions.
The CHAIRMAN. Senator Dole?
Senator DOLE. I know you have discussed the depletion allowance,

which is rather important in my State; and there may be other impor-
tant minerals in your State which are subject to depletion. But there
has been a decline in domestic crude-oil production. Now that decline
has slowed, and I think that has been advantageous. If you can assure
the high price, then it would not be so difficult, perhaps, to sell repeal
of the depletion allowance. Is your suggestion based on the premise
that the price of oil is going to stay at $11 per barrel?

Senator HOLLINOS. I hope not. I am also shoving to roll the price
back. There is a lot of hue and cry that Americans should sacrifice. I
think they are sacrificing enough vith this increase in oil cost, which,
as a result increases the power bills, the gas bills, the cost of different
products, and those other manmade fibers which are an allied product
of oil. They had on a morning TV show, a story about Union, S.C.,
with its 32 percent unemployment. So I am trying to roll back the
price, and do away with oil depletion.

Senator DOLE. Would the same be true of the special tax treatment
on timber, for example ? Do you have the same attitude thereI

Senator HOLLTNOGS. Look, 'if I could ever get timber the treatment
that the oil companies have had. I would buy it. Give me as a membAr
of the timber industry the same treatment. I do not know what it is. It
never has been posed 'that way, and of course the question infers that I
would not do for timber what I am asking to be done for oil. I am
giving a categorical answer. Just give me in timber what the oil folks
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have had, and I am going to be making money. I am confident of
that.

Senator DoLE.. If you are willing to do that, then you would be will-
ing to give oil the same treatment that timber receives?

Senator HOLLINOs. Oh yes; surely. And the reverse is true.
Senator DOLE. So we could amend this proposal by-
Senator IOLLNGS. What is the treatment given timber?
Senator DOLE. You get capital gains on the sale of timber, so oil

producers would receive capital gains treatment on the sale of oil.
That. might be more advantageous than the depletion allowance.

Senator HOLLINOS. The depletion allowance, the drilling costs, the
tax credits, and all of the other writeoffs-I think the timber interests
would win on that. I would be glad to make a comparison. I am sorry
I am not able to do it right now in this testimony.

Senator Doiy. In other words, you do not produce any oil. We
produce oil in our States.

Senator IoILLINOS. Yes, sir.
Senator DOLE. We also produce a little timber. I do not suggest there

might not. be some compromise. I do not want to quarel with my col-
league, but it seems to me that it is easy to wa-lk into this room-you do
not produce any oil-and criticize the oil States. So I guess by nature,
we are going to look around and see if we are going to find something
that will at. least even the score.

Senator HOLLINGS. Senator Dole, let us even that score. Do you know
of any oil company that has gone out of business? You talk about the
big ones, but they are all in there.

The CHAIRMAN,. I could find you 10,000, Senator, in the last 20
years.

Senator HOLLINGS. Well, something is wrong with them, because
they are all making money. The majors are gobbling them up. Now, my
timber people have ground to a halt. They have been putting up bank-
rupt sales due to depression of the housing industry. You talk about
recession, you talk about inflation, but we have depression in the timber
industry, and it does not come with good grace, in my opinion, to start
talking about an equalization as if timber people are really making
off with these tremendous profits; 53 percent increase--53 percent in-
crease in profits since 1974, and they are getting a 20-percent return on
their equity in the oil business.

This while my crowd is going bankrupt in the timber business.
Senator DOLE. I am not talking about the major oil producing com-

panies. I think this committee almost unanimously would agree that
there ought to be some modification in the foreign tax credit, the
depletion allowance, and many other tax provisions, and that there
ought to be a windfall profits tax. The average oil well in my State
produces 4 barrels of oil per day, and there are about 42,000 wells.
And they provide about 20,000 jobs. Now, to our State, that is impor-
tant. I do not expect any preferential treatment, but it seems like there
ought to be some room for compromise, rather than the phaseout on
the 3,000 barrels. There ought to be some other way we can approach
it, and I am just asking. Maybe the Senator from Massachusetts would
agree that there might be another way. We want to stay in business.
That is all we want to do in my State.



142

Senator H1OLLINOS. Senator Dole, we looked at the independents,
and I made in the initial statement a comment that I would favor the
House bill because I do not think in justification on the independents
but I had to be candid with my colleagues. Many were-difficult with
mc. And that is why I developed the independent provision in there.
I am looking at a random survey of the small, publicly owned U.S.
oil and gas producers not engaged in the refining market: Adobe,
Aberdeen Petroleum, Austral Oil, Amarex, Apexco, Argo Petroleum,
Baruch Foster, Basin. Buttes Gas and Oil. C. & K.. Consolidated,
Coquina, Damson, Eason, Equity, Felmont--down the list. I will in-
chide it in the record. They had a 25.5-percent return on shareholder
equity this last year. These are the independents.

[The material referred to follows:]

RANDOM SURVEY OF SMALL PUBLICLY OWNED U.S. OIL AND GAS PRODUCERS

Percent
return on

share.
Gross revenues (millions) Earnings per share holder

99uity1972 1973 1974 t 1972 1973 1974 1 19741

Percent
tax

rate,
1973'

Adobe... ..........
Aberdeen Petroleum .......
Austral Oil .................
Amarex ....................
Apexco ....................
Argo Petroleum .............
Baruch Foster ..............
Basin Petroleum ........
Buttes Gas & Oil ............
C. & K. Petroleum ...........
Consolidated Oil & Gas ......
Coquina ....................
Damson ....................
Eason Oil ..................
equityy Oil ..................
Felmont Oil ................
General Crude Oil ...........
Hamilton Bros. Petroleum....
Houston Oil & Minerals ......
Hudsons Bay Oil & Gas ......
Mitchell Energy & Develop-

ment ....................
Noble Affiliates .............
North American Royalties...
NUMAC Oil & Gas ...........
Patrick Petroleum ...........
Petro. Lewis ................
Prairie Oil Royalties .........
Pan.Canadian Petroleum.....

$8.55 $10.16 $15.0 $0.45 $0.55 $0. 90 25
.61 .59 1.0 .07 .01 .24 9.0

11.9 13.2 17.0 .94 .74 1.46 17.0
2.97 5.26 9.0 .33 .84 1.30 24.0
8.59 10.42 17.0 .78 .96 1.75 25.0
3.18 5.91 12.0 .40 .84 1.70 30.0
.75 .83 1.7 (.06) (.04) .30 20.0

7.9 15.6 23.0 .22 .41 1.00 50.0
19.8... 23.9 33.0 .73 1.33 2.20 27.0
3.8 5.0 9.0 .33 .57 1.50 17.0
9.8 11.4 18.0 (.11) .17 .90 12.0
2.04 3.55 7.0 .68 1.32 2.60 75.0
4.3 5.4 8.0 .11 .18 .20 12.0

10.1 14.5 21.0 1.1 1.34 2.40 20.0
2.43 3.89 7.5 .35 1.01 2.00 30.0

13.4 14.8 23.0 .95 1.16 1.60 15.0
42.0 53.0 70.0 1.46 1.75 3.20 40.0
9.1 12.4 17.0 .54 .86 1.50 12.0
4.7 9.5 40.0 .33 .64 3.60 75.0

108.0 136.0 160.0 1.44 2.07 3.00 30.0

34.0 48.0
50.0 58.0
37.0 47.0
3.6 4.0

13.0 26.0
8.7 14.2
1.0 1.3

46.0 73.0

75.0
84.0
62.0
4.8

32.0
11.0
1.6

120.0

1.09
1.67
.40
.38
.72

1.45
.27
.49

14
0
0
0

0
0
0
0
0
0
0

10

(to

10

12

0

0
0
0-

1.86 2.80 32.0
1.70 3.25 19. 0
.65 .75 15.5
.40 .46 10.0

1.02 1.20 21.0
2.11 1.90 15.0

.37 .42 10.0

.78 1.35 36.0

Average return on equity. 25.8

I Estimated.
1 1973 latest available year.
a Not available.
Source: Standard & Poor's Stock Reports.

Senator DOLE. I believe we have only two independents in our State
that produce more than 3,000 barrels per day. I am talking about the
small independent. Those producers I have lever heard of. They are
not in our State.

Senator HOLLI.oS. I see. Well, this was a random one. We wolld be
glad to take those, too. But, you see, it is the Treasury Department's
position opposing this, because they say it is the independents where
all those doctors, lawyers, and movie stars are going and buying in,
and making the profits. And it cannot be justified with 25.5 percent
return on equity.
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Senator DOLE. I do not quarrel with that. I just say, there has got
to be somewhere along the line where we take into account the small
independent, whether he is defined in the stripper category, or by num-
ber of barrels per day, or by production per month. that group you
mentioned may be independent in a sense, but they are very large
producers. And it seems to me that there are a great many millions
of barrels of oil produced from very small wells that. ougfit to have
some consideration. I am not quarre ling with either Senator, but I
just say that there is a category that we think deserves some special
consideration, and I would just hope that you woul understand our
position. But if you approve of capital gains treatment on the sale of
oil maybe we are better off' than be retaining the depletion allowance.

enator HOLLINS. I just got an inner feeling that if capital gains
on oil would have been a good thing, this committee, this distinguished
group before which I appear would long since have written it into
tax laws. I just feel that way, having served here 9 years. I say that in
all respect.

Senator DOLE. Well, is there a chance that there is some flexibility
insofar as you are concerned when we talk about the small independent
producer?

Senator Houd,,os. Yes; these are listed as small, and of course I-
am not familiar with them all. These were presented by Treasury in
their opposition over the House side. They have had hearings in the
House Ways and Means and the Treasury Department does not want
any exemptions for independents. The economists, Herbert Stein and
others, who have appeared before the House side, think this is not an
unheard of or surprising thing, or a quickie amendment. This dialog
and debate has been going on for years in Washington.

Senator DOLE. Would the Senator from Massachusetts indicate
there is any possibility of compromise in any area-

Senator KENNEDY. Well, of course, we are primarily interested in
eliminating the depletion allowance, which we feel is a major inequity
that exists in the Internal Revenue. We are attempting to approach
it in a responsible and reasonable and rational manner. We are ob-
viously open to thoughtful, constructive comments on it. As I said
earlier, I believe that the general argument for the. independents is
overstated, both in terms of their profitability and the nature of the
individuals who make up the independents. But obviously, I am
sure you will find that both Senator Hollings and I are. open to sug-
gestions. But I have some doubts about that little backwoods farmer,
who has got a well in his backyard, and who is staying off the welfare
rolls because he is able to eke out a meager living from his oil well.
That is probably somewhat of an overstatement. But I just assure
the Senator that, if you have some suggestions, we will show some
flexibility in trying to provide a reasonable accommodation for the
independents. If you have suggestions or the way that could be
done, we would be glad to hear them.

Senator DolE. In my state we produced in 1974 about 64 million
barrels of oil. Now, 10,000 of those wells produced less than 4 barrel a
day, and of the other 31,000, the average daily production was 4
barrels. I think maybe our difference is in the definition of independent.
And perhaps it is our responsibility to present to you two and our
colleagues some redefinition of what we have thought were independ-
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ents, and what, according to Senator Hollings, are very large
producers.

Senator HoIuNOS. Senator Dole, I took onto the floor on January 30
the proposal that we should have a greater incentive for that small
producer, a greater incentive for the wildcat, a greater incentive to go
after the stripper oil operation. The worst thing we could do is cut
our noses off to spite our faces, and effectuate a matter-let us call
it tax reform-and then get less oil. We do not think we are in danger
of this with oil depletion. We are confident of that. If there is any
way that I can give to the little domestic fellow more drilling and
development of the strip per wells than otherwise, some tax incentive,1 am going to vote for that. I am not after the oil companies. I am
after increased production. But I am trying to bring this more into
perspective here, with everybody on our side agreeing that oil deple-
tion has long outlived its usefulness. Its elimination would not have
any effect on the economy or production, and its maintenance cannot
be' justified.

Senator DOLE. Thank you.
The CHAIRUAN. Senator BentsenI
Senator BENTSE'N. Thank you very much, Mr. Chairman. I would

like to say to my distingiushed colleagues that I have introduced leg-
islation to do away with the depletion allowance, both domestically
and overseas for the major oil companies, and also to change the ac-
counting practices and put a limitation on the foreign tax offsets of
major oil companies. But I think to take depletion away from the
independents is a serious mistake. The independent built 88 percent of
the domestic exploratory wells in 1974. He made 80 percent of the
completions of the 32,000 wells that were completed in 1974.

Now, when you look at the profits of oil companies, and you study
their profits in 1973, you see most of their profits were made on cheap
oil, oil that did not cost much to produce or find, and mostly foreign
oil. But you have had an incredible increase in the cost of domestic
production in new oil found. I am not talking about the production of
old oil that was found 10 or 20 years ago, but what it costs to drill
today. The shallow wells have generally been dug. The easily found
major reserves have been found. We have seen the cost of drilling a
5,000-foot well in west Texas in the last 10 years go up 450 percent.

Now, as you drill these wells, you have to drill deeper to find addi-
tional reserves, and the cost does not go up in an arithmetic way, but
almost a geometric progression. Now, the small independents have
made some good money in the last year, but I can remember in years
past going to some of their meetings in my State, and all you saw
were a bunch of old folks there; no new people coming into the busi-
ness. Now that is changing. You have a substantial increase in wells
drilled. Now. you cited earlier-one of you did-that you had not
seen any increase in production. That is right; it takes a while to make
your leases, to try to get the drilling pipe--and there has been a short-
age of it. Now, we have been exporting rigs overseas, and we have been
financing them through the Export-Import Bank with 6-percent-
interest 1oans, which I think is incredible, absolutely ridiculous. Ve
ought to be doing the drilling here.

I oppose repealing the depletion allowance for the small independ-
ents. I do not support phasing out depletion for the independents
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because I do not see any reason to phase independents out of existence.
If he does not have depletion, I do not think he is going to get the
financing, and I think he is going to have to sell out to the majors.
And I do not care how much money he now has; he is going to take
that home with him. He just quits the business.

I have been in the position of owning a small number of independent
service stations. My brother and I operated them together, about 10
of them, and I know what it is to buck the majors. Unless you have
that independent driller, and the small independent marketer, and
those refineries that are small and independent-that retail outletthat
cut-price outlet, is not going to get the oil. The majors will cut them
off. That is the way the game is played. I really think we make a
serious mistake unless we protect the independent, and keep him in.

Senator HOLLINGS. Senator Bentsen. I cannot speak for Senator
Kennedy and the others. In adding the independent provision, I was
trying to aim that gun barrel down the middle, and pick up the most
votes in the U.S. Senate. I would rather not have the independ-
ent, but-let me put it this way: if you can get this bill out of your
Finance Committee with your version-namely, with oil depletion and
an exemption for the independents-I will yield on my position and
go along with you.

Senator BEN-rsFN. I tell you, we just might strike a deal, Senator.
Senator HoIzos. We might strike a deal, because I would like to

see you take the leadership, along with the Finance Committee, and
bring out an oil depletion repeal. Would that not be a great day; just
like the House did, I commend Senator Gravel, Senator Hathaway,
Senator Hartke. I wish you all success, and I would hope it would be
a committee amendment that would not have all this debate. We can
have these hearings, this week's marked up, and the bill is then on the
floor. Maybe I am wrong in a phaseout. Maybe it ought to be a tem-
porary exemption, or at least an exemption for the independents, as
you say. But that is not justified with the record by Treasury, and that
is why they oppose it. That is why we drew the amendment this way.

Senator B-NTSEN. I have some numbers to show that there has been
an increase in drilling-5,000 more wells completed in 1974 than there
were in 1973. They are increasing the drilling substantially, but it sure
takes a while to bring it onstream, and put it into the tanks. Now, you
are not going to see in this country a major increase in oil and gas re-
serves, Ido not think. About the best we can hope for is to slow down
the decrease in those reserves. We really have an asset that is going out,
and those resources are finite; and we are going to have to go to other
sources, and we are going to have to push for coal and other types of
energy. But we ought to do the best we can with this resource while we
have it. We ought to try to develop it.

The CHAIrMAN. Senator, I want to offer you one opportunity. You
said that you do not know of anybody that has gone out of the oil busi-
ness. I thought you might look at one of them, and that is me.

Senator HOLmLOs. You look as though you're doing all right to me.
[General laughter.]

So does Senator Bentsen. That struggle he had with big oil-I have
not seen anyone around here looking poor.

Senator BENTSE. I can tell you Senator Bentsen did not make it in
oil.
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The CHAIRMAN. Up until 5 or 6 years ago, my family had the good
fortune of having a relative who learned the oil and gas business just
by starting out working as a roughneck on a well, and he knew some-
thing about how you go about drilling a well. And there was a time
when you could make a profit doing business that way. So all of us in
my family would invest into any venture he thought he could go into,
trying to -drill for oil as an independent producer. And I made the
point to the family some years ago that all we were doing was just los-
ing money, and that we should go back and take a look at what hap-
pened on the last 10 wells. And if I do say it, you would be surprised
what a good salesman an independent producer can be about the opti-
mistic possibility of the next well. But I contended that we ought to
just go look at the wells we had drilled in the past few years, and how
much money we had gotten back out of them. All we were doing was
losing money; we were not getting our money back, and that to con-
tinue to follow those kind of optimistic entreaties would do nothing
more than lose us more money. So we all quit, at my urging, because
all we were doing was just losing money. And this relative of mine con-
tinued to forge ahead-an incorrigible optimist, eventually to the point
that he was on the verge of bankruptcy.

Well, my mother, bless her heart, decided she did not want him to
go through bankruptcy. So she bought his rig. Now, the reason she
bought his rig was because everybody else up there had their rigs for
sale around Shreveport, La., and there was no market for it. I suppose
she probably managed to get back the scrap steel value of it. Now, of
course, with the price going up, he is back drilling again. But none of
us are putting any money into it, because we feel tffat one of these days
the Arabs are going to drop that price down again, and that with the
repeal of the depletion allowance means you will never be able to put
your pencil to it and show where that investment would be competitive
with what you could put your money to in something else.

We do have some royalty income. But as far as investing it and find-
ing more oil, I think that our attitude would be the same as anybody
you will find if you are trying to sell that investment, whether you are
trying to sell it in Dallas or in Houston or in New York City or Phila-
delphia or Washington, D.C., to anybody who might have some money
to invest. I do not think you can sell anybody on a drilling venture with
an independent who does not have the depletion allowance, or some-
thing to give him some tax consideration that would make the po--
tential profit-and I am talking about profit after taxes, because taxes
are an expense-the potential profit competitive with what he could
put his money into otherwise.

In the last 20 years, there have been 10,000 producers. like this
relative of mine, and like myself. If someone could show me where we
have a fair chance to make a profit, I would be willing to take a chance
on oil today. But the last venture I was offered along that line was
with regard to a tract of land where I owned a 10-percent interest,
if somebody was willing to go in there and drill it. At least they talked
about drilling it. But when they tried to do it, they found they could
not raise enough money to drill it, and the last time any of us land-
owners would be willing to take a share, or put a few dollars into try-
ing to drill to see if you could find something there. Now, Louisiana
is a State that produces more oil and gas per acre than any State in



147

the union; and out of 10 of us who owned an interest in that piece
of property, you could not find one out of the ten willing to invest in-
drilling, and a lot of those people had been in the oil and gas business,
in one respect or another, prior to that time.

All I am saying is, I do not think it is a good thing for this country
to put 10,000 independent producers out of that business, and that
is what had happened in the last 20 years; and I do not think you
would be doing any national service to put the 10,000 independents
who remain out of business. Those are not people who are fixing the
price of energy. You cannot blame them for the price going up.

Their production is available to whoever will buy it, and they have
got to take the other guy's price. They do not fix the market, they do
not control it, they do not have refineries, they do not have service
stations to put it through. If they can find something, they are going
to have to take the price they can get, jusC whatever the going market
price is; and if that price is managed, it is being managed by some-
body else, not by them. Their oil is the oil that tends to bring the price
down, or, if we ever get sufficiency, will be the oil that tends to bring
the price down for the consumer, and I know that is what you are
trying to achieve.

Now, I would like to see a lot of those people go back in business,
not have what remains put out of business; and I think that you are
fair-minded men, both of you, and that you would like to see the in-
dustry sufficiently attractive so we would have more independents,
not less, in this business.

Senator KENNEDY. Let me just say, Mr. Chairman, it is interesting
that most of the questions have been about the independents. No one
underestimates the importance of the consequences of this particular
amendment on the independents. But it is a relatively small percentage
of what we are attempting to achieve. In our amendment, the exemp-
tion for the small inde endents in the fist year at 15-percent depletion
represents a revenue loss of about $250 million. But overall, we are
talking about a $3-billion amendment. So, if we can get agreement
on the major part of the amendment, we will be open to suggestions
about the treatment of the independents.

I think we can make a major step forward; if it is a question of
retargeting this amendment to look for the Mon and Pop store of
the oil industry, I do not think you will find any difficulty with Senator
Hollings or myself.

The CHAIMrAN. Senator, let me make my position clear. Represent-
ing the State of Louisiana we produce more oil and gas per acre than
any other State in the Union, and I am far more concerned about
what your amendment will do to the landowner and to a small inde-
pendent than I am to the majors. The majors are going to be in busi-
ness no matter what you do with your amendment and they will tell

ou that. The same thing is not true of this 10,000 independents who
ave been put out of business or the 10,000 independents who remain.

And I do not want to see those people go the route of the buffalo. I
think they are. a good thing for America, and I see Senator Kennedy
nodding. I think he and I agree about that.

However this thing is resolved, I think it is important that those
people be a part of the American competitive scene. Senator Bentsen
wants to keep it that way. I do.
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I am convinced that no matter what we do with regard to the
majors, they are going to find a way to survive in this business. They
have up until now. I am not too much worried about them, even though
I think they are entitled to be treated fairly and have their problem
analyzed and considered on some fair basis. But I am very much con-
cerned about seeing a great number of people who are making a con-
tribution to this Nation in the pioneer tradition simply liquidated by
the fact that their problem has not been adequately considered by
Congress, and that is a great concern to me.

Senator DoleI
Senator DoLE. I just want to ask one question. On page 5, on the rate

of Federal income tax paid by the largest oil companies in 1974, that
figure includes both U.S. and foreign income?

It is on page 5.
Senator HOLLINoS. I am sure it does. I will make sure for the record,

Senator.
Senator DoL. My question is whether it includes both U.S. and

foreign taxes if it includes foreign tax, how much tax they paid ?
Senator HoLLizGs. They have got so many foreign tax credits, they

do not even use the depletion allowance.
Senator DoLE. And-I do not have any-
Senator HOLLINOS. That is why it does not affect the foreign activity

very much.
Senator DoLE. Well, I think the average tax, if it was included,

would probably be double the amount shown in those cases. Maybe you
can just furnish that for the record.

Senator HOLLINGS. Mr. Chairman, you have been very indul ent. I
did not intend to spend this long and be heard this much, anJ I am
very grateful to all of the committee.

Let me clarify the analogy of the timber industry to that of oil. It
is said that 10,000 people have gone out of business. I think in the oil
business that is the nature of the beast. I maybe will regret this com-
parison but I am just trying to think of Broadway plays-you will
invest in them, some of them will hit, some of them will not hit, some
will have long runs. As in oil wells which have long runs they will be
good finds. They tell me I in 10 is a find, 10 dryholes to 1 find

Senator BENTSEN. A little bit better.
Senator Doiy. One in nine, maybe.
Senator HOLLINGS. All right, that is in the ball park, and you are

only getting a depletion on the one. I would rather give that small
operator who is willing to drill those 10 holes what he is really count-
ing on. It is not depletion, that allowance goes to that landowner and
where the finds are, and then he sells 80 or 90 percent to the majors.
And I would rather give him an increaSed drilling cost allowance or
something else of that kind, as we were speaking a moment ago, to keep
him alive, competitive, and out there because perhaps these movie stars
and Wall Street bankers will not invest in it.

But back to that 10,000 who were in and out of the business, I think
regardless of what we do to oil you are always going to have 10,000 in
and out. You are not going to have 10,000 sawmills and lumber people
T o out of the business because that is not the nature of the business.

hey just go out when they are not making a profit. They go bankrupt.
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The-distinguished Senator from Oregon has some of his folks who
are on food stamps. I have the same thing in my backyard, and that is a
comparison I want to clarify here. Remember, one industry is prosper-
ing, the other is suffering. One has the fortune of breaks; the other the
misfortune of no breaks. The two are not comparable.

Senator B'irssN'. Mr. Chairman, I would like to, if I may, you have
to choose some kind of an arbitrary figure in defining independents. I
have an amendment to retain percentage depletion at 3,000 barrels, and
I think that would probably cover 95 percent of the independents. And
I would like very much to discu." that with you gentlemen to see if we
cannot work out something to accomplish what you are seeking and
what I am seeking, so that we can keep the independents in business
where they are competition for the majors, which I think you ought to
have.

Now I might also say when I told you the story about those 10 service
stations we had, we finally gave up and sold out to the majors. I have
seen that time and time again happen to independent marketers. They
are tough competition. You ought to have that competition and we
ought to keep them in business.

Senator lollings. Right.
Senator NELSON. Mr. Chairman, may I ask a question?
The CHAIRMAN. Senator Nelson.
Senator NE.LSON. The administration argues that it is very important

to pour very quickly some purchasing power into the economy and they
propose a $12 billion rebate for individuals and $4 billion reduction in
corporate taxes.

Many economists, including many liberal economists, have argued it
ought to be much more than that. A wide spectrum of economists from
liberal to conservative endorsed the general concept. I do not know
whether or not they are correct and will have the impact they say it will
have. Given their track record, I have great reservations.

But in any event, assuming there is some merit to that, my creden-
tials, as you know, in the depletion allowance are correct enough. I
came from a populist State and when I went into politics 25 years ago I
came out against the depletion allowance before I knew what it was.
[Laughter.]

Senator NELSON. So the issue here is whether it is important to pass
this legislation to stimulate the economy very quickly or whether it is
not. I would guess the Senator from South Carolina, being well in-
formed on the rules and one of the most talented members in the
art of extended debate, would understand that once this is on the bill,
which cannot get on to the floor sooner than the Monday prior to
the beginning of the recess the following Friday, that the Senator
would-agree if anybody desires to delay it, there is no way to pass
that legislation before the Easter recess.

Is that or is that not in the judgment of the Senator important?
Senator HOLLINGS. It is problematic, Senator. We hope to get it well

debated. If at least someone can call a 1-day delay on Tuesday, it can
be debated Wednesday and Thursday perhaps again on Friday before
we leave.

That is our hope. We are not the ones asking for the delay. I think
we have to emphasize that the oil depletion amendment is on this bill
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and it will be before you as a conferee, regardless of what the Senate
does. We must start from that particular point.

On the economy, the role of this bill is clear. It is obvious that at
least $21.3 billion, and perhaps more, will be made available by this
bill, plus the $17 billion in rescissions and deferrals which Congress
has rejected, such as in social security, and food stamps. Hence, the
infusion into the economy is going to'be near the order of $40 billion
by the congressional alternative, as compared to the $16 billion by
President Ford. We all agree on the importance of that, and I think
we are going to move in that particular direction.

We are trying to pay for that infusion and here is one that is just
a blatant offering. Let us not subsidize the windfall profits. Admittedly
you can see the wonderful persuasion and logic that goes along.

Now before we get on to this windfall profits, what about the char-
itable foundations? How are you every going to work that one up?
It is going to be difficult. But we have got the single shot of oil deple-
tion being repealed, and I think we ought to act on it and I do not
think we can, in good conscience, turn our back just because we have
got an Easter recess on Friday. We are still supposed to hit the Presi-
dent's target, and perhaps even if we went into the first week of April
it would be on the President's schedule. We can pass oil depletion
repeal with the rebate and not delay the mailing of the checks.

One way or the other I do not think that we ought to panic in the
sense of turning back this particular golden opportunity to infuse $3
billion back in the balance in this partic-ular budget.

Senator KENvNmY. The only point I would like to add is, if we
do not deal with the depletion allowance, we are going to have a
conference in any event with the House. If we take the Hollings
amendment, I think that there is a very good chance that the House
may be willing to take the Senate-passed bill with the Hollings amend-
ment without a conference. By dealing with depletion we might actu-
ally be expediting the legislation, rather than delaying it. I want to
underline what Senator Hollings stated at the ouset of the hearing.
We have no interest in delaying the tax cut. But we think the Senate
is also entitled to vote on the oil depletion allowance.

The CHAIRMAN. Senator, if you think we are going to get by without
a conference, I suggest. you stick around here and hear Senator Hum-
phrIy's testimony because I heard him on television. I think we are
goin" to buy at least part of the Humphrey philosophy, and if we do,
we will have a conference, and a good one. But I am not saying that
we should not.

Senator GRtvE. Would the chairman yield?
I would like to underscore the point that you Senators are making,

and that is, you know, we can rush to make a decision and it may be
the right decision or the wrong decision. A lot of times rushing can
bring us to wrong decisions. And I see nothing wrong because the
most important ingredient in our society are the people. I see nothing
wrong by initiating the debate in the Senate, developing dialog-
and this recess is not a vacation, this is a work period-it has been
misconstrued in the past that way.

We are going to go back to the hustings, and I think the most salu-
tory thing that could happen to the Senate and to the Congress is to
initiate a debate and go back and listen to what the people have to
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say and then come back and act on it. I think you would see some
marvelous improvements in our legislation under that kind of a
scenario, and that is the way she is trajected now because the recess
is going to go into effect and the way we can get this thing to the
floor's is to begin debate.

So I again want to underscore the posture that these Senators are
taking.

Senator KENNEDY. We thank you. May we have our joint statement
printed in its entirety in the record? I would also like to have my
separate statement printed in the record as well, if that is possible-
it deals with the tax cut provisions of the House bill.

The CHAIRMAN. Senator Hollings' statement will also be printed -
in full in the record.

Senator KENNFDY. Thank you very much.
Senator HOLLTINGS. Thank you very, very much.
The ChAIRMIAN. Senator, you read from a list of independents and

I would appreciate it if you would provide that for the record.
Senator HOLLINOS. Yes, sir. -
[The list requested by the chairman and the statements referred to

by Senator Kennedy follow:]

RANDOM SURVEY OF SMALL PUBLICLY OWNED U.S. OIL AND GAS PRODUCERS NOT ENGAGED IN REFINING OR
MARKETING

Return
on

share-
Gross revenues (millions) Earnings per share holder

1974 1974 '1141
(esti- (esu (est-

1972 1973 mated) 1972 1973 mated) mated)

Adobe ............................... $8.55 $10. 16 $15.0 $0.45 $0.55 $0.90 25.0
Aberdeen Petroleum ................... .61 .59 1.0 .07 .01 .24 9.0
Austral Oil ........................... 11.9 13.2 17 .94 .74 1.46 17.0
Amarex ......... i .................... 2.97 5.26 9 .33 .84 1.30 24.0
Apexco .............................. 8.59 10.42 17 .78 .96 1.75 25.0
Argo Petroleum ...................... 3.18 5.91 12 .40 .84 1.70 30.0
Baruch Foster................ ..... 75 .83 1.70 (.06) (.04) .30 20.0
Basin Petroleum..................7.9 15.6 23 .22 .41 1.00 50.0
Buttes Gas & Oil ..................... 19.8 23.9 33 .73 1.33 2.20 27.0
C & K Petroleum ...................... 3.8 5.0 9.0 .33 .57 1.50 17.0
Consolidated Oil & Gas ................ 9.8 11.4 18 (.11) .17 .90 12.0
Coquina....................... 2.04 3.55 7.00 .68 1.32 2.60 75.0
Damson.......................4.3 5.4 8 .11 .18 .20 12.0
Eason Oil...................... 10.1 14.5 21 1.1 1.34 2.40 20.0
Equity Oil ............................ 2.43 3.89 7.50 .35 1.01 2.00 30.0
Felmont Oil .......................... 13.4 14.8 23 .95 1.16 1.60 15.0

Average return on equity .................................................................... 25.5

JOINT STATEMENT OF ERNEST F. HOLLINGS, A SENATOR FROM THE STATE OF SOUTH
CAROLINA, AND EDWARD M. KENNEDY, A SENATOR FROM THE STATE OF
MASSACHUSETTS

REPEAL OF THE OIL DEPLErION ALLOWANCE

Mr. Chairman, we appreciate this opportunity to appear here tog,th
morning before this distinguished committee and to have the opportu± :0
testify in favor of our proposal to repeal the percentage depletion allowanct ir
oil and gas wells. We would like to submit this joint statement in full for tim
record of these hearings. In our oral presentation, we shall deal briefly with
number of different aspects of the proposal.
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At the outset, Mr. Chairman, we wish to emphasize that our number one prf
ority is the recovery of the economy from the present worsening recession. In
terms of bringing the nation's economy back to health, H.R. 2166 may be the
most important legislation the 94th Congress will pass.

In urging repeal of the depletion allowance as part of the tax-cut legislation,
neither of us intends to Jeopardize the tax cut bill. We shall not force unac-
ceptable delays on the Senate, or take any other action that might conceivably
derail the economy's recovery from recession.

But we also believe that the Senate now has before it the opportunity to repeal
the percentage depletion allowance for oil and gas, the most notorious single
loophole In the Internal Revenue Code.

Over the years, the depletion allowance has become the most visible symbol
of tax injustice and special privilege in our revenue laws, a symbol of the greed
and profiteering of a private industry that fails to serve the public interest

The soaring price of oil in the past two years has removed any possible Justi-
fication for retention of the depletion allowance as an incentive to oil explora-
tion and development. Its demise is long overdue and its repeal cannot come too
soon.

The Senate can do two things at once. We can deal simultaneously with re-
cession and depletion, and we can deal with then promptly and effectively. We
can pass responsible anti-recession tax cut legislation to stimulate the economy,
and we can-deal responsibly with the percentage depletion allowance.

All we ask, Mr. Chairman, is a reasonable opportunity-a matter of a few
days' debate on the Senate floor--so that the Senate can work its will.

Two significant recent events have given repeal of the depletion allowance
the momentum it needs to insure success.

First, prospects for bringing the issue to a vote improved with last Friday's
modification of the Senate closure rule.
--Second, the action by the House of Representatives eleven days ago in ap-

proving an immediate total repeal of the percentage depletion allowance changes
the dynamics of H.R. 2166 between the Senate and the House. Without such
action by the House, it would have been extremely unlikely that a successful
effort to repeal depletion could have happened in the Senate. But now, in light
of the strong stand taken by the House, it may well be that the path of least
delay is for the Senate to deal with the depletion issue on the tax cut legislation,
in order to avoid needless controversy with the House in the conference on the
bill.

Further, Mr Chairman, we also feel that by dealing now with the depletion
-Issu,, the Senate can clear the track ahead for other vital legislation during the

remainder of this session.
Congress can do a better job on energy, on the budget, on tax reform, and

on many other issues once we have settled the perennial and distracting contro-
versy that depletion brings to the House and Senate.

Also, Mr. Chairman, we would note that the $3 billion revenue gain estimated
from-the-proposed amendment can be used to good advantage by the Congress,
either by increasing the size of the tax cut, increasing expenditures on high
priority programs, or reducing the size of the budget deficit.

sRWr LEGISLATM HISTORY OF THE PERCENTAGE DEPLWON ALoWAZI

The percentage depletion allowance has haunted the Internal Revenue Code
ever since the Federal Income Tax was first enacted, after the adoption of the
Sixteenth Amendment in 1913. From the beginning, depletion was controversial.

In 1913, when the income tax was first approved, depletion was limited to cost.
But, to avoid the appearance of unconstitutionally taxing pre-1913 income, de-
pletion on pre-1913 wells was allowed to be based on the value of the well in 1913.

In 1918, during World War I, discovery depletion was enacted. That is, de-
pletion was allowed to be based on the value of the well at the time of discovery.
Almost always, "discovery depletion" exceeded "cost depletion". Partly, the legis-
lation was a response to the World War I emergency. Partly, it was a response
to claims that the 1913 depletion provision discriminated against wells d severed
after 1913, by limiting them to cost depletion, when pre-1913 wells were eligible
for higher depletion based on 1913 value.

In 1926. the modern concept of percentage depletion was invented, because of
the serious practical problems that had arisen in valuing wells and administering
discovery depletion. In the legislation enacted that year, the House of Represent-



153

atives proposed a level of 25% for the depletion allowance. The Senate, always
more generous to the oil industry even in those early years, set the level at 30%.

The House-Senate conference agreed-on 22 %, and the figure stayed constant
at that level for nearly fifty years.

Then, as part of the Tax Reform Act of 1969, percentage depletion was lowered
from 27%% to 22% (18% counting the minimum tax), the level It has today.

OPERATION OF PERCENTAGE DEPLETION

The operation of the percentage depletion allowance and the massive tax
benefits it confers are illustrated by the following example:

With Without
depletion depletion

Gross receipts from sales of oil ................................................... 000 000
Cost------------------------------------------------------............ 120000D 120000

Not income ............................................................... 80,000 80,000
Percentage depletion (22 percent of gross receipts) --------------------------- 4,00..........Allowable depletion (maximum of 40 percent of net Income) ....- 40,000 ..............
Taxable Income ................................................................. 40.000 80,000Tax (48 percent corporate rate) ................................................... 19,200 38,400

Thus, as a result of the depletion allowance, the taxpayer's tax bill in the ex-

ample is cut in half.

XEPAL OF THE PrFCENTAGE DEPLETION ALLOWANCE

There are at least ten major reasons that justify the outright and immediate
repeal of the percentage depletion allowance for major producers, and a phase-out
of the allowance for small independent producers.

1. PERCENTAGE DEPLETION Is NoT A NECESSARY TAX INcE.ITIVE FOR THE HIGH
PRIcE-HIOH PROFIT OIL INDUSTRY

First, in light of the incredible price and profit picture of the industry, no one
can seriously maintain that depletion is still needed as an incentive for oil pro-
duction. The astronomical current profits of virtually every major oil company
in the nation are well known. These fantastic profits are the direct result of the
fantastic recent increases in the price of oil.

There is no current need for a tax incentive like the depletion allowance. The
soaring price of oil is enough incentive by itself to stimulate all the additional
exploration and-production of oil America needs. If price alone is not an ade-
quate incentive for increased domestic production of oil, then far more is wrong
with our domestic oil industry than the depletion allowance can cure.

Before the Arab oil embargo in 1973, the price of oil was about $3.50 a barrel.
Today, under price controls, the price of "old" oil is fixed at $5.25 per barrel, an
increase of 50%. And the price of "new" oil, not subject to price controls, is now
a phenominal $10-11 per barrel, or triple the price less than two years ago.

In fact, the increased price of oil is many times more valuable to the oil com-
panies than the percentage depletion allowance. At $4 a barrel, the oil depletion
allowance was worth 22% of $4, or 88 cents. Thus, if the price of oil had risen
from $4 to "only" $5, the rise would have more than neutralized the repeal of
the depletloon allowance. Yet the price has actually risen to $10 and beyond, gn
increase of $6 or more. For the oil companies, therefore, the recent price increase
is worth at least seven times the old depletion allowance.

And these enormous price increases are matched by equally enormous increasesin profits. For many months, the financial pages of the daily newspapers have
been filled with reports signaling the highest profits in history for the nation's
richest oil companies.

The advocates of depletion have traditionally argued that the return on equity
for oil is comparable to, or even below, that of other industries. In 1972, for ex-
ample, return on equity was 9%. They claim that repeal of depletion will stop
the flow of capital into oil.
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But even before the record profits of 1973 and early 1974 began to roll in. the
argument was misleading. It relied on the rate of return for all phases of oil
operations, not just the production end. In addition, in the pre-1973 era, other
measures of profitability besides return on equity showed that oil was doing
very well. For example, oil profits were 6.5% of sales in 1972, compared to 4.2%
for all other manufacturing businesses.

After 1973, even the argument based on return of equity does not exist any
more. Profits for 1973 were the highest in the history of the oil industry, with
return on equity increasing from 9% in 1972 to 15% for 1973, far above the aver-
age for other industries. Preliminary estimates for 1974 Indicate that the return
on equity is likely to jump even higher, to a phenomenal 19-20%.

Moreover, as recent news reports make clear, some of the largest oil companies
are at a loose end over what to do with their bloated profits. A year ago, we read
that Gulf Oil was negotiating to buy Ringling Brothers Circus. Last June, we
learned that Mobil Oil was negotiating to buy Montgomery Ward, the general
department store chain, a deal that became final later in the year.

How can Congress stand by, while the hard-earned tax dollars of millions of
ordinary taxpayers in the nation flow into oil company treasuries in the form
of handsome tax subsidies for depletion, and then flow back out again-not into
exploration for oil as Congress intended, not into production of oil to help Alier-
ica meet its energy crisis, but into outside investments in things like circuses and
general department stores?
2. Depletion is an-Ineffective Incentive for Drilling and Development

Second, the percentage depletion allowance is an extremely ineffective incen-
tive, as the following points make clear:

Because depletion is based on oil production, it encourages drilling in known
oil reserves and pumping from existing wells, rather than exploration and devel-
opment of new resources. It stimulates over-drillTng of existing fields. It puts
wildcatting and new exploration at a disadvantage. Only one out of every ten ex-
ploratory wells strikes oil; as a result, depletion benefits only one-tenth of the
most risky but most necessary drilling.

Also, excessive drilling can damage overall productionjrom an oil field, be-
cause too many wells sunk in the same field can reduce the pressure that forces
oil to the surface, and make the operation of the entire field less efficient.

The problem of- the depletion-induced bias toward production instead of ex-
ploration is compounded by the shortage of equipment. Even those who want to
explore for oil have trouble obtaining scarce materials and drilling rigs, because
the equipment, already in short supply, tends to be diverted to "safe" oil pro-
duction and is unavailable for "risky" exploration.

A more effective tax incentive for exploration than depletion is the intangible
drilling deduction, which allows an immediate tax write-off for the costs of drill-
ing and development. In the case of other businesses, such costs would be re-
quired to be capitalized and depreciated over the life of the asset. But in the
case of oil, such expenses can be taken as an immediate tax deduction.

The intangible deduction is obviously more efficient than depletion in en-
couraging additional drilling. go long as depletion is available, oil producers
are able to enjoy its benefit, even though they do no additional drilling at all.

Experts estimate that more than half the tax benefit of depletion goes, di-
rectly or indirectly, to landowners, not to oil producers. Landowners get depletion
on their royalty income. They also get higher prices for leasing their land, be-
cause the availability of the depletion allowance encourages producers to bid the
value up. Yet, the landowners do no drilling and take no risks. To the extent that
tax benefits from depleUon go to landowners, the benefits are wasted, since they
do not attract new capital for oil.

As noted above, the availability of the depletion allowance encourages oil
drillers to bid up the value of leases and other acquisition costs. To the extent
such costs increase, the incentive value of depletion is negated.

Also, the depletion deduction is based on gross receipts from an oil well, not
the cost of production. The tax benefit Is the samr for low cost oil as it is for
high cost oil. As a result, the percentage depletion allowance discourages drillers
and explorers from engagaing in any but the lowest cost ventures.

Since the amount of the percentage depletion allowance is limited to 50%
of the taxpayer's net income from oil production, there is an additional disad-
vantage for marginal wells and high cost oil production, such as stripper wells,
for which the full benefits of depletion may not be available. Again, the result is
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to divert scarce resources in the search for oil into low cost drilling in known
reserves, where the depletion payoff Is the highest, and where the 50%-of-Income
limitation does not come inte play.

The tax benefits of depletion increase as the price of oil increases. Since the
price has tripled in the past year, the tax break from depletion has also tripled.
That is the sort of irrational "upside-down" tax incentive that only Alice in
Wonderland can understand. A rational incentive would reduce the subsidy as
the price goes up. because the subsidy Is needed less.

The well-known CONSAD study, prepared for the Treasury in 1909, concluded
that depletion was costing America's taxpayers $1.4 billion a year at that time,
but was Increasing oil rcserv.s by only $150 million a year. Today, if anything,
the discrepancy is even greater. Iarely has the American taxpayer had a poorer
bargain or been more badly served by Q specific section of the Internal Revenue
Code.
3. Depletion is an Undccrved Tax Windfall or a Low Taxpaying Industry

Third, the depletion allowance is an undeserved tex windfall for oil companies
that have long been notorious for the low effective rate of taxes they pay.

For large corporations, the tax rate specified in the Internal Revenue Code is
48%. But as the following table indicates, the average effective tax rate for some
of America's largest oil companies is only about 5% or 6%:

Federal income tax rate paid by largest oil companies 1974 (Source: U.8. Oil
Week computations based on company annual reports and SBO reports)

Percent Percent
Exxon ----------------------- 6.5 Sun ------------------------ 13.2
Texaco ---------------------- 1.7 Union ----------------------- 6.4
Mobil ------------------------ 1.8 Cities Service --------------- 8.8
Socal ------------------------ 2.05 Getty ----------------------- 22.5
Standard of Indiana ---------- 10.2 Marathon -------------------- 7.5
Shell ----------------------- 21.6 Ashland -------------------- 2.4
Gulf ------------------------ 1.6 Standard of Ohio ------------- 12.8
Arco ------------------------ 3.7 Kerr-McGee ----------------- 28.8
Phillips -- ------------------- 12.9 Amerada Hess ---------------- 7.5
Conoco ---------------------- 8.2

Average ---------------- 5. 99

In the current state of high profits and low taxes, it is only crocodile tears
that can legitimately be shed by the oil companies when the percentage depletion
allowance passes from the scene.

The issue is a clear one-it is whether oil millionaires and even oil billion-
aires are going to continue paying little or no Federal income tax at a time
when the average American is being asked not only to pay even higher taxes,
but is also being asked to pay large new taxes and tariffs on oil.

To us, it is time the oil millionaires paid their fair share of taxes, and the
amendment we propose is a major step in the right direction.
4. Depletion is an Bpenlve Tax Benefit Oompared to Deprecliton

Fourth, even on its own terms, the percentage depletion allowance is an ex-
cessively generous tax advantage. Depletion is often justified as oil's analogy
to depreciation. But nothing limits depletion to the value of the oil that is ac-
tually being depleted. Year after year, 22% depletion is available, so long as a
well is producing oil.

At the 22% level of depletion, experts estimate that oil companies recover
the cost of a producing well 15 times over. In other industries, where normal
depreciation applies, a business is limited through depreciation to one and only
one recovery of the cost of its investment in its assets.

But when it comes to oil, the tax laws are far more generous. Only in the
case of percentage depletion is a business entitled to deduct an amount greater
than its actual costs.

We have what Congres., would say if for example, the real estate industry
sought a tax advantage to allow depreciation 15 times on the same building. But
year after year, Congress accepts that principle of multiple depreciation for the
benefit of the oil industry.

-- 48-493 0 - 75 - 11
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5. Depletion Distorts the Econonicn of Oil

Fifth, the percentage depletion allowance distorts the economics of the oil
industry by attracting massive investments purely for tax shelter purposes, and
not necessarily for serious oil production or exploration. Each year, millions of
investment dollars are funneled into questionable schemes for oil, of value largely
because they mean huge tax advantages for wealthy doctors, dentists, lawyers,
corporate presidents and other high bracket taxpayers looking for tax shelters.

Often, such schemes promote uneconomic ventures into oil, because the in-
vestors are more interested in tax losses to shelter other income than in a profit
from the oil. In a real sense, they are drilling for tax deductions instead of
drilling for oil.

These tax shelter programs are widely syndicated on a national basis. Fre-
quently, their non-business motives cause serious competitive disadvantages for
legitimate oilmen who have to make a profit on their operations, who cannot be
content with just a tax shelter for their wealthy patrons.
6. Oil Depletion I Discrimonatory Against Other Energy Source.

Sizth-, depletion is a highly discriminatory incentive In favor of oil, ,.the
disadvantage of other energy sources. Calculated on the basis of the delivered
price of each fuel, the tax benefits for various types of energy are estimated as
follows:

For oil and gas: 13% of price.
For coal: 4%.
For oil and gas from coal: 1%.
For solar energy: 0%.-

This sort of tax discrimination is hardly a sensible long-run energy policy for
the nation. It is nothing more than a vast welfare program for oil producers and
oil land owners, to the detriment of our national search for alternative energy
sources.
7. Depletion Give* an Unfair Advantage to Integrated Producers

Seventh, depletion encourages integrated oil producers to keep their prices high,
at the expense of independent refiners and manufacturers of petroleum products,
whose profit margins are thereby squeezed because Qf the high price of oil at the
start of the production chain.

Most of the major oil companies are vertically integrated firms. They have an
unfair competitive advantage, since they do not care which stage in the pro-
duction of petroleum products generates their basic profits. In fact, the top 20
integrated firms now control 94% of known domestic oil reserves. In effect, the
integrated firms are selling crude oil to themselves at artificially high prices,
and thereby driving independent refiners and manufacturers out of business.
8. Depletion Is an Bxcegive Stimulus to Foreig Oil Production

Eighth., because depletion is also available for foreign wells overseas, it en-
courages corporations to drill for oil abroad. Today, many of the tax benefits of
depletion go to foreign operations. So long as the depletion incentive remains
available for foreign oil, it is functioning in a way that is directly contrary to
the goal of America's own energy independence.
9. Pha.scout of Depletion for Small Independent Producers

Ninth, the phase out of the depletion provided in our amendment for small inde-
pendent producers-those producing 3.000 barrels a day or less-offers a gener-
ous transition over a lengthy period of time before the depletion allowance
finally terminates in 1979.

To a large extent, the prevailing notion of the small independent producers is
a romantic-.fiction. Often, they are very wealthy persons. Some are millionaires.
Many pay no taxes at all, even though their revenues from oil run into tens of
millions of dollars and their operations are immensely profitable.

In these circumstances, it is clear that large numbers of independents hardly
qualify as "small" producers or poverty-stricken entrepeneurs-3,000 barrels a
day of $10 oil translates into gross income of $12 million a year. The 22% deple-
tion deduction on this amount yields a tax deduction of $2.6 million a year.

The independents have benefitted from the oil price rise just like the majors.
Actually, they have received an even greater benefit. Because of their larger
share of stripper oil, whose price is uncontrolled, they have a proportionally
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larger share of uncontrolled oil than the majors, and their depletion benefits are
correspondingly enhanced. As a result, although the average price of oil for the
major producers is about $7.50 a barrel ("old" and "new" oil), the average price
for independents is about $8.80.

In fact, as a group, the Independent producers appear to be doing even better
today in terms of high profits than the major producers. A recent random survey
of 28 small publicly owned U.S. oil and gas producers showed an estimated aver-
age return on equity of 26% inAt974, compared to an estimated return of "only"
20% for the major producers.

We believe that a phase-out for independents is the right approach for Con-
gress to adopt and that a permanent exemption for independents would be
unjustified.

To this extent, we appear to be in agreement with the Administration. Although
the Treasury does not favor repeal of the percentage depletion allowance, it is
on record in opposition to a permanent exemption for small producers. As Sec-
retary Simon told this Committee last June:"If [percentage depletion) is to be eliminated, it is difficult to justify non-uni-
formity in treatment of producers, except on a transitional basis."

In the past, the proponents of the depletion allowance have argued that repeal
of depletion will unfairly put many small independent oil producers out of
business. That argument made more sense two years ago, when oil was selUng
at-3.50 a barrel. Many independent drillers were going out of business& But,
with new oil now at $10 or $11 a barrel, a major boom is clearly on for the inde-
pendents. They will not miss a stride if depletion is repealed, especially under the
lengthy phaseout provided by the amendment we propose. Price is all the incen-
tive they really need, and the transition period gives them ample time to adapt
to a world without depletion.

In addition, the transition period will avoid many of the serious difficulties
that may rise if a permanent exemption for small producers Is enacted. As the
Treasury and many other experts have pointed out, the existence of a perma-
nent 3,000 barrel a day exemption would encourage a variety of artificial, com-
plex and non-economic transactions between large and small producers as they
try to arrange their operations to come within the terms of the exemption.

Some experts Including the Treasury, have suggested that, If a permanent
exemption is granted to independents, the oil producers will eventually rear-
range their patterns of ownership to qualify almost all production for the
exemption.

Ile history of the use of the investment credit by the airline industry Is a
case in point. When the low profit situation of the industry left the airlines un-
able to use the credit, a widespread practice of airplane leasing grew up, in
which the airlines leased the planes from banks and other lessors who could use
the tax benefits of the Investment credit.

If the exemption is phased out over a transitional period, however, the Incen-
tive to engage In such arrangements will be minimized, since the arrangements
themselves will be of only passing, not permanent, benefit.

But the primary justification for a transitional, non-permanent exemption
for independents is the extremely attractive economic picture for all oil pro-
ducers, large and small alike.

The only real limit now on the Independents Is the shortage of steel and drill-
Ing rigs and other oil equipment. In fact, the price incentive is so strong that for
many independents, the gradual phase-out in our proposal will itself be a hand-
some tax windfall over the next four years.

The June 1974 Issue of Fortune Magazine makes the point. An article entitled
"The New Oil Rush In Our Own Backyard" opens with the following paragraph:

"These are tremendous times for independent oilmen, the best many of them
have ever known. After nearly two decades of increasing hardship, spectacularly
higher prices for oil and gas have suddenly thrust the independents Into a new
prosperity."

A December 2, 1974 article In Barron's Financial Weekly describes the Ilde-
pendent's advantageous position as follows."At the moment, the independents are enjoying their greatest prosperity with-
In memory as the result of towering oil and gas prices. Unlike the big interna-
tional companies, they do not have extensive Intefest abroad and are not prey
to the grasping tax and royalty collectors of OPEC countries. Nor, since they are
unburdened with refineries and marketing organizations, are they plagued by the
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mounting competition and crude allocation difficulties which, lately, have begun
to erode the inventory profits plied up in the early months of this year by the
integrated concerns."

Capital for independents is gushing in today from many sources. It comes in
part from the larger cash flow brought about by higher prices. It comes from
private investors. It comes from capital raised through publicly held "drilling
funds". It comes from syndicated tax shelters. It comes from corporations
anxious to nail down their own future energy sources, major corporations like
Bethlehem Steel, Dow Chemical and DuPont.

Compared to the strong new Incentives that now exist for independents, the
repeal of the depletion allowance is not a significant problem in their future.
10. Prices Paid by Consumcrs

Finally, Mr. Chairman, whose who support the depletion allowance occasional-
ly argue that repeal of depletion may raise the cost of gasoline to consumers
at the pump, possibly by as much as 3 cents a gallon. In this time of deep reces-
sion, we should not lightly tike a step that could drain substantial consumer
purchasing power from the economy.

But the price increase estimate assumes that the oil companies will pass along
the full loss of the depletion loophole to consumers. But all of that loss can and
should be absorbed by the oil Industry's enormous profits. Not a penny need be
passed through to the American consumer, and oil profits would still be out of
sight.

In addition, the calculation assumes a 48% effective tax rate on oil profits. But,
as we have noted, the effective tax rate on America's major oil companies is far
lower, only about 5% or 6%. Therefore, even if the cost of the repeal of depletion
is fully passed through to the consumer, the increase at the pump would be more
like 1/3 of a cent a gallon, hardly a significant factor at today's 55-60 a gallon
prices.

Further, the price of oil in the U.S. today is set largely by the OPEC nations,
not by U.S. oil producers. Since repeal of the depletion allowance will not in-
crease the price of imported oil, the repeal will not affect the-price of U.S. oil.
Thus, percentage depletion does not produce lower prices for American con-
sumers. Its retention is simply a further tax windfall for oil producers.

In any event, the Administration is in no position-today to suggest that deple-
tion repeal will increase prices to consumers. The Administration's own energy
program calls for large oil price increases to consumers-much larger than could
-be caused by any possible effect of the repeal of percentage depletion.

CONCLUSION

Mr. Chairman, whatever the merits of depletion when it was first enacted half
a century ago, there is no justification for the enormous tax windfall that it
confers today on some of the nation's wealthiest corporations.

No one likes to lose a tax loophole. In this limited sense, the arguments raised
on behalf of the percentage depletion allowance are understandable. But we find
them unacceptable. The senate can vote for repeal of depletion, with full confi-
dence that each independent and every other oil producer in the nation has all
the incentive he fairly needs to explore and drill for oil.

In America in 1975, oil is a very profitable business. The depletion allowance
is no longer wise or needed, and the Senate will be fully justified in voting "to
repeal it.

FACT SEET

PROPOSED DEPLETION REPEAL AMENDMENT

A. Repeal of Percentage Depletion Allowance for Large Producers (Current law
allows 22% depletion of gross income from oil or gas wells, with a ceiling

- on the deduction of 50% of net income from the property)
1. Repealed as of January 1, 1975 for most domestic and all foreign production

of oil and natural gas. After January 1, 1975, depletion must be computed on a cost
basis.

2. Exemption for fixed price contracts for domestic natural gas as of February 1,
1975, if no price increase is permitted to reflect the repeal of depletion.

3. Exemption for "regulated" domestic natural gas (i.e. interstate natural gas
regulated by the FPC) produced and sold before July 1, 1976, if no price increase
is permitted after February 1, 1975 to reflect the repeal of depletion.
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4. No effect on status of geothermal steam-some courts give It 22c depletion,
but the Treasury is contesting these declsloncI.
B. Exemption for Smoli Independent Producer8-4-Ycar Phase Out of Per

oentage Depletion Allowance
1. Percentage depletion Is retained but gradually phased out for the first 3,000

barrels per day of domestic crude oil production. The percentages are reduced
from 22% as follows:

Percent Percent
1975-76 --------------------- 15 1979 on ---------------------- 0
1977-78 ---------------------- 8

2. For taxpayers whose average daily production exceeds 3,000 barrels, the
exemption is apportioned pro rata to each of the taxpayer's producing properties.

3. Limit of one 3,000 barrel a day exemption to members of the same family or
businesses under common control.

4. No exemption for royalty owners.
5. No exemption for integrated producers (those involved in retailing or refin-

ing).
6. Estimated annual revenue effect-$250 million in 1975 and 1976; $125 million

in 1977 and 1978.
7 Of the approximately 10,000 U.S. petroleum producers, the exemption will be

available to all but about 70 producers, and will cover approximately 85-40% of
current U.S. production.
0. Net Revenue Gain From Amendnwnt

$2.5 billion in 1975; $3 billion In 1979.

TESTIMONY OF SENATOR EDWARD M. KENNEDY

TAX LEGISLATION

Mr. Chairman, it is a privilege for me to appear this morning before this
distinguished committee and to have the opportunity to present my views on
H.R. 2166, the anti-recession tax legislation passed by the House of Representa-
tives eleven days ago and now awaiting action by this committee.

My remarks this morning fall in two parts-in a separate statement with
Senator Ernest F. Hollings, we are submitting our joint views on repeal of the
percentage depletion allowance for oil or gas wells, a provision that we feel
should be an essential part of the tax bill that Congress sends to the President.

In this statement, I would like to give my suggestions as to a number of ways
in which I believe the tax cut provisions of the House passed bill can be improved
by the Senate to make the anti-recession fiscal stimulus even more effective.

AMENDMENTS TO THE HOUSE TAX CUT

One of the most important goals of our anti-recession economic policy Is to
provide the immediate tax stimulus that both consumers and the business
community need if we are to pull the economy out of its current worsening
slide.

From the beginning of the year, in spite of the friction over energy policy,
there has been a broad consensus between Congress and the Administration over
the need for a substantial tax reduction as the principal device for stimulating
the economy. The action by the House of Representatives has taken us a large
step in the right direction.

At the same time, however, I believe there are a ,umber of ways in which
the House bill can be improved by the Senate. Let me mention six specific areas
In which I would urge the committee to strengthen the bill.

First, in light of the worsening economic picture in recent weeks, there is
-increasing agreement about the need to boost the total amount of the tax

reduction-the 1974 rebate plus the 1975 tax cut-from its present level of $21
billion in the House bill to a higher level of about $30 billion.

In my view, the depth of the recession fully Justifies such an increase. The
dismal figures prove that the economy is in much worse shape now than when
President Ford proposed his $16 billion tax cut in January, or when the Ways
and Means Committee planned its $21 billion tax cut shortly afterwards. Indus-
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trial production Is still plummeting sharply. Unemployment has already soared
over 8%--indeed, we face the dangerous prospect of 10% unemployment or even
higher if we fail to take adequate action now.

As indicated by the recent report of the Joint Economic Committee, on which
I serve, there is no substantial danger that a large tax cut now--even a cut of
$35 billion-will exacerbate the problem- of inflation in the future. The deep
recession, the long lines of men and women out of work, the endless rows of idle
machines and plants-all mean that a tax cut of this magnitude could be ab-
sorbed now without any serious inflationary effect for the years ahead.

At comparable GNP levels, we would need a $39 billion tax cut today to match
the Kennedy-Johnson $18 billion tax cut in the mid-Sixties. As you know, Mr.
Chairman, that was the tax cut which pulled us out of the lingering effects of
the milder recession of 1958, and got the economy moving vigorously again with-
out inflation.

The greatest danger we face now is that we may do too little, not too much,
to stimulate the economy. The economy is walking the plank today. The imme-
diate downside risk is depression, and that is not a risk the nation can afford to
take.

Our long-run problem of inflation is manageable. Our fears about inflation In
the future cannot be allowed to cripple the recovery from today's recession. A
few billion dollars more today is a small price to pay now, in terms of the anti-
depression insurance we will be buying for the future.

And so, I urge the Committee t5 send to the Senate floor a $30-35 billion tax
cut bill, as the wisest and most reponsible measure capable of bringing the econ-
omy backjo health.

Second, whatever the actual amount of tax stimulus, I would urge the Commit-
tee to preserve the balanced allocation that the House bill contains between the
1974 rebate and the 1975 tax cut for individuals.

The President's $12 billion tax cut for individuals was concentrated entirely
in the 1974 rebate, with two $6 billion installments payable in May and
September.

The Ways and Means Committee bill struck a 50-50 balance-an $8 billion tax
reduction in the 1974 rebate to be paid entirely in May; and another $8 billion
reduction in the 1975 tax cut, to be dispensed evenly throughout the remainder
of the year through lower withholding taxes.

I recognize that economists differ as to the effect of a fiscal stimulus achieved
through a rebate versus reduction in the withholding tax. The prevailing view
of the experts seems to be that more bang for the buck is achieved by the with-
holding cut, which consumers are relatively more likely to spend, then is achieved
by a rebate, which consumers are relatively more likely to save. Obviously,
to stimulate the economy back to health, we need spending, not saving, by
consumers.

However, there are disadvantages to placing too much emphasis on the with-
holding route. A dollar of stimulus spent in April 1975 is worth more in terms
of the fight against recession than a dollar spent in December.

As Arthur Okun testified two weeks ago, "The 1974 rebate will do us more
good in the next six months than any other stimulative measure."

In addition, a greater concentration of stimulus now-a larger "front end
load"-means a greater likelihood that the rebate will be spent on the "big
ticket" items that Secretary Simon and the Administration are anxious to
achieve-so anxious, in fact, that they are urging the Committee to short-
change low and middle income taxpayers, In favor of larger rebates for the higher
income taxpayers who can afford to buy the biggest ticket items.

The goals of Congress and the Administration are not mutually exclusive.
As I indicate in the next section, if a larger total amount of tax cut is pro-
vided, the extra dose of stimulus can be divided equitably among all income
groups. But in doing so, I would urge the committee to preserve the 50-50
balance between the 1974 rebate and the 1975 tax cut. Thus, If the total tax
reduction for individfuals is $30 billion-$10 billion higher than the House
bill, I would urge the Committee to split the amount evenly-$15 billion for
the 1974 rebate and $15 billion for the 1975 tax cut.

The Important thing now is the 1974 rebate. We need a substantial rebate,
and we need it immediately, to get the economy back on the road to health.

Third. I also believe the committee can make the 1974 rebate for individuals
simplerr and more equitable for low and middle income groups than the House
bill now provides.
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The flaw in the rebate in the House bill is that it starts with the seriously
regressive principle of a percentage rebate proposed by the Administration.
But instead of abandoning the principle, the House tried to make a silk purse
out of a sow's ear by adopting a complex series of provisions, with maximums
and minimums, to mitigate the regressive impact of the percentage formula.

Instead of the Rube Goldberg rebate in the House bill, I have already pro-
posed a "refundable" per capita tax credit. Such a credit has many advantages:

It would be far less complex than the House formula for the rebate, since
it would speciflfy a flat sum--50, $60 or $75-for each of the taxpayer's personal
exemptions.

The credit would be simple to calculate. Every taxpayer would know the
amount to which he is entitled and could begin at once to plan the ways to
spend it. With a $75 credit, for example, a family with two children would be
entitled to a 1974 rebate of $300.

Although the "psychology" of recession is difficult to measure, economists
agree that a major factor in the rapidity of our economic recovery will be the
speed with which the average American regains his confidence that the worst
Is over. One factor in the restoration of confidence may well be the degree to
which citizens understand, in terms of their own pocketbooks, the tax cuts
that are to be made available. Congress has the option of choosing a simple
and easily understandable version of a tax cut, or a complex version that the
taxpayer probably won't understand until the mailman brings his rebate check.

In addition, a per capita tax credit -would provide a more equitable dis.
tribution of the 1974 rebate to lower income groups. Under the House- rebate,
35% of the relief would go to taxpayers earning less than $10,000 a year, and
15% would go to taxpayers earning $20,000 a year or more. Under a $50, $60
or $75 rebate, 42% or more of the relief would go to taxpayers earning less than
$10,000, and only 13% would go to those earning over $20,000.

It would key the tax relief to the size of the taxpayer's family. Under. the
House bill, taxpayers at the same income level would get the same rebate,
whether they have no children, two children or five children. The more equi-
table approach of the per capita credit would tie the relief to the size of the
taxpayer's family. In fact, the House version of the rebate penalizes a tax-
payer for the size of his family-the larger the family, the more personal
exemptions he takes as a deduction, the lower his taxes become and the lower
the rebate he receives.

Finally, the refundable feature of the per capita credit could also give relief
to those so poor that they have no tax liability whatever-their needs are
greatest of all, and they deserve to share in the tax rebate, too. But the House
rebate denies them any benefit at all.

My preference for the amount of the per capita tax credit would be $75 which
would generate a tax stimulus of approximately $15 billion for the 1974 rebate,
if the credit is made refundable according to the definition in the House bill
for the "earned income credit"-i.e. the credit would be refundable only for
those with wage or salary or self-employment income.

A $50 per capita tax credit, refundable under the House definition, would pro-
duce a stimulus of approximately $10 billion. A $60 credit would produce a
stimulus of approximately $12 billion.

But whatever level of stimulus is chosen, I would urge the Committee to
substitute a per captia tax credit for the percentage rebate in the House bill.
The credit would be fairer, simpler, easier to understand, and would therefore
be more likely to achieve its desired healing effect on the economy.

Fourth. I also hope the Committee will improve the 1975 tax cut In the House
bill. As the AFL--CIO has pointed out, the House bill provides no relief at all
for many low and middle income taxpayers who itemize their deductions. Typi-
callyt these individuals are homeowners with substantial interest deductions-
from the payments on their mortgages. It is unfair to enact a tax cut that omit.s
these individuals from its benefits. To do so would turn the homeowners of
America into second class citizens, and that is a step that Congress should
not take.

Apart from the homeowners who would get no relief at all In the House bill,
there are many other homeowners who will get less than their fair share of
relief-those who itemize their deductions now, but who will shift to the standard
deduction in order to take advantage of the Increased standard deduction in the
House bill. But the advantage they receive will be less than the advantage the
bill provides to those who already use the standard deduction-the latter will



get the full benefit of the increased standard deduction, whereas homeowners
must give up their interest deduction to qualify for the standard deduction.

Three of the possible ways to remedy the disadvantage to homeowners are to
reduce the tax rates for the income brackets of those affected, to provide an offset
to Sbcfail Security payroll taxes or to adopt an optional tax credit of approxi-
mately $200 per person in lieu of the $750 personal exemption.

My own preference is for the optional credit, which Senator Mondale has
done so much to develop and which I believe is an important new principle to
establish in its own right in the tax laws.

Slowly, as tax reform comes into sharper focus in national debate, people
are beginning to understand that tax credits are fairer than tax deductions,
since deductions are regressive in their impact. Each $750 personal exemption,
for example, is worth only $105 to the taxpayer in the lowest (14%) income
bracket, but it is worth $525 to a taxpayer in the highest (70%) bracket. Under
the optional credit approach, this gross inequity disappears-a $200 credit is
worth the same $200 to all taxpayers, rich and poor alike.

Realistically, however, since the net revenue loss from the optional credit is
substantial, and it will probably not be possible to enact this worthwhile reform
except as part of major tax cut legislation. We have such an opportunity now,
and I urge the Committee to use it.

Fifth, I believe the Senate should also improve the tax cuts for business con-
tained in the House bill. I urge the Committee to consider an additional long-
run Incentive to business investment in plant and equipment, above the 10% in-
vestment credit now contained in the House bill.

Specifically, I suggest that the Committee adopt a 15% investment credit for
"net new Invest ment"-the amount of investment that exceeds a firm's average
investment over the three preceding years. The cost of this provision would be
an additional $500 million, a modest price tag for an important long-run innova-
tion in the tax laws.

In effect, this proposal would offer a "bonus" of an extra 5% on the Investment
credit, in addition to the 10% credit already contained In the House bill.

The extra 5% credit will be both an anti-recession and an anti-inflation meas-
ure. It will provide an Immediate anti-recession stimulus to the economy by en-
couraging additional investment in plant and equipment. And it will also provide
an important anti-inflation incentive. It will encourage firms to develop the long-
run capacity the country needs to meet the Inevitabily growing demand for goods
In the future, and thereby help prevent the shortages of supply that have fueled
inflation in the past.

To me, a major drawback of the fiat 10% investment credit In the House bill is
that it is no incentive at all for many firms-it is simply a tax windfall that
rewards them for the Investment they would be making anyway.

A "net new investment" tax credit has an important advantage over such a
"flat"credit. It rewards only those firms that are growing. It encourage exist-
ing firms to engage In greater growth. It therefore operates at the leading edge of
anti-recession stimulus the country needs.

Under the proposal I favor, every firm will receive a 10% investment in new
plant and equipment. But those firms that exceed their prior three-year average
investment will qualify for a 5% bonus, or a total credit of 15% on their incre-
mental new investment. My hope is that there will be broad support for such
a credit on the tax bill, as an important long-rim growth Incentive for the
economy.

Sizth, I would suggest that the Committee consider ways to expedite action
by the Treasury in mniling out the 1974 tax rebates and lowering the withholding
rate, to reflect the full 1075 tax cut.

As Arthur Okun has suggested. Congress might order the Internal Revenue
Service to gear up to pay the rebate checks on a 24-hour day, 7-day a week basis.
For weeks. Congress has been blamed for delays as we consider the substance of
this legislation. Now it is our turn to prod the Administration.

I see no reason why the checks should not begin to go out within a few days
after the President signs the tax cut bill. Certainly the IRS can beat the Admin-
Istration's schedule for getting the checks out in May. By early Anril. the economy
can beeln to feel the healing effect of the tax cut stimulus, and the nation can
be safely back on the road to full recovery.

The OTTATR-NANT. Next, we will hear from the Senator from Minne-
sota, an outstanding member of this body who many of us wore honored
to support for the President of the United States, Senator Humphrey.
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STATEMENT OF HON. HUBERT H. HUMPHREY, A U.S. SENATOR
FROM THE STATE OF MINNESOTA; ACCOMPANIED BY DR. ROBERT
HAMRIN AND JERRY XASINOWSKI, PROFESSIONAL STAFF, JOINT
ECONOMICS COMMITTEE

Senator HUm PHREY. M r. Chairman, may I first of all identify the
two gentlemen with me, Mr. Bob Hamrin and Mr. Jerry Jasinowski
of the Joint Economic Committee.

Mr. Chairman, I do welcome this opportunity to appear before you
and your (list inguishel colleagues on the Senate Finance Conmittee.
This'committee is presently considering legislation that I consider of
paramount importance, tax legislation which is absolutely vital to
help revive this Nation's economy and I applaud you, Mr. Chairman,
for your efforts to act on this matter as quickly as possible.

Today I want to focus my remarks on two areas. First, the reasons
why the tax cut stimulus must be quite large, and in particular, larger
than that proposed by both the adminstration and the very construc-
tive bill that has come here from the House Ways and Means Commit-
tee. My second purpose is to outline the provisions and what I believe
are the advantages of a proposal I presented known as the Tax Relief
Act of 1975.

I believe I can say with complete honesty that I am no Johnny-come-
lately to the tax reduction area. Last DJecember on the floor of the
Senate I said:

The time has come for Congress to reverse the administration's efforts to
stop inflation by creating a major recession. The most important thing we can
do to achieve this is to cut taxes for consumers by $10 billion as soon as possible.

Exactly 1 month later my statement in the Record read:
We must get America back to work. To accomplish this objective, to reverse

this recessionary momentum in our economy, and to provide some relief to those
who are suffering in the present economic nightmare, I am today introducing
legislation to immediately cut taxes by $21 billion.

Now that, Mr. Chairman, was the result of considerable study with
a number of business advisers and economists over the Christmas
)eriod and the early days of January. Today, not quite 2 months later,
I come before you to argue that this economy needs a bigger cut, a
$30 billion tax cut.

Now I am well aware that this represents a substantial escalation
and I can even now hear people say, "Well, he surely changed his
mind." But it is not an escalation I come by lightly. First, I have
looked at the facts. Everyone knows that the economic figures released
in each of the last 3 months have shown the economy falling deeper
and deeper-into its worst recession since the 1930's. In fact, the rate
of increase in-unemployment in the last 3 months has been the largest
in our history. The amount of stimulus must, be, geared to the econ-
omy's condition, a topic that I will discuss in a few moments.

Second-and I wish to stress this-I have listened to the views, the
projections, the warnings, the studies, the econometric models of an
extremely qualified and diverse group of individuals who have testi-
fied before the Joint Economic Committee in the last 6 weeks. Like-
wise, like members of this committee, I read the reports of the major
banks, of the foundations that study our economy and I have been
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convinced that the stimulus that is needed must be substantially larger
than that which is proposed either by the President or by the House
Ways and Means Committee. These annual hearings of the Joint Eco-
nomic Committee on the President's budget have been quite an eco-
nomics education for me, one which I wish all of my colleagues could
share. What I say today is in essence built upon this excellent testi-
molly from Government officials, economists, labor leaders, farmers,
businessmen who, may I add, were of both Republican and Demo-
cratic persuasions.

From the outset I have maintained that a tax cut must be chosen
on the basis of four principles. It must be large enough to have a
stimulative impact on $11/2 trillion economy, and I emphasize that,
Mr. Chairman. To do less than is effective is'in a sense really to waste
our money. It must target most of its benefits to low- and moderate-
income taxpayers. I say most of its benefits, not all. It must be simple
to implement so that it can be passed and take effect quickly. And it
must not erode the long-run revenue capacity of the tax system.

My testimony today will consider each of these principles in the
order just stated.

As I said earlier, I believe firmly that a tax cut of the magnitude
of $30 billion for -1975 is urgently needed. This figure is not only the
largest before the Congress right now but I recognize the largest gross
proposed tax reduction in the Nation's history. I understand the con-
cern of many of my colleagues when they see or hear such a figure. I
want them and the members of the committee to know that I advocate
this large amount only after a careful weighing of all the economic
evidence. And may I say most respectfully, I am not alone in this
advocacy. A number of the most prominent bankers and witnesses
from the academic and economic community that have appeared before
your committee -and other committees. the Budget Committee, the
Joint Economic Committee, have likewise recommended a tax reduc-
tion in the range of $25 to $30 billion.

The first simple fact is that we are dealing with a huge economy,
$1 trillion. As a result, a $30 billion tax cut only amounts to 2.1
percent of our total output of goods and services. Interestingly, the
tax cut Congress passed in 1964, when unemployment was only 5.2
instead of 8.2 percent, was almost about 2 percent of that year's GNP.
So when you compare the tax cut of 1964 as compared with the pro-
posed tax cut of 1975 that I authored, it is about in the same range in
terms of the percentage of Gross National Product.

However, the unemployment rate in 1975 is a full 3 percentage
points higher. So relative to the size of the economy, I am not advocat-
ing a larger tax cut than the one which Congress legislated 11 years
ago.

Now I am going to skip some material. I ask to have it placed in the
record for purpose of brevity here. The next paragraph I will just
skip.

Now the second reason we must have a large tax cut is that the
economy is sinking day by day into the worst economic slump in over
35 years. None of us takes comfort in this, but I think we have to face
these facts, the fact that the unemployment rate remained at 8.2 per-
cent in February. Quite to the contrary, the latest employment figures
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show a continually slumping economy. Total employment dropped
540,0) workers in February, bringing the drop since September to
2,400,000 workers, the largest 5-month decrease since World War II.

In addition, the labor force itself declined by 580,000. This drama-
tized a point that, I have been trying to stress-over the last month,
namely that discouraged workers should be included as part of the
true unemployment figure. Surely, a large number of these dropouts
simply felt that a job was not available to them at this time. And this,
by the way, was underscored l y the testimony of Mr. Shiskin, the
Commissioner of the Bureau of Labor Statistics.

I also include in my total unemployment figure part-time workers
who desire full-time work. Adding these three together, 71/2 million
officially unemployed, 1.8 million part-time emplo-yed, and over a mil-
lion discouraged workers, we get a total unemployed-underemployed
total of 10.5 million people.

In short, the rate most accurately reflecting the situation in the labor
market is about 11 percent. Mr. Chairman, 3 percentage points
higher than the official unemployment rate.

The fact that it was a statistical quirk that kept last month's unem-
ployment rate the same and that we can expect higher future rates was
agreed to by Mr. Shiskin, the BLS Commissioner. He told the JEC
last Friday that the February en)loyment figures provided no evi-
dence that the worst recession since the depression was coming to an
end. The White House was in agreement as their statement said that
the February figures "indicate continuing significant weakness in
labor markets."

I will omit the next couple of paragraphs and just have them in-
cluded in the record.

I wish I could now brighten my countenance and, Mr. Chairman, I
guess you know that I am generally considered to be overly optimistic
most (lays and I want, to continue to be. But I wish I could tell you
that these gloomy statistics are short-lived and that the economy will
soon be dramatically turned arcand. But if I am to stick by the facts, I
cannot do that. The simple fact is that it is going to take quite some
time to turn the economy around and get it operating at levels which
will restore economic growth and substantially reduce unemployment.

Therefore, the third reason we need a $30 bi ion tax cut is to shorten
the duration of the recession and the accompanying period of out-
rageously high unemployment. As you recall, the administration itself
projects in its budget message unemployment averaging 8.1 percent in
1975, about 8 percent in 1976, and well above 7 percent in 1977.

Mr. Chairman, may I say that Mr. Greenspan, the Chairman of the
Council of Economic Advisors, in testimony before the Joint Eco-
nomic Committee has raised those figures. He feels that we might very
well have it up to about 8.5 percent in 1975, rather 8.1.

In view of the most recent unemployment statistics which show a
drop in employment, it is clear that the administration's projections
as to tax cut and the relief that it will bring are unrealistic and under
their present policies the Nation faces an unemployment rate of
around 9 percent over the next few years.

I will submit the Nation cannot face such high rates of prolonged
unemployment, that we must consider that rate totally unacceptable.
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Now allow me to quote from Henry Ford II when he told the Joint
Economic Committee about such prospects. He said: "In my judg-
ment, the American people will not and should not accept policies that
would lead to nearly 7 percent unemployment as late as 1978, as the
administration has projected." Mr. Philip Klutznick, the Committee
for Economic Development, the chairman of the Research and Policy
Committee of the Committee for Economic Development, had similar
views, sayiiiI "Th-scenario deliicted by these figures," looking back
to the budget figures, "is neither inevitable nor tolerable. It virtually
accepts stagnation as the basis for policy planning."

The final blow comes in terms of the output lost under these cir-
cumstances, which is the fourth point supporting a larger tax cut. By
their own estimates, the administration states that the gross national
product, in 1974 dollars, will fall some $11/ trillion below potential
between now and 1980.

Let me just drive that point home. The administration's own
projections state that we will lose in production under the terms of
their projections of unemployment, which they say will prevail be-
tween now and 1980, $11/ trillion in lost income and product. And
I submit to this committee we cannot afford that kind of waste. That
is a waste of human resources, of productive capacity that is intolera-
ble. It is totally unacceptable. That. is like saying we are willing to let
this year's entire output of goods and services go down the tubes,
flushed out into the Potomac. I cannot even comprehend being able
to accept such a prospect, and yet, Mr. Chairman, I must say to you
that that is what the projections fully reveal. I submit to you that a
$30 billion tax cut pales in compai'ison with this tremendous loss to
our economy. There is a lot of talk about the Nation not being able
to afford a large tax cut and its resulting hard deficit, but I am sorry
to say that I do not hear enough talk on the fact, the clear fact, that
the Nation cannot afford such a loss of output. as the projections
reveal will take place.

Having entioned the deficit, I wish to say a few words about-it
since there is much confusion concerning its size and impact, and there
is a substantial budgetary deficit. That deficit is a testimonial. basic-
ally, not entirely but basically, to the recession. The main point is
that the $53.5 billion deficit for fiscal 1975 is caused by the recession,
not by excessive Government spending. For example, if we maintained
the level of unemployment of 1974, about 51/2 percent unemployment,
the Federal Government would collect in this tax year $40 billion more _
in tax revenues than we will actually collect. The deficit also will be
1l' because the Federal Government will spend over $20 billion
for income support for the unemployed.

A recession does two things. It not only reduces your revenues but
it increases your expenditures for unemployment compensation and
the other income-supporting devices that we have in our governmental
structure. These two facts, the reduction in revenues and the outlays
for support for the unemployed, account for large deficits. which
means that very little of the current deficit is due to new Federal
spending unrelated to the recession.

Looked at another way, if we were operating at 4-percent unem-
ployment, which was considered to be an acceptable figure by some,
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we would not have to worry about a deficit at all. We would be enjoy-
ing a $17 billion surplus in fiscal year 1975 and a $12 billion surplus
in the Treasury in fiscal year 1976, according to the administration's
own estimates.

What I am appealing to you, Mr. Chairman, and to the members of
this committee is to realize the potential that lies out here in this
economy unused, not called upon, untapped. I know that as Secretary
Simon said, he was horrified by the size of the deficit. None of us likes
that deficit. That deficit is something that causes all of us to gulp.

But I want to tell you that when you take a look at what is hap-
pening in terms of unemployment, the loss of income, the drop in the
gross national product, and the loss of revenues, Federal, State, and
local, that that is what should horrify this Congress, and there is no
one in this Congress that can bear to permit this to go on and consider
himself a responsible person. We cannot permit our economy to be
this weakened.

Looking at the short-term loss of output that we are in the midst of
right now, this waste is going to cost this nation by not operating at a
4-percent unemployment over the 3 years-1974 1975, and 1976--the
staggering sum of'$600 billion of lost output. he size of the deficit
should always be compared to the amount of goods and services which
are lost to America forever.

Gardiner Ackley, the former Chairman of the Council of Economic
Advisers, summed up the significance of the deficit's size quite well. He
said:

The fact is that only once in the past quarter century, in 1967 ahd 1968, has
the size of Federal deficits been other than insignificant--except when, as now,
tax revenues were depressed by recession and high unemployment. And the only
legitimate complaint about the size of U.S. deficits in periods of recession is that
they have been too small. The deficit is too small right now. That is why we need
a large tax cut.

Now I know that runs counter to all of the conventional politics and
the so-called conventional economic wisdom, but I think this commit-
tee has to ask itself the question. How do we get out of this recession?
How do we shorten it? How do we get ourselves back on to the high
ground of employment and production? And I know of no better way
than to put money back into the hands of the American people and
let them make the choices as to how they wish to spend most of that
money. And that is what a tax cut permits.

I hope that I have now brought the deficit into some perspective rela-
tive to the size of the economy and the lost output due to recession. The
other area to examine, which also spreads -a lot of fear, is what
does the impact of such a large deficit (1o to prices? In other words,
inflation.

Let me make the answer., I hope, short and clear. In the present situa-
tion of grat excess capacity, idle resources and reduced private credit
demands, a large deficit will not be inflationary. I want to inject in
here what I just read yesterday after I had completed this testimony.
The National City Banik of New York, which is credited with having
some of the best economists and making some of the more reliable fore-
casts, says that the rate of inflation, even with the refinancing that the
Government Will have to do, looking even forward to a deficit of sub-
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stantially higher figures than what the Budget Bureau projected, that
the rate of inflation could be down to 3 to 4 percent in the second half
of this year.

Walter Heller, a distinguished economist, has predicted between 4
and 5 percent. The studies whichr have been made by the staff of the
Joint Economic Committee under contract with W carton School of
Finance and the Chase Econometrics, indicates about 5 to 6 percent.

So we have all been working on this. It is a fact that the deficit can
be financed without reigniting inflation, as the administration's spokes-
men have indicated about it. It is a fact, at least it is the judgment of
the best people that we can find, that this deficit can be financed and
still leave substantial amounts of credit available for the private
market and not have an increase in interest rates or to have inflationary
impact.

I would remind the committee that men of the quality of Paul
McCracken, former chairman of the Council of Economic Advisers,
has substantiated the comment that I just made here, and of course,
you have studied the evidence and may I say we would be glad to pre-
sent to this committee the analysis of the testimony that we have re-
ceived on this subject of deficit and tax cut.

I am not going to take the time to read the statement of Mr. Klutz-
nick from the Committee for Economic Development, or again, the
statement of Mr. Ford, but let me read what Mr. Albert Rees, the
Director of the Council of Wage and Price Stability, said.

He said:
Even if appropriate monetary and fiscal policy combined with the natural

recuperative forces of the economy produces an upturn in economic activity in
the second half of 1975, I would expect the rate of inflation still be declining at
the end of the year. The slack and excess capacity that are checking the rise in
prices will not be immediately removed by an upturn-in the great majority of
Industries slack will persist for some time into the recovery.

Now, I do not mean to say for a minute our task is not difficult. You
know and I know and members of this committee know that we have
an unusual and unique situation, the first time in our history where we
have had double digit inflation on the one hand and high unemploy-
m-nt on the other. That inflation, thank God, is going doN, but much
of the reason for it is the cost that we are paying in recession and in
unemployment.

To sum up, if we truly want to combat inflation, economic growth,
not recession, is the answer. Such growth inevitably brings with it
productivity increases, which in turn will lower unit labor costs, costs
which have skyrocketed due to the unprecedented decreases in produc-
tivity over the last seven quarters. Recession does fuel inflation.-Thus,
those committed to fighting inflation should also lend their suIport to
stimulating the economy toward a healthy economic growth path.

Now, let me just speak now to some provisions of the bill which I
have before this committee. The rebates that individuals receive under
my bill, and I provide for a rebate on 1974 taxes, will be based on the
following structure: The rebate will be 12 percent of the 1974 income
tax liabilities, with $100 minimum and $250 maximum. The maximum
rebate is reduced by $1.50 for every $100 of adjusted gross income be-
tween $20,000 and $30,000. Thus, the rebate to those with income levels
over $30,000 will be $100. The ceiling and phasedown features allow
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one-third of the rebate to go to those with less than $10,000 of adjusted
gross income, while 85 percent of the rebate goes to those with less than
$20,000 incomes.

To put it simply, my proposal of a $10 billion rebate provides that
persons with $20,000 income or less will get 85 percent of the total
package, and it does provide some rebate above $20,000.

The $171/2 billion reduction in withholding taxes on 1975 incomes
occurs through four provisions. The combination of provisions, which
were carefully drawn up to adhere to the four principles I cited earlier
are as follows:

My suggestions: First, reduce taxes for low-income taxpayers by $2.5
billion by increasing the low-income allowance from $1,300 to $2,000.
This would help the lowest income level taxpayer.

Second, reduce taxes $1.2 billion for those who do not itemize their
deductions, by increasing the standard deduction from the present 15
percent of adjusted gross income, with a maximum deduction of $2,000
t5 17 percent and a maximum of $2,500. In addition to aiding low- and
middle-income taxpayers, this increase in the standard deduction
would also have the advantage of simplifying tax filing.

Third, reduce taxes $4.3 billion for individuals at all income levels
by increasing the present personal exemption from $750 to $850. This
change would focus benefits on the middle-income taxpayer who has
also been hard hit by inflation.

Those three provisions have much the same impact as the Ways
and Means bill before you now. One difference is that the increase
in the exemption provides somewhat more relief to middle- and upper-
middle-income groups.

The major difference under my bill which makes it larger than the
Ways and Means bill is the following tax credit provision, and I con-
sider this the heart of it: Reduce taxes $10 billion for workers through
a refundable tax credit equal to 1.5 percent of wages up to $14,100
income. That is the figure on which the tax is paid under Social
Security. This change will benefit all workers up to the maximum
level of payroll taxes and be financed from general revenues. It would
not alter the Social Security fund-in other words, you do not take
that out of the Social Security fund.

Senator DoLE. Is that in the House bill?
Senator HuMPIIREY. That is not in the House bill. This is a provision

that we include.
The CHAIRMAN. Vell, Senator, if I might just interrupt you-I

think the House bill has something like that.
Senator HutPiirwy. They have a work bonus, I believe, is that not

right?
The CHAIRMAN. We called it that when we did it for twice that

figure, a 10 percent figure, and they did it for a 5 percent, but it is a
similar approach.

Senator HUMPHRY.y. It is a similar approach. but it is of lesser
amount.

The CHAIRMAN. Theirs cuts off at $6,000.
Senator HUMPHREY. Yes. I feel, Mr. Chairman, on this point, that

the Social Security tax is one of the heaviest taxes that a workingman
pays, and indeed, one of the heaviest taxes that an employer pays,
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and you tax up to $14,100. That is the cutoff under Social Security, and
it seems to me that if we are going to give some kind of a tax credit-
whatever amount it ought to be, whether it is 11 4 percent, 1 percent,
or 2 percent, whatever you decide to do, that it ought to be on that
income, on the $14,100 and below.

Senator DOLE. The employer would not get his share back, would he?
Senator HuMPJIRPY. No; this is on individual income tax.
A fifth provision in my bill is to expand business investment by

increasing the investment tax credit from 7 percent to 10 percent for
all businesses, including utilities. Utilities are presently 4 percent.
Might I underscore the importance of this for utilities.

The utility-industry with all of its problems has had very serious
financial difficulties in expanding its plant capacity. I do believe it is
absolutely necessary in tax law whatever we do now and in the days
ahead to look at capital formation. I think the time is at hand for
us to understand that it takes more money to create a job now than it
did in years gone by.

Senator HANSEN.. Is this true of the oil industry, would the Senator
say

Senator HuzpmpRay. Yes; I think that is true of the oil industry.
It is true of all, and I know that the oil industry goes through very
serious problems of financing, but they also are eligible for the tax
credit.

Senator DOLE. Are those tax credits permanent?
Senator HUM PHREY. Yes.
Senator DOLE. Not 1 year?
Senator HUMPHREY. The investment tax credit is two years. How-

ever, may I say that I would be prepared to include it for a longer
period of time.'I think that it may very well need a longer period of
time. I weighed this out at the time because most of the benefits of
my bill are in a 2-year period, and therefore I kept the investment
tax proposal in a 2-year level, but I am a proponent of investment tax
credit. I think it is necessary, particularly in these days of the high
cost of capital equipment.

Taken together, these provisions of the Tax Relief Act constitute a
$20 billion package which provides relief to all taxpayers. I feel that
it is not only equitable, but economically sound, in that the bulk of
the tax relief, 75 percent, goes to those making $20,000 or less.

However, I also feel that a strength of my bill is that it does provide
a modest rate of relief to higher income taxpayers as well, for they
too have been pulled into higher tax brackets by inflation and there-
fore deserve some adjustment in their taxes.

The exact way in which this package provides tax relief to various
income groups is shown in table 1 which is attached at the end of this
testimony. To be more specific, and to indicate exactly how much more
disposable income a family of four will have in 1975 under the with-
holding tax cuts in my bill, table 2 shows these additional disposable
income amounts for families at different income levels. Table 3 pro-
vides the final summary of what the average family, at different in-
come levels, can expect to receive in increased disposable income in
1975 if my bill is enacted.

A family of four with a $10,000 income, that is adjusted gross in-
come, which would have received $104 under the President's program,
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wvill have at its disposal an additional $381 in 1975 under my bill, and
Mr. Chairman, this is where we started with the question of whether
you are a trickle-downer or a percolate-upper, and I am a percolator,
not a tricklelator.

Senator Dou& That is an additional $3811
Senator HUMPHREY. That is a $381 total.
Senator HANSEN. Well, this says an additional $381.
Senator HuMPiREY. That -Tian addition to him. Excuse me, that

is not good sentence structure. I am very sorry. It is $381 as compared
to $104.

Senator DoLE. We did not want to percolate it too much there.
Senator HUMPHREY. This gives a rather substantial increase to the

folks. I am sure you will agree that these provisions are relatively
simple and could be implemented quickly since four of the five are
simply extending current provisions in the tax law. The only novel
provision-and that is not too novel-is a tax credit of 11/2 percent on
the first $14,100 of earned income, which, as the Chairman well
recognizes, is simply a modification of his work bonus proposal, hav-
ing a lower rate but higher base.

In effect, this returns to workers a part of their social security p ay-
roll taxes. Without disturbing the social security system, since it is
financed by general revenues, it effectively reduces the burden of the
regressive payroll tax and concentrates the tax relief in the bottom
haf of the income distribution.

Now, the final principle my bill meets is that it will not erode the
long-run revenue capacity of the tax system. This raises the whole
question of timing which is crucial to the tax bill Congress passes.
Virtually all of the Joint Economic Committee witnesses have argued
that the tax cut should include permanent provisions in addition to
the 1974 tax rebate. This advice came not only from well-known liberals
like Charles Schultze, Gardner Ackley, and George-Perry, but also
from such very responsible conservatives as Paul McCracken and
Hendrik Houthakker.

I fully agree with the need for a permanent tax cut, both to sustain
the recovery once it begins and also to correct for the inflation-induced
tax increases of the last 2 years which have increased people's money
income, pushed them into higher tax brackets while their deduction
and exemption amounts have been eroded. Nevertheless, in order to
protect against any possibility of eroding the revenue rasing capacity
of the tax system, my bill gays thatall of the provisions will end
December 31,1976.

I do foresee, however, that tax reform measures which I expect to
occur in the next 2 years will allow for the increases in the low-in-
come allowance, standard deduction, and exemption levels to become
permanent. In other words, the two credit provisions will terminate
at the end of 1976 for sure, while I expect the other three provisions
to be permanent increases.

Thus, my overall tax relief-stimulus scenario goes as follows. In
1975, with the tax rebates and other tax reductions $30 billion of
urgently needed tax stimulus will be provided, and Mr. Chairman, if
that is legislated- I predict that you will see this economy come alive.
What the country needs more than anything else is a statement of

48-493 0 -' - 12
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the economic ground rules by Government. No one knows what is
going to happen now, and once we have put it together, and the in-
vestment comnmnity knows what the ground rules are, and the con-
sumer knows that. there is going to be something more than that pay-
check. that is the worker, I tell you that this economy has within it
the vitality to come alive again, and we can have a recovery that could
be substantially more rapid than some people have predicted.

It is my judgment that what is needed is a sufficient injection of
economic stimulus to get things going. Now, as I said, this scenario
would provide in 1976 for $20 billion of tax relief which because of
the termination of the tax credits, will go to a level of $10 billion in
1977 and thereafter. This 30-20-10 combination seems to provide an
optimal combination of initial and sustaining stimulus, as well as pro-
viding appropriate adjustments in the deduction and exemption levels.

I have presented such a lengthy statement because I fell so strongly
that this country is in an economic crisis and that there are strong,
compelling economic arguments which indicate the need for a large tax
cut, both this year and continuing into 1976. I want the Senate to
enact a measure that will stop Arthur Okun's dire statement from
becoming a reality, and Mr. Okun, who is a respected man, says: "It
becomes ever more likely that the history books will record this epi-
sode as a depression rather than a recession."

Now, this does not have to be the case, and I repeat that the ele-
ments for economic recovery are with us, if Government will make
up its mind what it is going to do, but Mr. Chairman, up until Decem-
ber, the President was talking about a tax increase, and we have had
phases and freezes and suggestions of tax increases and tax reduc-
tions. Congress has been at it; the President has been at it, and I am
of the opinion that whatever we do, we must come to sonic agreement
and give the signal to the country that we are ready to go to work.

In the next few weeks, if Congress takes appropriate action, we
can get this economy moving forward again. I am sure that the dis-
tinguished members of this committee will respond to this great chal-
lenge and responsibility and help make 1975 the turning point on the
road to sustained growth, prosperity, and full employment.

I ask that those portions of my testimony that I skipped be included
in the record, the whole statement.

The CHnATNIAN. Senator, you made a fine statement and in my
opinion you also made a very fine presentation on nationwide televi-
sion over the weekend. I got to seee most of it. I did not know you
were going to be on. I got in about one-third of the way through,
and it looked to be a very fine statement to the country of what your
thoughts are on this subject.

I am going to instruct the staff on this committee and the Joint
Tax Committee staff to summarize the testimony before your Joint
Economic Committee and to bring us a summary of what each of
the witnesses testified to, so that we can review that in greater detail
if we, want to.- I hope that we can avoid having to hear these witnesses
say the same thing to you that they said to us, blit we eertafrdv should
be appraised of all information insofar as your committee might want
to suggest to us that we particularly take note of what certain wit-
nesses testified. I for one would welcome that, and I would try to
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bring it to the attention of our members, because I assume that what
you are testifying to here does represent the consensus of the judgment
of the Joint Economic Committee. "

Senator HubipiREY. Yes, Mr. Chairman, we will ask the staff of
the JEC to give you the names of and indeed the excerpts from the
testimony of certain key witnesses that cover a wide political
spectrum.

[The material referred to follows:]

ECONOMIC PROPOSALS BY EcoNOMISTs APPEARINo BEFORE THE JOINT EcONOMIc
COMMiTTEE ANNUAL HEARINGS ON THE ECONOMY (UP TO MARCH 13)

Philip M. Klutznick, Chairman, Research and Policy Committee, Committec for

Economic Development (February 28, 1975)

TAX REDUCTION .

In a speech before CED's Research and Policy Committee which I delivered
on January 9, I called for net fiscal stimulus of about $25 billion.

I called for a 3 percent tax credit against the first $15,000 of earnings. I also
had in mind a significant rise in the investment tax credit, involving a revenue
loss of $3 to $4 billion.

Dr. Ronald B. Muller, Prolessor, Department of Economics, American
University. (March 5, 1975)

a. Effective FY 1976, I recommend a change in the tax treatment of major
U.S. Energy Conglomerates to bring their effective corporate income tax help up
to parity with the rest of American industry by:

(i) the complete removal of the domestic oil depletion allowance for Energy
Conglomerates only, and its continuation for nationally-operating Domestic
Producers. This proposal is aimed at generating needed tax revenues from those
who would be least hurt, while stimulating effective competition in the part of
the energy sector where that is still possible-i.e., on-shore domestic supply
markets.

(it) adoption of S. 651, placed before the current session of the Senate by
Senators Church, Haskell and Ribicoff, which deals with the removal of the
basic loopholes in U.S. taxation of foreign-earned Income by all American-based
companies.

(11) an addition to S. 651, to be applied only to major Energy Conglomerates,
which, in a two-year incremental process, would remove the use of the foreign
tax credit, and replace it with the straight deduction method.

b. The adoption of only proposals (i) and (ii) above should provide tax
revenues of some $6 Billion.

c. Effective FY-1976, I recommend a program of tax and other incentives
which effectively deal with energy conservation, recognizing explicitly the sec-
toral interdependence of transportation and energy demand. The program I
recommend includes:

(i) To accelerate the restructuring of the transportation sector towards
energy conservation, I recommend a differential tax credit to transport producers
of two percentage points above the all-industry investment tax credit, but only
for investments In new vehicles and transportation systems which are both
energy-conserving and responsive to environmental constraints already estab-
lished by Congress.

(1i) Whereas the above proposal attacks the supply bottleneck in energy-
conserving transportation, demand side inducements should be provided for
through enactment of Title V of Bill S. 505, introduced by Senator Church in
the current session. It provides for a graduated sales tax on automobile pur-
chases as an inverse function of fuel performance, and a graduated tax credit
on new cars with superior fuel performance. This provision, however, should
he modified to base the level of tax or credit upon a percentage of the selling
price, and not upon absolute dollar values, as it is now formulated.

(iii) I also support a Federal Sales Tax of five cents per gallon of gasoline,
as a further revenue source for energy and transportation programs.
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Mr. Arthur M. Okun, Senior Fellow, Brookings Institution (February 28, 1975)

"The Congress . . . instead of a declaration of war against recession . . .
ought to separate the rebate-from all other tax issues and enact it imnwdiatety
at a level at least matching the $12 billion proposed by the President."

It should be followed by a further tax cut working through the withholding
system that provides $10 billion during the second half of 1975 and another
$10 billion in 1976. The increase in the investment tax credit should also be
extended through 1976. All in all, I am urging a total tax reduction of $26
billion in 1975 and about half that amount in 1976.

Mr. Wilbur J. Cohen, Formerly Secretary of Health, Education, d Welfare
(March 13, 1975)

TAX POLICY

I recommend that the temporary tax reduction be increased by about $10 bil-
lI-n and that the permanent tax reduction be reduced by about $5 billion, or
more, if feasible.

Mr. Michael K. Evans, Chose Econometric Associates, INo.

My own personal plan Is that a fiat per capita credit be given to all individuals
with 1974 income of less than $25,000. The credit could be gradually reduced in
the $25-30,000 range, with no credit at all for those whose Incomes exceeded the
$30,000 figure last year. In order to maximize the effect of such a refund, it
should occur as early in the year as possible and should be distributed in one
lump sum.

I am also in favor of the increases in the minimum standard deduction and
exemption which have been proposed for low-income people, and believe these
should be made permanent. However, I think more should be done to restore our
tax schedule to Its previous function of acting as an automatic stabilizer in times
of recession. In order to do this, I suggest that the tax tables be denominated In
terms of real income rather than nominal income. Then an increase in income due
only to inflation would not result in a taxpayer moving to a higher tax bracket.

A temporary tax credit increase would have a very limited stimulative effect
on the economy. I definitely favor an increase to the 10% level on a permanent
basis.

We will need stimulus and incentive to increase supply if we are to Increase
demand through fiscal policy, and an expansion of the investment tax credit will
not prove sufficient. Thus I believe that the reduction in the corporate income
tax rate from 48% to 42% is both a necessary and powerful tool to accomplish
this increase in productive capacity. -

Mr. Charles L. Schultze, Brookings Institution. (January 23, 1975)

First, an immediate tax rebate on 1974 personal income tax liabilities of $12
billion should be enacted. This is the same size as the President has proposed, but
it should be paid in one installment, as soon as possible.

A cutoff of $700 instead of $1,000 might be reasonable, with the funds thereby
released used to increase the size of reduction for the lower end of the scale.

"Second, a permanent cut of $10 billion in personal income taxes should be
enacted to be reflected in withholding rates as soon as possible . . . I would
urge a tax credit of 1% percent on the first $14,000 of earned income."

An additional component of the permanent tax cut should be an increase in the
investment credit from 7 percent to 10 percent, including a provision allowing
public utilities to take full advantage of the 10 percent credit. This would cost
an additional $2% to $3 billion.

A third element of the fiscal stimulus should be a counter-cyclical revenue
sharing program, which provides additional funds to state and local govern-
nients during periods in which unemployment is high and local revenues are
hard-hit.

Just at a time when the economy calls for maintaining employment and
avoiding tax increases, state and local governments are having to do Just the
opposite, A $6 billion counter-cyclical revenue sharing program for calendar
1076 should help arrest this trend. The total amount to be distributed should ba
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tied to the unemployment rate, so that with economic recovery, and a resurgence
of state and local revenues, the grants would be automatically reduced, falling
to zero when the unemployment rate reached 42 percent.

If these proposals were enacted by April 1, they could put approximately $25
billion of stimulus Into the economy in the current calendar year. But only $18
billion of the cuts would be permanent.

Senator HUMPHREY. The interesting thing here, in all that we have
heard is there is so little disagreement about what needs to be done. It
is really amazing.

Outside of the administration witnesses-and I understand that
administration witnesses, once a policy decision is arrived at, those
witnesses are obligated to follow that policy decision. I have been
through that experience myself, but all of the other witnesses, Senator,
have been advocating tax cuts substantially higher than the Presi-
dent's, and most all of them substantially higher than the House Ways
and Means. The $30 billion figure is, I would say, representing the
majority of the witnesses. They have-been talking $25 billion to $35
billion. We come down in between, not because we are looking for an
in-between point, but because of the studies that we had made and the
econometric models that we used. We found that this type of tax
stimulus would have the most effective impact without inflationary
prospects in it.

The ChAIRMAN. Now, Senator, the next witness will be testifying
to the point that if we are going to sweeten up the investment tax
credit as an incentive for business to invest in new plant and equip-
ment, and to put more money into expansion, then at least part of that
investment tax credit ought to be put into a fund for employee stock

- ownership.
In the ast analysis this is money we are paying out of the Treasur\y

to help people buy new plant and equipment, and some of that ought
to find its way into employee stock ownership, so that the workers will
share in some of this and it should not all be just a handout to the 10
percent of people in this country who have the good fortune of either
owning some stock or inheriting some stock from their parents and
grandparents.

I would hardly think that this would at all conflict with your
philosophy of life. We would like to think that in 25 or 50 years from
now the wealth of this great Nation, including all of the productivefacilities, are owned in substantial part by tle people who by the sweat
of their brow and their diligence and hard work made it that way, not
just so they inherited that from papa or grandpa, I see you nodding
agreement.

I think you would find some sympathy for a suggestion, particularly
for the large concerns, that part of that investment tax credit money
ought to go into employee stock ownership.

Senator HumPHREY. I want to say I generally am sympathetic to
that idea. I have heard about this. In fact, we are asking our staff on
the Joint Economic Committee to look into this now and get the initial
study of it to see whether we ought to explore it further, but obviously
here in the legislative committees is where this kind of constructive
idea belongs.

Might I make a suggestion?
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The CHAIRMAN. Well, this committee approved this principle in
other situations, and I think we ought to be thinking about it. In
other words, if we are going to provide vast amounts of money, whether
it is in a tax credit, or whether it is loans out of the Treasury or what-
ever it may be, we ought to be trying to move this Nation along toward
the point where the investment facilities of the country are owned, at
least in part, by the people who work to manufacture and produce all
of that.

Senator HuMtPiRF.Y. I think it would have a very, very good, sta-
bilizing effect on our economy, this sense of ownership, a sense of
participation.

By the way, Mr. Chairman, there is a gentleman from Richmond,
Va., that I would like to call to your attention. He has been a member
of the district Federal Reserve Board in that frea. He is the brother
of distinguished Associate Justice of the Supreme Court, Mr. Lewis
Powell. The man that I refer to is Mr. Angus Powell. I will send you
a copy of the statement that he presented to me. I had a long conversa-
tion with him where he provided me with a statement of his views on
matters very similar to what you are talking about now.

He is a businessman. He was the president of a substantial furniture
company, a family company of many years standing, and I tell you
I am of the opinion that men with that'kind of background, that come
from the business world, have a great deal to offer us in talking about
investments, tax incentives, and the way that we can more fully
involve the general public in our corporate setup.

Without going into any detail, if you do not mind, I will send -you
personally a copy of the testimony. You may want to have your stnff
look it over, and you may even want to contact this gentleman because
he is a man of considerable substance and means.

The CHAIRMAN. I would welcome that. I can assure you that you
are going to have the opportunity to vote for that approach on this
bill.

Senator HUMPIIREY. I will welcome it, Mr. Chairman.
The CHAIRMAN. I would like to get your views on one thing that

has occurred to some of us on this committee. I am not talking about
the amount that the tax cut should be at this point. We will work out
whatever appeals to the Senate by the time we are through. I think
that your figure of $30 billion, which is substantially above the House
figure, makes a great deal of sense, and I hope we will recommend
more than what the Houise recommended. I am not sure whether it
will be the whole $30 billion, but you will have a chance to seek to
make it that on the floor anyway if we recommend less than that.

I find a lot of appeal to the theory that we might consider providing
a tax credit for people who buy new homes.

Senator HUMPHREY. Yes.
The CHATRM.AN. Now, when a fellow buys a new home for himself

and for his family, if we could give him a tax credit for 5 or 10
percent of the purchase price, that would help to establish a little
eqity over and above the down payment, and it would also help to
make people think that now is the time to buy a new home. I would
like to know what your attitude would be toward that type of program.

Senator HUMPiRF.Y. Strong support, Mr. Chairman, absolutely.
Let me tell you, anything that this committee can do to get this hous-
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ing industry of ours back on the track again would be one of the finest
contributions that can be made to economic recovery. Plus the fact
that to own a home promotes more political stability in our country,
more sense of community, more sense of belonging than almost any-
thing that can be done, and I want to say from the social point of
view, the political point of view, and the economic point of view that
this country needs a national housing policy that permits a person
to buy a home at reasonable rates of interest, and to enjoy what you
are talking about heke, -a tax credit. Why not? If you are out here,
and you are going to buy a piece of equipment fo your factory or
even your farm, you can get a tax credit, but what is more important
than -having a home, and the rippling effect of that investment in a
home goes all the way through this economy. I would hope that you
would do it.

Let me give you another suggestion. I (1o not know whether or not
this committee can handle it o-r not, but you and I are familiar with
folks that fix up their own homes. You take where I live out there is
White County in Minnesota. We have got workers that work in town.
They have a little home out around one of the small communities,
Delianar, or Howard Lake, or Waverly, or Kokato, and it is a small
little home. They take many years to build it. Sometimes it actually
starts with just t6e basement louse, as I have seen, and then they build,
and then finally they get their home, and then they decide, well, I
guess, I will puit on a family room, and the fellow does it himself.

These are people that are'relatively skilled craftsmen, and maybe a
son helps them or a neighbor, and they put up a family room, and
what happens is he has improved his house. And then what happens?
Immediately the tax assessor comes along and says, "Aha, you have
improved your house," and lie immediately assesses him more taxes.

Now, I "have talked to the members of the Minnesota Legislature
about this, including my own son who has fortunately done something
about it, but to say that this will not be included, you know, you have
to have some limits on it, but up to certain limits' will not be included
for purposes of tax assessment, because what we need to do is promote
aot only the purchase of new homes, but the rehabilitation of those
that exist.

Wre Americans have got a habit here of tearing down anything that
looks like it has got a scratch on it, and actually many of ihese. homes
that were built some years back have basic structural design that is
better than some of the new ones, and if you can add on to those, and
if you can refinance them. and if you cal rehabilitate them, I do not
think they ought to be socked with an additional tax. I think we ought.
to encourage people to improve their neighborhoods, and the way you
improve your neighborhood is to improve your part of it. %

And anything that this committee can do-you have got some very
bright people here on the staff, plus the great'ability and competerce
and wisdom of the Members, and I am sure that you can find ways and
means to aet some incentive to individuals to own a home, to improve
a home, and to improve a neighborhood. I think that is every bit as
important as improving a factory.

The CIATRMAN . I think we are going to do something about that. I
will try to do something about encouraging home ownership. and inso-
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far as we overlook the points you have in mind, I hope you will bring
them lip on the floor.

Senator HuisPiIREY. Well, you take a look at it. It may not be very
practical for the Congress. I do not know. But I know it is practical
business. It is just an outrage that people that go to work their heart
out-you know they talk about home windows and so forth. I have
seen folks out our way that went around and fixed up and put on alu-
minum, for example, siding, put on storm windows, these special kinds.

The next thing you know, in comes the assessor who slaps on an-
other tax. The guy is not sure whether we believe in the energy conser-
vation program or not, and I hope that we can do something about it.

The CHAIRMAN. I think that is a good suggestion, and I hope that
if we are able to do this that your friend Arthur Burns will not sop
up all the benefit of it by raising the interest rates on this poor soul
when he buys his home, or businessmen raise their price to get it back;
and I hope even our labor friends would be willing to agree to try
to limit any wage demands to productivity while we are trying to
get this economy going, because I think all of that will help to get
a housing boom going.

I think that is one of the things we are trying to do, spark a housing
boom, as a part of the movement to get this Nation out of the recession.

Senator HUmPHi.Y. I have got a suggestion, Mr. Chairman. I think
that what needs to be done after we pass this tax legislation, and
hopefully the Proxmire bill and other like it-I am associated with
Senator Proxmire on his housing bill, and I am offering some addi-
tional provisions--that once we have agreed on a housing program here
and a tax program that the President of the United States will
call in Dr. Burns, call in the building trades, call in the homebuilders,
call in the bankers and say, "Now look, let us have a little social con-
tract here for a while and see if we cannot get this country moving
again."

The best way to get everything going is for everybody to get a piece
of the action, as they say, and not to try to gobble it up, and in some
way or another, this has got to happen.'You paint a picture here that
could happen.

Now, we can give tax relief, or we can get a housing program going,
and along comes Dr. Burns and the very timid Federal Reserve Board.

he minute they see recovery, they get frightened, and they feel that
they have got, somehow or another, to pull back. I want the Federal
Reserve Board to get a cruising speed, not to get this business of the
stops and the gos. We have always talked about being present on the
takeoffs instead of the crash landings in foreign Policy. I think the
Congress needs to be involved in the whole matter of economic recovery
on the takeoffs.

Now, do not misunderstand me. I know the Federal Reserve Board
has a difficult job. but that does hot excuse them from the mistakes
that they have made or the necessity of trying to maintain an eco-
nomic recovery. We can fool around here with the tax laws.

I want to say this: We can reduce taxes and reduce taxes, but if
that money supply is not available and if the credit is not available
as reasonable rates of interest, we will have just been in an exercise
in futility because you have got to come along.
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You heard what I said on the television show. This economy from a
governmental point of view is like a three-legged stool. There is the
budget policy, then there is the tax policy, and then there is the mone-
tary policy. Now, if you get the budget policy and the tax policy work.
ing together so they are somewhat in balance, but that monetary policy
is a short le , and you sit on that stool, you know where the economy
falls. Short-legged stools are not very stable.

The CHAIRMAN. Well, you know, those fellows are supposed to be
working for us down there, Senator. Under the Constitution, the power
that they have is vested in the Congress, and that was farmed out to
them. One of these days we may find it necessary to try to regain
some of that power.

Senator HU.PHREY. I suggest that we cut their terms in half, from
14 years to 7. I think that is good; I think we should do it, and I think
we should lay down some guidelines for members of the present seven-
member board of the Federal Reserve. Four of them are associated
with the Federal Reserve system, two of them are nonbankers-Mr.
Wallich and Mr. Burns-and one of them is a banker.

I have yet to see. a farmer on there. I have yet to see a fellow that
is a worker. I have yet to see a real small businessman for a while
on that Board, and I do not happen to think that a handful of people
from the Federal Reserve System have almightly knowledge about
how this economy ought to go.

The CHAIRMAN. If you do not watch out, Senator, they will put a
farmer on the Board who is nominated by the Manhattan banks, which
is the thing you have to be careful of when you put that farmer in.

Senator HuipHmEy. Well, Senator Dole and Senator Nelson, just to
mention two that are here, and I am sure Senator Hathaway and
yourself know the diffe-rence between a farmer with that stuff on his
shoes and the one that has got that patent leather.

The CHAIRMAN. Senator Nelson?
Senator NELSON. You might consider this a frivolous inquiry in the

field of semantics, but I am curious. You stated that sort of a broad
spectrum of economists supported your proposal, including as you put
it, well-known liberals and responsible conservatives.

Senator HuTMP[REY. Well, there is a way of trying to be more precise
in my definition, Senator.

Senator DoLE. The liberals are not responsible, right ?
Senator HUMPHREY. They are very responsible. The assumption is

the responsibility of the liberals. I did not think it was necessary,
Senator Dole, to add to the wordage.

Senator NErmsON. You were here during part of the testimony of Sen-
ator Kennedy and Senator Hollings. You did not include in your pack-
age for immediate action repeal of the depletion allowance?

Senator HUMPHREY. No; I did not. I want to say that I feel that the
most important need of the Congress is prompt action on tax relief.
If that depletion allowance amendment comes up, I want to be very
candid with you as to what I am going to do. I gather it will come up.

I shall vote for it, but I felt that the most important thing right
now is to get the $30 billion tax cut. I think that is what is needed. I
am for tax reform. make no mistake about it. I started out on the de-
pletion allowance before anybody that is at this table except Senator
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..ong was in the Senate. We started fighting on this, not exactly on the
same side, 25 years ago, and I have not given up.

I think there are just two-kinds of people, losers and survivors, and I
intend to survive on the issue, and so we will be there when the roll is
counted. But I did feel-and I express my feeling in specific legislative
proposals. I introduced a tax reduction bill, and a separate bill on tax
reform. But Senator Long, I want you to know when the bill is called
up as it is for oil depletion, you would not expect your old friend
Hubert Humphery to run away. I will be there, and I am sorry I am-
going to vote for it. -

I am not sorry. I am just going to tell you I will vote for it, and I
do not suppose I could restrain myself friom speaking for it. That
would be asking too much of me.

[General laughter.]
Senator NELSON. Do you share the viewpoint of the large number of

economists-some of which you have mentioned-across the whole
spectrum philosophically, and the administration, that an immediate
tax cut, the sooner the better, is vital to the economy?

Senator HUmPHRE.Y. I do.
Senator NELSOx. Well, this is the curiosity that we face, is it not? I

also favor repeal of the depletion allowance if, in fact, the economists
are right, and as I said earlier to Senator Hollings, I do not have much
confidence in them. Very rarely do I admit publicly-and this is really
off the record-that I majored in economics, as a matter of fact, but
I think the economists' record is great when everything is going well
iida llof the businessmen and all of the economists can predict what

will happen next year based on what happened last year, but when
what happened last year does not happen this year, then they are
confused.

The opportuntiy to vote on the depletion allowance will occur at
least is easily two different ways before the year is out. One of them, on
the energy package which will come over from the House, will be a
very substantial package. I assume if it were not included in the bill by
the House Ways and Means Committee, it would be included in that--
bill by the full House because, by a very strong margin, they included
it on this one.

And even if we let it come through, there will be a tax bill which
can come thrbugh, even very minor, on which it can be fixed. My
query is: Is it important enough to table, lay aside, withhold action
on the depletion allowance in order to get quick passage of this bill,

_or is the politics such that we will go into a debate on it the last week,
and surely the bill cannot get before us. We will not finish hearings
until Wednesday of this week. You have got 2 days to mark up a -om- 
plicated bill and then the committee report, and hopefully on the floor
of the Senate on Monday, it can be delayed at least 1 calendar day
there.

But even if it were not and there is controversy in it-that is, the
depletion allowance-there is no way that I know of that it can be
acted on, Then there are 3 weeks of the recess period, and then at
least another 10- days-or.-2 weeks of debate on that issue, which says
to m that it is going to be 7 or 8 weeks before you could finish getting
the bill out.
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Now, the gut question is, are there enough people around who really
believe that the cut is necessary to vote to table the depletion allow-
ance, whether they are for it or not, and await the opportunity to vote
on it later on in the session, or is the politics of the situation such that
nobody wants to go back home-to defend voting against what he has
supported all the previous year?

Senator HUMPHREY. Senator, I do not suppose there are any easy
answers to these types of questions. No matter what we do, there will be
people who will misunderstand us. I will vote for the depletion allow-
ance amendment; I will not vote to delay this bill unduly. I do not
think there ought to be a delay of a week. We know how we are going
to vote on depletions. There is not a person's mind that is going to be
changed around here on depletion allowance. Everyone knows exactly
how he stands, and I want an up and down vote on it. If-it passes, we
go to conference with the House on a bill. If it does not pass, I think
that it should be set aside and that we should not be haranguing and
carrying on. We can come back to it another day.

The important thing is, you have to have priorities. The important
thing is, you have to get a tax bill that is substantial in size for a cut to
get this economy going. I do not think we can afford to fool around with
a country that has unemployment rates that I think are substantially
higher than 8.2 percent. I just do not think that we can afford to do
that. I think it would be irresponsible. If we believe that a tax cut is the
medicine-at least part of the medicine-we have got to come up. and
bite the bullet, as they say, orto take the bitter medicine and take'-the
consequences. Therefore, they will call up the depletion allowance, we
will have a debate on it. I hope that our colleagues will understand
this; when the roll is called on that debate, I intend to vote for it; and
then, if it is not successful. I think it would be very proper to set it aside
and come back and catch it on another date. I do not think that we can
afford to be debating a tax bill up until the month of May. We ought to
have tax rebates out by May. We ought to be able to have tax legislation
on the President's desk so that we can start to get this paycheck a little
bit bigger and back to these workers; get these people back to work.
Mark my words, it is going to take time anyway. Every week that we
delay I think it costs us money.

Senator NELSON. Well, I would not pursue this question ordinarily,
nor would I bother to pursue this question with a good many Senators,
but since your prestige and leadership is of such great consequence in
the Senate, I do pursue it. Your answer is not really responsive. You
said you would vote it up or down if it did notprevail; then we
move on.

That is not-the issue. As the Senator knows who handled the civil
rights bill, which was the longest filibustered bill in the history of
this country-some 84 days-there are people who genuinely, honestly
believe that it would be a serious mistake from the standpoint of the
interests of our country to repeal the depletion allowance.

Senator HUMPHREY. I understand.
Senator NELsON. And their arguments are substantive, not frivo-

lous; they are substantive. They believe it and theybelieve it strong-
ly. Therefore, in my judgment, it is absolutely clear, there ain't going
to be any up or down-vote by the end of Friday, March 21. So, the real
question is, if it comes to that, and it is clear that an up and down vote
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cannot be achieved, you could not even do it with cloture, if you
moved it on Tuesday, and you could do it with cloture, if there were
enough people that got their 1 hour, it will not be done.

Now, my next query is, would you at that stage, if it were clear,
vote to table the measure with the assurances that you would have an
opportunity to vote on depletion allowance some time between now
and July first, either on the energy bill or on another bill?

Senator HUMPHREY. Are you asking for me after the first cloture
vote ?

Senator NELSON. I-am saying you know the rule as well as I do.
You would not even get a cloture vote if the bill does not come down
until Monday, which it will not; and there is a one day delay before
you pick it up. You are talking Tuesday.

Senator HUmPHREY. That is right.
Senator NELsoN. Well, you get the cloture vote; but with the cloture

vote and everybody having an hour, you do not finish it by Friday
anyway, do you?

Senator HUmPiiREY. But if you got the cloture, Senator, I think
then it would be pretty clear that no matter what the opposition is, it
would be in the bill. After a first cloture vote, if it did not succeed,
I would vote to table, to set it aside.

Senator NELSON. You mean if you did not achieve cloture on the
first vote?

Senator HumPHREY. Yes, sir.
Senator NELSON. Well, I think that is an important point because

I think that is where we are at.
Now, as I said, I am not sure it makes that much difference to me

from a philosophical standpoint because I do not have that much
confidence in what any of these measures will do. Maybe they will not
do anything. But iYf they will do Ahat the economists and tle Admin-
istration think they will do, then the bill ought -to be disposed of and
not sit here for three weeks plus two or three weeks after we come back.

Senator HUMPHREY. Well, Senator, since we are taking time to dis-
cuss this, let me say I realize the importance of vacations and I like
them and I surely have some plans for this Easter recess, but if neces-
sary I think that I could forgo a part of that recess, indeed all of it
if I had to in order to get a bill out. I think we ought to get a bill
out and get in onto the President's desk so that this tax reduction can
be effective not later than the first of May.

I would suggest the following. We are going to have to vote on
'depletion. I have told you and the committee that if the amendent is
called up, I shall support it.

Second, I believe that'there will be a cloture petition filed. If that
cloture petition is filed, and let us say that you get 58 votes instead of
60, I think it is fair to say that you might expect a second one. But
I am not going to sit around there-as a Senator and permit a debate
to go on for weeks on a depletion allowance when I know it can be
brought up again, and thereby having that delay jeopardize the ef-
fectiveness of a substantial tax cut.

To put it directly to you, I will vote for cloture, I will vote for
depletion allowance. If there seems to be protracted delay, I will be
one of those, who has the guts to say let usvote to set it aside and let us
come back and vote another day. That is not exactly the scenario I
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would like, but most of the things I have hadto face lately I have not
liked. I am prepared to take another one on. I have a record of 25
years foirbeing for the repeal of depletion, and if one vote on that on a
procedural matter in order to get, after having listened to witnesses
for weeks and weeks and weeks, a tax cut that I believe is absolutely
essential for the vitality and the health of this economy, I am not going
to stand, I am not going to be stubborn and bullheaded and sit there
and let it be delayed and delayed and delayed, if it seems like it is
impossible to get some action on depletion.

But, I think I have a right to at least have a fair shake of tl e dice,
as they say, and that is at least a cloture vote; if it is close, possibly
a second one, and then we know what the facts of life are.

Let me just say that on this tax reduction bill, we are losing about
$5 billion a week in goods and services by this economy faltering the
way that it is. Might I say that I think that we cart pick up $3 billion
in this economy, which is what a depletion allowance amendment
would give you, in another way, other than just depletion. Again,
I am a strong antidepletion fellow. I want to make my fight, and I
want to say to the chairman that if we do not make it on this bill
promptly, you will see me again, as you know, in the good old spirit
of Senate debate.

Senator DOLE. Mr. Chairman?
The CHAIRMAN. Senator Dole?
Senator DOLE. I just want to add one thing. Senator Humphrey,

I know your views on depletion. Does that apply across the board?
Now I want to give you a little illustration. We are always talking

about the mall farmer.
Senator Tm PiiREY. I know what you are coming up with. Go right

ahead, Senator.
Senator DOLE. Well, we have over 10,000 wells in Kansas where the

average daily production is seven-tenths of 1 barrel, not even a full
barrel. And the overall Kansas average is only 4 barrels-per well.
Maybe we ought to redefine independence. These are tiny independ-
ents, less than a barrel a lay, and they are in business, we think, in
large part because of the depletion allowance.

Now, I just wanted to pursue Senator Nelson's question, because
there may be a vote coming on some reasonable amendment. I am cer-
tain that' the Senator from Minnesota, if it were a reasonable amend-
ment, would be happy to support such a move. -.

Senator Hu.riRFY. I am a reasonable man, Senator, and I am
getting more reasonable as I get to the age of reason.

Senator DoLE. 'Well, you understand the special problem?
Senator Hu.rpnu:Y. I understand exactly what you are talking

about, and I am going to listen very attentively to those proposals. If
I thought, for example, that a reasonable, ndest amendment that
would do something for a very small independent could be a part of a
depletion package that would'get prompt action in the Senate, I think
I could go along with it. But I would want to take a look at it. By the
way, there have been amendments proposed in the past like this and
there may be some pending now. I believe there are some pending now.

Senator DOLE. Well, for example, 10 barrels or less was exempt
from price controls. those are stripper wells. I will not go through al
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of tei statistics because it is late. But.. I just wanted to touch on one
other area of your statement.

Senator HUMIPhIR Y. I hope you understand that I-am openminded
about that.

Senator DOLE. Oh, yes. I understand that.
I think there are areas where there might be justification for some

modification.
But, I think on page 9 you said you were not concerned about the

deficit.
Senator HumiIIHEY. Did I say that?
Senator DOLE. Well, you were not horrified by it.
Senator Ht.xPlrmEY. Well, there have been so many things that have

horrified me in recent days. that this one did not quite hit the high
decible.

Senator DOLE. But, apparently, the size was not any problem.
Maybe it is not.

From the Salomon Bros. February report, I want to read one
paragraph for the record. It is very brief. It says:

The consequences of the U.S. budget deficit Is substantially greater than the
nearly $50 billion estimated by us for calendar 1975. It should be clearly recog-
nized such a deficit could be reasonably financed-only if the economic contraction
this year is much greater than they expect; otherwise, the budget deficit would
either lead to a vicious struggle for funds between private borrowers and the
Government, and the Federal Reserve would have to supply funds without
regard to its long-range responsibilities. In any event a larger than expected
deficit would threaten the economic recovery despite the best intentions of the
Government, by crowding out the medium to lower rate business borrowers,
many of whom are already in peril, and mortgage borrowers as well, thus abort-
ing recovery In the housing activities.

Now, this is the part that concerns me. I am certain you are con-
cerned about the size of the deficit. Maybe there are some offsetting
areas where we could balance it out, but I think there is a concern.
It can be too large.

Senator HUMPHREY. Oh1, yes, Senator. Like anything else, you can
kill yourself drinking water. I think we have to realize that there are
limits.

May I say, I want to take a look at that Salomon Bros. statement.'
Not here, but we would like to have it to analyze it; and I will get
a letter back to this committee.

[The letter referred to follows:]
CONGRESS OF THE UNITED STATES,

JOINT ECONOMIC COMMIrTEE,
Washington, D.C., March 12, 1975.

Hon. RUSSELL B. LONG,
Chairman, Senate Finance Committee, U.S. Senate,
Washington, D.C.

DEAR RuSSELL: In the questioning on Monday, March 10, Senator Dole men-
tioned that a recent Salomon Brothers report indicated some potential difficulty
in financing a deficit larger than $150 billion. This letter contains a brief analysis
of this deficit- financing issue conduced by the Joint Economic Committee staff.

In analyzing the Salomon Brothers report, a crucial first step is to look at
what assumptions underlie the-'final projection or warning. In this case, the
important economic assumptions concern the rate of economic growth and the
rate of money supply increase. Their growth assumption, a two-three percent
decline in real economic activity in 1975, Is quite reasonable.

1 This statement is reproduced in these hearings as app. B.
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It is not clear that the money supply assumptions in the report are as sound.
First, money supply assumptions were never explicitly mentioned and the entire
discussion of monetary policy was both brief and vague. In telephone conversa-
tion, It was discovered that a six-seven percent money supply figure was in their
thinking. This is simply not enough in light of two facts: (1) over the last
six months the money supply increased at an annual rate of 1.9 percent, com-
pared to about a six percent annual rate during the previous six months; and
(2) stimulating the economy to halt the recession and begin real economic
growth requires a substantial increase In the money supply.

It is true that a money supply increase which did not adequately compensate
for the past months of little growth, and support the stimulus necessary to
revive the economy, could lead to a "vicious struggle for funds." This, however,
would not occur with an eight-ten percent rate of increase in the money supply.

Henry Kaufman, a partner in Salomon Brothers, supported this point in a
telephone call clarifying this particular issue. He said that an eight-ten percent
increase over a six-Hionth period would better accommodate the deficit and"wouldn't bother me." He continued, "I don't have any problems" with such a
growth rate. His main concern was with the impact of the deficit when domestic
private credit demands become strong again. This is a valid concern and argues
all the more for the need to get tax stimulus into the economy quickly, while
these demands are low in the waning stages of the recession.

This issue of shrunken private credit demand and expanded Treasury needs
was also analyzed in the Morgan Guarantee Survey for February. It concluded
that even if Treasury needs runs to $60 billion in calendar year 1975, "the
Interplay of steep declines in economic activity and easing monetary policy
affords latitude for an orderly matching of the supply and demand for credit
during 1975. As this process unfolds, the near-hysterical whoops in some quarters
of an impending financial crunch should subside."

Finally, the Joint Economic Committee staff tested the impact of a $30 billion
tax cut, coupled with anjeight-ten percent annual increase ip the money supply
over the next six months. Quite contrary to the Salomo -Brothers contention
that "a larger than expected deficit would threaten economic recovery," the
analysis showed that unemployment would be reduced by about one percentage
point and that the Gross National Product would be three percent greater. There
would be no significant increase in inflation.

In summary, whether a larger deficit can be accommodated without undue
strain in the financial markets and on prices depends on the Federal Reserve's
actions in increasing the money supply. Given the proper timing, an eight-ten
percent annular rate of increase over six months, followed by a slowing in the
growth rate, there is every reason to believe that vitally needed additional
economic stimulus can be provided without adverse financial consequences.

A substantially identical letter is being sent to Senator Dole.
Best wishes.

Sincerely,
HUBERT H. HUMPHREY,

Chairman.
I had yesterday in my hands--I do not have it with me; I left it in

my briefcase-a statement from the Solomon Bros. on the financing
of the deficit. It may be similar to the o-that you have. I think there
are obvious limits, and we iave to take a look at how deep the recession
it; also, what the Federal Reserve Board does in its open market opera-
tions, what its overall money policy will be. That is going to have a
great deal to do with whether or not we can handle both the official
Government deficit and the private borrowing.

Senator DOLE. I think the thing about that report that is somewhat
frightening is that is based on the theory that we are going to get by
with a $50 billion deficit-

Sena~tor-RuMpriPIy. We are not.
Senator DOLE. We know that is not the case. We know it is going to

be $60 billion, $70 billion, or even $80 billion?
Senator HUMPHREY. I think it will be over $60 billion, Senator; no

way will it be less.
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Senator DoiE. On the Budget Committee, we have not agreed yet
to save any money. We have gone on record opposing a 5-percent lid
on Federal pay and social security, and so it seems to me that that $50
billion is a conservative figure.

I asked Secretary Simon last week, and he said he would furnish it
for the record, when do you reach optimum cut? ;Should it be $20
billion'? Or $16 billion? Or should it be $30 billion as you suggested?
Presumably there is some way to figure all of this out. I do not know.

Senator HUMPHREY. Well, Senator; there are these models that they
use. They are called econometric models. These are very sterile opera-
tions. They relate to certain assumptions and certain theories. They
are about the best that we have to work with. They have not always
been too accurate.

But let me just say that most of the economic.judgments that we get
today, without ever calling themselves Keynesians, or whatever they
are; because you have a wide spectrum of economists and economic phi-
losophy today; most all of them recognize that a tax cut of some sig-
nificant size is required. Without exception-that I can recall, in all of
the witnesses that we have had who represent a variety of opinions,
they have all felt that the President's proposal was inadequate, too
little. I think that, by the way, was based on statistical evidence which
has changed since then.

Senator DOLE. Yes, I think that is a fact. -
Senator HumPiiREY. Therefore I think the real question before this

committee is the House Ways and Means tax proposal before you. Is
it adequate or does it need some further consideration, some further
upward adjustment?

I think the only issue is whether it ought to go upward. I have some
in here to present the case that I think it ought to go upward. I recog-
nize as a legislator that you generally have a very difficult time getting
your way. But I thought T-ought to present what I thought was neces-
sary based on the evidence that I have received as an individual and
as a chairman of a rather important committee, the Joint Economic
Committee. Actually the committee itself, there are members of the
committee Who feel we ought to go further. I have had quite a struggle
among the majority members of the committee to keep the figure where
I thought it ought to be, because this is only a part of the total package
of economic recovery.

Senator DoLE. Well, I think the chairman is right. I think that
could probably be resolved.

One final question. I raise it not because I favor it but because it
was brought up earlier.

The chairman talked about a tax credit for housing. Of course, the
obvious next question is what about the autohindustry. If it is going to
be a stimulant, maybe we ought to apply that same feature to automo-
biles. That might get people back to work and it might stimulate
buying.

Senator: HUMPHREY. Well, Senator, I would look at tax credit and
automobiles only as an energy-saving device. In other words, if you
can get somebody who buys a car that has a high fuel efficiency engine
that gets let us say, 20-25 miles to the.gallon or more, smafer cars,
compacts, or whatever kind of car it is, such as has been proposed-in
legislation by the distinguished Senator from Wisconsin, Mr. Nelson,
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then I would be willing to encourage it through the tax incentive;
just like I think that if we want to buy luxury tanks and most of us
like them, we might have to pay a little extra tax for horsepower, and
for weight, and size, and so forth.

I think you can use, in the energy package, a tax incentive in the
form of some modest tax credit; but I believe we have to be very
careful here now. We have to direct our target; we have to pick out
our target and direct the program that we want to reach that target.

The most important thing that I see is an overall tax cut, including
a rebate. The second thing, and I do feel that the chairman has
advanced something that is very basic to our country, how do you
stimulate the housing program; if a tax credit would help do it-
because that is like a downpayment, Senator, a tax payment is like
a downpayment on a home--I think that would be very helpful.

Senator DoLE. The only reason I raised it is that' an estimated
one-sixth of all of the work force is related to the auto industry; and
if we are going to really start stimulating everything and get people
back to work, maybe if a tax credit applies to a home, it ought to

-apply to automobiles, as well.
Senator HUMPHREY. Well, the one-sixth would get the tax rebate

and would also get the tax reduction.
The CHAIRMAN. If I might make just one suggestion about that-

and I am not necessarily against a tax rebate for the auto industry-
but if you put all of the carpenters, and bricklayers, and plumbers,
and electricians back to work at union wages those people are going
to be buying automobiles.

Senator HUmHREY. They are the ones that will buy them, Senator.
You bet you. They will have them coming out of that'assembly line
and they will be driving them away.

The CHAIRMAN. Senator HathawayI
Senator HATHAWAY. Thank you very much, Mr. Chairman. Thank

you very much Senator Humphrey for your testimony.
Let me ask you a question with regard to the refunds and the tax

cut.
What difference does it-make whether the general public spends the

$30 billion or the Federal Government spends that money ? Will it not
have the same economic stimulus if the Federal Government, for ex-
ample, spent the whole $30 billion on the housing industry ? It would
certainly have just as much of a stimulus, and probably a faster one,
than if we gave that money to the general public to spend anyway it
wants.

Senator HUMPHREY. Well, I think a mix, Senator, is what I am get-
ting at. I do not think it is an either/or. The tax cut, of course, gives
so many options to the individuals. As to where lie wants to spend his
money, and obviously those tax cuts would be used for a host of things
that people need in their daily lives. But I think that it is fair to say
that if you get a mix, particularly ceFtain selected items like the hous-
ing program and maybe the public service employment like we talked
about, certain types of public works, like the water and sewer projects
which are ready to, go. Where you do not have big delays, that is what
is the best. Just a tax cut alone is not as effective as a mix. I grew up
and was trained as a pharmacist, and I learned that compounds are al-
ways better than just what we call the oxides. I prefer that we try to
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put together the compounds. It has a much more effective remedial ap-
plication or a much better effect.

Senator HATHAWAY. My problem is to find out just what the mix
should be. I mean, a dollar is a dollar, and I suppose if you gave every-
body in the country enough money to buy a new sweater and they all
bought a new sweater, that would have a chain 1"eaction throughout the
country and it would stimulate the economy. In other words, nobody
is to say that they would be better off if they put that money for a
sweater into an automobile or a house because it would have a faster
stimulative effect.

The problem I have is determining which industry we should pump
money into to get the quickest result. I agree with you that we have to
do something fairly soon, but I am not sure the proposal before us now,
that have come over from the-House, is the best proposal.

I am inclined to go along with Senator Long, that we probably
should restructure the rebate or the tax cut so that an individual gets
certain credit, as you have agreed, for a down payment on a house-
you get a tax credit for that. Maybe we ought to structure the whole tax
cut and the whole rebate system so that it does go into areas where we
know it will have the quickest economic effect, because it seems to me
in the long run what is really going to stimulate the economy is the
extra $30 billion deficit that we are going to incur to make up for the
$30 billion that we give back to the taxpayers in order to meet the ex-
penditures that we now have in our budget.

Senator HUMPiiREY. If I had the choice of adding a $30 billion
deficit to the Federal Government's budget-or $30 billion to the Fed-
eral Government's budget for a host of items that the Federal Govern-
ment might want to do-and the other alternative was simply the tax
cut, I would take the tax cut because it is quicker and it is simpler. I
do not think that that is the choice we have, though.

Senator HATHAWAY. It would not be quicker if the people put it all
into mutual savings accounts.

Senator HuMPHREY. No; but they are not going to do that.
Senator HATHAWAY. Well, do we know that?
Senator HUMPHREY. Well, I'll tell you why. I think you know. I

think the rebate part, by the way, has less validity to it than the with-
holding part. We are talking about the exemptions, the standard de-
duction, the low income allowance, and so on. I think that the general
changes in the tax code that I have talked about that are in the House
Ways and Means bill are better, because that comes each week. And
when they come in each week and they have a little more money infthat
paycheck, that generally is spent on the necessities of life. With the
rebate there is some possibility, and maybe a very big possibility, that
a large part of it will be used to pay bills, or will be put into savings.
But even that, by the way, if it is put into savings and you get your
interest rates down, you will start to get mor tgage money out and start
the housing program.

I think the answer that you have posed by the nature of your ques-
tion is the right one-namely, that' you do not just have a one-shot tax
cut and say that is it. You also have to have a tax cut that possibly is
structured for certain objectives on the one hand, and second, the mix
that would come from what we call budgetary policy, such as the hous-
ing program, and possibly public service jobs, and few other things.
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Senator HATHAWAY. Well we could, you know, subsidize housing to
a greater extent than we do now, and it would be tantamount to giving
the individual the same credit, would it not?

Senator HuMPmRY. Very definitely.
By the way, may I suggest or may I request, Mr. Chairman, that the

1975 report of the Joint Economic Committee to the Committee on the
Budget be made a part of this record, because it relates directly to
what Senator Hathaway is asking, in terms of the mix, it may be de-
sirable for economic recovery.

Senator NEMSON [presiding]. Is that the reportV
Senator Hu3[PHREY. Yes; that is the report.
Senator NELSON. It will be placed in the record in the appropriate

place."
Senator HATHAWAY. On page 11 of your testimony, you indicate

that the tax rebate and the tax cut will stimulate production. But in
what way will it stimulate per-unit productivity. What guarantee do
we have that the individuals involved in production will be producing
more. We will have a greater overall production, of course.

Senator HUMPHREY. Well, there are two or three ways.
First of all, the investment tax credit can be used for capital tools

and capital equipment which does increase productivity.
Senator HATHAWAY. Does that mean that the individual toolmaker

becomes more productive?
Senator HUMPHREY. The worker has better machines with which to

work and thereby improves his productivity.
Second, as you increase the overall production output, the unit cost

goes down, and therefore, the so-called major productivity goes up.
All of the evidence that we have had in every recovery from a reces-

sion, without exception, is that worker productivity goes up, as the
economy gets up to, let us say, 90 percent of capacity of production.
Today we are at about 80 percent. So, we have two patterns which
we have put together on a chart which we should bring to this com-
mittee. No. 1, as the recession deepens, productivity gets lower. As you
come out of a recession such as we have in other periods, the prod-
uctivity per worker and per man-hour gets better. That is the only
evidence that we have. There is no guarantee, but that is the evidence.

Senator HATHAWAY. Because of the better machinery?
Senator HUMPHREY. Better machinery plus larger output and using

the machinery at a maximum capacity. -
Senator HATHAWAY. Let me ask you one last quick question with

regard to the question that Senator Nelson asked you about the oil
depletion allowance. When you gave your answer, that if we failed on
the first cloture that you would vote to table it, did you consider that
this may be the only vehicle we have that will get by the White House?
If we postpone consideration of eliminating the oil depletion allow-
ance, we will, in effect have to get a two-thirds vote in order to pass
it. And even the House vote was not large enough to override a veto.
I am sure that the Senate vote-I feel reasonably sure that the Senate
vote--will not be two-thirds.

Senator HUMPHREY. Well, that is one of the tough decisions. I
wanted to make it clear. I said to the Senator on reflection--Senator

I The report is reprinted in these hearings as Appendix C.
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Nelson-that I thought if the first cloture vote was very close, I
thought at least we ought to go to a second one. I would hope, frankly,
that since the House has passed depletion, that we might do the same
here in the Senate. That has been a life-long hope of mine, and an
effort. But, I do feel the urgency of the tax cut.

Now you have raised another possibility which we have to face.
The President has indicated that he was for phasing out the oil de-
pletion. I am not sure how long that phaseout is to take. That always-
disturbs me somewhat. But there will be other opportunities for us
to put a depletion allowance amendment on. But whether or not it can
sail as well as on this one is another matter.

Senator HATHAWAY. Right.
Will we not have just as much delay if we pass the bill through the

Senate without the depletion amendment on it? It will get to confer-
ence and a possible recommital in the House to a second conference.
We may have a delay here in the Senate debating it. If we do not have
that delay, we are going to have a delay at the other end with-the
House conferees, and with the further recommital to another confer-
ence, and another battle on the floor of the House. Probably the total
number of days will not be much different.

Senator HUMPHREY. Senator, you may be right. I think that we
have to live with each day and take a look and see what it looks like.

The important thing, as I say, is to try to get the tax reduction bill
through. If I had my druthers, I'd rather have it with the depletion
allowance on it. Since the issue has been forced upon us by the House
action, I think that we have a responsibility to deal with it. My hope
would be that we would be able to add that depletion allowance here
in the Senate.

You have brought up something here which I shculd have thought
through more carefully, when I was being questioned as to whether or
not the House would dig its feet in, so to speak, dig in and reject a
conference report that did not have the depletion allowance in it. That
is entirely possible. If that were the case, then we would be right back
on first base again, having to start all over.

I think it is going to require some very good analysis on the part of
the leadership to see just how far we ought to go with it. But-- think
we ought to give it a whirl now that it is here.

Senator HATIAWAY. Thank you very much, Senator-Humnphrey.
Senator NELSON. Well, one response to that is that the depletion

allowance is in conference no matter what we do.
Senator HUMPHREY. That is correct.
Senator NELSON. So, if you pass a tax cut bill and g6 to conference,

depletion allowance is before us.
Senator HUMPHREY. That is correct.
Senator NELSON. Let me ask another question.
The analysis of the Small Business Committee is that 42 percent of

all of the benefits of the investment tax credit go to 350 corporations,
and that over half of the benefit of the tax package of the administra-
tion goes to 350 corporations. It seems to me an unconscionable dis-
parate distribution of the benefits. As the Senator from Minnesota
well knows, having long been an advocate of small business, over half
the employees in this country are employed by small business. What is
in your package or any of these packages of benefit to small business,
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save the one provision in the House bill that increases the surtax ex-
emption from $25,000 to $50,000. What do you have in your proposal?

Senator HUBPHREY. Well, Senator, maybe we need to take those
facts that you have outlined here into greater consideration. The in-
vestment tax credit obviously has helped big business, because big busi-
ness makes bigger investments, and greater use of the tax credit. When
the automobile industry, for example, has to change its machine tools,
it is a tremendous amount of investment. When they get a tax credit
on it, it adds up to a pretty big 1up sum.

But Senator, anything that you can perfect in this committee that
will give a better shake in the tax laws, better consideration and better
treatment for our small business enterprises will have my most en-
thusiastic support. Thank goodness you are on this committee. I hope
that we can find that formula.

Now, the House bill does provide some relief, some tax assistance to
the smaller enterprise, raising that figure up from $25,000 to $50,000?

Senator NELSON. Yes. Of course the comparable, or roughly com-
arable figure, I think is, since that surtax was set in 1938, you would
ave to go to $100,000 on that exemption at least to match the dollar

equivalent of 1938; and I think it is probably above that. So if the
House votes $50,000- -

Senator HUMPHREY. Well, is not this one of the structural reforms
that you might very well want to include in the-Senate consideration
of this billI

Senator NELSO.N. Well, thank you very much.
Senator Hansen had some questions but he had to go to the Interior

Committee because the strip mining bill is before that committee.
[The prepared statement of Senator Humphrey follows:]

TESTIMONY OF HUBERT H. HUMPHREY, A SENATOR FROM THE STATE OF MINNESOTA

Mr. Chairman, I welcome this opportunity to appear before you and your
distinguished colleagues on the Senate Finance Committee. This Committee is
presently considering tax relief legislation which is absolutely vital to help
revive this Nation's economy and I applaud you for your efforts to act on this
matter as quickly as possible.

Today I want to focus my remarks on two areas. First, the reasons why the
tax cut stimulus must be quite large, and in particular larger than that pro-
posed by both the Administration and the House Ways and Means Committee.
My second purpose is to outline the provisions and advantages of my Tax Relief
Act of 1975.

As many of you know, I am not a "Johnny-come-lately" to the tax cut area.
Last D,'-ember, on the floor of the Senate, I said: "The time has come for
Congress to reverse the Administration's efforts to stop inflation by creating a
major recession. The most important thing we can do to achieve this is to cut
taxes for consumers by $10 billion as soon as possible." Exactly one month later,
my statement in the Record read: "We must get America back to work. To
accomplish this objective, to reverse the recessionary momentum in our economy,
and to provide some relief to those who are suffering in the present economic
nightmare, I am today introducing legislation to immediately cut taxes by $21
billion." And today, not quite two months later, I come before you to argue that
this-economy now needs a $30 billion tax cut.

Now I am well aware that this represents a substantial escalation. But it Is
not an escalation that I came by lightly. First, I looked at the facts. Everyone
knows that the economic figures released in each of the last three months have
shown the economy falling deeper and deeper into its worst recession since the
-1930's. The amount of stimulus must be geared to the economy's condition, a
topic I will discuss in some detail in a few moments.
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Second, and I wish to stress this, I have listened to the views, projections,
warnings, etc., of an extremely qualified and diverse group of individuals who
have testified before the Joint Economic Committee in the last six weeks. These
annual hearings on the President's budget have been quite al economics educa-
tion. one which I wish all my colleagues could share. What I say today is in
essence built upon tits excellent testimony from government officials, economists,
labor leaders and businessmen who, may I add, were of both Republican and
Democrat persuasions.

From the outset I have maintained that a tax cut must be chosen on the basis
Of four principles:

It must be large enough to have a stimulative impact on a $1. trillion
economy,

It must target most of its benefits to low and moderate income taxpayers,
It must be simple to Implement so that it can be passed and take effect

quickly, and
It must not erode the long-run revenue capacity of the tax system.
My testimony today will consider each of these principles in the order Just

stated.
As I said earlier, I firmly believe that a tax cut of the magnitude of $30

billion for 1975 is urgently needed. This figure is not only the largest before the
Congress right now but the largest proposed tax reduction in this Nation's his-
tory. I understand the concern of many of my colleagues when they see or hear
such a figure. 1 want them, and the Members of tie Committee, to know that I
advocate this large amount only after a careful weighing of all the economic
evidence.

The first simple fact is that we are dealing with a huge economy-a $1%
trillion economy. As a result, a $30 billion tax cut only amounts to 2.1 percent
of our total output of goods and services. Interestingly, the tax cut Congress
passed in 1964, when unemployment was 5.2 percent, was also about two percent
of that year's GNP. So relative to the size of the economy, I am not advocating
a larger tax cut than the one legislated 11 years ago.

Since Federal taxes are the basic foundation for this Nation's government
operations, it is also instructive to view the tax cut in relation to the size of
government, as measured boy its purchases of goods and services. Once again,
the percentages for both the 1964 tax cut and the proposed $30 billion tax cut
for 1975 are remarkably similar, with this year's figure being smaller: 1964-
10.2 percent, 1975--9.7 percent. So the $30 billion tax cut proposal is proportion-
ately not much larger than the 1964 tax cut, and remember, the current reces-
sion is a great deal worse.

The second reason we must have a large tax cut Is that the economy is sinking
day-by-day into the worst economic slump in over 35 years. I take no comfort in
the fact that the unemployment rate remained at 8.2 ix'rcent in February. Quite
to the contrary, the latest employment figures show ia continually slumping econ-
omy. Total employment dropped 535,000 bringing the drop since September to
2.4 million, the largest five-month decrease since World War II.

In addition, the labor force declined by 580,000. This dramatized a point that
I have been trying to stress over the last month, namely that discouraged workers
s hould be included as part of a true unemployment figure. Surely, a large
number of these drop-outs simply felt that a job was not available to them at
this time.

I also include In my total unemployment figure part-time workers who
desire to work full time. Adding these three together, 7.5 million officially
unemployed, 1.8 million part-time employed, and over a million discouraged
workers. we get a total unemployed-underemployed total of about 10.5 million
people. In short, the rate most accurately reflecting the situation in our labor
market Is over 11 percent, three percentage points higher than the official rate.

The fact that it was a statistical quirk that kept last munth's unemployment
rate tile same and that we can expect higher future rates was agreed to by Mr.
Shiskin, the BLS Commissioner. lie told the JEC last Friday that the February
employment figures provided no evidence that the worst recession since the de-
pression was coming to an end. The White House was in agreement as theirstatement said that the February figures "indicate continuing significant weak-
ness in labor markets."

The recession's Impact can be viewed in yet another way. Over the course
of this year, well over 20 million Americans will experience some unemploy-
ment. When dependents are counted, the lives of some 45--50 million Americans,
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nearly one-fourth of our population, will experience the anxiety and deprivations
of this recession In a very direct manner.

Surely the cost of loing unemployed cannot be accurately portrayed in statis-
tics (r in terns (if son, trade-off against price increases. It goes much deeper
than that. \Vhen you're working, you're producing and you're self-sufficient.
When you're laid off, the cause of most of the recent increase in unemployment,
you don't only lose a job and a secure income. As I said before, you are being told
youi are not needed. This violates the promise of Anwerica, a promise embedded
in a law of the land, the Employment Act of 1946. As Chairman of the Joint
Economic committeee , which was created by that Act to ensure "maximum em-
ployment." I pledge to do everything responsible to fulfill that l)romise for our
citizens.

I wish I could now brighten my countenance and tell you that these gloomy
statistics arv short-lived an(l the economy will soon be dramatically turned
around. But if I'n to stick by the facts, I can't do that. The simple fact is that
it is going to take quite some time to turu the economy aroun(l and get it operat-
ing at levels which will restore eeozfomic growth and substantially reduce
Ii nTemployment.

Therefore, the third reason we need a $30 billion tax cut is to shorten the
duration of the recession and the accompanying period of outrageously high
unemployment. As you, recall, the Administrat ion itself projects unemployment
averaging 8.1 percent in 1975, about 9 percent in 1976. and well above 7 percent
ini 1977. In view of the most recent unemi)loyment statistics which show a fall in
employment, it's clear that the Administration's projections are totally unrealis-
tic and under their present policies the Nation faces unemployment rates of
around 9 percent over the next few years. The Nation cannot face such high
rates of prolonged unemployment.

Allow me to quote what Henry Ford II told the Joint Economic Committee
about such prospects. "In my judgment, the American people will not and should
not accept policies that would lead to nearly 7 percent unemployment as late as
1978, as the Administration ha.; projected." Philip Klutznick, the Chairman of the
Research and Policy Committee of the Committee for Economic Development, had
similar views, saying: ". . . the scenario depicted by these figures is neither In-
evitable nor tolerable. It virtually accepts stagnation as the basis for policy
planning."

The final blow comes in terms of the output lost under these circumstances,
which is the fourth point supporting a large tax cut. By their own estimates,
the Administration states that the GNP, in 1974 dollars, will fall some $1'/ tril-
lion below potential between now and 1980. That's like saying we're willing to let
this year's entire output of goods and services go down the tubes. I can't even
comprehend being able to accept such a prospect.

My fellow colleagues. I submit to you that a $30 billion tax cut pales in com-
parison to this tremen(lous loss to our economy. There is a lot of talk about the
Nation not being able to "afford" a large tax cut and its resulting higher deficit,
but I ani sorry to say that I do not hear enough talk on the fact, the clear fact,
that the Nation cannot afford such a loss of output. We are all aware of the
need for many industries to expand in the coming years, particularly utilities
and those in the energy area. I can assure you that this Nation will be In a real
energy crisis and face severe shortages in the near future unless we restore
real economic growth this year and take measures to maintain it thereafter.

Having mentioned the deficit, I wish to say a few words about it since there
Is much confusion con(cerning its size and impact. The main point is that the
$53.5 billion deficit for fiscal 1975 is caused by the recession, not excL..sive govern-
nment spending. For example. if we maintained the level of unemployment of
1974, about 5112 percent, the Federal Government would collect about $40 billion
more in tax revenues than we will actually collect. Tile deficit will also be larger
because the Federal G'overnment will spend over $20 million for income support
for the unemployed. These two facts account for the large deficits, which means
that very little of the current deficit is due to new Federal spending unrelated
to tile recession.

Looked at another way, if we were operating at 4 percent unemployment, we
would not have to worry about a deficit at all but would enjoy a $17 billion
surplus in fiscal year 1975 and a $12 billion surplus in fiscal year 1976 according
to the Administration's own estimates.

So, I just cannot buy, and I hope my Senate colleagues will not either, all
the talk about being horrified by the size of the deficit. Let us rather be horri-
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fled about, and take action on, the tremendous waste of human and capital
resources presently taking place. Looking at the short-term loss of output we
are in the midst of right now, this waste is going to cost this Nation, by not
operating at 4 percent unemployment over the 3 years 1974. 1975, and 1976, the
stAggering sum of $600 billion. The size of the deficit should always be corn-
pared to the aniount of goods and services which are lost to America forever.

Gardiner Ackley, former Chairman of the Council of Economic Advisers,
summed up tie significance of the deficit's size quite well :

"The fact is that only once in the past quarter century (in 1967 and 1968)
hMs the size of Federal deficits been other than insignificant-cxrecpt when, as
now, tax revenues were depressed by recession and high unemployment. And
the only legitimate complaint about the size of U.S. deficits in periods of reces-
sion is that they have been too small. The deficit is too small right now. That
is why we need a large tax cut.

I hope that I have now brought the deficit into proper perspective relative
to the size of the economy and the lost output due to recession. The other area to
examine, which also spreads a lot of fear, is what does the impact of such a
la rge deficit do folrices.

Iet me make the answer short and ('lear. In the present situation of great
excess capacity. idle resources and reduced private credit demands, a large
deficit will not be at all inflationary. I will again let witnesses before the JEC
support the case for me. Thsee three men are highly respected and from quite
different positions of responsibility:
Philip Klutznick

"It is difficult to agree with the Administration's apparent premise that the
preferred pattern of economic revival should be one of relatively slow growth
in real economic activity over the next two years (averaging around 5 per-
cent ), with an accelerated rate of expansion later in the decade. It would make
much more sense to encourage a more rapid economic revival in the near-term
future-when the economy will still be far below capacity levels and inflation-
ary risks from rising demand will lie relatively small-and then to aim for more
mclderate expansion rates once (he economy moves-closer to high employment."

llcnry Ford II
"As long as our economy has so much unemployment and so much unused

capacity, there iR little risk that lower taxes and a Isgger money supply will
lead to still higher prices rather than more real growth. Timing is crucial. The
way to get recovery without sowing the seeds of future inflation is not to take
weak action to stimulate the economy, but to take vigorous action quickly, and
to en(i it just as quickly when the need has passed."

Albert Rccs
..Even if appropriate monetary and fiscal policy combined with the natural re-

cuperative forces of the economy produces an upturn in economic activity in the
second half of 1975, I would expect the rate of inflation still to be declining at
the end of the year. The slack and excess capacity that are checking the rise in
prices will not be immediately removed by an upturn-in the great majority of
industries slack will persist for some time into the recovery."

To sum up, if we want to truly combat inflation, economic growth, not reces-
sion, is the answer. Such growth Inevitably brings with it productivity increases
which in turn will lower unit labor costs, costs which have skyrocketed due to
the unprecedented decreases in productivity over the last 7 quarters. Recession
does fuel inflation. Thus, those committed to fighting inflation should also lend
their support to stimulating the economy toward a healthy economic growth
path.

Up to this point, I have not even mentioned the specific provisions of my bill.
This is because I feel so strongly that the first priority must be to get a large
enough tax cut. After this point is iogree(l upon, then the sl)ecifics of the tax
package can be considered. Let me now briefly describe the provisions of my bill
and the distribution of its tax relief.

The rebates that individuals will receive under my bill will be based on the
following structure. The rebate will be 12 peteent of 1974 income tax liabilities,
with a $100 minimum and a $250 maximum. The maximum rebate is reduced by
$1.50 for every $100 of adjusted gross income between $20,000 and $30,000. Thus,
the rebate to those with income levels over 30.000 will be $100. The ceiling and
phase-down features allow one-third of the rebate to go to those with less than
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$10,000 of adjusted gross income, while 85 percent of the rebate goes to those
with less than $20,000 incomes.

The $171., billion reduction in withholding taxes on 1975 incomes occurs
through four provisions. The combination of provisions, which were carefully
drawn up to adhere to the four principles I cited earlier are as follows:

First, reduce taxes for low-income taxpayers by $2.5 billion, by increasing the
low-income allowance from $1,300 to $2,000. This would help the lowest income
level taxpayer.

Second, reduce taxes $1.2 billion for those who do not itemize their deductions,
by increasing the standard deduction from the present 15 percent of adjusted
gross income, with a maximum deduction of $2.000 to 17 percent and a maximum
of $2 500. In addition to aiding low and middle income taxpayers, this change
would also have the advantage of simplifying tax filing.

Third,-reduce taxes 4.3 billion for individuals at all income levels by increas-
ing the present personal exeml)tion from $750 to $S50. This change would focus
benefits on the middle-income taxpayer who has also been hard hit by inflation.

Those three I)rovisimns have much the same impact as the Ways and Means
bill. The slight difference is that the increase in the exemption provides somewhat
more relief to middle and upper income groups. The major difference under my
bill. which makes it larger than the Ways and Means bill, is the following tax
credit provision.

Fourth, reduce taxes $10 billion for workers through a refundable tax credit
equal to 1.5 percent of wages up to $14,100 income. That is the figure on which
tax is paid under social security. This change would benefit all workers up to
the maximum level of payroll taxes and be financed from general revenues.

A fifth provision is to expand business investment sectors by increasing the
investment tax credit from 7 percent to 10 percent for all businesses, including
utilities.

Taken together, these provisions of The Tax Relief Act constitute a $20 billion
package which provides relief to all taxpayers. I feel that it is not only equitable,
but e(omomically sound, in that the bulk of the tax relief, 75 percent, goes to those
making $20,000 or less. However, I also feel that a strength of my bill is that
it does provide a modest rate of relief to higher income taxpayers as well, for
they too have been pulled into higher tax brackets by inflation and, therefore,
deserve some adjustment in their taxes.

The exact way in which this package provides tax relief to various income
groups is shown in table I which is attached at the end of this testimony. To be
more specific, and to indicate exactly how much more disposable income a family
of four will have in 1975 under the withholding tax cuts in my bill, table 2 shown
these additional disposable income amounts for families at different income
levels.

For example. a family at the $10,000 level will have $277 more income in 1975,
a reduction of nearly one-third In their taxes. The table also shows the great
amount of relief provided to the average family at the $5.000 income level, which
will not ,nly have no taxes to pay but actually receives some money through
the refundable tax credit.

Finally, table 3 provides the final summary of what the average family, at
different income levels, can expect to receive in increased disposable income in
1975 if my bill is enacted.

A family of four with a $10,000 income which would have received $104 under
the President's program, will have at its disposal an additional $31 in 1975
under my hill.

I am sure you will agree that these provisions are quite simple and could be
Implemented quickly since four of the five are simply extending current provisions
in the tax law. The word "novel" provision is a tax credit of 11/2 percent on the
first $14.100 of earned income. which, as the Chairman well recognizes, is simply
a modification of his work-bonus proposal, having a lower rate but higher base. In
effect, this returns to workers a part of their social security payroll taxes. With-
out disturbing the social security system, since it is financed by general revenues,
it effectively reduces the burden of the regressive payroll tax and concentrates
the tax relief In the bottom half of the income distribution.

The final l)rlnciple my bill meets is that it will not erode the long-run revenue
capacity of the tax system. This raises the whole question of timing which is
crucial to the tax bill Congress; passes. Virtually all of the JEC witnesses have
argued that the tax cut should include permanent provisions in addition to the
rebate. This advice came not only from well-known liberals like Charles Schultze,



196

Gardiner Ackley and George Perry, but also from such very responsible conserv-
atives as Paul McCracken and Hendrik Houthakker.

I fully agree with the need for a permanent tax cut, both to sustain the recovery
once it begins and also to correct for the inflation-induced tax Increases of the
last two years which have increased people's money income, pushed them Into
higher tax brackets while their deduction and exemption amounts have been
eroded. Nevertheless, in order to protect against any possibility of eroding the
revenue raising capacity of the tax system, my bill says that all of the provisions
will end December 31, 1976. I do foresee, however, that tax reform measures
which I expect to occur in the next two years will allow for the increases in the
low income allowance, standard deduction and exemption levels to become perma-
nent. In other words, the two credit provisions will terminate at the end of 1976
for sure, while I expect the other three provisions to be permanent increases.

Thus, my overall tax relief-stimulus scenario goes as follows. In 1975, $30
billion of urgently needed tax stimulus will be provided. This will be followed
in 1976 by $20 billion which, because of the termination of the tax credits, will
go to a level of $10 billion in 1977 and thereafter. This 30-20-10 combination
seems to provide an optimal combination of Initial and sustaining stimulus, as
well as providing appropriate adjustments in the deduction and exemption levels.

I have presented such a lengthy statement because I feel so strongly that this
country is in an economic crisis and that there are strong, compelling economic
arguments which Indicate the need for a large tax cut, both this year and con-
tinuing Into 192'6.' I want the Senate to enact a measure that will stop Art
Okun's dire statement from becoming a reality: "It becomes ever more likely
that the history books will record this episode as it depressIon rather than a
recession." This does not have to be the case If Congress, in the next few weeks,
takes the apnropriate action. And that final action start, 'ith this Committee.
I am sure that the distinguished members of this Committee will respond to
this great challenge and resnonsibilitv and help make 1975 the turning point
on the road to sustained prosperity and full employment.

TABLE I.-DISTRIBUTION OF WITHHOLDING TAX REDUCTIONS BY ADJUSTED GROSS INCOME CLASS

Amount of tax I Tax reduction I
- Percentage

Present Percent reduction
Adjusted gross Income class law Revision Amount distribution in tax

Undir $5.OCO ......................... $1.7 $0.01 $1.6 9.2 96.0
$50O tn St0000 12.0 7.9 4.1 23.1 34.2
$10,00'1 tn 1 ,000.................. . 21.2 17.2 3.9 22.2 18.6
$15,00'1 to $20,000 ..................... 23.8 20.3 3.6 20.0 14.9
$20,0GO to S25,000 ..................... 20.8 18.7 2.1 11.8 10.1
s5,000 to $50,000 --------------------- 34.1 32.1 2.0 11.4 5.9
$50,00 and over ...................... 29.9 29.5 .4 2.3 1.4

Total .......................... 143.6 125.9 17.6 100.0 12.4

I Dollar amounts in billions.

Source: Brookings Institution.

TABLE 2.-DISTRIBUTION OF WITHHOLDING TAX SAVINGS FOR FAMILY OF 4

Tax
Tax under Total saving as

Present Humphrey tax percent of
Adjusted gross Income tax plan saving present tax

5,0 ......................... -$72 $170 173.5
74000... 129 273 67.9
10000-------------.. .... --------------- -867 590 277 31.0

15,000.. 1, 699 1,400 299 17.6
20,000--------------------------------.. 2,660 2,349 311 11.7

Source: Brookings Institution.
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TABLE 3.-Total tax ratings for family of 4
Tool taz

Adjusted gross Income: avings
$5,000 ........ .- $270
$7,000 ---------------------------------------------- 373
$10,000 -------------------------------------------- 387
$15,000 -------------------------------------------- 503
$20,000 -------------------------------------------- 561

Senator NEtsoN. The chairman of the committee, Senator Long, has
suggested that we recess until 2:30, so the committee will stand in re-
cess until 2:30.

The first witness at 2:30 will be Charles L. Brown, executive vice
)resident and financial officer of the American Telephone & Telegraph

Co.
[Whereupon. at 1 :20 p.m., the committee recesse(1. to reconvene at.

2:30 p.m., the same day.]

AFTERNOON SESSION

The CHAIRMAN presidingg. This hearing will come to order.
Mr. Brown, I will try to see to it that your views are well under-

stood by all members of the committee. As you know, the entire state-
ment will be printed and available to them.

STATEMENT OF CHARLES L. BROWN, EXECUTIVE VICE PRESIDENT
AND FINANCIAL OFFICER, AMERICAN TELEPHONE & TELEGRAPH
CO.

Mr. BROWN. Thank you, Mr. Chairman. I appreciate the opportun-
ity to appear before your committee because I think this Tax Reduc-
tion Act, is very significant. I am sure it is going to prove to be a
vitally important part of the overall Government program to accom-
plish the national aims.

I intend to keep my remarks here very brief because I know you
have a very full schedule. I have, as you know, a more detailed state-
ment which I have made available for the committee. My remarks will
be limited to the provisions of the house bill which provides for in-
creasing the investment tax credit to 10 l)ercent, an increase of 3
percentage points for all unregulated business and 6 percentage points
for utilities generally.

Section 301 (c). however, of the House bill contains a specific limita-
tion that no single utility company can receive more than $100 million
from the increased investment tax credit. We are vitally concerned
about this particular limitation in the House bill.

The record there clearly shows that the House intended the limita-
tion to apI)ly in practical effect only to the. Bell Telephone System. On
its face it seems to be unfair and patently discriminatory. The practi-
cal effect of this kind of a limitation is shocking. It means that the
Bell Telephone System has been singled out to receive the investment
tax incentive at a rate only one-half 6f that being given to all other
taxpayers in the country. The 4-percent credit allowed to the Bell
System under the present law phls the $100 million increased tax
credit produces an effective tax credit rate for the Bell System of about
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5 percent, compared with a 10-percent. rate for all other taxpayers in
the country.

Tihe apparent reaSonlin -n tile llouse, in singling out tile Bell Svs-
tem for this (liscriminatorv treatment. is that dollar amounts are iln-
ordinately large for a single taxpayer. But the Bell Telephone Systemis a very large taxpayer ai( a large Ceil)loy'. 'l'lis is a tOxl)ayer

which is fa<ed with Ige exl)en(lit ures for tle purpose of supplying
most of the telecomnmimications 'rviees to the United States. The
practical effect of the S{IO million limitation is not really to pellalize
a large corporation which some may think can afford it. The practical
effect is to tax directly some ;)7 tnillion telephone useis. For tle plant
to be purchased in 19;7, for example. those ordinary telejllofle users,
and only Boll System telephone user;. will be feeling the effects of
some $417 million ill their telephone bills over the life of t hat plant.

I'le third effect. aside from the raw discrilillnation and the taxing
of telephone users, involves the large, sums necessary to fulfill the
demand for telephone service in this country.

Ou1r ellrrent est'lllates call for the Bell Sv'st em to spend al)out $9.9
billion it1 1975 and another $10.6 billion inl 1976. over %20 billion of
new Bell Systei capital requirements ill the troublesome 1975-76
period. We cannot. finance re(luirements in this magnilituide from in-
ternally generated funds. 'We must go to the capital markets. The Bell
System will have to seek close to $8 billion of external capital during
this time period. The construction paid for by this capital will act. to
l)rovide jobs and increase productivityy through modernization.

We surely have no monopoly in these capital markets. We compete
for investor funds with everyone else. including tile massive neeIs of
tie Federal Government. Tdo (1 so with one hand tied behind our back
in the form of a penalty applied only to us seems not only unfair but
dangerous for the long term health of this business.

One of the factors which brings coitsileration of tie investment tax
cred t changes to the countrv"s attention at this time is the dire
problem of money raising," in the electric utility inliistry. There have
been wholesole (low',radings of creli t ratiiigs of l)ow-el companies.
Some of them have not been able to sell stock or bonds to meet service
needs and others pay crippling rates and nearly all have cut back thwir
planned expenditures.

The CIIAIRn. M.1r Brown, if you ha ae no objection. would von
mind too much if we just printed your statement ill fill in tile reco'rl ?
I would like to ask some questions based on your statement. I have
read it.

Mr. Birow.. All ricrht.
Tie CrAIRH, A.tx. The first thing I want to ask about is just a matter

of protocol. You are the executive vice president and chief financial
officer. We have been spoiled up liere. We are used to talking to peol)le
like the Secretary of the Treasury of the Inited States. We havo
sometimes postponed hearings until the Secretary thought ie could
come down here, and we are accustomed to seeing l)eol)le like Henry
Ford and Lynn Townsend ad(l George Meany down here.

What are you doing with the chairman of your board-saving
him to talk with the President about this matter ?

Mr. BROWN. No. sir. I hope the chairman of our company can talk
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with you on Friday. He has asked for an audience with you on Friday.
Ile is unable to come today.

Tie Ch1AIRMAt.-. I am not talking about meeting with him personal-
ly. I just thought that it would be nice since this matter is really im-
I)ortant to his company, if the committee had the pleasure of meeting
with the chairman of the board and the chief executive officer of that
company.

Now it may be that. protocol in your company means he only does
business at the United Nations or over at the White House, but I do
not know of anybody else who takes quite that view. I admit you are
the largest company in America, but is there some reason why he could
not be here.

Mr. BiowN. No, sir. If you would like him to be here, I am sure he
will.

The CI IA-x. ell, I would just like to meet the man. He has a
big plant in Louisiana. I would like to see who the chief executive
officer of the company is.

Mr. BROAWN. All right, sit-. I am sure, he would be glad to meet you
and I am sure he would be glad to appear before this committee.

The CIIAIR.LX. I say that with no affront; I hope it would be
accepted in the spirit it was intended. I would like to meet the chair-
man of your board. I would like to have a chance to ask him a question
sometime.

Mr. BRoWN. All right, sir. I know he would like to meet you.
Senator BYRD. Mr. Chairman.
The CHAIRMAX. Yes, sir.
Mr. BROWN. I think Senator Byrd knows him.
Senator BYrD. May I say I know the chairman quite well. He is an

outstanding man. fe is a Virginian. He is a graduate of Virginia
Military Institute. But. I am like you. I think it would be most ap-
propriate for him to testify before this committee.

But I want to say he is an outstanding man. I would like to see him
before this committee and I join the chairman in that regard.

The C1IIRIMAN. Well, you came here to complain about discrimina-
tion. I want to complain about discrimination. I am not irritated about
the fact that Harry Byrd knows the man very well. I would just
like to meet whoever the fellow is that is the chief executive officer
of this great company. I am sure he is a fine man and a man we would
all like to know. And I think you might be able to speak for the com-
pany better than he can, but'I would like to find out whether it is
true or not.

Mr. Bnow.N. I certainly would not want that to get around, Senator.
The CI.%RtfI,\N. Now" point No. 2 that occurs to me is this: It

seems to me that when we started out with this investment tax
credit, we really should have started with something that would en-
courage employee stock ownershi'), especially in view of the fact that
this investment tax credit is not like (lepreciation; it is not something
we are giving somebody to offset an expense that actually exists. This
is an incentive to hell) business buy new equipment and new plants.

Now I very much favor the concept that we ought to move toward
employee stock ownership insofar as we can. As I understand it, your
company has an employee stock ownership arrangement itself that
it is rather proud of, but I like the idea that we ought to have the
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type of employee stock ownership Mr. Kelso is going to advocate here
as the next witness, that all workers for a coml)anv-particularly if
they stay there long enough-should have a little stock in the company
if they do good work over a period of time. I am going to offer amend-
ments on this bill to try to see to it that some of this investment tax
credit. finds its way into stock in the hands of tie workers as well as
the shareholders. I just think that the people who work for a company
ought to own stock in it, as well as those who inherited it or who
bought it or who, by virtue of judgment of a trustee of a pension plan,
might have bought'some, which is indirectly for their advantage.

If we go along with your company and increase this limit, so that
your company gets more in terms of dollarss thztn anybody else out
of the investment tax credit, can your company go along with an
arrangement whereby a condition of that tax credit would be that
some portion of this should find its way into employee stock owner-
ship? 1 mean under a )lan here they do not have to contribute to it,
they get it the same way your shareholders get it. just as a gratuity.

Mr. BRoWN. *Mr. Chairman, we, as you know, think very highly of
employee stock ownership. We have had employee stock l)lans all
through the late 1950's and early 1960's and about 85 percent of our
employees were l)uying stock under that plan.

Currently, we have a different plan under which about 45 percent
of the people who are eligible are buying stock in the American
Telephone and I'elegraph Co. So I think your sentiments are well
founded. You would find endorsement on our part of advance- em-
ployee ownership of stock. And I (1o not know exactly the terms under
which you are sl)eaking here, but on a broad basis I would think we
would be very favorable to that.

The CHAIR-MANN. Here is the kind of suggestion I have been making.
I have been suggesting, that on any liberalization that we provide for
the investment, tax credit, that 25 percent of that ought to find its
way into an employee stock ownership arrangement. 75 p recent of it
for management, and 25 percent into employee stock ownership. 'Where
we find ourselves using some device that has a tax advantae to some-
one, especially a large company, we will try to see that about 25
percent of it finds its way into eml)lovee stock ownership.

The kind of plan I like is where all employees would get at least
some of it. It might not be but a share but thev would at least have
some. And that, I think, has a tremendous potential for increasing
the amount of capital available becausee I believe that if this thotuz.ht
catches on, it has great potential for finding a lot of additional capital
in business.

I know as far as your company is concerned, it would be iust a lot
easier to sell the amendment vou want if we can show that this rep-
resents a long, forward stride'in the context of employee stock owner-
ship, if only on a trial basis to see how it works. If it is a !rood idea.the chances are it will catch on. If it is not a very good idea, well, it
would be like a lot of others that did not prove to be very good. It
tended to drop by the wayside.

Mr. BROWN. Well, as you know, we have a very wide stockholder
body. I think we have more stockholders than any corporation in the
world. We certainly have a great many employees.
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The CfA1R'fA,. All I am trying to do is get you a few more. Would
you favor the idea of having more stockholders .

M r. BROWN. Yes, sir', I would.
The CIRMA AN,,. Thank you very much. Senator Byrd.
Senator BYRD. No questions.
The CIAui1r.Cx. Thank you very much for your presentation, and

in view of the last answer, you can be sure, as far as I am concerned,
it will be very carefully considered by the committee.

Thank you so much.
Mr. Bn(owNv. Thank you, Mr. Chairman.
[The prepared statement of Mr. Brown follows:]

PREPARED STATEMENT OF CHARLFS L. BROWN, EXECUTIVE VICE PRESIDENT AND

CHhIEF FINANCIAL. OFFICER. AMERICAN TELYiPONE AND TELEGRAPH CO.

SUMMARY

It is respectfully urged that ,Section 301(c) of H.R. 2166, The Tax Reduction
Act of 1975, be deleted before this legislation is enactcd into law.

The proposed Tax Reduction Act of 1975 is important legislation, and the pro-
visions to increase the investment tax credit for all businesses to 10% should
prove to tie a vitally important part of the overall governmental program for re-
newing strength in the economy.

However, Section 301(c) of the House Bill provides a specific limitation that no
single utility company can receive more than $100 million from the increased In-
vestment credit rate. We are ritally concerned about this 8peciflc limitation in the
lb0use Bill:

1. It is Patently Discrintinatory
The record clearly shows that the House intended that the limitation would

apply in practical effect only to the Bell System. In practical effect, the Bell Sys-
teni has been singled out to receive the investment tax incentive at a rate only
one-half that being given to all other taxpayers in the country.
2. It IMposes a Penalty on Telephonw Consuiers

The apparent reasoning in the House, in singling out the Bell System for this
discriminatory treatment, is that the dollar amounts are large, arguably too large
for a single taxpayer. But the Bell System is a very large taxpayer and a large
employer. It is faced with huge expenditures to supply most of the telecommunica-
tion services to the United States. The practical effect of the $100 million limita-
tion is to tax directly some 57 million telephone customers. For the plant to be
purchased in 1975. for example, those ordinary telephone customers-and only
Bell System telephone users-will be feeling the effects of $440 million in their
telephone bills over the life of that plant.
3. It will Seriously llinder Bell System Efforts to' Meet National Demand

The communications needs of the country require continuing, and enormous,
infusions of new capital.

Current Bell System estimates call for construction programs totaling over $20
billion in the troublesome time period lying immediately ahead for the Nation-
this is through 1976. The Bell System cannot finance requirements in this magni-
tide wholly from internally generated funds. It must go to the capital markets.
The Bell System will have to seek close to $8 billion of external capital during
this time period. The construction paid for by this capital will act to provide Jobs
and to increase productivity through modernization.

The Bell System has no monopoly in those capital markets. It competes for in-
vestor funds with everyone else-including the Federal Government. To do so
with a penalty applied only to it, seems not only unfair but dangerous to the
long-term health of this business.

One of the factors which brings consideration of the investment tax credit
changes to the country's attention now is the dire problem of money raising in
the electric utility industry. The Bell System also is now beginning to run out of
financing options. And the demands of the telephone-using public force the Bell
System to go to the capital markets inexorably and for large amounts. If the
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discriminatory limitation is removed and the law gives it the opportunity to com-
pete in these markets on the same basis as anyone else, the Bell System can do
its Job of providing telephone service where and when it is needed.

STATEMENT

This statement is respectfully submitted on behalf of the Bell System in-
cluding all of Its Operating Telephone Companies. The names of Bell System
telephone companies are listed on Attachment A to this statement.

My comments are addressed to provisions of H.R. 2166. The 'Tax Reduction Act
of M9i5, as passed by the House on February 27, M9i5 and presently before this
Committee, relating to the proposed increase in the investment tax credit rate
to 10%.

The Bell System believes that increasing the tax credit rate to 10% for all
industry, including utilities, will prove a very important measure for overcoming
the problems currently depressing the economy. I believe it is now widely recog-
nized that the investment tax credit is an effective means to stimulate economic
growth, enhance productivity and assure full employment opportunities. This
has been recognized by the Congress on repeated occasions and it is certainly
endorsed by the Administration. We favor enactment of the general proposal to
raise the tax credit rate to 10%.

We are, however, vitally concerned about one specific provision in the House
bill; and that is with respect to Section 301(c) of 11.11. 2166 which would limit
to $100 million the additional investment tax credit available to public utilities.

Proposed Section 301 (o) Patently Discriminatory
Tie record clearly shows that the House intended that the $100 million limita-

tion provided for in Section 301(c) would apply in practical effect only to the
Bell System.

On its face, such a limitation is patently discriminatory. Indeed, the practical
effect of the special limitation is shocking, since it means that, as a practical
matter, the Bell System has been singled out to receive the investment tax in-
centive at a rate only onc-half that being given to all other taxpayers in the
country. This is the practical effect because the 4% credit rate allowed to the
Bell System under present law plus the $100 million increased tax credit pro-
duces an effcctivc tax credit rate for the Bell System of about 5%. compared with
the 10% rate that would be allotted to all other taxpayers under the provisions of
the House bill.

Tile practical effect of the $100 million limitation is, however, more than simply
discriminatory. I submit that this limitation cannot be justifled on any straight-
forward sound economic basis. To restrict the investment tax credit incentive in
the case of the Bell System will have two other obvious consequences.

Penalty on Tclephonc Consumers
The apparent reasoning in the House, in singling out the Bell System for this

discriminatory treatment, is tha the dollar amounts are large, arguably too large
for a single taxpayer. But the Bell System im a very large taxpayer and a large
employer. This is a taxpayer which is faced with huge expenditures for the
purpose of supplying most of the telecommunication services to the United
States.

The practical effect of the $100 million limitation is not really to penalize a
large corporation which some may think can afford it. The practical effect i8 to
tar directly some 57 million telephone customers. For the plant to be purchased
in 1975. for example, those ordinary telephone customers will he feeling the
effects of $440 million in their telephone bills over the life of that plant.

Removal of this limitation would inure to the benefit of consumers. These bene-
fits arise in three ways. First, the investment credit reduces telephone company
tax expense, and these tax savings are passed along to our customers over the
life of the property. The limitation prevents our customers from having this
benefit. In short, the investment credit directly reduces the cost of telephone
service over the life of the plant: the $100 million limitation will deny Bell
System customers -and only Bell ,gjatem cuistomrR-the advantage of these
savings. Second. the availability of the tax credit mitigates the pressure of rais-
ing the substantial amounts needed to provide telephone service. Third, the
,timulation of modernization programs, enhanced by the investment credit, with
the resulting improvement in productivity, reduces costs to tile telephone user.
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Proposed Section 801(o) Will Seriously Hinder Bell System Efforts to Meet
National Demand

The communications needs of the country require continuing and enormous,
infusions of new capital.

Our current estimates call for Bell System construction programs of $9.9
billion in 1975 and another $10.6 billion in 1976. This totals to over $20 billion
of new Bell System capital requirements in the troublesome time period lying
immediately ahead for the Nation; that is through 1970. A related consideration
is that telephone company plant has to.be built well in advance of the needs of
other segments of the economy, if it is to be ready for service when needed to
support activity In the business sector and otherwise meet all demands as re-
newed real growth begins to take place again in our Nation.

In the last six nionths or so, Bell System construction plans for 1975-76 have
been sharply reduce(], by over $1 billion, and indications are that additional sig-
nificant reductions may be made. 3ore importantly, perhaps, our present con-
struction plans in "real" terms for this year and next are significantly below
last year's investment level.

Based on current economic forecasts we believe the Bell System's investment
program is adequate to meet 1975 demand, but for the period into 1976 it is much
less clear. The $10.6 billion program for 1976 falls in the middle of our forecasted
demand probability range, which we estimate could swing from a low of $9.0
billion to a probability high of $11.2 billion, depending on the strength of the
Nation's economic recovery. If demand were to apl)roach this higher probability
level, Bell System investment requirements could be significantly higher than
presently estimated.

There is no doubt but that the Lill 10% investment tax credit if available to
the Bell System, would directly serve to assure that vital communications plant
will be in place and ready for service as needed.

Moreover, the additional investment credit, beyond assuring that basic demand
can le met, Will also help us in our modernization projects. This is the considera-
tion that provides long-term economic benefits.

Furthermore, looking out over the uncertain period ahead into 1976, I think
it can be said with certainty that the removal of the $100 million limitation will
directly serve to supply job opportunities. While it is difficult to estimate with
certainty, in a business as large as ours, the numbers and types of such jobs
that I am talking about, our internal studies indicate that at least 10,000 Job
opportunities could well be involved in the uncertain period ahead through 1976.
These Job opportunities range from production jobs to supervisory and support
jobs in Western Electric and in Operating Telephone Companies through the
Nation. Beyond this, additional jobs in unknown quantities would result from
Western Electric purchases from suppliers and contractors outside the Bell
System.

The primary point I want to emphasize is that we cannot feasibly finance re.
quirements in this magnitude wholly from internally generated Bell System
funds. We must go to the capital markets. The Bell System will have to seek close
to $8 billion of ('xtcrlal capital during this time period.

We have no monopoly in those capital markets. We compete for investor funds
with everyone else-including the Federal Government. To do so with one hand
tied behind our back, in the form of i penalty applied only to us, seems not only
unfair but dangerous to the long-term health of this business. Government demand
on the capital markets to finance the large Federal budget deficits, resulting in
part from fis-al policy measures to stinulate the economy, in itself will be a factor
that will make Bell System capital planning much more difficult.

The Bell System is a very significant factor in the total requirement of the
private sector. Bell System debt requirements constitute over 10% of the total
corporate sector aside from financial institutions. But time fact is that the Bell
System stands on the threshold of tile loss of its good credit rating. This is true for
several Bell System companies and AT&T itself faces a similar fate absent imme-
d(ate new infusions of equity capital. The price of our stock remains under book
value despite three years of sustained earnings growth. It now appears that over
the near tern our financing options will of necessity be limited to a choice of un-
des lrable alternatives as we attempt to balance our credit rating against new
comnion equity brought in below book value. Under these circumstances it has
become essential that the Bell System limit the amount of financing undertaken
to the minlinum.

48-493 () - 75 - 14
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It would be a serious mistake if the Congress did not fully appreciate the very
real problems the Bell System faces in planning these new capital investment
programs. The fact is that the Bell System, as a matter of basic policy, Is exer-
cising stringent control over all new construction plans, keeping them as tight as
reasonable forecasts of requirements allow. Financing limitations press upon us.
The critical situation we are now facing requires ever closer scrutiny, and it may
be that, absent improved earnings in the near term, we will simply be unable to
afford to do everything that needs to be done in the area of communications serv-
ice. This hurts the overall economy in the long run, and in the shorter run means
that we may require fewer construction workers and hence fewer jobs.

One of the factors which brings consideration of the investment tax credit
changes to the country's attention now is the dire problem of money raising in
the electric utility industry. There have been wholesale downgradings of credit
ratings of power companies. Some of them have not been able to sell stock or
bonds to meet service demand. Others pay crippling rates and nearly all have
cut back planned expenditures-partly because of the difficulty of raising the
money. The Bell System has been able to borrow money in these times because
of a past conservative financial structure. But the borrowing has not been without
serious effects. We are now at a debt ratio of nearly 50%. Some of our Operating
Telephone Companies have already been downgraded in credit rating. And there
is clear evident e that others, including AT&T itself, are in Jeopardy of losing
their AAA credit ratings.

My point is, of course, that the Bell System is not now financially sick :s are
some power companies. But we are running out of financing options. And the
demands of the telephone-using public force us to go to tle capital markets
inexorably and for large amounts. If the discriminatory $100 million limitation is
removed, and the law gives us the opportunity to compete in these markets on
the same basis as anyone else, and if we are not forced to increase our draw
from these markets by virtue of this discriminatory investment tax credit
provision, we can do our Job of providing telephone service where and when it
is needed. The Bell System hopes that it will never be in the position where it
must make a rescue plea because of being forced to cut back on needed construc-
tion expenditures for new plant.

To conclude, the full 10% investment tax credit rate is very important to the
Bell System.

We will use it meaningfully with every best effort to fulfill the purposes of the
Tax Reduction Act of 1975. The full 10% credit, without arbitrary restriction,
will give the Be!l System the necessary flexibility to plan construction programs
in these difficult times that will assure full job opportunity in the telecomnmuni-
cations sector of the economy, that will assure that basic telecommunications
plant will be ready for use when needed, and that will tend to reduce consumer
costs in inflationary times.

Section 301(c) of the House bill, should be deleted before H.R. 2166 is enacted
into law. In 'umminary:

The $100 million limitation provision was designed to affect only one
company and is unfair and discriminatory:

The penalty would be applied directly against 5"i -lioneW1l System con-
sumers, because all investment tax credit dollars are used to reduce the
amount of money we need to charge the ordinary telephone user.

The provision would seriously hinder us in the capital markets and Is
typical of the problem which has financially crippled many power companies.

I respectfully urge this Committee to delete Section 301(c) from the provisions
of H.R. 2166.

ATrACHMENT A
BELL SYSTEM COMPANIES

American Telephone and Telegraph Company
The Bell Telephone Company of Pennsylvania
Bell Telephone Laboratories, Incorporated
The Chesapeake and Potomac Telephone Companies
Cincinnati Bell, Inc.-
Illinois Bell Telephone Company
Indiana Bell Telephone Company, Incorporated
Michigan Bell Telephone Company
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The Mountain States Telephone and Telegraph Company
New England Telephone and Telegraph Company
New Jersey Bell Telephone Company
New York Telephone Company
Northwestern Bell Telephone Company
The Ohio Bell Telephone Company
Pacific Northwest Bell Telephone Company
The Pacific Telephone and Telegraph Company
South Central Bell Telephone Company
i'outhern Bell Te'ephone and Telegraph Company
The Southern New England Telephone Company
Southwestern Bell Telephone Company
Western Electric Company, Incorporated
Wisconsin Telephone Company

The C1ArRM.%.A.,.. The next witness is .M[r. Louis Kelso. chief economist
al general counsel of Bangert & Co., investment bankers of San
Francisco, accoml)anied by Mr. Norman K1urland.

STATEMENT OF LOUIS 0. KELSO-CHIEF ECONOMIST AND GENERAL
COUNSEL OF BANGERT & CO., INC., INVESTMENT BANKERS, SAN
FRANCISCO, ACCOMPANIED BY NORMAN G. KURLAND, WASH-
INGTON COUNSEL OF BANGERT & CO., INC., INVESTMENT
BANKERS

Mr. KELso. Mr. Chairman. members of the committee, we are most
pleased to have the opportunity to be here and speak to you today.

We have lprel)ared a packet of written testimony which, if you agree,
will just be included in the record. We will not take the tine to read
it here.

The CHAIRMAN. We will do that. Your statement will be printed.
Mr. K:I.so. I need not review before this most knowledgeable com-

mittee the evidence that our economy is not working. Certainly.
Senator lhumplrey this morning pointed to much of the evidence that
our economy is failing. Nor, as Leonard Silk, one of our most.
distinguished economic writers and a member of the board of editors
of the New York Times, underscored in a recent New York Times
Sunday Magazine article, need I repeat that economists in general
do not seem to know why it is not working well.

Mr. Kurland antd I expressly disassociate ourselves from this virtu-
ally unanimous body of economic confusion. We think we know what.
the chief source of ourl' economic malaise is and we think that the mem-
bers of this committee will have little difficulty agreeing with us once
we have pointed to the problem .

We wish to focus our testimony today on two specific pieces of
legislation, namely the investment tax credit portions of H.R. 2166,
which is being considered by this committee. and on a ivlated bill
that has not vet, come before the committee. H.R. 462. the Accelerated
Capital Fomnation Act of 1975. II.R. 462 was introduced into the
House Ways and Means Committee on January 14. 1975.

I think we will be able to show in a few moments that these two
pieces of leislation are very closel- rvlated. For your convenience we
lave incli(fed in the text of our written material'the text of our-pro-
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posed amendment to I.R. 2166, as appendix G, and the whole of H.R.
462, which is appendix I).

Let me first identify what seems to us to be the central defect in
the U.S. economy. Th production of economic goods and services is a
l)hysical activity. The consumption and distribution of economic goods
and services is a physical activity. The U.S. economy possesses the
physical capability to produce aln enormous amount of goods and
services. It possesses the physical capability of bringing into existence
an immeasurably greater amount, of productive power, vastly in ex-
cess of our lresent productivee power, sufficient in due time-we esti-
mate perhapss in 10 or 15 years--to plro(luce a much higher-general
standard of living for all of its consumers.

So we have a physical problem involving our capacity to expand our
productive output and we have a desire to consume the physical re-
suit. Thus, whatever defect that keeps us from living good economic
lives is clearly not in the physical order at all. Rather, it is
institutional.

The logic-as well as the morality of our private property market
economy-is that, pltoductive input into the economy by each consumer
unit is supposed to be the basis for productive outtake from the
economy, or personal income. Pay is the reward one receives for his
productive, work, his human inputs to production. Conceptually, pay is
pax, for productive input. Rent, dividends, royalties, what we might
call the -wages of capital" is pay for the use of that capital, pay that
an owner receives for the productive input of that capital. The break-
down in our economy comes from the failure of our economic in-
stitutions to adjust to technological change. We have not made our
peace yet with the machine.

Increasingly, since the beginning of the industrial revolution about
200 years ago, the relative proportions of the two economic input
factors-that is, the human factor, or labor, and the nonhuman factor,
or land, structures, and machines, or capital, whichever you would
like to call it--has been changing as the result of technological change.
Today, by our estimate, in purely physical terms, capital provides
the overwhelming bulk of the productive input into the economy
and labor only a minor portion.

But, and this is the arresting fact, a tiny fraction of the consumer
units own all of the productive capital in the economy, no more, as
a matter of fact, than 5 percent of those consumer units. Excerpts
from some of the most recent studies on this concentration of capital
ownership are included in our written testimony. Appendix A is a
recent study under the auslpices of the U.S. Catholic Conference,
entitled, "Poverty in American Democracy: A Study of Social
Power", and appendix H1 includes excerpts from the recent Wharton
School study which was published by the Department of Commerce
in its November issue of Survey of Current Bnsiness, entitled "Stock
Ownership in the United States: Characteristics and Trends."

All of the cinalitative studies of ownership of capital in the United
States since the TNEC reports back in the late 1930's show exactly-
the same thing. so there is no dispute on the evidence of concentrated
capital ownership whatsoever.
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Thus, if our analysis is right, 5 percent of the people in the United
States produce most of the goods and services because they own most
of the productive capital. The rest live mostly by governmental re-
distribution of income, open or disguised, and by welfare. And some-
times welfare is also disguised as well as open.

The investment credit is one of the governmental devices, I am
sorry to say, that has led to the superproductiveness of the rich and
the nonproductiveness or underproductiveness of the 95 percent of
consumer units who own no capital. Yet, we must all be perfectly
frank-the strength of our economy depends upon bringing into
existence an enormous amount of newly formed capital, at a rate
probably treble that of the last decade.

My estimate of the capital formation requirements of the next 10
years lies somewhere between $5 trillion and $7 trillion.

I would like to call your attention to diagram 1 in our written
testimony, which follows page 4. As this diagram very readily shows,
the investment credit simply makes the rich richer. The additional
tools that are bought with this direct subsidy from all taxpayers
become owned by this same group of stockholders. New capital will
be created, and this is good, but, unfortunately, we will not create a
single new owner in the process by means of the investment credit.

Our proposed afhendment to H.R. 2166 would, io a very cautious
degree, reverse the wealth-concentrating tendency of the investment
credit by conditioning the Government's granting of large invest-
ment credits on the recipient's capitalizing a part, say 25 percent, of
the amount of the investment credit. That is, a major corporation
that wished to take advantage of the investment credit would be
required to issue stock in an amount equal to 25 percent of the invest-
ment credit and transfer that stock to its employees. It could be trans-
ferred to them directly in proportion to their relative incomes. But
far better, the corporation would establish and use an employee stock
ownership plan for spreading ownership among its employees. The
"ESOP" is a tax sheltered, qualified trust for workers which Con-
gress has already recognized several times and strengthened greatly
in several pieces of recent legislation. It is also a major financing
tool of enormous potency for raising new capital. Our proposal would
induce union leadership and business leadership to study more seri-
ously and intensively the mutual advantages of ESOP financing,
especially in contrast to the structural problems inherent in conven-
tional techniques of corporate finance.

In other words, we make the modest plea that a small portion of
the governmental subsidy that would otherwise go to make the rich
still richer should go to make the poor and the middle-class workers
richer. The effect in financing new capital formation is exactly the
same either way. It is a question of who will own it, which would
otherwise be ignored, when that new capital is financed with tax-
payer dollars. This technique, the technique involved in our proposed
amendment, is represented by diagram 2 in our written testimony,
and this simply shows that under this proposal the resulting owner-
ship of the newly formed capital would lie ultimately partly in the
employees and the remainder, the larger part, would still flow to the
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existing stockholders. This provides an incentive to all the affected
parties to explore expanded use of ESOP financing.

We have described the employee stock ownership plan in detail
in other testimony before the Financial Markets Subcommittee of
this committee, so that I shall not take any time to refer to that here.
Suffice it to say that it is the most effective device ever conceived,
other than being born rich, to use the traditional logic of business-
that is, self-liquidating credit-to simultaneously finance economic
growth and build ownership into the workers without taking any-
thing from their pockets or paychecks. The ESOP simply puts the
individual workers of a company, all the workers, in the same shoes

-as present stockholders when that company finances its growth or
transfers in the ownership of its stock. Some 150 corporations have
begun to use this technique, mostly during the last 3 years.

The proposal that we make with respect to the investment tax
credit can also be combined with the continued use of the employee
stock ownership plan to finance business. This is reflected in our
diagram 3 in our written testimony.

I would now like to mention very briefly H.R. 462, the Accelerated
Capital Formation Act of 1975. Thiis was a bill which was introduced
by Congressman Frenzel from Minnesota. I will not take any time
t0-exWlaii- that.. A copy of. it from the Congressional Record is ap-
pended as exhibit D and Congressman Frenzel's floor statement is an
excellent explanation of it.

Five of the members of the Ways and Means Committee plus 14 oth-
ers whose names are listed as exhibit E, are cosponsors on that bill at
this time. The purpose of that bill, very briefly, is to remove the pres-
ent statutory limitations on contributions to the ESOP, substituting a
limitation on corporate contributions-based upon the debt servicing
requirements. The purpose of this is to accelerate the rate of new
capital information in the U.S. economy and build it into a broad
base of working Americans, enabling them to accumulate a reasonable
amount of capital ownership over their working lifetimes.

Second, the bill would impose a limit on the lifetime accumulation.
Now we have arbitrarily suggested a limit of a half milion dollars. The-
object of this whole line of thinkini is to build a reasonable degree of
self-sufficiency. economic self-sufficiency. into every employee. It is not
to make a few rich and leave the rest poor, as the past system has.

So we think it is perfectly proper, at least for the present and fore-
seeable future, to have that limit.

Senator BYRD. Would the witness yield at that point?
You propose a lifetime limitation of the investment credit?
Mr. Kwvso. No, sir. I am speakin.r now of H.R. 462, the Accelerated

Capital Formatinn Act. which relates to employee stock ownership
plans. and therefore is in a sense a comnanion to the amendment that
we are pronosine to the investment credit provisions of H.R. 2166.

Senator BYRD. Well, I do not understand what the $500,000 limit
would he.

Mr. KLSO. It is a limit on the amount which a particular employee
could accumulate in ownership through employee stock ownership
plhns over a reasonable working lifetime.

Senator BYRD. Oh, I understand. Thank you.
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Mr. KuLso. It is equivalent to the 160-acre limitation under the
Homestead Act, Senator.

The CHAIRAWN. If I might just interupt to put it in my words, I
think, what he is talking abt is, he is advocating that the law pro-
vide even more favorable tax treatmentt to stock that accumulates to
employees under employee stock ownership than it does now. But he
is saying that he thinks you ought to limit the amount of stock that
they can accumulate under those favorable provisions in the tax laws
to half a million dollars. Is that not what you are talking about?

Mr. KELSO. Yes, sir. Third, it would allow a deduction for divi-
dends paid into the employee trust, provided those dividends are
either applied on the payment on the stock, or, if the stock has been
paid for, are passed right through the trust into the employee's pocket.
We want to get that second income into him as quickly as possible, so
that gradually, by building ownership into him, we will make him,
using his acquisitive instinct, temper his demands for more and more
pay in return for less and less work, which only adds fuel to the fires of
inflation and makes his company and the economy less competitive.

Fourth, we would like to see the ESOP given the same characteris-
tics as a charitable foundation. Frankly, I personally cannot imagine
an industrialist who has made a great fortune, like Henry Ford, at
the end of his life, when he finds out it really is true-you cannot take
it with you-transferring his wealth into a foundation which discon-
nects that productive capital from human beings--and, by the way,
takes it out of the tax base. This proposal would enable Henry Ford,
together with the Ford Motor Co., to set up an employee stock owner-
ship trust for the Ford Motor Co., and all the distributors, all the deal-
ers of Ford. Mr. Ford would then have an additional option which
could enable all of the employees of Ford Motor Co., over their work-
ing careers, to retire, in the practical sense of the word: rich.

The CHAIRIAN. You are just saying that if Mr. Ford should elect
to leave his wealth to the employes of his company rather than leaving
it to the Ford Foundation, he ought to receive as favorable a tax treat-
ment as if the Ford Foundation got it?

Mr. KE So. Exactly, Senator; and in addition to that, it would go
back into the tax base. The income would go into the personal income
tax base; the principal of it, when a worker retired and took it out,
would go into the property tax base, the gift tax base, the estate tax
base.

The CAIRNMAN. If it goes into the Ford Foundation, that is the last
dollar of tax you are going to get out of it.

Mr. KELSO. It is finished.
Fifth, the amendment would provide some minor limitations that

would permit, just before the distribution of the portfolio, at the time
an employee retires, the diversification of his ESOP assets into other
kinds of property. We think it is important that there be a property
relationship between the employee and the employer during the em-
ployee's active lifetime. This is the only property whose valve can be
affected by his performance and that of his fellow workers.

The poor man's prudent man rule was given to us by Andrew Carne-
gie in his biography. He said, "If you want to get rich, it is very easy;
put all of your eggs in one basket and watch the basket very, very
closely." But at the end of his working lifetime, once he has accumu-
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lated some wealth, it should be diversified. He is now rich, so he can
use the rich man's prudent man rule, which involves diveisification.
But the rich man's prudent man's rule when applied to the poor man,
handicaps his ability to accumulate wealth and thus keeps him poor.

Finally, we would like, in this amendment, to set up a so-called no
action procedure in the Internal Revenue Service, which would per-
mit the obtaining of a ruling on a proposed sale of stock by, let us say,
a close-holding stockholder who wants to sell his company to his em-
ployees under one of these trusts. The S.E.C. and F.T.C. already offer
similar "no action" procedures. Today, you cannot get a ruling from
the Treasury in advance. They play a game of ambush on the taxpayer.
He must make a decision as to what the stock is worth, and sell it; and
then, if, in the light of hindsight, it does not, work out, the Treasury
lets him have it. Well, this makes it so hazardous that it is not as usable
as it should be.

That is the essence of our comments on those two proposals. We hope
that this committee, when H.R. 462 comes before it, will keep that in
mind; that it is terribly closely related to the amendment to the invest-
ment tax credit. Thank you very much.

The CHAIRMAN. Mr. Kelso, as I understand it, the people who pro-
duce the "60 Minutes" program have undertaken to do a presentation
about your proposal, and it has been made, and they are planning to
run it some time soon.

Mr. KELSo. Next Sunday night on the CBS network, Senator.
The CHAIRMAN. Well, I will look at it, and look forward to it; and I

really think that what you are speaking to here today is more signifi-
cant than anything else we are going to discuss in these hearin g; be-
cause I do not think that history is going to long record whether we
pass this tax cut bill, or whether We have a $20 billion tax cut, or a $30
billion tax cut, or whether we repeal the depletion allowance, or leave
it the way it is. I do think that it is going to make a great deal of dif-
ference from the point of history whether Congress moves in a direc-
tion that will result in large numbers of people owning the productive
plant of America, or whether we continue the trend to move in favor of
continued concentration of all of the wealth; that is, the productive fa-
cilities of America in the hands of a few. until the majority of people
in this country get pretty irritated about that result, and decide that
they would prefer to socialize or nationalize,. or go for some other form
of government, on the theory that all of this private ownership is just
something where the rich get richer without them ever owning any of
it. Basically, the kind of thing you are fighting for and advocating is a
kind of concept on which this Nation was founded, when a fellow
could go out on the frontier and stake off about 40 or 160 acres, and
clear it. and build his own little home on it. and hopefully accumulate
himelf a mule ant a plow. nd sompthinq to work it, with: and then
proceed to set-up his own little capital plant. you might say-which is
his farm and his farm machineries. And thereafter, this'fellow is a
capitalist, in the sense that he owns-the means of production, and the
small farmer still is.

But the industrial worker is not a capitalist in that sense, and that
is what you are trying to make of him. You are trying to make him a
capitalist in his own right.
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Mr. KELSO. That is exactly it. That is a perfect analogy, Senator.
This is an industrial Homestead Act; that is exactly what it is. But
it is open-ended. It does not end when you run out of land, because
there are no limits to the amount of industrial capital that we can
bring into existence.

The CHAIRMAN. Well, I have come to understand it, and I was
discussing this with someone who came to discuss the investment tax
credit with me on behalf of a major corporation; a man whom I very
much respect. And I told him that if we expand on the investment
tax credit, I was going to offer an amendment that 25 percent of
whatever benefits they got out of that should be for the benefit of
employees. This man said he could not speak for the company, because
he was not the top executive; he was not even on the boar(l. But his
thought is, if he was trying to debate against that on the Senate floor.
he would be in a very bad situation, because to argue against that is
sort of like arguing against motherhood-that the employees ought
to own some stock in the company other a period of time, especially
those who management thinks enough of to keep with the company
over a productive lifetime. And as I understand your suggestion, you
are not trying to say that this ought to be vested in employees that
do not work but a short time with the company, and then move on.
You are talking about. those who dedicate their lives to working in
that particular type of industrial establishment.

Mr. KELSO. Absolutely correct, Mr. Chairman. They are designed
with vesting schedules that really encourage employment longevity.

The CHAIRMAN. Well, if you have your way-and I am going to
try to help you get your way about this-when the employees who
work for the big corporations of America retire, in addition to their
social security-which would hopefully keep them out of poverty-
they would have a pension to go along with that, which would assure.
them enough income so they would be middle-income retirees, rather
than poverty-level retirees. And they would also have some stock in
the company, which could be regarded as part of their estate, which
meant that when they die, they would have something to leave their
children.

Mr. KELSO. Exactly, Senator. We believe it would take an enormous
pressure off Government for all kinds-of additional welfare in the
future. We could plateau off our welfare programs and relieve much
of the pressure on our social security system if we could build eco-
nomic self-sufficiency into Americans. I might say that included in
our exhibit is a copy of a statement that I prepared'for the President's
economic summit on inflation. There is a diagram in there that shows
how this technique can be used to harneSS the "pure credit" power of
the Federal Reserve System. Pure credit is nothing but the power of
people to contract with each other. The Federal Reserve could pro-
vide unlimited financing for ESOP financing of U.S. corporate growth,
inasmuch as every step of it must be self -liquidating. That is the key;
unlimited financing for the public utilities, the corporations, the
farms, the things that make up the strength of our economy; and we
believe that we could get the interest down to 21/2 or 3 percent. The
banks and the insurance companies would still make lots of money
even on that. And that would make a tremendous difference in the
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amount of new capital formation that could be brought into existence.
'[The CHAIJI,\ ., Thank you for your presentation. Because of your

efforts, the Senate has three times agreed with various aspects of your
proposal for employee stock ownership. And if I have enough influence,
we will agrve to it again. Thank you very much.

Mr. KIr.so. We are deeply grateful for the opportunity to be here,
Senator, and particularly for your interest.

The CHIlRMfAN. As you know, there are other members of this com-
mittee who have expressed an interest in your endeavors-Senator
Fannin, for example, and others-and I am sure that they will con-
tinue to.

Mr. Ki:Lso. We will try' and call on them, too, as you suggested
at the beginning of the meeting, Senator.

The CHAIRMAX. Thank you.
[The prepared statement of Mr. Kelso with appendixes follows:]

PREPARED STATEMENT OF Louis 0. KELso, CHIEF ECONOMIST AND NORMAN G.
KuRi.ANIJ, WASHINGTON COUNSEL BANGERT & CO. INC.

LMNO BY THE GRACE OF A FEW OWNERS--AND GOVERNMENTAL
REDISTRIBUTION OF INCOME

"How are we going to live if a few people own our natural resources and a
few other people own our machines and machines do all the work or most of it?"

Thirty-five years have gone by since Byrl Whitney, Director of Education and
Research of the Brotherhood of Railroad Trainmen, posed that momentous
question in 1940 In the Congressional Hearings on Concentration of Economic
Power then being conducted by the Temporary National Economic Committee.

Today, as the Nation faces Its most discouraging economic prospects since
the Great Depression, again the realization is growing that the U.S. economy is
distorted by a gross maldistribution of income and wealth. In "Poverty and
American Democracy: A Study of Social Power," a profound and deeply dis-
turbing monograph Just issued by the Campaign for Human Development of
the U.S. Catholic Conference, which is the education/action program of the
Catholic Church In the United States, the Conference presents compelling docu-
mentary evidence (some of which Is reproduced in Appendix A of this state-
ment] that productive wealth and control are becoming ever more tightly con-
centrated and centralized. Indeed, the study found that "the percentage dis-
tribution of wealth in the United States is virtually identical to that of India,
only the pie is bigger. That is the only difference."

Citing the findings of such distinguished investigators as Robert J. Lampman,
Jean Crockett, and Irwin Friend, the study reported that despite progressive
income taxes, transfer payments, minimum wage legislation, collective bargain-
ing and other policies intended to redistribute Income, there has been virtually
no change in the share of family income received by the poorest 20% of
Americans since 1947. The top 20% of Americans receive 41% of all Income, 8
times as much as the same number of persons at the bottom. In fact, the top
20% receives more income than the bottom 60% combined.

Even more unevenly distributed in the United States than Income Is ownership
of productive assets and land. In his study, The Share of Top Wealthholder8 in
National Wealth, 1922-56, Robert J. Lampman found no general change in the
pattern of concentrated ownership of capital between the 1920's and the 1950's.
le concluded that the 1.6% of the total adult population in 1953 who had
$60,000 or more each in total assets, owned 82% of all corporate stock, virtually
all state and local government bonds, and from 10 to 33% of each other type of
property in the personal sector. He further deduced that: "The association of
high Income and large wealth-holding is also Indicated by the concentration of
property income In the higher income groups," and estimated that the top 1%
of the adult population received 40% of the national total of property Income.

' Appendix A, entitled "Poverty in American Democracy: A Study of Social Power,"
by Frederick J. Perella, Jr., assistant education coordinator Campaign for Human Devel-
opment, and a portion of Appendix 1H, an article entitled "Stock Ownershiv in the
United States: Characteristics and Trends," by Marshall E. Blume. Jean Crockett, and
Irwin Friend, were made a part of the official files of the committee.
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This gross concentration of the ownership of productive capital in the top 5%
of consumer units is confirmed by "Stock Ownership: Characteristics and
Trends", by Marshall E. Blume. Jean Crockett and Irwin Friend of the Rodney
L. White Center for Financial Research at the Wharton School, University of
Pennsylvania, (Working Paper No. 12-74). Extracts from this study were pub-
lished by the U.S. Department of Commerce. A copy of these extracts is attached
hereto as Appendix H.

DEMOCRACY CANNOT ENDURE WHEN THE MAJORITY OF CITIZENS ARE PROPERTYLESS

It is an axiom of political economy, confirmed over and over in Western his-
tory, that concentrated ownership of wealth, and the vast inequality of income
distribution which inevitably results, are antithetical to, and must eventually
destroy, the institutions of political democracy, most importantly, individual
freedom. As columnist William Rusher notes [See Appendix B], "the basic
economic (and therefore political) cleavage in America today is . . between
producers and non-producers." He predicts that a collision is inevitable and long
overdue, and that it is going to give rise to some "spectacular political
realignments."

TIHE OWNING PINNACLE CAN'T BUY THE PRODUCTS ITS CAPITAL PRODUCES

Conventional economists do not understand that concentrated ownership of
the things that produce income have triggered the boom-bust cycles that have
plagued-Western market economies since the beginning of the Industrial Revolu-
tion. Mass production requires mass consumption. Mass consumption requires
purchasing power in the pockets of those who want and need to buy goods and
services. Employment alone cannot distribute sufficient purchasing power to
buy everything that a private property economy produces when machines are
doing most of the producing and only a handful of families own the machines.
Nor can the combined forces of Congress, the labor unions and the industrial
cartels repeal the law of supply and demand.

We cannot solve the income distribution problem by paying workers and the
unemployed more in return for the constantly diminishing labor input that Is
the natural result of technological change.

In a highly industrial economy, goods and services are produced mainly by
capital instruments-productive land, structures, tools, and machines. In the
U.S. economy, it cannot be repeated too often, no more than 5% of families, own
virtually all of this highlYlproductive capital. The remaining 95% of families
own little or nothing, aside from their labor power, that produces income for
them. They are obliged to obtain the income that sustains their livelihood from
jobs or welfare. Meanwhile, technological change is constantly and relentlessly
transferring the burden of production from human beings to things and proc-
esses. Technology has no function, no economic function whatsoever, except
to save labor, to maximize the production of goods and services and to minimize
labor input. Science, engineering, technology and corporate management are con-
certedly engaged in cutting costs, mainly labor costs. And every time they suc-
ceed, income that once went to a working person or family is re-directed to a
capital owner, whose capital holdings are already producing vastly more income
for him than he can or wishes to spend.

Here we have the source of the production-consumnption imbalance and the
yo-yo gyrations of the business cycle.

TIE INVESTMENT CREDIT FURTHER ENRICHES THE ALREADY RICH

The investment credit which Congress first introduced in 1962 with the intent
of creating employment by encouraging new capital formation, widens rather
than narrows the production-consu mption gap. How can you solve the purchasing
power insufficiency of 95% of American families-an insufficiency directly aris-
ing from their non-ownership of the capital instruments that are producing the
bulk of the economy's goods and services-by giving more income-producing
capital to- the 5% of families who own virtually all the productive capital
already ?

WIHY DOES TIlE INVESTMENT CREDIT IN ITS CONVENTIONAL FORM, AND AS MODIFIED

BY II.R. 2106, INTENSIFY TIlE CONCENTRATION OF OWNERSHIP OF PRODUCTIVE CAPITAL?
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This effect can be readily seen from a glance at the diagram on the following
page:

Diagram I

The Investment Credit Does I leip Stimulate New Capital Formation,
But Concentrates Ownership of That Newly Formed Capital

In Existing Stockholders.
It Is a Government Subsidy To Make flhe Rich Still Richer.

U.S. GOVERNMENT
and

ITS TAXPAYERS

Cash V
Other

- Cor

Which Would
wise Be Paid In
porate Income CAPITAL

Taxes GOODS
TOOLS _ SUPPLIERS

-isting Stockholders

NOTE: Not a single new stockholder is created by this process. Ownership
of the total newly-formed capital generated by the tax subsidy is
acquired by the existing stockholders.

HOW CAN THE CAPITAL FORMATION STIMULATING EFFECTS OF THE INVESTMENT
CREDIT, AS THEY WOULD BE INCREASED BY H.R. 2166, BE PRESERVED, WHILE
SETTING IN MOTION FORCES THAT WILL INITIATE THE BUILDING OF THE
OWNERSHIP OF PRODUCTIVE CAPITAL INTO PRESENT NONOWNERS?

The answer lies in Including in H.R. 2166, or in any similar legislation designed
to preserve or increase the investment credit available to business, a provision
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which would condition the taking advantage of the investment credit upon the
capitalization (that is the issuance of new capital stock by the corporation in
an equivalent amount) of some specified proportion-we would recommend at
least 25% of the investment credit-and the transfer of the stock thus ear-
marked, without further tax deduction (since that would amount to a credit
plus a deduction for the same expenditure) to employees in proportion to their
relative incomes from the corporation. While such transfer could be made
directly to employees year by year, we believe that it would be far more bene-
ficial to the employees, to the economy, and to the corporation, if such transfers
of stock were made to an Employee Stock Ownership Plan ("ESOP") organized
under the provisions of Section 401 (a) of the Internal Revenue Code. Otherwise,
the employees would be taxed upon the receipt of the stock, and, in most cases,
would be unable to pay the tax without selling the stock. The object of the
ESOP is to enable the employee, over a reasonable working lifetime, without
deductions from his paychecks or investment of his savings (usually non-e'lVp'nt)
to accumulate an income-producing capital estate to make him economically self.
sufficient.

Diagram II on the following page illustrates the use of an ESOP to shift
ownership of a portion of the government-subsidized newly-formed capital to
employees:
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Such trusts are also designed, where the corporation's stock is dividend-yield-
ing, to provide employees with a current second source of spendable income prior
to their retirement.

We would recommend that this obligation be presently imposed only on cor-
porations taking large investment credits-perhaps of $500,000 or more, or even
those equalling $1,000,000 or more. Such transfers of stock representing a por-
tion of the corporation's investment credit should continue on an annual basis,
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we suggest, at least until the corporation's investment credit for two consecutive
years drops below 50% of the amount that required initiation of the transfer to
employees.

It would be a distraction here to explain at length the technical character-
istics and operation of the ESOP, but this information is available to the Com-
mittee in the testimony of Kelso and Kurland before the Financial Markets
Subcommittee of this Committee, given on September 24, 1973. In addition, there
is attached hereto as Appendix C a brief explanation of two-factor economics
and of ESOP financing.

A proposed text for an amendment to accomplish this ownership-broadening
result by the amendment of H.R. 2166 is attached to this testimony as Ap-
pendix G.

A MODIFIED INVESTMENT CREDIT WHICH BROADENS CAPITAL OWNERSHIP BY REQUIR-
INO THE TRANSFER OF STOCK TO AN ESOP CAN BE COMBINED WITH THE CONVEN-

TIONAL USE OF AN ESOP TO SIMULTANEOUS FINANCE ALL MANNER OF NORMAL
CORPORATE TRANSACTIONS, WHILE BUILDING CAPITAL OWNERSHIP INTO EMPLOYEES

The diagram on the page following illustrates how the amendment of the
investment credit provisions of the law to build a portion of the ownership of
the resulting newly-formed capital into employees can be combined with the
traditional use of ESOP financing to finance corporate growth, mergers, acquisi-
tions, refunding of debt, the buying out of close-holding owners in order to
transfer ownership to workers, etc.
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Where a corporation's ESOP Is both the recipient of capital stock transferred
to it in order to enable the corporation to take advantage of the Investment credit,
and is used conventionally to finance growth, etc., the corporation would receive
both the investment credit, and the normal deduction within the limits provided
by law for annual payments made into the ESOP, or even annual contributions
of stock to the ESOP.

H.H. 462, THE "ACCELERATED CAPITAL FORMATION ACT OF 1975", IS A BILL THAT WOULD
GREATLY INCREASE THE ATTRACTIVENESS OF ESOP FINANCING. BOTH TO CORPORA-
TIONS AND TO EMPLOYEES AND THEIR UNIONS
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Attached hereto as Appendix D is a copy of H.R. 462 and the explanatory Floor
Statement made by Congressman William Frenzel who Introduced it into the
House on January 14, 1975. No explanation of-the functions of H.R. 462 that we
could provide can improve on the excellent Floor Statement made by Congress-
man Frenzel and included in Appendix D hereto.

H.R. 462 would facilitate the use of the ESOP concept and thus effectively link
daily employee work performance with the growth and operation of a business,
by modifying the Internal Revenue Code, as follows:

(1) Removing present statutory limitations on ESOP contributions (25% of
covered payroll) by an employer and substituting a limitation based upon debt-
servicing requirements.

(2) Allowing for the lifetime accumulation under an ESOP of up to $500,000
for any individual employee.

(3) Allowing tax deductions for corporate dividends which are distributed
through the ESOP Trust as second-incomes to employees or which are applied
to repay ESOP debt on the employee's stock.

(4) Allowing tax deductions under estate, gift and income tax provisions for
contributions to an ESOP, si mlar to contributions to charitable foundations.

(5) Allowing for distributions from an ESOP of a diversified portfolio (in-
cluding employer stock) and eliminating taxation on the assets distributed to the
extent that the income-producing assets a,-e held by the recipient, or, if sold, the
proceeds are promptly reinvested in other income-producing Investments.

(6) Providing a procedure for advance IRS opinion regarding ESOP financing
transactions-a "no action" procedure similar to that used by the SEC and the
Federal Trade Commission for decades. This would avoid the taxpayer ambush
that present procedures often cause.

The salvation of the American economy as a free market, private-property econ-
omy depends upon raising the economic productive power of the masses of Ameri-
can citizens. This can only be done significantly by enabling them to take advan-
tage of the logic of business--the logic of investing in things that will pay for
themrc'les-in order to acquire economic self-sufficiency over a reasonable work-
ing lifetime.

The fiscal integrity of the United States depends upon building up the income
tax base of its citizens and residents by building second sources of income through
capital ownership into the 95% of consumer units who have no such income today.

The fiscal integrity of the- states and cities of the United States depends upon
building the property tax base of the masses of people who own no income-pro-
ducing property; the intensive use of ESOP financing to accelerate the acquisition
of capital ownership by the propertyless majority would enormously enhance that
property tax base.

Finally, as is more carefully explained in the statement prepared for the Presi-
dent's Economic Summit Meeting on Inflation, September 27-28, 1974, by Louis 0.
Kelso, a copy of which is attached hereto as Appendix F, the U.S. economy cannot
control inflation by any means other than the accelerated investment through two-
factor economic techniques (like ESOP financing) in-self-liquidating new capital
formation owned in reasonable-sized holdings by the 95% of people who are capi-
tal-less today.

CONCLUSION

We respectfully urge the distinguished members-of the Senate Finance Com.
mittee to carefully consider, and to propose the amendment of H.R. 2166 in order
to signal to the American people the awareness of Congress that the broadening
of the capital ownership base of the U.S. economy is basic to restoring that
economy to health.

We similarly respectfully urge the Senate Finance Committee to act favorably
on H.R. 462 (or upon a counterpart Senate bill, if one should be introduced),
in order to sharpen the tools which can enable business to restore and to accel-
erate the growth of the American economy, to create in the private sector several
million new jobs in the course of expanding its output of goods and services, to
enable the economy to finance the $5 trillion or more of new capital formation
which must be put in place in the coming decade if America is to maintain its
economic leadership, to achieve higher incomes for our poor and middle classes,
and to reverse inflation and achipve a gradual and continuous hardening of our
money.

48-493 0 - 75 - 15
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[San Francisco Chronicle, Feb. 27, 1975]

APPENIIx B

THE CONSERVATIVE: A NEW CLASS-THE NoN-PRODUCERe

(By William Rusher)

If you think the basic economic (and therefore political) cleavage In America
today is between business and labor, you are at least a quarter of a century out
of date. The relevant fracture-line is now between producers and non-producers,
and it runs roughly at right angles to the old split.

That is why the two major parties have been failing so spectacularly to reflect
the views of the voters, and why there is so much talk these days about a new
conservative party.

The great central fact that looms over the America of the mid-1970's is the
growth, in the past 25 years. years, of a whole new economic class. This class Is
often described as the "non-producers."

The dominant members of the new class form a "verbalist" elite who traffic
in words and (occasionally) ideas. They include the print and electronic media,
the major fundations and research institutions, the educational establishment in
all its manifestations, and-last but hardly least-the huge federal and state
bureaucracies.

To keep this new elite happily occupied with the constant social changes which
are naturally its stock in trade, the assumptions of ideological liberalism have
been harnessed and put to work.

A new mass constituency, also nonproductive, has been called into being. It
includes not only the whole vast category of individuals who are, for all practical
purposes, permanently on welfare, but also the students in our schools and
colleges; and it is systematically enlarged by the addition of allegedly oppressed
minorities.

The producers of America-the businessmen, workers and farmers-have a
common economic interest in limiting the growth of this rapacious new non-
producing class.

Their first target, unquestionably, will be the permanent denizens of the
nation's welfare rolls, and the bureaucracy that coddles them.

The second, very likely, will be the costly swarm of leftist teachers and semi-
permanent "students" in our educational institutions.

After that it will be the turn of the other non-producers who have recently
learned how to live, as of right, off the generosity of working Americans.

A collision is inevitable--is in fact long overdue; and it is going to give rise
to some spectacular political realignments.

APPENDIX C
WHAT IS TWO-FACTOR ECONOMICS? WHAT IS EMPLOYEE STOCK

OWNERSHIP PLAN FINANCING?

(By Louis 0. Kelso and Patricia Hetter)1

The Production of Goods and Services in a Market Economy Is a Physical
Phenomena.

1. To understand it, divide the methods of participating in production Into
two: People (who own their labor power) : things (which are owned directly or
through corporations by people).

2. The state of technology determines the method of production in each case:
How much Input is made by people; how much input is made by things; as
technology advances, each unit of output contains less labor input and more
capital input.

3. But input i, basis for personal income or economic outake: Pay is pay for
production ; Rent is pay for the use of something, etc.

4. Technology is totally embodied in capital. It does not affect the productive-
ness of labor, as such.

1 Copyright Louis 0. Kelso and Patricia Hetter, 1975.
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5. All productive capital in the U.S. economy is owned by the top 5% of
wealth holders. In other economies, the concentration is more intense.

6. Finance is the process of organizing and bringing into existence newly-
formed capital-new capital instruments-improved land, new structures, new
machines, etc.

7. Conventional business finance has very significant characteristics:
(a) It is intended to. bring into existence only newly-formed capital that

will pay for itself within a reasonable period of time; 3 to 5 years is normal
for recovery of equity investment.

(b) Conventional finance assures that virtually all future newly-formed
capital will automatically be owned by the 5% of consumer units that own all
previously existing capital.

8. Thus conventional finance asserts that regardless of a family's consumer
desires and needs, once it can produce through its owned capital sufficient income
to satisfy those needs and wants, its capital oWnership will continue to grow
indefinitely. Its power to produce income will expand without regard to the
fact that the family has no further desire or need for a higher standard of living.

Rich peoples' consumption is controlled by their wishes-their virtue, not by
their incomes.

9. At the same time, conventional finance assures that the 95% of families
born without capital will never acquire it.

10. Conventional finance assures that we build productive power into people
who have no unsatisfied needs and wants, and that we will fall to increase the
productive power of the 95% of people in the poor and middle classes, who
cannot, with only the declining value of their labor to sell, adequately participate
in the good economic life.

11. For the past 40 years our answers to this dilemma have been two-fold:
Artificially inflate the price of labor, which in turn inflates all other prices;
pr, ide welfare, open and disguised, financed by deepening governmental debt,
and the redistribution by government of the wealth of the rich and middle
classes to the poor.

These answers have brought the U.S. and most of the world's economies to
the brink of economic disaster: spiraling inflation; arresting of economic
growth; vast and growing unemployment; declining economic quality of life.

12. Two-factor Economics, or the Economics of Reality, proposes a different
answer: use, but this time for the propertyless workers, the time-honored logic
of business-to invest in new capital formation on terms where it will first
pay for its own costs, and will then go on throwing off goods and services (or
their income equivalent) indefinitely, its productiveness preserved by business
depreciation procedures.

13. The financing technique is one that has been used more than 100 times
by significant businesses. It provides low cost capital for business; builds
capital ownership and second sources of income into workers without taking
anything out of their pockets or paychecks; is deflationary; can create two
or three decades of full employment during which most families will acquire
viable capital estates; can eliminate the need for vast segments of government
bureaucrats who today 'administer to the effects of poverty but do not attach
its cause-the absence of capital ownership by most families: and can get our
economic growth rate up to 10% per year or higher, without inflation, in an
all-out attack on poverty by attacking its causes.

APPENDIX D

[From the Congressional Record, Jan. 14, 1975]

HOUSE OF REPRESENTATIVES, H.R. 462

INTRODUCTION OF THE ACCELERATED CAPITAL FORMATION ACT OF 1975

The SPEAKER pro tempore. Under a previous order of the House, the gentle-
man from Minnesota (Mr. FRENZEL) is recognized for 30 minutes.

Mr. FRENZEL. Mr. Speaker, I rise today to introduce the Accelerated Capital
Forms tion Act of 1975. This is a refined version of H.R. 8590 which I introduced
In the 93d Congress.
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During the last session a great deal of progress in advancing the financing
method known as ESOP or the employee stock ownership plan was made. A pro-
vision for study of the ESOP plin in restructuring the Penn Central and other
Northeast and Midwest railroads was included as a vital section of the Railroad
Reorganization Act. In the Pension Reform-Act, signed into law last Labor Day,
the ESOP was given special recognition as a form of employee benefit that could
also be used to attract outside financing to meet the capital requirements of an
expanding enterprise. In the Trade Reform Act companies utilizing ESOP
will be given special preferences in the $1 billion program of federally guaran-
teed loans to companies expanding or locating in areas adversely affected by
foreign competition. There were at least three other major pieces of legislation
being considered in the 93d Congress which, thought they did not reach the floor,
contained ESOP provisions; these were railroad improvement loans, energy de-
velopment and the Pan Am Assistance Act.

Though a great deal of progress has been made in recent years many people
have questioned just what an ESOP does. Essentially, under existing law, the
ESOP makes accessible to all corporate employees the techniques of corporate
finance. Without any actual cash outlay from corporate employees-as in con.
ventional employee stock purchase programs-and without any deduction in take-
home pay or fringe benefits an ESOP builds blocks of corporate shares into
employee ownership while providing moneys necessary for capital requirements.
It has been used to finance corporate expansion, acquire new assets, accomplish
divestitures or spinoffs and finance mergers, et cetera.

A standard ESOP incorporates a deferred compensation trust-technically a
qualified stock bonus trust alone or coupled with a money purchase pension
trust-into the financing process itself. In one common technique the employees
trust borrows funds to invest in the employer corporation. This then allows the
affected employees, subject only to the trusts paying off the loan, to become bene-
ficial owners of the companies' stock.

The employer corporation obligates itself to make annual payments into the
trust in amounts sufficient to amortize the debt out of tax deductible dollars.

-The tax deduction makes it possible for the corporation to build greater capi-
tal ownership into the employees than it could otherwise, and the costs of financ-
ing its growth is about the same as if it conveniently borrowed and repaid-as
to principal-in after-tax dollars. After the employers stock has been paid for in
this manner the trust can, if desired, be diversified by tax-free exchanges of
9tock for other securities, or by a public offering out of trust.

This ESOP method, simply stated, allows greater benefits to the corporation
than common expansion and financing techniques and permits the employee to
gain a larger share of the organization he serves than conventional profit-shar-
ing methods.

The first known use of ESOP financing, pioneered by Louis Kelso, involved an
employee buy-out of a chain of California newspapers that was threatened with
takeover by a major chain in 1956. But only in the last few years has the busi-
ness world at large become aware of this innovation. A number of investment
banking firms are pioneering this approach an-several major firms have begun
to recommend ESOP's to their clients. Over 100 corporations have, largely in
the last year, adopted ESOP's including two of our larger electronic manu-
facturers. Many smaller firms and several major unions have adopted ESOP's.

In order to facilitate the use of the ESOP technique, and thus effectively link
daily employee performance with the growth and operation of a business, the
bill modifies the Internal Revenue Code as follows:

First, the bill removes the present statutory limitation of 25 percent of covered
compensation as the maximum amount an employer can contribute to a qualified
employee stock ownership plan when such payments are used to enable the plan
to repay stock acquisition debt incurred in connection with meeting the em-
ployer's capital requirements. This places the sole limitation on financing con-
tributions on the enterprise's capacity to service the debt out of cash flow. This
reform-reduces the cost of capital growth and transfers in the ownership of cor-
porate assets, while accelerating the rate at which employees as Individuals and
as a group can accumulate stock of their employer and other income-yielding
assets as a new and noninflationary form of employee benefit. Although treated
as a tax deduction, this change would have the same impact as an investment
tax credit in terms of encouraging capital spending; however, the investment tax
credit increases the concentration of corporate ownership while ESOP contribu-
tions correct this economic factor.
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This also rechaunels corporate profits that would otherwise have gone into
the corporate income tax base into productivity increases of the private sector,
thus generating lower prices for consumers, expanded private payrolls, and a
broadening base of taxable personal incomes and personal estates among produc-
tive workers.

Second, the bill provides a tax deduction to corporations for the amount of
dividends they distriute either directly as taxable second incomes on stock
held in an employee's account or which are used to repay stock acquisition In-
debtedness of the employees' trust. This provision also converts taxable corpo-
rate income into either taxable dividend incomes for employees to supplement
their paychecks or their retirement and social security incomes or a more rapid
rate of accumulation by employees of individual capital estates for their retire-
ment security.

Third, the bill provides that a qualified employee stock ownership plan and
trust shall have the tax characteristics of a charitable organization for purposes
of estate, gift, and income taxes. This would encourage affluent taxpayers to
make gifts to qualified trusts In order to reconnect the ownership of capital with
a broader base of private Individuals, namely productive employees some of
whom have contributed to the building of the donor's wealth. Allocations to
participants of the trust would become an immediate source of taxable second
incomes-to the extent dividends are passed through the trusts-and a retirement
estate for the employee-beneficiaries and their heirs. On the other hand, Govern-
ment would lose no tax revenues since such contributions made to charitable
organizations wre already exempt-from taxation, and profits from donated
Income-producing property are frequently accumultaed tax-free within such
organizations.

Fourth, the bill establishes a cutoff on further contributions in behalf of any
employee when the value of the assets that employee has acquired during his
working lifetime through one or more ESOP's exceeds $500,000. Such a safeguard
on excessive accumulations acquired through tax deductions would be especially
important in highly capital-intenhive industries and would help foster more
widespread and equitable sharing of ownership among Americans generally.

Fifth, the bill adds to the options of ESOP participants when distributions
are made when they retire, die, or are otherwise separated from service. Although
profit sharing plans are permitted to make distributions in many forms, the
Internal Revenue Service has ruled that distribution from an ESOP must be
made exclusively in company stock.

Although enabling employees to accumulate sizable holdings of employer stock
has obvious motivational value, when an employee leaves the company and can
no longer directly influence the yield on the company stock accumulated in his
ESOP account, it is desirable to provide the departing employee and the remain-
ing employees: through their ESOP, to arrange an exchange for his accumulated
assets with other income-yielding assets or cash of an equivalent value. This
bill would provide ESOP's the same flexibility in making distributions that Is
now enjoyed by profit sharing plans.

Sixth, the bill permits a repurchase option for plans of enterprises that are
wholly owned by their employees, so that stock of departing employees can
remain exclusively held within the employee group.

Seventh, the bill exempts lump sum distributions of Income-yielding estates
derived from an ESOP from any form of taxation, provided the assets are held
to produce a taxable second income for the taxpayer or his beneficiaries. How-
ever, if the assets are converted into spendable income and not reinvested within
60 days, the uninvested proceeds will be taxed as ordinary income, instead of
partially at the lower capital gains rate permitted under present law.

Eighth, the bill enables affected parties to seek advance IRS opinions on
valuations on stock or other assets acquired by an ESOP where the parties to
a financing transaction which utilizes and ESOP would be subject to serious
risks or penalties If the IRS, upon subsequent audit, disagreed with the valua.
tons or other key features of the financing plan. This is similar to the "no
action" procedures already instituted by the FTC and SEC.

Ninth, the bill exempts payments to an ESOP made for financing purposes
from treatment as a conventional employee benefit for purposes of any wage,
salary deferred compensation, or other employee benefit controls or guidelines
that might be established under executive order, regulations, or future economic
stabilization laws at the Federal or State levels. Instead, it would be treated
as any other form of capital sending that would have a counterinflationary
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effect. In effect, it offers labor I -. tdoff for wa.,; increases where wage ceilings
are established.

I hope that the memlrs of this body vvill carefully consider the legislation. I
am hopeful that further progress can [it: uiae in this session.

A copy of the bill foP -,:.
H.R.

Be it cnacted by thed-Nf nate and House of Rcpresentatives of the United State.
of America in Congrcs mscm bled,

SECTION 1. TITLE.-This Act may be cited as the "Accelerated Capital Forma-
tion Act of 1975."

SEC. 2. PURPOSE.-The purpose of this Act is to provide incentives for acceler-
ated financing of the formation of U.S. corporate capital and to encourage volun-
tary means for broadly diffusing equity ownership among employees of U.S.
enterprises both (a) with respect to existing capital by means consistent with the
protection of private property and (b) with respect to newly formed capital by
means which extend the logic of conventional business finance to corporate
employees.

SEc. 3. AMENDMENT OF INTERNAL REVENUE cODE.-The Internal Revenue Code
of 1954 is amended by adding the following new Section 416 at the end of Subpart
B of Part I of Subchapter D of Chapter 1:

SEC. 416.-EMiPLOYEE STOCK OWNERSHIP PLAN FINANCING.
(a) DEFINITIONS. (1) "Employee stock ownership plans" means a technique

of corporate finance described in Section 4975(e) (7) that utilizes stock bonus
plans, or stock bonus plans coupled with money purchase pension plans, which
satisfy the requirements of Section 401 (a) and are designed-

(A) to invest primarily in qualifying employer securities;
(B) to meet general financing requirements of a corporation, including capi-

tal growth and transfers In the ownership of corporate stock;
(C) to build into employees beneficial ownership of qualifying employer

securities;
(D) to receive loans or other extensions of credit to acquire qualifying em-

ployer securities, with such loans and credit secured primarily by a commitment
by the employer to make future payments to the plan in amounts sufficient to
enable such loans and Interest thereon to be repaid; and

(E) to limit the liability of the plan for repayment of any such loan to pay-
ments received from the employer and to qualifying employer securities, and
dividends thereon, acquired with the proceeds of such loan, to the extent such
loan is not yet repaid.

(2) For purposes of this section, the term "employer securities" means securi-
ties Issued by the employer corporation, or by an affiliate of such employer.

(3) For purposes of this section, the term "qualifying employer securities"
means common stock, or securities convertible into common stock, issued by the
employer corporation, or by an affiliate of such employer.

(b) Special Deductions. (1) In addition to the deductions provided under
section 404 (a), there shall be allowed as a deduction to an employer the amount
of any dividend paid by such employer during the taxable year with respect to
employer securities, provided-

(A) such employer securities were held on the record date for such dividend
by an employee stock ownership plan; and

(B) the dividend received by such plan is distributed, not later than 60 days
after the close of the plan year In which It is received, to the employees participat-
ing in the plan, In accordance with the plan provisions: or

(C) the dividend received by such plan Is applied, not later than 60 days after
the close of the taxable year, to the payment of acquisition indebtedness (includ-
Ing interest) Incurred by the plan for the purchase of qualifying employer
securities.

(2) Notwithstanding the limitations of section 404(a), there shall be allowed
as a deduction to an employer the amount of any contributions paid on account
of a taxable year (as described In section 404(a) (6)) to an employee stock
ownership plan. provided such contributions are applied to the payment of
acquisition Indebtedness (including interest) incurred by the plan for the pur-
chase of qualifying employer securities.
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(3) For purposes of sections 170(b) (1), 642(c), 2055(a), and 2522, a con-
tribution, bequest, or similar transfer of employer securities or other property
to an employee stock ownership plan shall be deemed a charitable contribution to
an organization described in section 170(b) (1) (A) (vi), provided-

(A) such contribution, bequest, or transfer is allocated, pursuant to the terms
of such plan, to the employees participating under the plan in a manner consistent
with section 401 (a) (4) ;

(B) no part of such contribution, bequest or transfer is allocated under the
plan for the benefit of the taxpayer (or decedent), or any person related to the
taxpayer (or decedent) under the provisions of Section 267(b), or any other
person who owns more than 25% in value of any class of outstanding employer
securities under the provisions of Section 318(a) ; and

(C) such contribution, bequest or transfer is made only with the express
approval of such employee stock ownership plan.

(c) Treatment of Participant. (1) Qualifying employer securities acquired
by an employee stock ownership plan through acquisition indebtedness incurred
by the plan in connection with the financing of capital requirements of the
employer corporation or its affiliates must be allocated to the accounts of the
participating employees to the extent that contributions and dividends received
by the plan are applied to the payment of such acquisition indebtedness (includ-
Ing interest) in accordance with the terms of the plan and in a manner consistent
with Section 401(a) (4).

(2) Upon retirement, death or other separation from service, an employee
participating under an employee stock ownership plan (or his beneficiary, in the
event of death) will be entitled to a distribution of his -nonforfeitable interest
under the plan in employer securities or other investments allocated to his ac-
count, in accordance with the provisions of such plan. If the plan so provides, the
employee (or beneficiary) may elect to receive all or a portion of the distribution
from the plan in-

(A) employer securities, other than qualifying employer securities;
(B) cash;
(C) a diversified portfolio of securities;
(D) a non-transferable annuity contract; or
(E) any combination of the above.
(3) An employee stock ownership plan may provide for the required repur-

chase of qualifying employer securities from an individual receiving a distribu-
tion thereof if all other of such outstanding employer securities, whether or not
acquired through the plan, are subject to repurchase from non-'employee share-
holders under similar circumstances.

(4) Upon receipt of a lump sum distribution, as described in Section 402(e)
(4) (A), from an employee stock ownership plan, an individual may exclude from

gross income that part of the distribution which consists of employer securities
or other assets, if income producing, held or reinvested within 60 days in income
producing assets of equivalent value, for the purpose of providing the individual
with dividends or other forms of realized income from such assets. Upon subse-
quent sale or disposition of any-employer securities or other assets distributed
by an employee stock ownership plan to the extent that proceeds realized from
such sale or disposition are not reinvested within 60 days in income producing
assets, the total amount of such proceeds (or the fair market value of any such
securities or assets that are transferred without adequate consideration) shall
be treated as ordinary-income to the individual.

(5) An employee receiving a distribution under paragraph (b) (1) (B) of this
Section shall be subject to taxation under Section 402(a) (1), and the provisions
of Section 116 shall not apply to such distribution.

(6) A contribution by an employer which is deductible under paragraph (b) (2)
of this Section, or a contribution described In paragraph (b) (3) of this Section,
shall not be Included In the meaning of annual addition under Section 415(c) (2).

(7) No contribution to an employee stock ownership plan may be allocated for
the benefit of any participant if the value of the total accumulation of employer
securities and other investments under the plan for the benefit of that participant
equals or exceeds $500,000, less the amount of any such accumulation for that
participant under any other employee stock ownership plans.

(d) Special Provions. (1) The acquisition or holding of qualifying employer
securities and the incurring of acquisition indebtedness by an employee stock
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ownership plan shall be deemed to satisfy the requirements of Section 404 (a) (1)
of the Employee Retirement Income Security Act of 1974 provided that-

(A) the requirements of Section 408(b) (3), and 408(e) of such Act are
satisfied; and

(B) the same standards of prudence and fiduciary responsibility that corporate
management must exercise with respect to its shareholders are satisfied.

(2) Upon application by an employee stock ownership plan, the Secretary of
the Treasury or his delegate shall issue an advance opinion as to whether a pro-
posed transaction involving that employee stock ownership plan will satisfy all
the requirements described in paragraph (1) of this subsection, and any such
opinion shall be binding upon the Secretary.

Swc. 4.-P'ffcct of Economic Stabilization.-Payments by an employer to an
employee stock ownership plan as defined In Section 416(a) (1) of the Internal
Revenue Code of 1954, for the purpose of enabling such plan to pay acquisition
indebtedness incurred for the purchase of qualifying employer securities or other
contributions to such plan shall not be treated as compensation, fringe benefits
or deferred compensation payments for the purposes of any laws. executive orders
or regulations designed to control, establish guidelines or otherwise stabilize
employee compensation or benefits, but shall be treated as the equivalent of debt
service payments made in the normal course of financing the capital requirements
of that employer.

APPENDIX E

NAMES OF PRESENT 00-SPONSORS OF H.R. 462

Ways and Means Committee
lull Frenzel, M.C.

Bill Archer, M.C.
John J. Duncan, M.C.
James Martin, M.C.
Guy Vander Jagt, M.C.

Additional Sponsors
Berkley Bedell, M.C.
James C. Cleveland, M.C.
James M. Collins, M.C.
Ronald V. Dellums, M.C.
Don Edwards, M.C.
Margaret Heckler, M.C.
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ANEW ECONOMIC POLICY TO MEET THE NEEDS OF THE

AMERICAN PEOPLE AND OF THE U.S. ECONOMY

Proposals to the President of the
United Stales

At the Economic Summit Meeting
on Inflation

Convened in Washington, D. C.
September 27.28, 1974

my
Louis 0. Kelso, Economist

Bangert & Co. Incorporated

As we meet to consider and recommend
soluUons to inflation and related problems now
besetUng the American economy, It is clear that
fast and effective solutions are needed to.

- Resume and accelerate
economic growth. The American
economy derives its strength from
its ability to bring Into existence
powerful capital Instruments -
the real source of its productive
power and affluence - and to
match them with skilled and moti.
vated workers. We should never
forget that economic strength de-
pends on the ability to produce an
abundance of low-cost, high
quality goods and services, and to
build market power into con.
sumers in the process. Rapid
economic growth Is essential if we
are to achieve self-sufficiency in
energy within less than a decade;*
if we are to rehabilitate our
railroad systems; If we are to
rehabilitate our cities; achieve
vastly expanded production of
food and fiber at much lower costs
in order to meet our share of the
export demand and to solve our
balance of payments problems,

build *a hundred or more new.
towns and a hundred or more
rapid transit systems and expand
the production of basic goods and
services in general,

- Create several million new jobs
in the private sector in the course
of expanding its output of goods
and services. Certainly no one can
suggest that we should find make-
work employment In the public
sector If, in fact, the expanding pri.
vate sector requires more Jobs.

- Protect the quality of our en.
vironment as we grow, which will
further Increase the need for new
capital formation and for financ.
Ing iM

- Achieve higher incomes for our
poor and our middle classes, but
by means other than increases in
wages and salaries, in order to
avoid increasing the costs of goods
and services.

- Reverse inflation and achlev a
gradual and continuous hardon-
Ing of our money.

WiAT CAN ACCOMPLISH THESE
OBJECTIVES WHEN SO MANY OTHER
PLANS 1IAVE FAILED?

Modern inflation is of such nature that it can only
be solved by radically Increased Investment in
self.liquidating new capital formation. It is
nothing short of a miraculous coincidence that
weare facing a decade in which capital formation
requirements exceed those of any past decade by
several magnitudes.



228

Not only is it true that we can and must invest our
way out of inflation, while solving the other
problems noted above, but credit for doing so at
low interest rates is unlimuled. Expenditures dur.
tag the coming decade of upwards of 4.5 trillion
on basic private-sector new capital formation, if
structured to radically broaden corporate equity
ownership and to minimize making the rich any
richer, will reverse inflation, build market power
Into most consumers, create two or three genera-
tions of intense full employment, and shrink ta a
fraction of their present size the various govern.
meant agencies devoted to attacking the effects of
poverty while leaving its causes untouched. This
program is an attack on the cause of poverty,
namely, the low economic productiveness of the
Individual who does not own significant income.
producing capital. It will cause taxpayers' in.
comes to rise, the purchasing power of their
money to grow, and their taxes to fall well below
present levels.

WHAT ERROR IS RESPONSIBLE FOR OUR
UNEMPLOYMENT, INFLATION, STAGNA TED
ECONOMIC GROWfrL AND INCOME
DISTRIBUTIONMISMATCHI

Present U.S economic polk / calls for solving the
income distribution problems for all consumers
through full employment. and to the extent that
is not achievable, throug? welfare. At the same
time, science, engineering, and management of
business, industry and agriculture, strive
ceaselessly to eliminate employment to minimize
costs. Inflation flows relt.ntlessly and unendingly
from attempts of the Federal government to re.
concile these unreconcilables, all of which take
the form - recognizable or not - of the
monetization of we'lare. Money representing
welfare is inflation ha, its essence.

THE BLUEPRINT FOR THE NEW ECONOMIC
POLICY

F DANCING ECONOMIC GROWTH AY MONETIUNG PRO OUCVE CAKTAL WHUIL
JLOOO MARXET POWER INTO C UMERS TrIOUG EMPLOYEE STO OWNEAW P (E930) PDFOCAMNC
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- EXPLANATORY NOTES.

I. The Employee Stock Ownership Plan
"'ESOP") Trust is a tax exempt entity organized to
conform to Section 401(a) of the Internal Revenue
Code. Not only are payments into it by the cor-
poration deductible from corporate income tax
within specified limits (maximum 25% of covered
payroll), but the employees can accumulate
capital ownership in the Trust until their retire-
ment. free of annual income taxation.

2 In addition to banks, insurance companies,
and foreign investors, all o1 which are currently
eligible to make ESOP loans, consideration
should be given to enlarging the power of sav.
wings and loan institutions to make such loans.

3. The corporate guarantee to make sufficient
payments into the trust to enable the trust to meet
its loan amortization requirements is, in effect, a
pledge of the general obligation of the corpora.
tion payable in pre-lax dollars. In tax theory, this
is a contribution to a qualified employee trust. In
economic theory, it is merely a commitment on
the part of the corporation to make a high payout
of the wages (i.e., earnings) of the newly formed
capital.

4. The direct discounting of the ESOP note with
the Federal Reserve Bank should be strictly
limited to basic financing of high priority, self.
liquidating new capital formation, such as
railroad rehabilitation, the building of new rapid
transit systems, the expansion of agriculture, etc.
It should never be used for consumer financing or
mere purchase of existing assets. The interest rate
should be limited to the administrative cost to the
Federal Reserve Bank and the administrative cost
to the lender, including a reasonable profit. We
estimate this rate should not exceed 3% per an-
num to the ESOP borrower. No consideration of
risk should be involved in the fixing of the in-
terest rate, since the risk is covered in another
way. (See Note 5 below.)

5. We recommend that Congress organize a
capital financing counterpart of the FHA
Insurance Fund designed for use primarily in the
consumer housing field. Its name, suggested here,
is Capital Diffusion Insurance Corporatuon. For
further discussion, see Kelso and Adler, The New
Copitalisls, Random House 119611; Kelso and
Hitter Two Factor Theory: The Economucs of
Reality, Random House Vintage Books 119671;
Testimony of Louis 0. Kelso and Norman G.
Kurland, Financial Markets Subcommittee of the
Senate Finance Committee, September 24, 1973.)

This basic financing design, omitting the Capital
Diffusion Insurance Corporation, and the ar-

rangement for discounting ESOP notes directly
with the Federal Reserve Bank (both of which we
recommend Congress provide for with the con.
trol conditions herein outlined) has been suc-
cessfully used by more than one hundred U.S.
corporations under existing law. The newly.
enacted Employee Retirement Income Security
Act of 1974 greatly strengthens and enlarges the
opportunities for the use of ESOP financing. (See
in particular Sections 4041a2, 4071bl, 407LdI31AL,
4071dk6l, 408(b13, 408(e), 20031al, 4975(d)(31,
49751d113L 4975(e171.)

WHY WOULD THE PLANBRINGABOUTA
CONTINUOUS HARDENING OF THE
PURCHASING POWER OF MONEY?

The classical definition of inflation is too many
dollars chasing too few goods. Since this plan is
based upon the radical expansion of feasible and
self-liquidating newly-formed capital, it involves
bringing into existence productive facilities that
will not only pay for themselves once within a
reasonable number of years (normally 3 to 5), but
these capital instruments, their productiveness
preserved by depreciation practices which in-
volve setting aside funds to restore and perpetu.
ate their productive power before net income is
computed, continue almost indefinitely to push
goods and services into the markets without
further capital costs. Furthermore, since the typi.
cal ESOP Trust covers all of the employees of
each corporation employing it for financing pur.
poses, employees are gradually put in a position
where their increasing wage demands conflict
with their accumulating capital ownership, and
wage demands may be expected to flatten out.
Since the typical ESOP Trust is designed so that,
once stock is paid for, any dividends thereeiter
paid pass through the Trust into the employees"
pockets, it becomes possible to raise employee in-
comes without raising corporate costs. Further.
more, the ESOP, by building significant capital
ownership into employees over a working
lifetime, will gradually replace fixed-benefit pen.
sion trusts and profit sharing arrangements that
are invested only in secondhand equities. Since
these do not finance growth of the sponsoring
corporation, they are pure costs which can be
gradually eliminated.

Finally, the rapid acceleration of the real growth
of the U.S. economy, desperately needed and call.
ing for large increases in employment will
render unnecessary the governmental costs of
creatana make-work jobs producing nothing of
market value. The rolls of the unemployed will
fall and in due course many government
employees will be attracted by the advantages of
working in industry under conditions providing
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opportunities for capital ownership, second in-
comes and economic security.

Second incomes from capital, paid to employees
after their new capital holdings have paid for
themselves, will enhance the market power of
those with unsatisfied needs and wants. This "se-
cond income" is the wealth produced by capital
- not mopetized welfare such as is used today to
close the purchasing power gap. The accelerated
growth of the economy will make the poor richer
without making the rich poorer, and will provide
a larger income and property tax base for govern.
ment In the face of shrinking "need" or welfare
demands, we can achieve every taxpayer's
dream of a shrinking tax bite accompanied by in.
creased purchasing power of the dollar.

CONVENTIONAL METHODS TO CLOSE THE
PURCHASING POWER GAP OF THE POOR AND
MIDDLE CLASS COMPARED TO THE PLAN
BASED UPON ESOP FINANCING.

Conventional
Economic Expedients

ESOP Financing Plan

Attacks only the Attacks the causes Qf
effe.ts of poverty, poverty.

Increases dependence
of the individual on the
State.

Progressively more in-
flationary.

Demotivates economic
activity through high.
er and higher taxes,
redistribution and dis-
couragement of
craftsmanship.

Restrains economic
growth.

Creates growing
autonomy, increasing
economicindepen-
dence of the consumers
who produce progres-
sively more of their in-
come through their pri-
vately.owned capital.

Gradually deflationary
through the hardening
value of money. Living
becomes easier be-
cause it is easier to pro-
duce goods and ser-
vices and easier to buy
and pay for them.

By linking the
worker's performance
of his job with the ac-
quisition of a viable
capital estate, provides
him the most powerful
and satisfying motivat-
ing force in history.

Promotes accelerating
economic growth.

Economy increasingly
depends on taxation.

Numerous financial
and institutional bar-
riers to economic
growth. "Where do we
get the money?'

Defy man's nature
because they violate
Machiavelli's Law: a
man will forgive you
for killing his father
before he will forgive
you for taking his
patrimony.

Concentrates econom.
ic and political power
in the same hands and
is eventually
totalitarian.

Economy increasingly
depends on intelligent
use of credit and the
wise use of banking
facilities to expand the
private economy and
enable all consumers to
participate in produc.
tion through capital
ownership.

Institutional barriers to
growth eliminated and
only physical limits to
growth remain.

The economy in which
capital ownership is
broadly owned con.
forms to the nature of
man because it helps
him to acquire a capital
estate, protects his
patrimony, and helps it
to grow.

Keeps the economic
power out of the hands
of the State and diffuses
ownership broadly
through all consumers.
The State remains in
the position of umpire
and guide. The free.
doa of the individual
can be protected by the
individual, while
political power from
election to election is
centralized in an ad.
ministration. While
government has enor.
mous ability to make
low-cost credit availa.
ble for broadly.owned
basic new capital for.
mation, and has
therefore enormous
leadership capability
within the society,
economic power re-
mains with the people.
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BANGERT 96 CO. III PINE STREET
i¢oCoRPOftrs SAN FRANCISCO, CALIFORNIA 94111

INVESTMENT BANKERS :435 168-7454

October I, 1974

Mr. William Seidman, and
Professor Paul McCracken
Old Executie Office Building
Washington. D C 20500

Dear Bill and Paul,

The Summit Conference on Inflation was a confidence.inspiring event for those involved and, I think, for
this country as a whole. The administration gained in credibility perceptibly.

The ver public nature of the sessions, howeer. minimized the possibility of considering new ideas of a
scope commensurate with the size and s riousness of the underlying economic problems.

A dozen or more speakers notedihat they had heard "nothing new." Among them was Dr. Gwen Bymers as
the mini-summit meeting of the Banking and Finance Community on September 20th -% here the Bangert & Com-
pany proposal was presented But the fact is that Bangert & Company's proposal is both new and critically relevant; it
involves taking direct vteps that lie within the powers of a democratic society towards eliminating inflation, financing
greatly improved economic growth and bringing about two or more decades of full employment. I do not, of course,
criticize Professor Bymer% for not grasping the significance of what she had heard in the limited time available. My
invitation came on such short notice that I had no time to prepare in advance summary of my presentation - a copy
of which I now enclose.

As you sift through the suggestions and begin to formulate a new economic policy however, I urge you
carefully to consider making a recommendation to Congress for amending the Employment Act of !946 to expand
the U.S. economic goal to include a policy favoring the broadening of the ownership of capital. While this would be a
new departure, (or at least one that is new since the Homestead Acts), it is one directed towards the solution of the
chief real problem It would proclaim a new goal while also giving the Administration and Congress time to consider
the means of implementation If the implementation is timed carefully, an% temporary revenue losses will be far less
than the cost of make.work jobs and other welfare expedients required to shore up a stagnant economy.

I am fully aw are that conventional banking thought is quite oblivious to the power and importance ofrusing
pure credit to finance new capital formation For example, Governor Henry C. Wallich of the Federal Reserve Board,
at the Conference for Corporation Executises on Wednesday, September 25, 1974, at the School of Advanced Inter.
national Studies in Washington, D C, stated

"Conterproductive Proposals

"A variety of often ingenious suggestions %%ere made during the pre-summit meetings that, upon
closer analysis, have one feature in common their application would require printing more money.
Proposals to combat inflation burdened with this side effect do not carry conviction This applies,
for instance, to well meant suggestions to expand credit in order to expand produc-
tive investment in order to expand output More output indeed would tend to restrain infla.
tion, but not if it has to be rinanced by an expansion of money and credit." (Emphasis added)
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The prealence of this non sequitur varied y of thinking is part of the explanation as to how we got into our
present mess. Governor Wallich is certainly correct when he says, "More output indeed would tend to restrain infla.
tion," and he is dead wrong when he asserts that such is not true if the expanded output "has to be financed by an ex.
pansion of, credit." Newly-.formed capital in well-managed businesses (and the Federal Reserve Board can lay down
regulations concerning the quality of feasibility, studies) pays for itself not just once, but repeatedly in cycles,
rarely of more than half dozen years each, its productiveness restored by depreciation practices that are universally
used Such Ex Cathedra and unsupportable statements should not shut off'the only line of"thinking that can lead us
out of the inflation woods Neither Governor Wallich. nor any one else could explain the financing of the in-
dustrialization ofJapan over the last half century without ackno% ledging that new capital formation can indeed be fi-
nanced out of pure credit % ithout inflation Japan's inflation came long afterjapan had risen to high-level industrial
status, and is due to essentially the s&n,e c.,uses as that in the United States the attempt to solve the income distnbu-
tion problem through labor, when the great bulk of its wealth is in fact produced by capital Japan's further mistake
lay in failing to develop techniqu es, such as we ha%t developed, to radically broaden the equity ownership base.

You both have copies of Two-Factor Theory: The Economics of Reality, written by Patricia Hetter
and myself in 1967. In the appendix to that book is a draft of.just such a revision of the Employment Act of 1946
which you could quickly adapt to suit your own views

The world is facing a crisis arising out of the ultimately hopeless attempt to distribute as pay for labor the in-
come derived from the overwhelming input of capital This economic policy is clearly not working, nor can it ever
work, for technology modifies the input mix into the economy in only one direction.

You have the opportunity to set us on the course to sound and necessary change in your formulation of the
Administration's new economic policy recommendations to Congress.

Please give this suggestion your most careful consideration I will be at your service, of course, should you

find that I can be of help.

With best regards,

Sincerely,

Louis 0. KeLso

APPENDIX G

PROPOSED AMENDMENTS TO H.R. 2168, THE TAX REDUCTION ACT OF 1975, TO PROVIDE
PARTIAL BENEFITS OF INVESTMENT TAX CREDIT INCREASES TO EMPLOYEES OF
CORPORATIONS UTILIZING NEWLY ADDED INVESTMENT ASSETS

Section 301 of H.R. 2166 is amended by addingthe following new subsection
(e)"(e) PARTIAL BENEFITS TO EMPLOYEES THROUGH EMPLOYEE
STOCK OWNERSHIP PLANS.

"To qualify for the investment credit allowed by section 38 and by subpara-
graph (A) of section 46(c) (3) of the Internal Revenue Code of 1954, any tax-
payer receiving an investment credit for qualified investments costing at least
ten million ($10,000,000) in the first year and further investment credits in any
amount for two consecutive years thereafter, shall :

"(1) assure that each corporation which utilizes such qualified investments
establishes and maintains an employee stock ownership plan;

"(2) make an issuance of qualifying employer securities at fair market value,
or cash for purchasing such securities, in an aggregate amount equivalent to 25
percent of the total investment credit the taxpayer receives for that taxable
year; and

"(3) contribute such securities or cash to an employee stock ownership plan
covering employees of each such corporation. Such securities or cash shall be
allocated under the plan to the accounts of all employees participating in the
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plan in proportion to their relative compensations during the year in which
such credit is received. Such contributions shall not be treated as a contribution
deductible under section 404(a) or a contribution subject to the limits on con.
tributions under section 415(c) (2) (A), but shall otherwise be treated as an
asset held by an employee stock ownership plan.

For purposes of this section, 'employee stock ownership plan' means a technique
of corporate finance described in section 4975(e) (7) that utilizes a stock plan,
or a stock bonus plan coupled with a money purchase pension plan, satisfying the
requirements of section 401 (a) and designed-

(A) to invest primarily in qualifying employer securities;
(B) to meet general financing requirements of a corporation, including capital

growth and transfers in the ownership of corporate stock;
(C) to build into employees beneficial ownership of qualifying employer

securities;
(D) to receive loans or other extensions of credit to acquire qualifying em-

ployer securities, with such loans and credit secured primarily by a commitment
by the employer to make future payments to the plan in amounts sufficient to
enable such loans and interest thereon to be repaid; and

(E) to limit the liability of the plan for repayment of any such loan to payments
received from the employer and to qualifying employer securities, and dividends
thereon, acquired with the proceeds of such loan, to the extent that such loan
is not yet repaid.

For purposes of this section, the term 'qualifying employer securities' means
common stock, or securities convertible into common stock, issued by the employer
corporation, or by an affiliate of such employer."

APPENDIX H
[ From the San Francisco Chronicle, Dec. 17, 19741

THr. Bio OWNERS ON WALL STREET
WASHNor'x.-Despite a long-term trend toward ownership of corporate stock

by persons in all income classes, the richest two-tenths of one per cent of Ameri-
cans owned 30 per cent of all the stock as of mid-1971. The richest one per cent
owned just over half of it.

These were two of the findings of one of the most comprehensive studies ever
made of stock ownership, which was published last week in the November issue of
the Commerce Department's survey of current business.

The study was based on information from an unusually large sample of 17,066
tax returns.

The authors said that the sharp drop in stock prices since 1971 obviously
affected the wealth of those who owned stock but would not have significantly
affected their findings concerning who owns what percentage of all the stock,
and other matters they studied.

Among the other major findings of the study, entitled "Stock Ownership in the
United States: Characteristics and Trends," were these:

Diversification of stock portfolios, that is, how many different stocks the
investor owns, is higher among high-income individuals but rather slight at
all income levels. Those with incomes of under $5000 who own any stock at all
own an average of 3.2 different stocks. but even those in the $50,000 to $100,000
income bracket average owning fewer than ten different stocks.

Investors in all income groups tend to distribute their stock ownership in
much the same way among much the same industries, with one exception. There
Is more ownership of utility and telephone company stocks among those with In-
comes of $25,000 or less than among those who are wealthier.

The highest-income Investors tend to own stock that pays smaller dividends,
proportional to its price, than lower-income investors d . The authors of the
study suggested that the reason was the greater tax advantages to high-income
Investors of investing in companies that plow back their earnings and thereby
create potentially more capital gains.

The study affirmed the findings of many similar studies that showed that
while there was a decided trend toward more equal distribution of Income in
the United States from the 1920s through about 1945, the trend toward equality
has essentially halted since then.
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The Ch IRMAN. Next we will call on Mr. Herbert Cohn, vice chair-
man of American Electric Power Service Corp., on behalf of the
National Association of Electric Companies.

STATEMENT OF HERBERT B. COHN, VICE CHAIRMAN, AMERICAN
ELECTRIC POWER SERVICE CORP., ON BEHALF OF THE EDISON
ELECTRIC INSTITUTE

Mr. CouN. Thank you, Mr. Chairman, Senator Dole. My name is
Herbert Cohn. This statement is submitted on behalf of the Edison
Electric Institute, which is the principal national association of the
Nation's investor-owned electric utility companies. Its member com-
p anies serve approximately 78 percent of all electric customers in the
United-States.

We very much appreciate this opportunity. Mr. Chairman, to appear
before your committee.

Now Senator Humphrey stated this morning, as I expect both of
you gentlemen know, the electric utility industry has encountered in-
creasingly difficult problems in raising the capital necessary to finance
the powerplants and associated facilities required to supply the fu-
ture electric power needs of the Nation. These problems result from
skyrocketing costs, particularly the cost of capital and the cost of
fuel, and an inability to obtain prompt. authorization for increased
rates which are adequate to cover such increased costs and to attract
new capital. For many companies this has led to inadequate coverage
of interest and dividends which, under indenture covenants, limits or
prevents the sale of senior securities; and to common stock market
prices well below book value so that the sale of additional common,
which increasingly dilutes the book value of existing common, be-
comes increasingly difficult to market.

This limitation on the ability of manv electric utility companies to
finance new facilities has been the principal reason for deferrals and
cancellations of some 230 million kilowatts of new capacity. These fa-
cilities involve expenditures of some $80 billion. It is estimated that the
projects deferred or canceled involve, some 300,000 jobs.

Such deferrals and cancellations have an obvious and immediate re-
lationship to current unemployment and the current economy. But
even more important are the implications for the national economy,
some 3 or 4 years in the future, if there is then a significant shortage
of electric power-as we believe there will be if action is not taken
promptly to enable these projects to go forward.

Wlile the principal solution to this problem is adequate and expedi-
tious authorization for rates which will cover increased costs and at-
tract new capital, changes in the Internal Revenue Code can help ma-
terially in preventing the problem from getting worse and in helping
to get these projects back on the track.

We recognize that H.R. 2166 is intended to be an emergency bill to
deal with urgent current problems. Accordingly, we have limited our
proposals at this time to suggested modifications of provisions which
are now in the bill and to two other urgent matters which were con-
sidered by the Ways and Means Committee but which were not in-
cluded in H.R. 2166 in the form finally adopted by the House. Our
proposals relate to first, modifications of the investment credit provi-
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sions; second, an extension of the carryback and carryover provisions
for net operating losses, which we believe is necessary and desirable to
achieve the intended objectives of various existing tax incentives; and
three, tax-free treatment of stock dividends issued by public utilities in
connection with qualified dividend reinvestment programs.

First, the investment credit provisions of H.R. 2166 should be modi-
fled in three respects to achieve their intended objectives.

We fully support the underlying principles and objectives of the
investment tax credit and we were particularly encouraged by the
parity of treatment in making the 10 percent credit available to elec-
tric utility companies along with all other industries. We urge three
modifications in the provisions for the investment credit.

First, the 10 Percent, investment credit'should be made available for
more than 1 year. There is a. general consensus that the effectiveness of
the investment credit is directly related to the degree of its perma-
nency and stability. The availability of the 10 percent credit for so
short a period presents obvious difficulties in planning and in utilizing
the incentive intended to be made available. We urge that the credit
be made available without any specified time limitation or at least that
any such time limitation be increased substantially. We further urge
that, if and when the 10 percent credit terminates, the percentage of
the investment credit thereafter available for nonutility industry be
equally available for the electric utility industry.

Second, H.R. 2166 increases the investment credit for electric utility
companies by an additional 6 percentage points above the 4 percent
presently available. The objective of this increased credit is to increase
cash flow and to encourage and assist in financing new facilities. For
the regulated electric utility industry, we believe that these objectives
can best be carried out if the additional 6 percentage points are made
available on condition that the regulated utility is permitted to
retain the amount of th-6 credit for such purposes-that is, that the
additional credit not be used in ratemaking to reduce rate base or
operating expense, but rather be available to assist in financing new
facilities.

This concept is not a new one. It was included in a tax bill approved
by the House Ways and Means Committee in November of last year.

Third, many electric companies-and particularly those with the
most difficult financing problems-have not been able to use the in-
vestment within the existing carryback period of 3 years and carry-
forward period of 7 years. ULR. 2166 recognizes this, in part, by lib-
eralizing the existing 50 percent limitation for such companies.

This is, of course, helpful, and we fully support it. But, for those
electric utility companies which are in the greatest need of assistance
to enable them to finance essential new facilities, this would still not
fully resolve the problem. To make the credit meaningful and carry
out its objective for these companies, we urge that the investment
credit carryback and carryover periods of section 46(b) (1) be in-
creased to a carryback period of 7 years and a carryover period of 10
years.

We also suggest that the committee consider allowing the taxpayer
an election, within the limits of the total period of carryback and
carryover, to carry back further on condition that an equivalent carry-

48-493 0 - 75 - 16
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forward period be given up. With these three modifications, ve believe
the investment credit provisions could be of substantial assistance to
all electric utilities.

Our second proposal is that section 172 should be modified to extend
the periods for xhich a net operating loss can be carried back and
carried over by electric utilities.

Although there are existing exceptions in section 172, the net operat-
ing loss carryback and carryover periods for electric utilities at the
present time are 3 and 5 years, respectively.

Here again, it is important to point out that, for the reasons earlier
discussed, many electric utilities with the most difficult financing
problems do not now have taxable earnings. For many of these com-
panies, which, in general, have the greatest need for the help intended
to be provided, the existing incentives provided in the Internal
Revenue Code are of little or no meaning since they cannot be utilized
within the specified carryback and carryover periods. Such companies
have paid substantial income taxes in the past and, we hope and believe,
will be in a position to pay such taxes some time in the future.

Accordingly, these incentiv-es courd be made meaningful for these
companies which are most in need of assistance if the carryback and
carryover provisions of section 172 were extended.

The House Ways and Means Committee recognized this problem
and directed that a study be made of extension or revision of the net
operating loss carryback and carryover periods. Such a study was
carried out by the staff of the Joint Committee on Internal Revenue

"----'-Taxation. The relevant portion of this study is attached as appendix
A of this statement.

The study indicates that Congress in the past has recognized the
special needs of particular classes of taxpayers and provided several
modifications to the general rule. This is shown graphically in the
chart which represents the last page of the staff study and the last
page of my statement.

The study indicates that for example, a 10-year carryback period
is provided-is now provided for financial institutions and a bank for
cooperatives, and a carryover period of 7 years is-now provided for
regulated transportation. A general extension of these periods was
considered by the Ways and Means Committee this year but failed on
a tie vote of 18 to 18.

We urge most strongly that the Senate Finance Committee include
an amendment of section 172 which would make meaningful, for those
who n-eed it most, the existing incentives in the Code by allowing a 10-
year carryback and 7-year carryover of net operating losses for elec-
tric utility companies.

Our third and last proposa-l relates to section 305. We urge that it
be amended to authorize tax-free stock dividends by electric utilities
under qualified dividend reinvestment plans.

H.R. 2166 introduced by Chairman Ullman of the Ways and Means
Committee originally included a proposed amendment to section 305
to authorize the issuance of stock dividends by public utilities under
qualified -reinvestment plans with no current "income tax payable by
the stockholder participating in such plan. This provision would have
permitted a stockholder of an electric utility to elect to receive stock
issued under such a qualified reinvestment plan in lieu of a cash divi-
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dend, to which he would otherwise be entitled, without, having to pay
a current income tax.

This provision was deleted from the bill reported !" dhe Ways and
Means Committee, apparently to forestall any pos ,'lh] controversy
with respect to it and to expedite passage of theh bill. 'Thr,; was, how-
ever, considerable support for the provision in the W'ay s and Means
Committee.

Most nonutility companies can elect to follow a di .'i,tend policy
which involves a low-payout in cash and the issuance of stock divi-
dends. Under existing law, such stock dividends are not taxable in-
come to the recipient. As a practical matter, utility companies cannot
follow this course. Historically, utility companies have had high pay-
outs of cash dividends and their common stocks have been purchased
purchased by many stockholders for income. Any sharp reduction in
cash dividends would materially and adversely afect the market price
of the utility's common stock and its ability to finance through the
sale of additional common stock. This is not a theory; we know it to
be a fact.

The latest illustration of the market effects was the passage by Con-
solidated Edison Co. of New York of its common stock dividend.

The proposed amendment of section 305 would have the effect of
putting the stockholders of electric utility companies on a parity with
those of nonutility companies and permit such stockholders to receive
stock dividends without being required to pay a current income tax.
The income tax consequences of the proposed amendment can and
should be similar to those associated with the conventional stock divi-
dend; that is, to reduce the cost basis of the stock held by the stock-
holder who receives the dividend. On any subsequent sale of such
stock, this would operate to increase the capital gain or decrease the
amount of any capital loss.

Such a provision could be of very considerable immediate assistance
to electric utilities in encouraging.reinvestment of cash dividends in
their common stock and encouraging capital formation in the form
of increased internal cash generation and increased common stock
equity-both of which are of great importance in enabling the elec-
tric utilities to finance facilities which would provide significant em-
ployment in the present and which are essential to supply the electric
power required in the future.

Thank you. Mr. Chairman.
The CHAIRMSAN. Now, Mr. Cohn, how many changes in the tax law

are you asking for here in this quickie tax cut bill?
Mr. CoiN. We are asking, Senator, for three modifications in the

investment credit provisions, all of which have, I think, been previ-
ously considered, none of which are particularly novel, and we are
asking for two other changes.

The CHAIR-AN. You are asking for five changes then.
Mr. COHN. Yes. sir, I think that would be correct.
The CHAIRMAN. Are you aware of the fact that we are talking here

of not a tax reform bill or a tax overhaul or a tax rewrite I We are
talking here about something that we hope to pass in a hurry, where
we would bypass most of the so-called tax reform ideas and leave
those for some later date and to try to pass a quickie tax cut bill to
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get some spending power back in the hands of the consumers. You
understand that this is what we are trying to do here?

Mr. Cor. That is right, Senator, and that is one reason why we
have not submitted a number of other suggestions that we have which
we would propose to submit in connection with the energy bill or
the energy tax bill. But, if I may say so, Senator, three of the pro-
posals that we have made are intimately related with the investment
tax credit provisions and we believe they are necessary and desirable,

better to carry out the objectives of the investment credit. The other
two, we believe, are urgently needed to get the electric utility invest-
ments in essential facilities back on the track.

The CII4 n. t.\X. Now. my feeling about these carryback and carry-
forward provisions is that if I vote for them at all, they are going to
have to have an employee stock ownership feature to them. I am not
going to vote for any more of these proposals where we (1o something
for a company that needs sonic capital immediately to help with their
situation, if we are doing it for the shareholders and the workers do
not participate ini that.

My view is that if we are going to (o something like you are asking
us to (o helre with this carrvforward and this carryback, that. we ought
to say that a condition of that would be that the shareholders of tha
company agree. to an employee stock ownership plan for 25 percent
of this additional investment tax credit to go foil the benefit of the em-
ployees. I discussed that with you when you and some of those who
agree with you and find themselves in a similar situation came to dis-
cuss that matter with me. I hope that your people can subscribe to
that and that you can live with it. If we put an amendment of that
sort on this bill, we will give you what you want. For some companies
that would mean as much as $100 million for their shareholders. I
would hope that your people would not feel themselves offended if we
said that 25 percent of that would go for the benefit of employees of
those companies.

Mr. CoJIN. Senator, if I could respond to that. No. 1, we would cer-
tainly not feel offended if the provisions that we have urged were, in
fact, adopted subject. to condition that we do something with respect
to employee stockholders.

No. 2, we are wholly in favor of the principle of making mhore and
more employees stockholders. I can tell you that in our own company
we have two plans, and have had them for many years, which aRe
designed to encourage increased ownership by our employees of our
stock. We are enthusiastic about that and want to do all we can to en-
courage that.

The CH,1AI1A-N. What percentage of your employees are share-
holders in your conpJany?

Mr. CoHi-N. Senator, I am afraid I do not know the answer to that.
I would guess that it might be as much as 15 to 20 percent. I really do
not know the answer. thoum.h. That. would only be a guess.

The CH1AIr.N.-. Well. I want you to have more shareholders, spe-
cifically your employees. You do not object to that objective. (o vou?

Mr. CoHNv. No, sir, not at all. We fully subscribe to it. We are all in
favor of, and, indeed, as I say, we have plans in which the company
does something in the way of participation to try to encourage em-
ployee stockownership. We think it is just fine.
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Now, the third thing I would like to say in response to your com-
inent, Senator, is this: We are not asking'this committee to (1o any-
thing for tile utilities, as such, or for their shareowners, as such. What
we are asking is that the committee take action which will help us
to finance what we regard as essential new facilities, which are
essential, we believe, for the welfare of the Nation.

I think you may recall that I stated in my opening that we have
had to defer, the industry has had to defer and cancel projects which
represent 300,000 jobs. If we can get those projects back on the tract
and create 300,000 jobs which are not now there, we think this will
be a major contribution to the economy and to the workers.

The C1AIRIMAN. INTell, I am sympathetic to what you hope to do. and
I am pleased to see that you are sympathetic to what I want to do. I
want the average working man to'feel that he is a part of all of this,
that this great capitalistic system here is not his enemy with which
he is at war, but that he is a i)art of it; he is a shareholder in America
itself, not just, in the Nation, but he is also a shareholder in the com-
pany for which he works. And I am pleased to see that you have some
enthusiasm for that concept.

Mr. CoN.;. Senator, I could not agree more. We have seen the results
of the efforts we have made. In the company with which I am asso-
ciated, the employees who are stockholders, we believe, watch muchclosely the kind of job that is being done. They are interested in earn-ings per share because they are stockholders, and they are interested
in doing tile job better. 'they are interested in the'welfare of the
company.
The CHtAIRMAN. Thank you very much.
Senator Dole, (1o you care to ask any questions?
Senator DoLE. I am just wondering, if this was adopted, whatwould be the net effect as far as the loss of revenue?
Mr. Collx. Senator, a far as the investment credit provisions areconcerned, if the 10 percent credit were extended beyond the year,

obviously that. would involve a significant revenue loss. I do not have
any idea what that would be. sir.

'The second point, or your second suggestion with respect to a modi-
fication could not possibly,.I do not. think, involve a revenue loss. It
might involve a revenue gain. Of course, it would condition the addi-
tional 6 percent on something happening.

Senator DoL. Now, with respect to your summary sheet No. 2,under paragraph 1-was that considered in the House ?
Mr. Cojix. The answer is "Yes," that was considered and wvas partof the House bill passed last November. It is not part of H.R. 2166,

nor was it put into that bill this year, but it has been the subject of
consideration of the Ways and Means Committee.

Senator Doly.. Do you have any revenue loss estimates with respectsection 172 and section .305, as well as the third pait in paragrap 1?
Mr. CoyN. Two carry back and carry forward provisions were re-

quested. One is investment credit, and the other has to do with the net
operating losses. As to that, Senator, I guess the starting point has tobe in terms of what revenue losses were calculated to result from the
provisions which are now in the code or the investment credit provi-sions which are proposed in the House bill. To the extent that they
contemplated that taxpayers generally would be able to take advantage
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of these provisions there would be no additional revenue loss, because
our point here is that many of the taxpayers will not be able to take
advantages of these prwisions at all unless the carry back and carry
forward provisions are extended.

To the extent, if it wer calculated in the original-revenue loss that
the taxpayers would get such an advantage, I would say there is no
revenue loss.

Now, to the extent that was not crankei into tfie estimate, then, of
course, there would be some additional loss. I have no idea what it
would be, sir.

Senator DOLE. That is all.
The ChAIRMAN. Thank you very much, Mr. Cohn.
Mr. Coiix. Thank you, sir.
[The prepared statement of Mr. Cohn with an appendix follow :)

STATEMENT OFI HERBERT B. Con oN BEHALF OF EDISON ELECTRIC INSTITUTE

SUMMARY

I. The investment credit provisions of H.R. 2160 should be modified in three
respects to achieve their intended objectives.

(1) The 10% credit should be made available without any specified time
limitation or, if there Is to be such a time limitation, it should be increased
substantially.

(2) The availability of the additional 6 percentage points for regulated
utilities should be made subject to the condition that the additional credit
be used to assist in financing required new facilities rather than to reduce
rate base or operating expenses.

(3) The carryback and carryover periods of Section 46(b) (1) should be
increased to seven and ten years, respectively.

II. Section 172 should be modified to extend the periods for which a net operat-
ing loss can be carried back and carried over by electric utilities.

Ill. Section 305 should be amended to authorize taxfree stock dividends by
electric utilities under qualified dividend reinvestment plans.

STATEMENT

My name is Herbert B. Cohn. I am Vice Chairman of the Board of American
Electric Power Company, which is the parent company of the American Electric
Power System.

This statement is submitted on behalf of the Edison Electric Institute which
is the principal national trade association of the nation's investor-owned electric
utility companies. Its member companies serve approximately 78 percent of all
electric customers in the United States.

The electric utility industry has encountered increasingly difficult problems in
raising the capital necessary to finance the power plants and associated facilities
required to supply the future electric power needs of the nation. These problem
result from skyrocketing costs (particularly the cost of capital and the cost of
fuel) and an inability to obtain prompt authorization for increased rates which
are adequate to cover such Increased costs and to attract new capital. For many
companies this has led to inadequate "coverage" of interest and dividends, which
under indenture covenants, limits or prevents the sale of senior securities; and
to common stock market prices well below book value so that the sale of addi-
tional common, which increasingly dilutes the book value of existing common,
becomes increasingly difficult to market.

This limitation on the ability of many electric utility companies to finance new
facilities has been the principal reason for deferrals and cancellations of some
230 million kilowatts of new capacity. These facilities involve expenditures of
some $80 billion. It is estimated that the projects deterred or cancelled Involve
some 800,000 Jobs.

Such deferrals and cancellations have an obvious and immediate relationship
to current unemployment and the current economy. But even more important are
the implications for the national economy, some three or four years In the future,
if there is then a significant shortage of electric power-as we believe there will
be if action Is not taken promptly to enable these projects to go forward.
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While the principal solution to this problem is adequate and expeditious au-
thorization for rates which will cover increased costs and attract new capital,
changes in the Internal Revenue Code can help materially in preventing the
problem from getting worse and in helping to get these projects back on the
track.

We recognize that H.R. 2166 is intended to be an emergency bill to deal with
urgent current problems. Accordingly, we have limited our proposals at this time
to suggested modifications of provisions which are now in the bill and to two
other urgent matters which were considered by the Ways and Means Committee
but which were not included in H.R. 2166 in the form adopted by the House.
Our proposals relate to (1) modifications of the investment credit provisions;
(2) an extension of the carryback and carryover provisions for net operating
losses, which we believe is necessary and desirable to achieve the intended ob-
Jectives of various existing tax incentives; and (3) tax-free treatment of stock
dividends issued by public utilities in connection with qualified dividend reinvest-
ment programs.

I. The investment credit provisions of H.R. 2166 should be modified in three
respects to achieve their intended objectives.

We fully support the underlying principles and objectives of the investment
credit and the parity of treatment in making the 10o credit available to electric
utility companies along with all other industries. We urge three modifications in
the provisions for the investment credit which now appear in H.R. 2166:

1. The 10% Investment credit should be made available for more than one year.
There is a general consensus that the effectiveness of the investment credit is
directly related to the degree of its permanency and stability. The availability
of the 10% credit for so short a period presents obvious difficulties in planning
and int utilizing the incentive intended to be made available. We urge that the
credit be made available without any specified time limitation or at least that any
such time limitation be increased substantially. We further urge that, if and when
the 10% credit terminates, the percentage of the investment credit thereafter
available for non-utility industry be equally available for the electric utility
industry.

2. H.R. 2166 increases the investment credit for electric utility companies by an
additional six percentage points above the 4% presently available. The objective
of this increased credit is to increase cash flow and to encourage and assist in
financing new facilities. For the regulated electric utility industry, we believe
that these objectives can best be carried out if the additional six percentage points
are made available on condition that the regulated utility is permitted to retain
the amount of the credit for such purposes-that is, that the additional credit
not be used in rate-making to reduce rate base or operating expense. This con-
cept was Included in Section 215(a) of H.R. 17488, the tax bill approved by the
House Ways and Means Committee in November 1974.

3. Mlany electric utility companies-and particularly those with the most diffi-
cult financing problems-have'not been able to use the investment credit within
the existing carryback period of three years and carryforward period of seven
years. H.R. 2166 recognizes this, in part, by liberalizing the existing 50% limi-
tation for such companies. That is, of course, helpful and we fully support it. But,
for those electric utility companies which are in the greatest need of assistance
to enable them to finance essential new faciltiles, this would still not resolve the
problem. To make the credit meaningful and carry out its objective for these
companies, we urge that the investment credit carryback and carryover periods
of Section 46(b) (1) be increased to a carryback period of seven years and a car-
ryover period of ten years. We also suggest that the Committee consider allow-
ing the taxpayer an election, within the limits of the total period of carryback
and carryover, to carry back further on condition that an equivalent carryfor-
ward period be given up.

II. Section 172 should be modified to extend the periods for which a net oper-
ating loss can be carried back and carried o&vr by electric utilities.

Although there are existing exceptions in Section 172, the net operating loss
carryback and carryover periods for electric utilities are three and five years,
respectively.

Here again, it is -Important to point out -that, for the reasons earlier discussed,
many electric utilities with the most difficult financing problems do not now
have taxable earnings. For many of these companies, which, in general, have
the greatest need for the help intended to be provided, the existing Incentives
provided in the Internal Revenue Code are of little or no meaning since they
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cannot be utilized within the specified carryback and carryover periods. Such
companies have paid substantial income taxes in the past and, we hope, will be
in a position to pay such taxes some time in the future. Accordingly, these in-
centives could be made meaningful for these companies which are most in need
of assistance if the carryback and carryover provisions of Section 172 were
extended.

The House Ways and Means Committee recognized this problem and directed
that a study be made of extension or revision of the net operating loss carry-
back and carryover periods. Such a study was carried out by the Staff of the
Joint Committee on Internal Revenue Taxation. The relevant portion of this
study is attached as Appendix A of this Statement. The study indicates that
Congress in the past has recognized the special needs of particular classes of
taxpayers and provided several modifications to the general rule. For example,
a 10-year carryback period is provided for "Financial Institutions" and the
"Bank for Cooperatives" and a carryover period of 7 years is provided for "Regu-
lated Transportation". A general extension of these periods was considered by the
Ways and Means Committee but failed on a tie vote of 18 to 18.

We urge most strongly that the Senate Finance Committee include an amend-
mnent of Section 172 which would make meaningful, for those who need it most,
the existing incentives in the Code by allowing a 10-year carryback and 7-year
carryover of net operating losses for electric utility companies.

Here again, we also suggest consideration of allowing utilization of the total
period provided by permitting the taxpayer to elect an increase in the carryback
period to the extent that he is willing to give up an equivalent carryover period.

III. Section 805 should be amended to authorize tairrce stock dividends by
electric utilities under qualified dividend reinvestment plans.

- H.R. 2166 introduced by Chairman Ullman of the Ways and Means Committee
included a proposed amendment to Section 305 to authorize the issuance of stock
dividends by public utilities under qualified reinvestment plans with no current
income tax payable by the stockholder participating in such plan. This provi-
sion would have permitted a stockholder of an electric utility to elect to receive
stock issued under such a qualified reinvestment plan in lieu of a cash dividend
without having to pay a current income tax. This provision was deleted from
the bill reported by the Ways and Means Committee, apparently to forestall any
possible controversy with respect to it and to expedite passage of the bill. There
was, however, considerable support for the provision in the Ways and Means
Committee.

Most non-utility companies can elect to follow a dividend policy which in-
volves a low pay-out in cash and the issuance of stock dividends. Under existing
law, such stock dividends are not taxable income to the recipient. As a practical
matter, utility companies cannot follow this course. Historically, utility com-
panies have had high pay-outs of cash dividends and their common stocks have
been purchased by many stockholders for income. Any sharp reduction in cash
dividends would materially and adversely affect the market price of the utility's
common stock and its ability to finance through the sale of additional common
stock.

The proposed amendment of Section 305 would have the effect of putting the
stockholders of electric utility companies on a parity with those of non-utility
companies and permit such stockholders to receive stock dividends without being
required to pay a current income tax. The income tax consequences of the pro.
posed amendment can and should be similar to those associated with the con-
ventional stock dividend-that is. to reduce the cost basis of the stock held by
the stockholder who receives the dividend. On any susbequent sale of such stocks,
this would operate to increase the capital gain or decrease the amount of any
capital loss.

Such a provision could be of very considerable immediate assistance to electric
utilities in encouraging reinvestment of cash dividends in their common stock
and encouraging capital formation in the form of increased internal cash genera-
tion and increased common stock equity-both of which are of great importance
in enabling the electric utilities to finance facilities which would provide signifi-
cant employment in the present and which are essential to supply the electric
power required in the future.

This proposal was also the subject of study by the Staff of the Joint Com-
mittee: and the Staff analysis of the proposal is also set forth in the material
attached as Appendix A of this Statement.
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APPENDIX A

Extract from Analysis Prepared for Committee on Ways and
Means by Staff of Joint Committee on Internal Revenue Taxation
(Jan. 30, 1975)

VII. ALTERNATIVE WAYS TO REDUCE CORPORATE TAXES

A. Increase In Investment Tax Credit
Present law.-Present law provides a 7-percent investment tax credit (4 per-

cent with respect to certain public utility property). The investment tax credit
is available with respect to: (1) tangible personal property; (2) other tangible
property (not including a building and structural components) which is an
integal part of manufacturing, production, etc., or which constitutes a research
or storage facility; and (3) elevators and escalators. Generally, the credit is not
available with respect to property used outside the United States.

To be eligible for the credit, the property must be depreciable property with
a useful life of at least 3 years. Property with a useful life of 3 or 4 years qualifies
for the credit to the extent of one-third of its cost; property with a useful life
of 5 or 6 years qualifies with respect to two-thirds of its cost; and property with
a useful life of 7 years or more qualifies for the credit to the full extent of the
property's cost. (However, in the case of used property, not more than $50,000
of cost may be taken into account by a taxpayer as qualified investment for pur-
poses of the credit for a taxable year.) Property becomes eligible for the credit
when It is placed in service.

The amount of the credit that a taxpayer may take in any one year cannot
exceed the first $25,000 of tax liability (as otherwise computed) plus 50 percent
of the tax liability in excess of $25,000. Investment credits which because of
this limitation cannot be used in the current year may be carried back 3 taxable
years and then carried forward 7 taxable Years and used in those years to the
extent permissible within the limitations applicable in those years.

Present law provides for a recapture of the investment credit to the extent
property is disposed of before the end of the period (that is, 3-5, 5-7, or 7 or
more years) which was used in determining the amount of the credit originally
allowed. Thus, if property is disposed of, or otherwise ceases to be qualified, the
tax for the current year is increased (or unused credit carryovers are reduced)
by the reductions in investment credits which would have resulted if the credit
were computed on the basis of the actual useful life of the property rather
than its estimated useful life.

Public utility property.-The definition of public utility property, to which
the 4-percent investment tax credit applies, is property used predominantly in
the trade or business of furnishing or selling (1) electrical energy, water, or
sewage disposal services, (2) gas through a local distribution system, or (3)
telephone service, telegraph service through domestic telegraph operations, or
other conmunications services (other than international telegraph services).
In general, the reduced credit applies only if the rates for these services or
items are established or approved by certain types of- governmental regulatory
bodies.

With respect to the treatment of the investment credit of regulated companies
for ratemaking purposes, special limitations are imposed on the allowance of
the credit to prevent the tax benefits of the credit from automatically being
passed on the consumers. These limitations are applicable to property used pre-
dominantly in the trade or business of furnishing or selling (1) the products
or services described in the preceding paragraph and (2) steam through a local
distribution system or the transportation of gas or steam by pipeline if the rates
for those businesses are subject to government regulation.

The special limitations generally provide that the investment credit is not
to be available to a company with respect to any of its public utility property if
any part of the credit to which it would otherwise be entitled Is flowed through
to income (i.e., increases the utility's income for ratemaking purposes) ; how-
ever, in this case the tax benefits derived from the credits may (if the regula-
tory commission so requires) be used to reduce the rate base, if this reduction
is restored over the useful life of the property.

If within 90 days after enactment of the Revenue Act of 1971 the taxpayer
is elected, then the investment credit Is to be available to a company with respect
to any of its public utility property if the credit to which it would otherwise
be entitled is flowed through to income ratably over the useful life of the
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property; however, in this case there must not be any adjustment to reduce the
rate base.

However, immediate flow-through would be permitted with respect to property
which is flow-through property under the accelerated depreciation rules enacted
as part of the Tax Reform Act of 1969 if the taxpayer elected this treatment
within 90 days after enactment of the Revenue Act of 1971. Further, a special
election Is provided with respect to local steam distribution systems and gas or
steam pipelines where the r,-gulatory body involved determined that the natural
domestic supply of gas or steam was insufficient to meet the present and future
requirements of the domestic economy. In this case, if the taxpayer elected
(within 90 days after enactment of the Revenue Act of 1971) the investment
credit is not be available unless (1) no part of the credit is flowed through to
income and also (2) no part of the credit is used to reduce the rate base.

Adrinni8tration proposal.-The administration has proposed that the invest-
ment tax credit be Increased for one year to 12 percent for all taxpayers, In-
cluding public utilities. The temporary higher credit is to apply to property placed
in service In 1975 and to property ordered during 1975, if placed in service
before the end of 1976. In addition, the credit would also be available to the
extent of construction, reconstruction or erection of eligible property by or for
a taxpayer during 1975, without regard to the date when the completed property
is placed in service.

In the case of utilities the 12 percent credit would continue to apply for two
additional years after 1975 with respect to qualified investment in electrical
power plants other than oil- or gas-fired facilities.

Also, with respect to utilities, the 50 percent limitation on the amount of
credit which may be claimed in a year above the first $25,000 of a taxpayer's
income tax liability would be temporarily increased. Utilities would be per-
mitted to use the credit against up to 75 percent of their tax liability above the
first $25,000 of liability for 1975. Thereafter, the limitation would decrease
by five percentage points for each year after 1975 (that is, 70 percent in 1976,
65 percent in 1977, 60 percent in 1978, 55 percent in 1979) until the limitation
is decreased to the 50 percent limitation, generally applicable to other tax-
payers, in 1980 and later years.

The temporary increase in the credit would be effective retroactively to Jan-
uary 1, 1975.

Revenue effect.-The administration estimates that tax liabilities will be
reduced by $4 billion annually as a result of the increases in the investment tax
credit. This is an estimate of the direct effect and does not include an estimate
of secondary effects that could result from the initial impact.

Staff Analy8f.-As indicated in the section on Individual tax reductions
above, the economic c situation is bad and likely to get worse without significant
fiscal stmul.tion. A balanced program which encourages both consumption and
Investment may well be a more effective method of stimulating the economy
than attempting to focus all the tax stimulus on consumption. In addition to
providing short-rin stimulation to the economy, an Increase in the amount of
Investment Is desirable for other reasons.

First, additional investment which increases productivit-y is Itself anti-infla.
tionary in that it Increases the amount of output available to meet consumer
demands in the future (although this obviously is not a problem at the present
time). Second, Increased productivity results in lower production costs which
means that money wage Increases will not have the same degree of upward
pressure on product prices that they would in the absence of growing productivity.
This also has implications for our balance of payments and the exchange rate
of the dollar.

Third, it appears that unless in the future the stock of capital Is Increased
significantly there will be serious problems in providing enough jobs for those
entering the labo- force. Over the past few years, the rate of Investment has
not been sufficient to provide the necessary Increase in productivity or to pro-
vide the capital necessary to employ the labor force. The long-term outlook for
the ability of our economy to provide the necessary level of Investment to create
needed capital Is analyzed In a paper, "Capital Needs In the Seventies", by
Barry Bosworth and James Duesenberry (one of the panelists who appeared
before the committee). Their conclusion was that it would be possible for us
to meet our capital needs, but "Just barely" And to have any chance of meet-
Inc these requirements it is necessary to both increase saving and to return the
economy to full employment growth. The investment credit should be useful in
meeting both of these objectives. It provides an investment stimulus to mrve
the country toward full employment. In addition, it should help to increase total
saving in the economy because a dollar of investment financed through the ILvest.
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ment credit represents corporate saving which is not matched by a comparable
decrease in saving elsewhere in the economy.

The short-term lack of investment is indicated by the fact that the amount
of investment for new plant and equipment in fact is expected to increase by
only $5 billion from 1974 to 1975, an increase from $112 billion to an expected
$117 billion. Given the expected increase in prices for plant and equipment, this
Is not keeping up with the higher price of plant and equipment and represents
a decline in the real level of investfiuent. For manufacturing the decline in the
rate of growth is even more pronounced. As shown in Table 34, investment for
manufacturing increased 20.5 percent from 1973 to 1974 but is expected to in-
crease only 9 percent between 1974 and 1975. Part of the shortfall in investment
is because of the tight financial position in which many corporations find them-
selves. This is a result not only of declining sales but of tight monetary policy
and the impact of inflation on corporate profits and cash flow. Corporate profits,
in many instances, include significant amount of inventory profit which results
from the increase in prices of goods corporations held in inventory. But these
profits are generally not available for the purpose of additional plant and equip-
ment expenditures because, in many cases, they are required to purchase new
inventory at the currently prevailing higher prices.

TABLE 34.-EXPENDITURES FOR NEW PLANT AND EQUIPMENT BY U.S. BUSINESS,' 1973-75

1Dolar amounts in billions

Percent change

1973 1974 1 1975 ' 1973-74 1974-75

All industries ............................. S9 74 $111.92 $117.09 12.2 4.6
Manufacturing .................................. 38.01 45.80 49.92 20. 5 9.0

Durable goods .............................. 19.25 22.67 23.08 17.7 1.8
Primary metals- ........................ 3.43 4.80 5.50 40.4 14.4

Blast furnace, steel works ............ 1.38 2.03 2.55 46.6 25.8
Nonferrous ........................ 1.67 2.29 2.41 37.2 5.3

Electrical machinery ..................... 2.84 3.06 2.88 7. 7 -6.0
Machinery, except electrical .............. 3.42 4.26 4.62 24.8 8.4
Transortion equipment' . . . . . . . . . . . . . . .  3.12 3.83 3.51 22.8 -8.3

Motor vehicles ...................... 2.28 2.81 2.57 23.1 -8.5
Aircraft ............................ .53 .77 .69 43.4 -10.3

Stone. clay, and glass .................... 1.49 1.48 1.36 -. 3 -8. 1
Other durables ..................... 4.96 5.23 5.22 5.5 -. 3

Nondurable goods .......................... 18.76 23.13 26.83 23.3 16.0
Food including beverage ................ 3.11 3.21 3.20 3.1 -. 3
Textile .................................. 77 .85 .70 10.8 -17.1
Paper ........................... 1.86 2.55 2.90 37.0 - 14.1
Chemical ------------------------ 4.46 5.36 7.16 26.3 27.2
Petroleum .............................. 5.45 7.87 10.07 44.3 28.0
Rubber ................................ 1.56 1.48 1.38 -5.4 -6.6
Other nondurables ...................... 1.56 1.55 1.43 -. 4 -8.2

Nonmanufacturing .......................... 61.73 66.12 67.17 7.1 1.6
Mining ................................. 2.74 3.10 3.67 13.2 18.6
Railroad ............................... 1.96 2.48 3.17 26.5 - 27.7
Air transportation ....................... 2.41 1.97 1.78 -18.2 -9.6
Other transportation ..................... 1.66 2.03 2.34 22.5 14.9
Public utilities ..................... 18.71 20.60 21.46 10.1 4.2

Electric ............................ 15.94 17.65 17.87 10.7 1.2
Gas and other ...................... 2.76 2.95 3.60 6.6 21.9

Communication, commercial and other I ........ 34.26 35.94 34.75 4.9 -3.3

' Data exclude expenditures of agricultural business; real estate operators; medical, legal, educational, and cultural
services; and nonprofit organizations.

3 Preliminary.
a Estimates are based on expected capital expenditures reported by business In late November and December 1974. The

estimates otr 1975 have been adjusted when necessary for systematic biases in expectations data.
4 Includes data not shown separately.
I Includes trade, service, construction, finance, and insurance.
Note: Details may not add to totals because of rounding.
Source: U.S. Department of Commerce, Bureau of Economic Analysis.

Public Utilities.-In addition to the problems affecting industry generally,
public utilities are adversely affected for a number of reasons that are peculiar
to the industry. These reasons led the committee to provide an Increase in the
investment credit for public utilities in both the comprehensive tax reform bill
the committee considered last year and the Energy Tax and Individual Relief
Act of 1974 (H.R. 17488) which the committee reported out last November.

The lower investment credit was given for public utilities because regulatory
agencies presumably consider requirements when deciding on changes in rate
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levels. Moreover, it was believed that the volume of investments made by regu-
lated public utilities would be determined in large part by the growth of other
industries, rather than their own. In addition, much of the benefit to regulated
utilities was viewed as likely to be passed on In lower rates to consumers, thus
offsetting much of the stimulus to Investment.

In the past several years, a number of changes in the economic environment
have in combination seriously reduced the ability of regulated public utilities to
obtain capital funds. Some utility regulatory commissions have been slow to
increase rates to cover Increased fuel costs and Inflation Induced increases in
other operating costs. These factors taken together have reduced the internal
cash flow available to utilities to self-finance expansion in productive capacity.

External financing also has been restricted recently. The aggregate book value
of public utility common stock presently exceeds by a substantial margin its
aggregate market value because of the severely depressed level of stock market-
prices. Debt financing Is a limited alternative because many utilities have reached
a.s high a debt-equity ratio as is practicable in view of the level of fixed obliga-
tions reached. In addition, long-term interest rates applicable to public utility
bonds are so high that few public utilities dare to commit themselves to elevated
fixed debt charges for long periods of time.

In considering this issue previously, the committee was concerned that the
economic growth of other industries would be restricted In several years because
more and more public utility companies now are announcing deferrals of capital
construction plans. Timely growth by other industries requires that utilities have
available sufficient capacity to meet additional demand. As a result, the reasons
for providing only a partial investment tax credit no longer are viable.

In addition, many public utilties currently have below normal net taxable earn-
ings and, thus, do not receive the full benefit of the investment credits because
of the applicable limitations. As a result, the administration has recommended an
increase in the 50-percent net income limitation (which applies to tax liability
in excess of $25,000) for a temporary period to allow these utilities to use more
of their investment tax credit against taxes during this period.

The estimated revenue going to public utilities under the administration pro-
posal Is about $1 billion out of the $4 billion total cost of increasing the credit to
12 percent on a temporary basis.
TABLE 35.-INVESTMENT CREDIT CLAIMED IN 1972: BY SELECTED INDUSTRIES ON CORPORATION RETURNS AND

TOTAL ON INDIVIDUAL RETURNS

lAmounts in millions of dollars

Investment credit claimed

As percent of
11 corporate
Investment

Amount credit

Corporate:
Total, all industries ........................................................

Agriculture, forestry and fisheries ...........................................
Mining, hard minerals ...........................................................
Crude petroleum, natural gas and petroleum refining ................................
Contract construction ...........................................................
Manufacturing other than petroleum refining:

Food and-kindred products ...................................................
Chemicals and allied products ................................
Primary metal industries ...................................
Machinery except electrical ...................................................
Electrictal equipment and supplies .............................................
Motor vehicles and equipment ................................................
All other manufacturing ......................................................

Transportation ..................................................................
Communication ............................ ...............
Electric, gas and sanitary services .................................................
Trade .........................................................................
Finance, insurance, and real estate ................................................
Services .......................................................................

Individual:
Total, individual ..........................................................
Grand total, corporate and individual ........................................

$2,956 100.0
22
24

IsI
74

-7.8
5.2
2.5

115 3.9
173 5.9
90 3.0
96 3.2

116 3.9
125 4.2
481 16.3
211 7.1
374 12.7
372 12.6
258 8.7
171 5.8
103 3.5

700 ..............
3,656 ..............

Source: Preliminary Statistics of Income, 1972: Corporation Income Tax Wturns; and Individual Income Tax Return
Department of the Treasury, Internal Revenue Service.
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The expected .se of the higher Investment credit by various industries is sug-
gested by the amount of investment credit actually claimed in the past. Table 35
shows the investment credit claimed In 1972, the lastest year available. Obviously
the expected results would differ somewhat from the credits claimed in 1972. For
example, motor vehicles would probably get less and petroleum and gas more,
but the general pattern would remain much the same.

Alternatire Propoal.-The Administration has proposed a temporary increase
to 12 percent in the investment credit in order to provide immediate stimulus
to additional investment. There are several aspects of this that the committee
may wish to consider. In evaluating the Administration's recommendation in the
1971 Act, the committee rejected a similar proposal to increase the investment
credit to 10 percent on a temporary basis. This was done on the grounds that a
temporary incri.ase in the credit night be disruptive in that it would move addi-
tional investment into the year of the higher credit but at the cost of having a
sharp dropoff in investment of the subsequent year, and this would be excessively
destathilizing. On the other hand, the Administration might well repeat its recom-
inendation for a permanent increase in the Investment credit to 10 percent later
this year when the committee again considers tax reform.

The committee might, as an alternative, wish to consider increasing the invest-
ment credit to 10 percent on a permanent basis at this time.

The Administration also proposed a January 1 effective date for its investment
credit increase. The committee has agreed that the effective date is to be Janu-
ary 22, 1975 (or possibly an earlier date). That is, property placed in service after
this date is to be eligible for the new rules.

An increase in the investment credit to 10 percent would result in a revenue loss
of $2.7 billion annually assuming a January 22 effective date.

A modification of the administration's proposal for utilities, which the com-
mittee might consider in conjunction with a 10-percent investment credit, would
focus on the profit squeeze of utilities by increasing the 50 percent of tax limit
to 100 percent rather than to 75 percent as proposed by the administration. This
would increase the revenue cost of a 10-percent credit by $50 million, to a total
of approximately $2.8 billion, of which utilities would receive about $900 million.

Another aspect of the administration's proposal the committee may wish to
consider is the proposed availability of the credit for construction, reconstruction
or erection of eligible property during 1975 regardless of when the property is
placed in service. This is a significant change from present law which provides
the credit only when property is placed in service. This change would make the
credit more. like "progress Imyments" on contracts. Such a change in the credit
would remove one of the objections to a "two-tier" credit, namely, that it dis-
criminates against long lead time items which would not be completed during
the period the higher credit was in effect. Greater production of these items
would, therefore, not be encouraged by a temporary increase in the credit un-
less some provision of the type proposed by the administration were adopted.
However, if the committee does not agree to a two-tier credit (as by providing
a permanent increase to 10 percent), then this "progress payments" approach is
less significant in terms of stimulus effect.

B. Corporate Tax Rate Reductions

Present laic.-Under present law, corporate income Is subject to a normal tax
at a rate of 22 percent and a surtax at a rate of 20 percent (for a total tax rate
of 48 percent). However, the first $25,000 of corporate income Is exempt from
the surtax. In effect, then, the first $25,000 of corporate income is taxed at the
rate of 22 percent and the income in excess of $25,000 is taxed at a 48 percent
rate.

Administration proposal.-The administration in connection with its energy
package (but not its temporary anti-recession package has proposed to reduce
the corporate tax rate from 48 percent to 42 percent effective for 1975 and there-
after. It would accomplish this by reducing the surtax rate from 26 percent to
20 percent. Under the proposal, the first $25,000 of corporate income would con-
tinue to be taxed at the rate of 2"2 percent, but the income in excess of $25,000
would be taxed at the reduced rate of t2 percent.

Revenue effect
The administration estimates that this rate reduction represents an annual

revenue loss of $6 billion.
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Staff analysis
It has been argued that business needs a permanent form of tax relief to offset

the rising cost of energy and to increase the amount of capital available to busi-
ness for reinvestment. Such investment, in turn, may increase productivity and
reduce unemployment. It has also been argued that real corporate profits have
been declining in recent years, and that the inflated value of inventories on
corporate books and the use of historical cost depreciation have produced paper
profits which are taxed to corporations without increasing the actual profits
which are available for investment or distribution to shareholders. On the other
hand, the fact that corporations are net debtors means that the real value, and
hence the real burden, of their outstanding debt decreases during a period of
inflation. This reduction of the real burden of corporate debt for corporations
substantially offsets the "overstatement" of corporate profits resulting from
historical cost depreciation and the taxation of inventory profits.

If funds are available to reduce corporate taxes, it might well be that a better
use of these funds would be to begin the integration of the individual and cor-
porate rate structures. This could be done by allowing a deduction for dividends
paid, or by giving the shareholder a credit for the tax paid on the dividend
he receives by the corporation (increasing the amount treated as a dividend for
this purpose by the amount of this tax), or by extending the use of the partner-
ship method which presently is available in the case of subchapter S corporations
with 10 or fewer shareholders to corporations more widely held. Any of these
techniques could be implemented to a limited degree depending upon the revenue
available for this purpose. European countries have developed integration plans
along this line to reduce the Impact of the tax at the corporate level and have
used them much more extensively than has the United States. Such changes,
however, probably would require considerably more time for consideration by
the committee than is available for this bill.

Another problem with the administration proposal is that much of the value
of the tax reduction, which will cost an estimated $6 billion annually, will be
concentrated in the hands of large corporations. For example, the administra-
tion proposal in this area would afford no relief at all to small businesses,
especially those which have taxable income of $25,000 or less. Moreover, under
the administration proposal, the corporations which have the lak'gest profits
would receive the most relief. Many would argue that the need of small business
for tax relief is even more critical, since small businesses have little control over
the marketplace and are hit even harder by such factors as inflation and a re-
duction in consumer confidence than are large businesses.

Altenate propoals.--One method of reducing corporate tax liability, while
concentrating much of the relief In the area of small business, would be to in-
crease the surtax exemption. For example, the present $25,000 exemption might
be increased to $35,000, which would mean that the first $35,000 of corporate
taxable income would be taxed at a rate of 22 percent, while any additional cor-
porate Income would be taxed at a 48 percent rate, as under present law. This
would result in an annual tax savings of $2,600 for a corporation having $35,000
or more of taxable income. Under present law the tax on $35,000- of taxable in-
come is $10,300 (22 percent of the first $25,000 of income, plus 48 percent of
the remaining $10.000) ; under this alternative proposal the tax would be $7,700
(22 percent of $35,000).

On the other hand, a corporation with $35,000 of taxable income would re-
ceive only $600 of tax relief under the administration proposal (due to the de-
crease of 6 percent in the surtax). Of course, a large corporation which had sub.
stantial profits would receive far more relief under the administration proposal,
than under the alternative proposal, because the 6 percent rate reduction would
apply to a very large base of corporate income.

It jq estimated that the revenue effect of Inereasing the surtax exemption by
110.000 would be n annual revenue loss of $600 million. Of this anproximately
$100 million, or about two-thirds of the revenue, would go to small businesses.'
In contrast. of the $6 billion revenue les from the reduction in the corporate rate
to 42 percent proposed by the administration, 5 percent would go to small
businesses.

If the surtax erpmntlons were Inerea.ed to $50.000, this would result in a
revenue loss of $1.2 billion, of which $780 million, or about 60 percent, would
go to small business.

I mall businesses are defined for this purpose as businesses having $100,000 or less of
income.
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It should be recognized that an increase in the surtax exemption level from
$25,000 to $35,000 would not afford any relief to very small businesses (those
with incomes of $25,000 or less). However, these small businesses are already
taxed at the lower normal tax rate of 22 percent. The above proposal extends the
22-percent rate to a higher level of income. If the committee is interested in pro-
viding lome relief for those small businesses with incomes of $25,000 or less,
one method would be to reduce the normal tax rate, that is, the 22-percent rate.
It is estimated, for example, that to reduce the normal tax rate by one percentage
point would result in an annual revenue loss of about $900 million; a reduction
In the normal tax rate of 2 percentage points would approximately double this
loss to $1.8 billion. If the committee were interested in this approach, the loss
could be offset to a large extent by a corresponding increase in the surtax rate.

C. DIVIDEND REINVESTMENT PLANS OF PUBLIC UTILITIES

Present law.-Generally under present law a distribution of a stock dividend
is a mere readjustment of the stockholders' interest in the corporation and in not
income to the stockholder. No corporate assets are paid out, and the distribu-
tion merely gives each stockholder more pieces of paper to represent the same in-
terest in the corporation. On the other hand, if a corporation declares a dividend
payable at the election of each stockholder, either in additional common stock or
in cash, the stockholder who receives a stock dividend is In the same position as
it he received a taxable cash dividend and purchased additional stock with the
proceeds and thus is taxed currently on the value of the stock received.

Administration proposaL-None.
Alternative proposal.-Public utility stock is quite commonly held by stock-

holders who are looking for a relatively safe and large return on Investment.
Utilities generally have been able t6pay annual dividends due to the return on
investment which is generally permitted by the State or Federal rate-making
agency. At the present time, however, utilities have been faced with the dilemma
of obtaining capital for modernization and yet paying the cash dividends which
many of Its stockholders have come to expect. One way for a utility to obtain
new capital is to issue new stock. Many potential investors, however, will not
subscribe to such an issue because of new doubts concerning utilities' ability to
pay dividends. A second way to obtain capital is to encourage those existing
Investors who do not need cash dividends to take additional shares of stock in
lieu of cash by means of a stock reinvestment plan. However, the current taxa-
tion of those shareholders who elect to take stock rather than cash tends to
discourage shareholders from exercising their election to take stock In lieu of
cash.

One means of facilitating stock reinvestment plans for public utilities is to
provide that a distribution of stock of a regulated public utility pursuant to a
dividend reinvestment plan is not to be subject to tax until the stock is disposed
of. Under a qualified reinvestment plan, the stockholders of the public utility
who so elect would receive a distribution of stock of the public utility specifically
designated as stock issued under a qualified reinvestment plan. This distribu-
tion of stock would not be taxed to the stockholder until the time that the stock
is disposed of. At that time the stockholder would have dividend income equal
to the amount which was deferred (i.e., the fair market value of the stock at the
time it was received). Any proceeds from the disposition in excess of that amount
would be capital gain.

D. NET OPERATING LOSS CARRYBAOKS AND OARRYOVERS

Present law.--Present law, in general, provides that a taxpayer Is allowed to
carry a net operating loss back as a deduction against income for the 3 years
preceding the year in which the loss occurred and to carry any remaining unused
losses over to the 5 years following the loss year. This general rule enables tax-
payers to balance out income and loss years over a moving 9 year cycle, to the
extent of taxable income in the 8 years preceding and the 5 years following any
loss year.

Present law also provides exceptions to the general three year carryback-flve
year carryover rule in the case of certain industries or categories of taxpayers,
as indicated in chart 1. One exception allows certain regulated transportation
corporations to carry back and deduct net operating losses for the usual 3
years and to carry over such losses for 7 years. Another exception prohibits the
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carryback of a net operating loss to the extent the net operating loss was
attributable to a foreign expropriation loss. However, a 10-year carryover period
is allowed for the foreign expropriation loss (15 years in the case of a Cuban
expropriation loss). A third exception, applicable to financial institutions for
taxable years beginning after December 31, 1975, will lengthen the carryback
period for net operating losses to 10 years and allow the usual 5-year carryover
period. Similarly, a bank for cooperatives is presently allowed to carry net oper-
ating losses back for 10 years and forward for 5 years. A fourth exception is
provided for taxpayers which have incurred net operating losses resulting from
increased imports of competing products under trade concessions made pur-
suant to the Trade Expansion 'Act of 1962. Where a taxpayer has elected to
obtain certification as provided by this Act, it is allowed a 5-year carryback
period and the usual 5-year carryover period. Finally, present law also contains
a provision designed for American Motors Corpora Qon permitting a 5-year
carryback period and a carryover period of 3 years for losses incurred for tax-
able years ending after December 31, 1966, and prior to January 1, 1969.

Administration proposal.-None.
Alternative proposals.-In addition to providing exceptions to the general rule

concerning the carryback and carryover of net operating losses, the Congress has
from time to time altered the general rule itself to reflect circumstances which
apply to all taxpayers. The current economic situation raises the possibility that a
considerable number of taxpayers subject to the general rule will have net operat-
ing losses so large as to exceed not only total income from the 3 years preceding the
loss year but also income anticipated for the 5 years following the loss. These
taxpayers, unlike others which have had more success in resisting the effects of
the present economic downturn, are placed in the disadvantageous position of
being unable to obtain the full benefit of their current losses by application
against income earned during other years in the 9-year cycle. A lengthening of
the general carryback period will provide many of these taxpayers with needed
near-term funds through income tax refunds generated by the cai'ryback of cur-
rent losses. Even in the case of those taxpayers who can anticipate profit years
in the near future, a lengthening of the general carryback would generate near-
term funds through such refunds, which may be expected to be of greater value
than the prospect of funds generated by deductions of carryovers to future years
In such cases, a current revenue loss may be expected to be offset by increased
future revenues, because the net operating losses deducted as current carrybacks
would not be available for deductions as carryovers in the future years.

Two proposals are outlined which would allow taxpayers to use lengthened
carryback or carryover periods:

(1) One proposal would permit each taxpayer to elect a 10-year carryback
period instead of the present general rule of 3 years carryback and 5 years carry-
over. In the case of a taxpayer which has been In business for less than 10 years,
this proposal would provide for a moving 11-year cycle during the taxpayer's first
10 years so that during the first year of operations, the taxpayer would be entitled
to carry its loss forward for 10 years: in its second year, it would have a one-year
carryback and 9-year carryover; and so forth until, after it has concluded its
tenth year of operations, the taxpayer would have a lU-year loss carryback and
no carryover.

The taxpayer would be permitted to elect the 10-year carryback, but could
return to the general rule (3 years back and 5 years forward) only upon com-
pliance with appropriate requirements of the Internal Revenue Service to prevent
abuse and to facilitate administration of the provision. If this approach is to be
made generally available, then it may be necessary to strengthen existing pro-
visions of law which are intended to prevent trafficking in net operating losses.
Assuming that 1974 is the first year losses from which are affected by this pro-
vision, the increase in refunds by the Treasury in 1975 Is estimated at 500 million
or more. If losses incurred since 1970 are affected by the provision, the increase
in refunds by the Treasury during 1975 Is estimated at $1 billion or more.

(2) Another -possible means of using the net operating loss carryback and
carryover provisions to address the current economic difficulties is to provide
additional exceptions to the general rule to aid specific classes or groups of tax.
payers for which current economic hardships are particularly severe. (See chart
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1, which presents various rules already in the code for certain types of tax-
payers.) Several statutory remedies have been suggested In this area:

(a) One proposal is to provide for a 10-year loss carryback with no carryfor-
ward for losses incurred in years beginning after December 31, 1909, and ending
before January 1, 1972. This proposed amendment would apply only to domestic
corporations which are regulated air transportation companies engaged In provid-
ing hoth domestic and international air transportation and which meet certain
other criteria. The estimated revenue effect of this proposal is a loss of $40
uililon.

(b) One taxpayer has proposed that It be allowed a special 10-year carryback
of the net operating loss it incurred in 1973. This proposal would lengthen the
.arryback period solely for this one loss year and would not affect future years.

The revenue cost of this )roposal is $05 million.
(c) Another suggested exception to the general rule would provide for a 10-

year carryback only for those taxpayers which are in extreme present financial
distress. It would be necessary in this situation to formulate some type of objec-
tive standards so that the qualification of a taxpayer for this exception could be
readily ascertained.

CHART I.-NET OPERATING LOSS CARRYSACK AND CARRYOVER PERIODS FOR DIFFERENT CATEGORIES
OF TAXPAYERS
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The CHAIRMA. Now, the next witness will be George A. Stricman,
chairman of the ad hoc committee for an Effective Investment Tax
Credit, accompanied by David C. Garfield, vice chairman, Ingersoll-
Rand, New York City.

STATEMENT OF GEORGE A. STRICHMAN, CHAIRMAN, AD HOC
COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT,
ACCOMPANIED BY DAVID C. GARFIELD, VICE CHAIRMAN, INGER-
SOLL-RAND CO.

Mr. STRICIiMAN. Mr. Chairman, thank you for having us here today.
I am George Strichrnan, chairman of the board of Colt Industries,

and I am hero today in my capacity as chairman of the ad hoc com-
mittee for an Effective Investment Tax Crelit. With me is David
Garfield on my left, vice chairman of Ingersoll-Rand and vice chair-
man of the ad hoc committee.

48-493 0 - 75 - 17



252

The ad hoc committee is a voluntary committee of over 170 business
and industrial firms, and we have been joined for purposes of this
testimony with 31 business associations. A list of the member companies
and supporting associations is attached to our prepared statement.

Mr. Chairman, there is not time, nor is there a need to try to impress
upon you and members of this committee the seriousness of our eco-
nomic dilemma and of current trends in capital goods orders.

You have read it; you have been hearing about it all day, and, like
the rest of us,-you are. living with it every day. Suffice it to say that
the most recent figure, are absolutely shocking. Manufacturers' net new
orders declined over the 3 months from October 1974 to January 1975
at an annualized rate of 55.7 percent. The question we must resolve
is not if something needs to be. done, but rather what needs to be (lone.

We would quickly agree with Senator Humphrey's testimony this
morning that unemployment is becoming worse much faster than had
been stated or expected and that more severe action is necessary to-
stem it and to turn the economy, and that we cannot accept a 3-year
stagnation plan for the Nation.

You are considering a number of tax actions to aid the economy. We
are addressing you today only on one, the investment tax credit. The
central issue here is that the tIouse-passed bill will not do the job. A
lifetime of experience in the basic industries and an overwhelming
body of economic evidence tells us that a temporary increase in the
investment tax credit, even to 12 percent, would be a mere palliative.
It might make us feel better because we had done something, but it is
not going to do the job of creating jobs when and where it needs to be
done.

My company could not take advantage of it, in terms of your desire
for a net increase in capital investment and employment, anet few of the
major job-producing industries could.

Let me explain why the rhetoric of capital goods expansion does not
always measure up to the real world situation.

If a company were to consider tomorrow whether to install a new
furnace line ii a steel mill, or if a public utility were to consider
tomorrow whether to build a new generating l)lant, as was just men-
tioned, or if a manufacturer considered whether to replace high cost,
obsolete machinery with more modern, more productive equipment,
it is not likely that the bill pending before you would make a nickel's
worth of difference in their decision because they would never realize
a benefit from it.

Senator DOLE.. Why?
Mr. STRICIIMAN. WVell. some businesses can realize productivity

gains by buying off-the-shelf or short lead time items which would
qualify under the bill, but let me take it from there. It turns out this

the way it is written now, the equipment must be ordered before
January 1, 1976. That is less than 10 months from today. By the time
the bill'is passed, it might be less than 8 months. assuming that there
are other problems that come up such as those we heard about today.

Our company, for example, has already ordered, 3 years ago, 2
years ago, and 1 year ago. all of the equipment that it is planning to
install this year. It has spent all of the moneyit can prudently spend.
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Now, if an incentive were added to allow more. money to be spent, we
would have to plan it; we would have to plan the financing, what we
were. going to do and where, and by the time we ordered the equipment
it would be the end of this year.

Well, the rest of that bill says it must be installed next year in 1976.
In our case, we would not even receive it in 1976. So where would any
benefit be, because after 1976 the bill says the 10-percent investment
credit is over.

Those industries that are now suffering from disruptions in capital
markets, declining orders, and increasing worker lay-offs require much
too long a lead time. Today's go decision can be translated into all of
the things we just talked about, in planning, design, construction lead
times, and ordering equipment, and all the things we were talking
about. So they would be no better off under the complex formula o
the House bill than they are today without it.

In addition, we are now at a time when if you order things to do
something the question is, will you get orders to use them. The extent
of the credit must be enough to compensate for the risk of the invest-
ment in this period of recession and depression, and, in effect, the
change in this bill is 3 percent on investment tax credit. This is-a small
reduction in the price of what you buy.

Now, against the small reduction in the price of what you buy,
what risks are undertaken? If it is the purpose of this committee's
deliberations to favorably influence those investment decisions that
will cause investment anl create jobs, then you will increase the in-
vestment tax credit to at least 12 percent. The higher the better, but
that is the percentage recommended by labor, management and the
administration. Most important any increase in the credit should not
include an expiration date.

I will skip over part of the material you have because I have already
said it in a different way, and go on to state that added to those prob-
lems we have already discussed, our whole system of apital recovery
is in need of overhaul. Inflation has so increased replacement costs
that capital allowances represent only a small portion of those costs.
Taking into account inflation, there has been a dramatic decline in real
corporate profits, from $37 billion in 1965 to $20.6 billion in 1974.
These are Treasury figures. The reduction in real corporate profit has

- hindered capital expansion through retained earnings.
High interest rates and tight capital markets have closed off the

principal alternative to internal capital generation.
The enormous demands of non-productive, environmental improve-

ment costs are siphoning away a large percentage of earnings and bor-
rowings. In my own company's case, it is 20 percent of wiat we in-
vest a year.

Higher energy costs, which you were discussing today, and the
higher costs of developing energy sources add to the woes.

On top of all of that, we have to compete in world markets with
produces who benefit from capital recovery provisions in their own
tax laws that are much more realistic than ours. In this regard, there is
substantial data in our prepared statement on the subject of cost re-
covery provisions throughout the world. I hope you will have an op-
portunity to review it.
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When we talk about foreign trade, and capturing foreign markets,
we must understand that we run a poor 12th to 13th in capital re-
covery provisions compared with other industrial nations. Oil top of
all of this, we are looking to 11 million more people joining the private
labor force by the year 1980.

Is it any wonder that the President's Labor Management Commit-
tee and the AFL-CIO have urged a permanent 12-percent investment
credit.

Secretary Simon has made some optimistic statements about em-
ployment effects of a short-term increase in the credit. I wish I could
believe him, but I find no basis in experience to warrant such opti-
mism. Unless we are going to repeal all the natural laws of economics
that apply to a complex industrial society, then I am afraid that we
can expect only a minimal effect on employment for 1 year, from, as
I have explained, perhaps, only a 9-month increase in the credit. The
full effect is not felt until about the third year of sustained implemen-
tdtion of investments incentives, and this is just telling you the exact
things that have happened and are on the record from having put an
investment tax credit on three times and taken it off twice. It took
3 years, each time is was reinstated for it to become fully effective.

In our prepared statement, we have documented the past perform-
ance of the investment credit. in serving the Nation's economic inter-
est. It is a remarkable record; and except for the checkered history
of susl)ension-reinstatenent-re )eal and reenactment, in the last half of
the 1960s, tile depth of today s economic situation might have been
considerably relieved.

In our analysis, we have also included projections, prepared by our
economic consultants, of tile several beneficial effects of implementing
the entire cost recovery program supported by the ad hoe committee.

This program includes not only the permanent increase in the in-
vestment credit to 12 percent, but it also would provide for an exten-
sion of the asset depreciation range to 40 percent, and for faster
amortization of pollution control equipment. While our data is based
on the combined effects of all three, the permanent increase in the in-
vestment credit represents a substantial component.

Over a 3-year periml. 1975-77, the projections show that. capital in-
vestment would be increased by $50 billion over what is otherwise
anticipated.

Direct new employment benefits would be approximately 800,000
jobs in the capital goods industries alone, with the multiplier effect
bringing over I million jobs to the economy as a whole, and this, again,
is repetition of things that have happened before.

Net revenue gain to the treasury would be in the range of $5 billion.
So we are not talking about a revenue loser here. The record of the
investment credit as a stimulus for increased corporate tax payments
is abundantly clear.

In every respect, Mr. Chairman, you will find a remarkable parallel
between the investment tax credit and recovery from economic de-
cline. An honest appraisal of these circumstances will give due recog-
nition to-investors' anticipation of permanency of the credit over the
full investment cycle required for expansion ifbasic industries.

Therefore, we strongly urge you to increase the credit to 12 per-
cent.: even more fervently, we urge you not to make this task an im-
possible one by including an expiration date in Ithe law.
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We have every confidence that, just as you can exercise the proper
judgments today with respect to today's problems, you will also be
able to do so in the future with respect to future problems. If there
indeed needs to be a future change, judge it then. but in the meantime
let an improved tax crvdit help do the job which so desperately needs
to be done now.

Thank you.
The CIAmmtLox. Well, I hope that you will educate your people on

the employee stock ownership approach that. we have been discussing
lhere today, because I really think that. if we are going to expand upon
the investment, tax credit, that we ought to have an employee stock
owi.ership feature as a part, at. least, of the increased funds that busi-
ness would have. I hope that you will study this and familiarize your-
self with it, because I think that more and more you are going to find
that. employee stock ownership is on the march, especially where these
companies that. aired listed on the New York Stock Exchange, the mature
'ompanies of America, are concerned. I think that they approve of it.
They may not approve of doing it, the way I am trying to bring it
about, but. I think they approve of the concept, and I think that in the
long rim, what your ;eople own in terms-of investments will be just a
lot. more secure if a lot more people own a p)iece of the action than it is
when only 10 perenmit of the.people own the corporate stock.

Mr. STRZCHMAN. May I comment upon that?
'[he CIMN. Yes, sir.
Mr. STmcnMx. Senator, I will speak now for Cold Industries be-

cause we have not considered this in the full committee, and I am not
in any position to speak for them. But we do have an employee stock
program. It. is indeed far more significant than what you suggested,
and we (1o believe our employees should own stock.

'ie CH.AIrI.Mx. What percentage of employees own stock in your
company ?l'r. ATRVIDIAN. Well, we have not had the program too long. We

started it during the last. 6 years, but at this time I would say between
7 and 8 percent own stock, starting from almost nothing. The program
you just mentioned, if it were put into our company, would, for exam-
ple, give each employee maybe $20 or $25 worth of stock in a year.

Mr. Garfield did a quick computation on his own company and came
up with about the same number, about $20 a year. Our program, I
might. say, totally different and totally separate in Cold Industries,
wil allow an employee to get up to $600 in company-furnished stock.
However, it is a very complex program, and the point I want to finish
making is this. Offhand, because I have not heard of this concept be-
fore coiling here today. it seems to me that while employee stock own-
ership is extremely good, we want it, that it is a separate item from
capital formation and investment should be considered as such.

That does n6t mean it is not a good program, merely that it should
ho done in some other way, and the two should be separated because
they are two distinct separate problems.

The CHAIRMAx. It is going to be difficult to move something through
to give you people a bigger investment tax credit unless we start
putting something in for the employees. From the point of view of
this Senator, I find that the more I see of it, the more I find it would
have been just. a great. thing to start with this back at the time that
we started with the Reconstruction Finance Corporation. I was just a
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boy at that time, but when the Government went to the aid of all of
these companies, if-they had had a stock ownership provision in there
for about 25 percent of what they loaned-which was in large measure
nonrecourse loans, if you look to what they were really doing. going
to the benefit of companies that were on the ropes-we would have a
lot more than $20 per shareholder that those people would own in those
companies today. And we would have a lot of people in this country,
a lot more than any 10 percent, with 3 percent owning about 80 per-
cent of all corporate stock that would be in the hands of rank and
file people who worked a lifetime for those companies, and by the time
they were through with their life of hard work and the good Lord
called them home, did not have one share of equity, other than what
they had in their home, to show for it.

Now, I hope you do familiarize yourself more with that, because I
do not think the system whereby 100 million people toil to build this
productive plant and 3 percent of them own it to all intents and pur-
poses, is going to be all that popular until we do get it to where the
average workingman sees a prospect that he is a part of what you
are trying to achieve.

Bo Kerr used to sit on this committee and say he was against any
combine that he was not in on. Over a period of time I think that the
American laboring man is going to feel the same way about it, espe-
cially when he has the two options on voting for people who are
running for office. One is to vote for the fellow who is going to see to
it that when he dies, by the time he has worked his life out and dies,
lie has an estate to leave his family, and the other who will take the
approach of by the time he cashes in he is not going to have anything.

My father ised to tell a story about a fellow who worked iis life-
time for the man that owned all of the land around that area and had
a general store, which was not. unusual in our part of the country in
his day. He vent to the owner and lie said, now, Mr. Jones, I h ave
worked all of my life for you out there, sharecropping these acres, and
I cannot work anymore, and my back hurts me to the point where it
is all I can do to find my way home this evening. And do you not think
after I put my whole Bife in for you, and do not have anything at all
I can call my own, and you are very rich, do you not think you owe
me something?

And the owner said, you know. I think maybe you are right. Honey,
go back and get that man a bottle of Sloan's Liniment to rub on that
aching back of his.

Now, that type of concept does not have too much appeal to the rank
and file in this country. I do not think it is going to be sold when the
alternative is an approach which would cause the average, skilled
worker to be a man that is going to have a middle-income retirement,
not a poverty level retirement when lie retires, and also going to have
something in addition to his home to leave to his children.

Between the two, I think you will find the latter concept will have
a lot more appeal. and I am happy to say that that aproach had a lot
of support on the Republican side of the aisle as well as the Democratic
side of the aisle.

So I would say that you should familiarize yourself with it.
Mr. STRICHUAIN. Senator, I do not think there is any problem with

the question of employee stock ownership in the corporation. Many
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companies are going that way and have been for some time just as ours
did recently. Whether or not it should be tied into the investment tax
credit I think is something that should be given some deep considera-
tion.

I would like the opportunity. if it is all right with you, to really
look at it, and give you our statement.

The CI1A iR[A,. Well, I would be glad if you would look at it be-
cause as I say I think that this idea is that the working people of this
country would have a piece of the action-I am not-saying run the
businesses, I am not asking for that. But when we in this Government
in effect make a payment to encourage the accumulations of capital to
invest, in plant and facility, some of that should find its way into the
hands of the employees. They should be the owner of the productive
plants of America, not as a majority, but as people who have more than
the $20 vou said it amounted to in your company.

Mr. STR.CIUAN. I was merely extending our employees times 25
percent of the tax credit.

The CHAIRMAN. Well, if they do not have but $20, at least that is
enough so papa can take mama out and have a nice meal somewhere
some evening, which is just that much more than zero. Even that I
think might be a forward movement, but it is something I would like
to see us experiment with.

Senator Dole?
Senator DouF. Just very briefly because it is late--what advantage

is there to an investment tax credit? The Wall Street Journal sug-
gested last week, and I think I requested its inclusion in the record,
that perhaps the quickest and most effective way to stimulate business
would be to lower the corporate tax rate, in lieu of any investment
tax credit.

You are talking about leadtimes of 2 and 3 years, and of course
by the title of your group I can understand why you have an inter-
est, since you represent the Ad Hoc Committee for Effective Invest-
ment Tax Credit. I assume you have some bias, maybe a proper bias.
But do you think that a tax cut might be more helpful

Mr. STICTIMAN. Well, Senator, I do not feel the group is biased.
We have different expressions of opinion that come from our different
members as different things come up, and some of them have felt very
strongly that just what you said is true.

As a matter of practical tax policy, however, in the case of the
investment tax credit. you only get the credit if you have done some-
thing specific that is desired by Congress to be accomplished, and that
is investment.

On the other hand, if a reduction in the tax rate were to come
through, we could easily accomplish the same thing, but it would not
require any specific actions. The investment would not necessarily
follow.

Senator DOLE. It would probably work out to be something of a
hybrid.Mr. STRICIr,'. Let me give you an example of where it has worked
because sometimes thr; answers are around us and we do not look at
them. There is a little country across the sea called Sweden. If you
walk through one of Sweden's plants and look at what you have in
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that plant. you will see one of the best plants in the whole world.
Why is that?

They only have 8 million people. They have a limited market, and
yet they keep having a bigger economy all oft-he time. It is because
although they have high taxes, they have credits for those things they
want accomplished by their economy. They have had a 10-percent in-
vestment tax credit never taken off since 1937. sir. and in addition to
that, lately they have increased it to 15 percent of revenues before
taxes to be deducted and put into a reserve from which investments
will be made.

The point that I am making is certain kinds of tax actions have
certain kinds of consequences in investment, and other kinds may or
may not. We do not know what the result will be if you let the same
amount of money go to a company, and I would be happy to have it
that way with no strings attached to it, but with an investment tax
credit, you have the string of actually spending money on investment.

Senator DOLE. Well. what are the -differences in the House bill and
the administration bill? Where do you come down more nearly in
agreement.

Mr. STniCU.X.. Well, as far as I am concerned, neither bill-will do
the job. The difference is merely one of rate-10 percent or 12 percent.
Twelve percent. would be better., but again, when you have to commit
the equipment between now and the end of this year, and must have it
installed before the end of next year. either one of them must be put
without an end date to make it trily effective for helping the economy,
and establishing more employment, and in that case the 12 percent
would be better.

Senator DOLE,. And I think you have indicated that you will furnish
for the record an analysis of the proposal of the chairman. Senator
Long?

Mr. STRICIMAXN. We would like to do that, yes, sir.
[The material referred to follows:]

AD Hoc CONM IrrEE FOR AN EFFErE
INVESTMENT TAX CREDIT.

Washington. D.C.. March 12. 1975.
Tion. RUSSELL B. AoNG.
Chairman, Committee on Finance.
Ii'ashington, D.C.

DEAR SF.4 NArOR L~oN\G: During my testimony on behalf of the Ad Hoc Committee
for an F.'ffective Investment Tax Credit before the Committee on Finance on
larch 10, 1975, you asked me for my views of Employee Stock Ownership Plans.

First. let me say that I ant enthusiastic about the objective of wider employee
participation in the free enterprise sy tem. and believe that wider employee owner-
ship of shares of U.S. corporations serves that objective. Colt Industries and a
number of other members of the Ad floc Committee presently have such plans.

I understand that your specifle question is whether or not companies should be
required to place 25 percent of the amount received from the investment tax
credit into an Employee Stock Ownership Plan. In my opinion, this would
weaken the Job-creating investment that the credit was designed to provide.
Accordingly. I do not feel that this type of measure should be included as a part
of the Tax Reduction Act which is designed to encourage investment and employ-
mnnt in order to meet the needs of our present economy.

However, a provision encouraging the formation of such plans would be a
worthwhile topic for consideration as part of the general tax reform hearings,
which I understand you are going to hold later this year. At that time, detailed
consideration could be given to various types of incentives for the formation of
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employee stock ownership plans. One point that should be considered is whether
the approach requiring 25 percent of the investment tax credit to be the principal
source of funding of such plans could actually reduce the amount available over
what some corporations are now putting into these plans. I have seen other areas
where government standards become a reason for some companies giving less
generous benefits than they otherwise would have given. As I mentioned to youl
during the hearings, the average contribution now to our Employee Stock Owner.
ship Plan is considerably in excess of the approximately $20 amount per em-
ployee which I estimate would be provided under this proposal. It should be
noted also that, inasmuch as the investment credit may not be available to
loss corporations, the proposal might discriminate against employees of such
corporations.

In addition, consideration could be given during general tax reform hearings
to whether other plans transferring stock ownership to employees, such as
bonus, incentive, and discount plans, could be included in the proposal. Moreover,
there are numerous other technical and administrative points which should be
considered at that time, such as the effect of carry-over, carry-back, and recapture
rules on contributions to the plan.

These points are made not to suggest that Employee Stock Ownership Plans
should not be considered as a part of the Internal Revenue Code in the way that
it has been suggested, but rather that the pressures of enacting the immediate
tax reduction bill do not seem to permit the type of consideration appropriate
to such a matter.

If I can be of further assistance, please let me know, or, if you decide to defer
this matter until the Finance Committee undertakes broader tax reform later
in the year, we would be pleased to provide a more detailed analysis at that time.

Sincerely,
GEOROE A. STRICHMAN,

OhaCman,.

Senator DOLE. Mr. Chairman, I assume the full statement is going
to be made a part of the record?

The CHAIRMAN. Which one is that?
Mr. STMCIIMAN. We have a full statement that. was given to your

committee last Friday, as well as the oral statement just made.
The CI,1IR)*fAN-. ByV all means, if you would like to have it there, we

will definitely put it in.
Senator DoiL. I think at least it should indicate the companies

comprising the ad hoc committee and also the associations supporting
the ad hoc committee.

Mr. STRICnMANN. That is in the full statement.
The CHAIRUMN. It has a lot of useful information. I think we could

use it very well for the record, so I order it printed in the record.
Senator DOLE. I can understand that a permanent investment tax

credit would be good for industry and might promote jobs, and all of
these things. Now, am I to conclude that is why it is good for the
country?

Mr. "STRICI.NIAN. Well, we are talking about trying to get jobs back
again at a time when unemployment is surging. and that is why it is
good because it will do that. It'has had that history three times before
and increasing it will have the same effect again, as we stated before.

Our economic analysis of it says that within 3 years it will add 1
million jobs to the economy.

Senator DOLE. So despite the cost or loss of revenue, you think a
permanent tax credit would be a plus in the long run I

Mr. STRICIIMAN. Yes. sir. but with no loss of revenue. Let me repeat,
the experience of the last three times indicates that, due to the in-
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creased volume of business that you get from increasing the credit, you
end up with a net revenue gain. Each time it was put on before, there
was a revenue gain, not loss, and the same thing will happen this time.

-- There is no reason-to believe that it will be any different this time than
it was before.

Senator DOLE. Is that going to help the unemployment problem very
quickly?

Mr. SmIcHTUMAN. Well. I do not know what you mean by quickly. I
think that past experience shows the full effect occurs over 3 years. and
the major part of it occurs during the second year. There is no miracle
that even if this bill were passed exactly as we asked today, that would
make everybody go out and do a lot ot ordering tomorrow, because it
takes time in llanning, which includes technical planning. financial
planning, and everything else.

Senator DOLE. It is, as far as you are concerned, going to decrease
in 1975 and continue in 1976? I meafi everyone has a projection on
what the unemployment rate is going to be. Maybe you have one for
a year from now.

Mr. STmICHNA-. Well, it will decrease less. but it will not make a
substantial impact, we do not believe, until the second year. Then it
will make a very substantial impact that otherwise woull not happen.
and that impact. will continue into the third year, at which time the
full effect is felt.

Senator DOLE. That is all I have. Mr. Chairman.
The CHAIRMAN. Mr. Strichman. you may be right about the invest-

ment tax credit. I have been on both'sides of the issue. I have advocated
putting, it on one time and taking it off another time. I have voted to
put it back on again, and I guess I have been with it when it was going
on and against it when it was coming off.

It has been my experience that the investment tax credit has the
potential of actually overheating the economy. and I do not know
whether we would be in this recession that we'have right now if Mr.
Arthur Burns and his people down there had not kept this money
supply so tight that they just put us into a recession with it.

Nowr, of course. psychology means a great deal in this country. You
and I know that once you get people all scared to death that they are
going to lose their money and go broke, they will not invest it in any-
thino. and we do not know just what will happen when the money
supply is adequately free or expanded to provide the needs of business,
but I am aware that 6 months ago we were reading articles iwthe press
that what this Nation needed was a recession. that inflation was getting
out of bounds, and that a good recession would be just what the doctor
ordered.

In fact. it was even being suggested that we up here ought to repeal
the Full Employment Act of 1946, so that we could have this much-
needed recession. and some Deoile in good faith were actually advocat-
inq that on television for the Nation. that. the economy needs a reces-
sion. If that is what they had in mind, they sure succeeded in doing
that. They grot us into a recession. but I am not sure that we would have
the recession if it had not been for the tight money policies followed
down there by the Federal Reserve Board.

Can you say with any certainty that we would have had it without
that? In other words, minus the tight money policies that the Federal
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Reserve Board has been pursuing for the last couple of years, could you
say with any confidence that we would be in the recession that we are
in right now f

Mr. STRICHMStAN. I think that. the tight money policy has absolutely
had an effect upon the economy. As a matter of fact, in my judgment
and in past experience, it takes about 18 months of real tight policy to
cause all kinds of hell to break loose, and it does. It takes about as long.
however, for it to get back the other way. I think there are a lot of
things that affect recession and heating up the economy and tight
money policy is indeed one of them. The investment tax credit is aiso
one.

Remember I said at the beginning of the statement, there are a lot
of things, and you are addressing them all. We are talking to you only
about one because that is the one in which we can effectively participate.

The CHAIRMAN. Yes, sir. Now, I frankly think that from hindsight
one would have great difficulty in defending a program which I regret
to say has been the deliberate policy of this Government from the
White House to the Federal Reserve and both buildings are situated
pretty close to one another, that we ought to have a tight fiscal and
monetary program and that the fight on inflation had to come first and
foremost, even though the casualty might be the displacement of a lot
of jobs and a much smaller gross national product.

Now, it does cause me to wonder whether we really would have ever
needed to expand the investment tax credit had it not been for other
policies which got us into this recession, and that is why I find myself
wondering whether we ought to have 10 or 12 percent investment tax
credit as a permanent matter.

Now, I think that we can agree that there ought to be an investment
tax credit. The question is whether you ought to have it at a 12 percent
investment tax credit as a permanent policy. -

Mr. STRICHM13AN. I think, Senator, that using the word "permanent"
is the wrong word. There has not been a permanent tax credit since it
started. You know, it is on; it is off: it is changed.

I think that the thing is that the credit will not be effective if it is
put into effect with a termination date. I think that you gentlemen at a
later date, if necessary, can rejudge what must be done, but to start it
now with a termination date and to say, Colt Industries, Ingersoll
Rand, utility companies, whatever, you have got to get your orders
out by December 31 would be a mistake.

That just does not work because we are not that good.
The CIATRIMAN-. Well, I can understand how you fellows in business

feel, but I think you can also understand the problems we fellows
have on this end, that we really need some countercyclical devices; we
need some thins in this structure of ours other than unemployment
insurance, which certainly helps. That is a countercyclical device, but
we need some other countercyclical devices that will stimulate the
economy when-e fall off into recession, and that will terminate when
the economy is in full. forward movement, and certainly it will not be
there when the economy is overheating.

Now, the Federal Reserve Board has some of that available to them,
with their control over the money supply, but we need some others.

Mr. STRICHMAN. Senator, may I make a comment on that?
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I am not going to sit here and pretend to be an economist. I am not.
I find it hard enough to live with things as they are from day to day,
and then when someone tells me what it is going to be 2 years from
now, who knows? But the investment tax credit shoidd not be a coun-
tracyclical device because it is not. It can, however, be prevented from
heating up the economy, or helping a sick economy, and let me again
give you a suggestion.

There areother things that have been done, and again all we have
to do is look and see what other people are doing. Remember I said
Sweden had it since 1937. They never took-it off, and if we were to do
the same thing, we would have the chance--with adequate capital re-
covery-to have the best plant and equipment in the world too. We are
running a poor 2d, 3d, 4th, 5th, and 10th in some cases, but what they
did, as you said, in that problem area is they never took it off. They
put it into a reserve, and in some years they said you cannot spend it
because things are heated up too much.

That left them in a position where they could instantly reverse it
if they wanted because it was already there, so there are other devices
for doing that. I do not think that basically the on-again, off-again on
investment tax credit is good countracyclical policy.

If you will recall, the times that we have taken it off twice were
just when we should not have. We said, oh, it is getting too hot, take it
off, and we took it off just as the economy broke downhill, and we
accentuated its downhill slope by having it taken off simultaneously.
It is pretty tough to be able to judge that. I am glad I am not the one
who has to do it.

The C AIRMAN. You have got a good point.
Thank you very much, gentlemen.
Mr. STRmICutA . Thank you for the opportunity to testify.
[The prepared statement of Mr. Strichman follows:]

PREPARED STATEMENT OF GEORGE A. STRICHIMAN ON BEHALF OF AD Hoc COMMnI
FOR AN EFFEurivE INVESTMENT TAX CREDIT

SUMMARY
Our economy is fast reaching near depression levels. TIhe composite index ofleading economic indicators dropped by 1.3 percent in January, for a record 12.6percent decline in the last six months. Orders for durable goods dropped by 26percent in the last six months, the steepest sustained decline on record. For the

first time on record, in 1974, United States productivity declined, by 2.2 percent
in absolute terms. Unemployment rose by a full percent In January to 8.2 percent.
Government reports indicate that the United States' economic situation is likely
to deteriorate even further in the months ahead.

The urgent need to immediately stimulate new investment in productive fa-
cilities is beyond question. The severity of the business decline requires a perma.
nent 12 percent investment credit. A lesser credit will not evoke the necessary
reponse required to sustain real economic growth in the future. A permanent 12percent credit was recommended last fall by such groups as the President's Labor
Management Committee and the AFL-CIO.

The investment tax credit has proven in the past to be an effective means of
increasing employment and productivity thus combating both inflation and re-
cession. Economic analysis indicates that a permanent 12 percent credit when
coupled with the Ad Hoe Committee's proposal of a 20 percent increase in the
ADR parameters would, within three years, create over a million new jobs and
ever $50 billion of new investment in producers capital goods.

Our capital recovery system is in bad need of an overhaul. Rapid Inflation
has made our current capital recovery system inadequate. High interest rates
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and tight capital markets have inhibited outside financing, while real corporate
profits have fallen from $37 billion in 1905 to $20.0 billion in 1974. Environ-

,mental requirements and the energy crisis have further reduced the availability
of funds for capital investment. Finally, under our present capital recovery
system, the United States is at a competitive disadvantage with its foreign trad-
ing partners. These problems have developed over years and solutions to them
will not be found in a few months. The credit will not achieve maximum effective-
ness for at least two years and our capital needs require a substantial stimulus
for a far longer period.

It is essential that the increased credit be permanent in order that business-
men will have sufficient confidence to make the investment necessary to sustain
economic growth. The investment credit is not a workable contracyclical device
for fine tuning. This is due to the impossibility of accurately predicting the
business cycle and the long lead time between the placing of orders and the
placing of production facilities into operation. The need for a permanent high
rate of investment is demonstrated by the fact that the labor force will expand
by 11 million individuals between 1973 and 1980.

Finally, it should be noted-that In the past each enactment or re-enactment of
the credit has been followed by increased, not decreased, Federal revenues be-
cause of its beneficial effect on employment productivity and output. And, again,
now economic analysis indicates that business expansion due to a permailent 12
percent credit would result in increased, not decreased, Federal revenues.

STATEMENT

Mr. Chairman, I am George Strlchman, Chairman of the Board of Colt In-
dustries Inc. I am here today in my capacity as Chairman of the Ad Hoc Con-
mnittcc for an Effective Investment Tax Crcdit. With me is Mr. David C. Garfield,
Vice Chairman of the Board of Ingersoll-Rand Company, and Vice Chairman of
the Ad Hoc Committee.

The Ad Hoc Committee Is a voluntary committee of over 170 business and
industrial firms, and we are affiliated, for purposes of this testimony, with the
objectives of 31 business associations. A list of member companies and supporting
associations is attached to our prepared statement.

Mr. Chairman, there is not time, nor is there a need to try to impress upon
members of this Committee the seriousness of our economic dilemma and of
current trends in capital goods orders. You've read it . . . you've heard it...
and, like the rest of us, you are living with it every day. Suffice it to say that
the n-0st recent figures are absolutely shocking. Manufacturers' net new orders
declined over the three months from October 1974 to January 1075 at an an-
nualized rate of 55.7 percent. The question we must resolve is not if something
needs to be done, but rather wohat needs to be done.

The central issue here is that the House passed bill won't do the job. I'm not
saying this because I like to say it, but because .Llifetime of experience in the
basic industries and an overwhelming body of economic evidence tells-me that
a ten-porary increase in the investment tax credit to 12 percent would be a mere
palliative. It might make some of us feel better because we had done something,
but it's not going to do the job when and where it needs to be done.

My company could not take advantage of it, in terms of your desire for a net
increase in capital investment; and few of the major job-producing industries
could.

Let me explain why the rhetoric of capital goods expansion doesn't always
measure up to the real world situation.

If a company were to consider tomorrow whether to install a new furnace line
in a steel mill, or if a public utility were to consider tomorrow whether to build
a new generating plant, or if a manufacturer considered whether to replace high
cost, obsolete machinery with more modern, more productive equipment. . . it is
not likely that the bill pending before you would make a nickel's worth of differ-
ence In their decision because they would never realize a benefit from it.

Some businesses can realize productivity gains by buying off-the-shelf items
which would qualify under the bill. But those industries that are-now suffering
the most from disruptions in capital markets, declining orders and increasing
worker lay-offs require much too long a lead time. Today's "go" decision can be
translated into many months of final planning and design, more months of getting
construction or manufacture underway, a year or more of actual construction in
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some cases. So they would be no better off under the complex formula of the
House bill than they are today without it.

If the purpose of your Committee's deliberation is to favorably influence those
investment decisions, then you will increase the investment tax credit to at least
12 percent without an ezpiraton date.

There are two reasons why this should be done.
First, the problem is too severe and too long in expected duration for "quick

shot" solutions.
Secondly, investors need confidence that government policies to stimulate

capital investment are for the long haul. If we think we have problems today
in stimulating sufficient capital investment, let's face it... we've only seen the
tip of the iceberg!

Quite frankly, our entire system of capital recovery is in real need of overhaul.
Inflation has so increased replacement costs that capital allowances represent

- only a small portion of those costs.
A dramatic decline in real corporate profits-from $37 billion In 1965 to only

$20.6 billion in 1974-has hindered capital expansion through retained earnings.
- High interest rates and tight capital markets have closed off the principal

alternative to internal capital generation.
The enormous demands" of non-productive, environmental Improvement costs

are siphoning away a large percentage of earnings and borrowings.
Higher energy costs-and the higher costs of developing energy sources--add

to the woes.
And, on top of all that, we have to compete in world markets with producers

who benefit from capital recovery provisions in their own tax laws that are much
more realisticthan ours. (In this regard, there is substantial data in our prepared
statement on the subject of cost recovery provisions throughout the world. I
hope you will have an opportunity to review it.)

On top-otall that, gentlemen, we are looking to 11 million more people join-
ing the private labor force by the year 1980.

Is it any wonder that the President's Labor Management Committee and the
AFL-CIO have urged a permanent 12 percent investment credit?

Secretary Simon has made some optimistic statements about employment ef-
fects of a short-term increase in the credit. I wish I could believe him, but I
find no basis in experience to warant such optimism. Unless we are going to re-
peal all the natural laws of economics that apply to a complex industrial society,
then I'm afraid that we can expect only a minimal effect on employment from
a one year increase in the credit. The full effect is not felt until about the third
year of sustained implementation of investment incentives.

In our prepared statement, we have documented the past performance of the
investment credit in serving the nation's economic interest. It's a remarkable
record; and except for the checkered history of suspension-reinstatement-repeal
and reenactment in the last half of the 1960's, the depth of today's economic
situation might have been considerably relieved.
' In our analysis, we have also Included projections, prepared by our economic
consultants, of the several beneficial effects of implementing the entire cost re-
covery program supported by the Ad Hoe Committee. This program includes the
permanent increase in the investment credit to 12 percent. It also would provide
for an extension of the Asset Depreciation Range to 40 percent, and for faster
amortization of pollution control equipment. While our data is based on the com-
bined effects of all three, the permanent increase in the Investment credit repre-

- sents a substantial component.
Over a three year period, 1975-1977, the projections show that capital Invest-

ment would be increased Biy $50 billion over what is otherwise anticipated.
Direct new employment benefits would be 790,000 jobs-with the multiplier

effect bringing even greater job benefits.
Net revenue gain to the Treasury would be in the range of $5 billion-so we

are not talking about a revenue loser here. The record of the investment credit
as a stimulus for increased corporate tax payments is abundantly clear.

In every respect, Mr. Chairman, you will find a remarkable parallel between
the investment tax credit and recovery from economic decline. An honest ap-
praisal of these circumstances will give due recognition to investors' anticipation
of permanency of the credit over the full Investment cycle required for expansion
in basic Industries.
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Therefore, we strongly urge you to increase the credit to 12 percent, and Just
as fervently, we urge you not to make its task an impossible one by including
an expiration-date in the law.

We have every confidence that, just as you can exercise the proper judgments
today with respect to today's problems, you will also be able to do so in the
future with respect to future problems. If there needs to be a change next year
or the year after, Judge tt then, but in the meantime let an improved tax credit
do the job that so desperately needs to be done.

Thank you.
STATEMENT

This statement is in response to the Press Release dated February 28, 1975,
in which Senator Long, Chairman of the Committee on Finance, stated that the
Finance Committee would accept testimony and written statements on HR. 2160,
the Tax Reduc0,,.. -*- f- 1975.

The Ad Hoc Committee for an Effective-Investment Tax Credit (the "Com-
mittee") is a voluntary group of over 170 business firms, which share the belief
that an effective system of capital recovery allowances and credits is a necessary
part of the Internal Revenue Code. There are also 31 business associations sup-porting the Ad Hoc Committee's proposal that the investment credit be increased
to 12 percent on a permanent basis. A list of the member companies and support-
ing associations is attached hereto.

The primary goals of the Ad Hoc Committee are to improve the capital recovery
system by seeking:

(1) A permanent 12 percent investment credit applicable to all taxpayers.
(2) An increase in the permissible range under the ADR system fordepreciating capital assets from 20 to 40 percent.
(3) A two-year amortization period for pollution control facilities.In addition to the major objectives listed above, the Ad Hoc Committee sup-

ports a number of structural amendments which would improve the capital
recovery system. However, the major issues before the Finance Committee are
the rate of credit and the period over which this rate will be applied. Accord-
ingly, this statement will be limited to these issues.

The Ad Hoc Committee submitted a written statement to the Committee onWays and Means urging that Committee to adopt a permanent 12 percent invest-
ment tax credit, i.e., without a termination date In the legislation. However,H.R. 2166, as passed by the House of Representatives on February 27, 1975, onlyraises the investment credit to 10 percent and the increase Is generally limited

-to 1975 investments.
Since the action in the House of Representatives the economic decline in the

United States has become even more alarming. Our economy is fast reachingnear depression levels. The composite index of leading economic indicatorsdropped by 1.3 percent in January, for a record 12.6 percent decline in the last
six months. Orders for durable goods dropped by 26 percent in the last sixmonths, the steepest sustained decline on record. For the first time on record, in
1974, United States productivity declined, by 2.2 percent. Unemployment rose bya full percentage point in January to 8.2 percent. Government reports indicate
that the United States economic situation is likely to deteriorate even further
in the months ahead. In summary, the United States is suffering its worst reces-
sion since the 1930's.

The urgent need to stimulate new investment Is beyond question. The severity
of the business decline requires at least a permanent 12 percent investment
credit. A lesser or temporary credit will not evoke the necessary response. This
is why many groups, such as the President's Labor Management Committee and
the AFL-CIO, have proposed a permanent 12 percent credit.

Liberalization of our capital recovery system through the investment tax creditand liberalized depreciation have proven in the past to be an effective means ofincreasing employment and productivity, thus combating both Inflation and re-
cession. Our capital recovery system is presently in bad need of an overhaul.Rapid inflation has made our capital recovery system inadequate. High interestrates and tight capital markets have inhibited outside financing, while real eco-
nomic corporate profits have fallen from $37 billion in 1965 to $20.6 billion in
1974. Environmental requirements have further reduced the availability of fundsfor capital investment. Finally, under our present capital recovery system, the
United States is at a competitive disadvantage with its foreign trading partners,
most of whom have more liberal capital recovery allowances.
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It Is essential that the increased credit be permanent and at a rate high enough
to sustain real economic growth in the future. A temporary credit will not give
businessmen the confidence required to make the investment necessary to sustain
economic growth.

The investment credit is not a workable contracyclical device for fine tuning
the economy. This is due to the impossibility of accurately predicting the busi-
ness cycle and the long lead time between the placing of orders and the placing
of production facilities into operation.

A temporary credit due to the two year lead time between increasing the
credit and its full effectiveness would not achieve the economic objectives for
which It Is designed. In addition,--r need for Increased investment is not
temporary. For example, it has been estimated that the private labor force will
expand by It million individuals between 19T3 and 1980. In order for these
people to be employed, substantial additional capital investment will be required
over the remainder of this decade.

Finally, in the past, each enactment or re.enactinent of the investment credit
has been followed by increased, not decreased, Federal revenues because of its
beneficial effect on employment, productivity and output. Present economic
analysis Indicates that business expansion due to a permanent 12 percent credit
would result In increased Federal revenues.

The economic rationale for a permanent 12 percent credit is set forth below in
terms of capital investment in production facilities, employment and Federal
revenues. Before proceeding to the economic justification, a brief history of the
tax law and its development with respect to capital is required.

Legislative Background of the Inreatnent Tax Credit
The investment tax credit was proposed by President Kennedy in 1961. The

President's tax message stated the rationale for investment Incentives as
follows:

"Indeed, the investment Incentive itself [the investment credit] can contrib-
ute materially to achieving the prosperous economy under which this incentive
will make its maximum contribution to economic growth. Rather than delaying
its adoption until all excess capacity has disappeared and unemployment is low,
we should take this step now to strengthen our anti-recession program, stimu-
late employment and Increase our export markets.

"Additional expenditures on plant and equipment will immediately create
more Jobs in the construction, lumber, steel, cement, machinery and other
related capital goods industries. The staffing of these new plants-and filling the
orders for new export markets-will require additional employees. The addi-
tional wages of these workers will help create still more jobs in-consumer goods
and service Industries. The increase in jobs resulting from a full year's opera-
tion of such an incentive is estimated at about half a million.

"Specifically, therefore, I recommend enactment of an investment tax incentive
in the form of a.tax credit of-

"Fifteen percent of all new plant and equipment investment expenditures
In excess of current depreciation allowances ;

"Six percent of such expenditures below this level but in excess of 50 per-

cent of depreciation allowances; with
"Ten percent on the first $5,000 of new investment as a minimum credit."

(Hearings before the House Committee on Ways and Means on the tax recom-
mendation of the President, 87th CQng.. Vol. 1, pp. 4-5 (1961).]

The Investment credit was enacted on Jaiuary 1, 1902, as a 7 percent credit

(3 percent in the case of public utility property) on investments in tangible

personal property. The 7 percent figure was the result of various compromises

reached during the progress of tile legislation. It does not represent a magic
figure and in fact a number of percentages were considered during the course

of the legislation in addition to tle 15 percent rate proposed by the President and

the 7 percent rate finally adopted.
The investment credit as initially adopted included a provision reducing the

l)asis of the underlying property by the amount of the credit. However, the basis

reduction provision was repealed by the Revenue Act of 1964. The reasons for

repealing this provision discussed in the House and Senate committee reports

were its complexity, record keeping and administrative difficulties, and the

severe restriction on the incentive effect of the credit. [See, H. Rept. 749, 88th

Cong., 34 (1963) and S. Rept. 830, 88th Cong., 40 (1964).]
In 1966, Congress suspended the investment credit as a part of an overall pro-

f-ram designed to moderate inflation The suspension was for the period from
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October 9, 1966, through December 31, 19067. However, in 1967 Congress short-
ened the suspension period from December 31 to March 9, 1967. The 1967 com-
mittee reports state that the inflationary pressure had abated and that early
restoration of the credit was needed to "encourage a resumption of balanced,
economic growth with high levels of employment and stable prices." [Sec. H.
Rept. 131, 90th Cong. (1967) and S. Rept 79, 90th Cong. (1967).]

The Tax Reform Act of 1909 repealed the investment credit as of April 18,
1909. The repeal, like the suspension of the credit, was intended as a measure to
curb inflation. The economy took a down turn after the repeal of the Invest-
ment credit and in 1971, Congress reinstated it. The committee reports state thQ
following reasons for reinstating the credit:

"Tie new credit is expected to bolster the economy and create additional Jobs
by encouraging expenditures on machinery and equipment which have been sag-
ging badly. In this connection, attention is called to the following chart which
shows the close correlation between machinery orders and availability of the
investment credit." [See, p. 20 for-updated version of chart.]

"Moreover, over the long run, the Job development credit will be of material
assistance in combating inflation. An increased flow of goods into the market is
the best long-run assurance we can have of keeping prices down.

"Finally, by making-our productive facilities more efficient the new credit
-wiIl help our exporters to compete for foreign markets and improve our balance
of payments." [H. Rept. 92-4533, 92nd Cong., pp. 5-0 (1961) and S. Rept. 92-437,
92nd Cong., pp. 8-9 (1971).]

House Report 94-19 (February 25, 1975) contains the following summary of
the reasons for increasing the investment credit as a part of H.R. 2166 on pp. 11
and 12:

"In view of the low and decreasing level of economic activity and the poor
expected level of investment, your committee concluded that a balanced program
which encourages both consumption and investment will be a more effective
method of stimulating the economy than attempting to focus all of the tax
stimulus on consumption. In addition to providing the short-run stimulus to the
economy, an increase in the amount of investment is desirable for other reasons.
The investment not only creates Jobs both directly and through the multiplier
effect in the short run, but it also increases productivity. This is anti-inflationary
because it increases the amount of output available to meet future consumer
demands and because it results in lower production costs which means that money
wage increases will not exert the same degree of upward pressure on product
prices that they would in the absence of growing productivity. Increased produc-
tivity also has favorable implications for our balance of payments and the
exchange rate of the dollar. Finally, unless in the future the stock of capital is
increased significantly, there will be serious problems in providing enough Jobs
for those entering the labor force. In view of these considerations, your com-
mittee concluded that it would be appropriate to increase the investment credit
rate to 10 percent front the 7 percent rate currently available."
Rconomnto Justifloation

The above discussion illustrates the checkered history of the investment credit.
The economic necessity for a realistic cost recovery system is stated over and
over again in terms of increased employment, increased productivity, economic
prosperity, reduced inflation and meeting foreign competition.

Unfortunately, even with a 7 percent credit, this country is still faced with
many of the economic problems which led to the initiation of the credit and
liberalizld depreciation. The economy in general and employent are rapidly
declining. We are faced with a combination of both recession and inflation. Com-
petition from abroad remains vigorous and the fuel shortage has hampered our
economy. Environmental requirements have caused a major drain on capital
funds which would otherwise have been used for production facilities. For
example, the Fifth Annual Report of the Council on Efivironmental Quality
states on page 221 that estimated expenditures for pollution control were $8.2
billion for operating and maintenance and $0.9 billion for capital expenditures
In 1973. By 1982, these costs are estimated to increase to $26.7 billion for operat-
ing and maintenance turd $19.7 billion for capital expenditures. Rapid inflation
has made current depreciation allowances for capital assets inadequate to cover
replacement costs. This is true because depreciation is based on original cst.

An increase in the investment credit is Justified in terms of foreign competition.
The Comparison of Cost Recovery Allowances, attached as Exhibit A, demon-

48-493 0 - 75 - 18
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strates that with a 7 percent credit the capital recovery system in the United
States is roughly tied for last among industrial nations.

In addition, many foreign Industrial nations have recently taken steps to or are
in the process of further liberalizing their capital recovery systems. For example:

England which already allows 100 percent capital recovery in the year of
investment for most capital investments is liberalizing its Initial allowance on
industrial buildings to 50 percent and on thermal insulation to 100 percent.

West Germany, has adopted a program providing cash grants equal to 7.5 per-
cent of certain capital goods purchased.

Italy, has increased additional depreciation allowances for industrial invest-
ments.

Sweden will continue its investment reserve program under which 15 percent
of pre-tax profits are placed in a reserve fund and deducted from taxable income.
Investment expenditures are charged against the reserve fund.

Oanada's Federal Budget of November 18, 1974, contains provisions for a two-
year write-off of the cost of new manufacturing and processing equipment and
pollution control assets. Finance Minister Turner referred to the manufacturing
and processing write-off as "a major contribution to strong investment perform-
ance which is improving productivity, enhancing supply, creating, new jobs and
helping to sustain the Canadian economy at a time when the economies of many
other nations are faltering".

Auetralia has announced its intention to allow manufacturing and primary
production industries to depreciate new plant and equipment at double current
rates.

Netherlands announced proposals to increase investment allowances and per-
missible accelerated depreciation on certain buildings.

Our present position in comparison with foreign industrial nations is illus-
trated in the following chart.

The imbalance between the United States and our foreign competitors can
also be demonstrated by comparing productivity. Measuring productivity by com-
paring real GNP to employment, the United States' rate of growth is below
other industrial nations as is clearly demonstrated by the following chart.

CHART I
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Chart II clearly Illustrates the need for permanent changes in our capital
recovery system. The United States is no longer in a position where it can permit
other Industrial nations to continually Improve their productivity at a higher
rate than the United States. In fact, United States productivity actually declined
by 2.2 percent in 1974. This is the first decline in productivity on record.

One final point discussed in the legislative committee reports with respect
to the investment credit is significant. From the standpoint of Federal revenues,
the best way to increase revenues is through a vigorous and expanding economy.
Thus, any revenue loss from an increase In the investment credit Is to a large
extent offset by increased revenues from an expanding economy. This point was
recognized when the investment credit was initially enacted and stated In the
committee reports as follows:

.. . the Treasury Department expects the stimulative effect of the invest-
ment credit to substantially reduce the net revenue loss of this provision, with
the result that the revenue impact of the bill, over the long run, will be sub-
stantially in balance." (H. Rept. 1447, 87th Cong., 4 (1982).]

The remainder of this statement is addressed to the effect a permanent 12
percent credit would have on capital investment in production facilities, employ-
ment and Federal revenue. This material was prepared a month ago and in-
cludes the effect of a permanent increase In the investment credit to 12 percent
and a 20 percent increase in the ADR range for depreciation. There has not
been time to segregate the investment credit change, but it would clearly account
for a substantial portion of the estimated changes in employment and invest-
ment. The source for the materials and charts discussed below (unless otherwise
designated) is Norman B. True, Inc., Economic Consultants, Washington, D.C.
Ret. on Investments in Oapital Faollities

Raising the present Job Development Credit to a uniform rate of 12 percent
and expanding the ADR range to 40 percent would increase business outlays for
capital facilities by $50 billion above the amounts that would otherwise be
spent over three years time: by $5.3 billion in 1975, $17.4 billion in 1976, and
$27.8 billion in 1977.
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TABLE I.-ESTIMATED INCREASE IN CAPITAL OUTLAYS WI [H 12 PERCENT INVESTMENT CREDIT AND 40 PERCENT

AOR 1975-77

Additional capital outlays
(millions of 1974 dollars)

Year Annual Cumulative

1975 ...........................................................................1976.. ....................................................... 17.400 22 7001977 .............................................................. 27,300 50000

These estimates are based on the assumption that it these tax changes are not
made, capital outlays in 1975 (measured in constant 1974 dollars) will be 10
percent le." than In 1974, a very sharp decline by historical standards. It is
further assumed that, without the tax changes, capital outlays would increase
by 11.1 percent annually in 1976 and 1977.

TABLE 2.-ESTIMATED CAPITAL OUTLAYS WITH AND WITHOUT INCREASE IN INVESTMENT CREDIT AND ADR,
1975-77 1

Capital outlays (millions of 1974 dollars)

Additional
Without With capitalYear increase increase outlays

1974 ............................................................. 152,400 ......................1975 ............................................................. 137,200 142 0, 5.3001976 ... ...................................... 152,500 169,900 17,400
1977 .................................................... 169,600 196,900 27,300

This is not an explicit forecast of actual capital outlays in 1975-77. It is intended only to illustrate the effect of raising
the credit in offsetting a decline in capital formation.

This table shows that raising the credit to 12 percent and increasing ADR
to 40 percent would materially cushion the decrease in outlays for eligible fa-
cilities in 1975. Instead of falling by close to $15.2 billion in 1975 from an esti-
mated $152.4 billion in 1974 (measured in 1974 dollars), these outlays would
only decline by about $9.9 billion with the Increase in the credit and oADR. In
1976, outlays would be $169.9 billion with the tax changes, compared to $152.5
billion without them. And in 1977, investment would be $196.9 billion if the credit
and ADR are increased and $169.6 billion it they are not.

The urgent need for action to encourage new investment in capital goods is
Illustrated by the figures recently released by the Commerce Department which
show that durable goods orders fell from over $44 billion to $38.3 billion in
December. This Is the steepest drop in 20 years.
Effects on Employment

The proposed tax changes would also cushion the increase in unemployment.
The resulting Increase in capital goods orders and production would increase
employment in capital goods manufacturing in 1975 by 80,000 compared with the
number of jobs In the capital goods industries without these tax changes. On
the assumption that capital outlays would fall 10 percent in 1975 if the credit
and ADR are not increased, employment in capital goods manufacturing indus-
tries would fall by bout 390,000 Jobs. Increasing the credit and ADR as pro-
posed would limit this loss of jobs to about 310,000.

Raising the credit and increasing ADR would also expand employment gains
in capital goods manufacturing by about 240,000 and 470,000 jobs a year in 1976
and 1977 respectively. Over the three years 1975-77, there would be about 790,000
more Jobs in these Industries than if the credit and ADR are not increased.

The above estimates are with respect to the capital goods sector. Even more
substantial employment benefits could be anticipated throughout the economy as
a whole both as a result of the multiplier effect and the increased confidence of
business generally. Further, additional employment could be anticipated as a re-
sult of the structural changes.
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TABLE 3.-CHANGES IN EMPLOYMENT IN CAPITAL GOODS MANUFACTURING, WITH AND WITHOUT INCREASE IN
INVESTMENT CREDIT AND ADR

Change in employment (thousands)
Without With
increase increase
in credit in credit AdditionalYear and ADR and ADR employment

197S ............................................................. -390 -310 80
1976 ....... ... 390 630 240
1977 ............................................................. 440 910 470

Total ...................................................... 440 1,230 790

Eiccis of Changes in Capital Relcovcry Provisions on Int'etnent in Capital
Facilities, 1962-1975

The estimates with respect to the future effects of changes in the credit and
ADR are in line with historical experience. Following enactment of the original
investment credit and adoption of the reduced guideline lives for depreciation in
1962, new orders for machine tools increased rapidly by 251 percent, from $144
million in the !ast quarter of 1061 to $514 million in the first quarter of 1900,
slipping to $458 million by the third quarter of 1906. New orders for producers
capital goods increased by 82 percent from $8.9 billion in the fourth quarter of
1961 to $16.2 billion in the third quarter of 1966.

The suspension of the investment credit in the third quarter of 1966 was
followed in the next two quarters by a sharp drop in new orders for machine
tools and producers capital goods--$130 million and $2.8 billion, respectively.

Restoration of the credit in the second quarter of 1967 led to a rapid build up
in orders; producers capital goods increased 36 pereclt from $13.8 billion in the
first quarter of 1967 to $18.8 billion in the second quarter of 1969. Machine tool
orders in the same period increased 70 percent from $328 million to $558 million.

The repeal of the credit in 1969 resulted in a drop of $2.7 billion in new orders
for producers capital goods through the second quarter of 1970. Machine tool
orders were off $417 million, almost 75 percent, from the second quarter of 1969
through the end of 1970. -

Following enactment of the new investment credit and the Asset Depreciation
Range ADR) system in 1971, orders for producers capital goods increased by
$4.5 billion from the second quarter of 1971 through the third quarter of 1972.
machine tool orders rose by $103 million-almost 60 percent-in the same period,
from $18"2 million to $285 million.
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PRODUCERlS CAPITAL GOODS: NET NEW ORDERS
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MACHINE TOOLS: DOMESTIC NEW ORDERS
(Quarterly in Millions of Dollars)
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1966. Suspension of the credit in the third quarter of 1966 slowed employment
increases to only 2% percent in 1967. Following restoration of the credit ill the.
secondd quarter of 1967, employment increased to about 8 billion in 1969.

With the repeal of the credit in 19609, employment dropped by about 900,000
jobs-roughly 11% percent-to 1971. After enactment of the new credit and
the ADR in 1971, employment increased from 7.1 million to 7.8 million-about
10 percent-in 1973:

The number of employees in machine tool manufacturing rose by 41 percent
or 34,000 from 1962 through 1967. Output and employment in this industry was
adversely affected by the cutback In the space program in 1968: between 1967
and 1969, employment dropped by 5 percent or 5,800 jobs. Repeal of the invest-
ment credit in 1969 resulted in a much steeper drop In jobs, from 110,600 in 1969
to 78,400 in 1971. a deline of 29 percent. After enactment of the new credit and
the ADR in 1971, machine tool employment increased by 3,700 jobs or by 4.7
percent in 1972.

The above discussion covers the capital goods sector only. The beneficial effect
of the credit on employment in the capital goods sector was also experienced in
employment generally through the multiplier effect.

Rercvuc Effects of Changes Capital Recovery Allowances, 1962-72
The investment tax credit and the shortening-of tax lives have added an esti-

mated $2.6 billion to Federal tax collections from all sources since 1962. In every
year that the investment tax credit was in effect, Federal revenues were above the
level they would otherwise have been, amounting to approximately $1 billion in
1972 alone.

Conversely, tax receipts fell each time the credit was removed. Suspension of
the credit in 1966-67 and its repeal from 1969 until 1971 resulted In a $760
million decrease in Federal tax revenues below what would otherwise have been
collected had the credit remained in effect.

These estimates follow from a calculation of the amount by which tax changes,
altered the cost of capital outlays resulting from enactment of the credit and
issuance of the guideline lives in 1962, removal of the hasis adjustment in 1964,
suspension of the tax credit for two quarters in 1966 and 1967, its restoration in
1967, repeal in 1969 and reinstatement and approval of the Asset Depreciation
Range In 1971. Each favorable change raised output, wages and profits, thereby
expanding the Federal tax base. Conversely, each tax law change which increased
the cost of capital outlays resulted in a lower level of output. wages and profits
than would otherwise have occurred.

TABLE 4.-ESTIMATED CHANGE IN FEDERAL REVENUES RESULTING FROM TAX CREDIT AND SHORTER TAX LIVES
1962-72 (CALENDAR YEARS)

Revenue
change

Year (millions

1962................................................................... . 60
1963 ....................................................................................... 330
1963 ..................................................................................... 50
1965 ....................................................................................... 110
1965 ....................................................................................... -50
1967 .................................................. ...................................... 140
1968 .................................................... ..................................... 390
1969 ......................................................................................... -23 0
1970 ......................................................................................... -480
1971 ......................................................................................... 440
1972 ........................................................................................ 1,000

Total:
Increase ........................................................................... 2,620
Decrease ........................................................................... -760

neto ..n .................................. 0 ................... . 1,870

1 Net change differs from sum of individual changes shown due to rounding.
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CORPORATION INCOME TAXES: FISCAL YEARS 1961-1973

A I
1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 1971 1972 1973

Investment Tax Credit in Effect

No Investment Tax Credit

Effect on Federal Taz Receipts From Raiaing Inrcatment Tax Credit to 12
-Percent and ADR to 40 Pcrcmt, 1975-77

Increasing the credit and Asset )epreciation Range would have immediate
and continuing favorable impacts on Federal revenues. Considering the pro-
posals to raise the credit to 12 percent and to exlund..DR to 40 percent, the
cumulative increase in revenues over the period 1975 to 1977 would be $5.0 bil-
lion in 1974 dollars, compared to revenues absent the changes. This estimate is
based on the historical experience of the last decade and assumes that the addi-
tional after-tax return would stimulate capital outlays, increasing output, ent-
ployment, wages, profits and therefore Federal receipts.

TABLE 5.-Estimates incrcasc in Federal rercnucs with 12 percent int-cstment
credit and 40 percent ADR, 1975-77 R

Yea, -,Revenue increaser- (billions of 1974 dollars)
1975 ------------------------------------------------------ 0.3
1976 ------------------------------------------------------ 1.6
1977 ------------------------------------------------------ 3.1

Total ---------------------------------------------------- 50
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"Initial Impact" Revenue Effcct of 12 percent Inveetment Credit and 40 percent
ADR

Revenue estimates prepared by the Treasury Department usually consider only
the initial impact of a tax law change, that is, the change in revenue which would
result if taxes changed but all other economic variables remained the same. In
the case of an increase in ADR, only the revenue loss from faster depreciation
would be measured. The stimulus that faster write-offs provide to investment,
and hence to production, wages, profits and tax revenues, would be ignored.

The initial impact method gives a very biased and incomplete picture of the
ultimate effect of a tax change. The distortion increases with time, as people
and firms adjust to the tax change. With regard to the proposal for a 12 percent
investment credit applicable to all Section 1245 property and a 40 percent ADR,
the initial impact method projects a $4.4 billion revenue loss in 1975. The full
impact is likely to be a $300 million gain, a-difference of $4.7 billion (in 1974
dollars). By 1977, the initial impact method indicates the revenue loss would
grow to $7.6 billion, whereas the net impact will be a gain of $3.1 billion, a gap
of $10.7 billion (in 1974 dollars).

The difference arises because the initial impact method-ignores the revenue
that would accrue from an additional $50 billion in investment (in 1974 dollars)
that would occur with the tax changes but not otherwise.

TABLE 6.-ESTIMATED REVENUE EFFECT OF 12 PERCENT INVESTMENT CREDIT AND 40 PERCENT ADR. 1975-77

Billions of 1974 dollars

Year Initial Impact Net Impact Difference

1975 ............................................................. -4.4 +0.3 4.7
1976 ............................................................. -6.1 +1.6 7.7
1977 ............................................................. -7.6 +3.1 10. 7

EXHIBIT A

COMPARISON OF COST RECOVERY ALLOWANCES

The following table summarizes a comparison of cost recovery allowances for
industrial machinery and equipment in leading Industrial countries with similar
allowances In the United States. The capital cost recoveries for each of the
foreign countries have been computed on the assumption that the investment
qualifies for any special allowances, investment credits, grants or deductions
generally permitted. The deductions in the United States have been determined
under the double declinig balance method without regard to the limited first year
allowances for small businesses.

Aggregate cost recovery allowances
Representa- (percentage of costs of assets)I

tive cost
recovery
periods
(years)

United Kindgom .................................... 1
Canada ............................................ 1 2
Netherlands ........................................ 334 5
Sweden ............................................ s5
Italy ............................................. '6
Switzerland ...................................... '8

311:63France ........................................... 1it8
148

West Germany .................................. 119
Belgium ...................................... '910

-4uxembourg ........................................ 910
Japan .............................................. 21 Il

Sil
See-footnotes at end of table.

Ist ist 3 1st 7
taxable taxable taxable

year gears years

100.-0 100.0 100.0
50.0 100.0 100.0
14.0 58.0 108.0

660.0 95.7 130.0
T19.6 8 '67.9 100.0

12.5 50.8 84.4
15.0 58.4 90.0
31.3 67.5 1394.9
25.0 57.8 86.7

1616.7 49.6 T88. 8
ts 20.0 48.8 1189.0
"28.0 60.4 94.4
"34.5 56.9 81.4

37.1 63.9 IM
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Aggregate cost recovery allowances
Represent- (percentage of costs of assets) Itire cost

recovery 1st lst 3 Ist 7
periods taxable taxable taxable
(years) year years years

United States:
1962 law,1- ..................................... 13 '521.7 47.9 80.1
1969 law"-- ..................................... 13 7.7 33.9 66.1
1971 law"# ..................................... " 10)4 "123.5 54.7 88.5

I It Is common practice in many countries, prior to investment in fixed assets therein, for Investors to agree with the tax
authorities as to a rate of depreciation and other benefits available. Such agreemerts would, In many cases, have the effect
of substantially increasing the cost recovery allowances presented In the table above.

' Effective May 9, 1972 through Dec. 31, 1974 machinery and equipment acquired for manufacturing and processing of
goods in Canada could be written off over 2 yr (50 percent per year). A permanent extension of this provision is subject to
approval by Parliament

' Straight line method. -
s Depreciation periods are fixed by agreement with multiple shift operations, a 5-yr life Is normal.
SAdditional 4 percent investment allowance permitted in 1st and 2d years.
I Modified declining balance method-30 percent rate plus additional 30 percent allowance in first taxable year (such'

additional allowance does not reduce recoverable cost); accumulated cost recovery may not be less than 20 percent of
cost for each year asset is In service.

6 Full year allowance in 1st taxable year.
I Includes additional foreshortened allowance of 15 percent.
S Includes additional foreshortened allowances of 15 percent, 15 percent and 15 percent In Ist, 2d, and 3d taxable years

respectively.
' Double declining balance method.
*0 Normal life of 8 yrs reduced to 6H years to reflect multiple shift operations.
"1250 percent declining balance metod.
" Although not considered, effect Is given to multiple shift operations by reducing service life of assets used under shift

conditions.
f" Method changed to straight line in 6th taxable year.
14 Machinery and equipment purchased between June 30, 1974 and July 1, 1975 limited to 200 percent declining balance

method applicable to an asset with an 8 yr life.
" The average cost recovery period for machinery and equipment in West Germany Is 8 to 10 yrs to which additional

allowance are permitted for multiple shift operations: 25 percent of allowance for 2 shift operations and 50 percent of
allowance for 3 shift operations. Allowances may be further increased when plant Is located in certain areas such as Berlin
and areas bordering on iron curtain countries. The above table sets forth cost recovery allowances based on an average
cost recovery period of 9 yrs. The double declining balance method is used. A 25 percentadditional allowance for- hlft opera-
tions Is taken into account beginning with the 5th yr when the method is changed to straight line. The corporate de recl action
rate tinu computed is slightly over the maximum 20 percent rate permitted on a declining balance method to reg ect that:
A. The straight line method produif more depreciation than does the double declining balance method for certain short-
lived assets; and B. Items of machinery and equipment costing under U.S. $320 can be expenses.

"f Full year allowance In 1st taxable year for assets acquired In 1st half of such year; half year allowance for assets ac-
quired In 2d half.

'7 Method changed to straight line in 5th taxable year. See 20 above.
' Although not considered, Installation costs allowed as current deduction which reduces recoverable base cost.
It Method changed to straight line In 5th taxable year. Straight line rate applied to original cost for 5th, 6th and 7th tax-able years." Includes 18 percent allowance equivalent of 9 percent investment credit at effective 50 percent income tax rate;

credit does not reduce recoverable base cost.
1' Modified double declining balance method; 18.9 percent per Japanese Government rate table salvage built Into rate.
I Includes special 1st year allowance of 25 percent; allowance reduces recoverable base cost In second and succeeding

taxable years.
" Oeprclation In addition to ordinary depreciation In 13 above Is allowed to give effect to multiple shift operations.

Deprciation multiplied by factor of 1.28 gives effect to 8 hours of daily average excess usage of an Item of machinery and
eui amntqlth investment credit but without ADR.

"Without either investment credit or ADR.
x With both Investment credit and AOR.
113 yr recovery period reduced by 20 percent and rounded to nearest one-half year. Double declining balance method.
I Includes 14 percent allowance equivalent to 7 percent investment credit at effective 50 percent Income tax

rate. Credit does not reduce recoverable base cost.

MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT-
MARCH 1975

AMP Incorporated
A-T-O Inc.
Air Products and Chemicals Inc.
Akzona, Inc.
Albany International Corporation
Alberto-Culver Company
Allis-Chalmers Corporation
Amax, Inc.
Amerace Corporation
Arvin Industries, Inc.
Ashli"d 011, Inc.
Avnet, Inc.
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MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT-
MARCH! 1975-continf'ed

Beatrice Foods Company
Belden Corporation
Bemis Company, Inc.
Booth Newspapers, Inc.
Brown Group, Inc.
Brunswick Corporation
Budd Company, The
Bunker Ramo Corporation
Burlington Industries, Inc.
Burroughs Corporation
CBS Inc.
CCI Corporation
CF Industries, Inc.
Carborundum Company, The
Carlisle Corporation
Carpenter Technology Corporation
Carrier Corporation
Castle & Cooke, Inc.
Ceco Corporation
Cessna Aircraft Company
Champion International Corporation
Chesapeake Corporation of Virginia, The
Chesapeake and Ohio Railway Company, The
Chicago Bridge & Iron Company
Citizens and Southern National Bank, The
Clow Corporation
Colt Industries Inc.
Commercial Shearing, Inc.
Consolidated Foods Corporation
Consumers Power Company

-Continental Telephone Corporation
Cooper Tire & Rubber Company
Crouse-Hinds Company
Cyclops Corporation
Dana Corporation
Dean Foods Company
Deere & Company
De Laval Turbine Inc.
Detroit Bank & Trust Company, The
Diamond Shamrock Corporation
R. R. Donnelley & Sons Company
ESB Incorporated
Eaton Corporation
Echlin Mfg. Co., The
Economics Laboratory, Inc.
Electrorkics Memories & Magnetics Corporation
Emerson Electric Company
Emery Industries, Inc.
Esmark, Inc.
Evans Products Company
Ex-Cell-O Corporation
Federal Mogul
Federal Paper Board Company, Inc.
Federated Department Stores, Inc.
First National Bank of Chicago
Flying Tiger Corporation, The
Fruehauf Corporation
Fulton Industries, Inc.
Fuqua Industries, Inc.
Gannett Co., Inc.
Gardner-Denver Company
General Cinema Corporation
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MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT-
MARCH 1975-cOntinued

General Dynamics Corporation
General Telephone & Electronics Corporation
General Tire & Rubber Company, The
Giddings & Lewis, Inc.
Globe-Union,-Inc.
Gould, Inc.
Greyhound Leasing and Financial Corporation
Harris Corporation
Harsco Corporation
Hewlett-Packard Company
Hoover Ball & Bearing Company
Houdaille Industries, Inc.
Household Finance Corporation
tlowmet Corporation
Ideal Basic Industries, Inc.
Ingersoll-Rand Company
International Paper Company
Jewel Companres, Inc.
Josten's Inc.
Joy M1anufacturing Company
Kansas Beef Industries, Inc.
Katy Industries, Inc.
Kennecott Copper Corporation
Kraftco Corporation
LTV Corporation, The
Lance, Inc.
Leaseway Transportation Corporation
Libbey-Owens-Ford Company
Longview Fibre Company
Lucky Stores, Inc.
Macmillan, Inc.
Manufacturers National Bank of Detroit
Masonite Corporation
-Michigan National Corporation
Midland-Ross Corporation
Milton Bradley Company
Mobil Oil Corporation
Modine Manufacturing Company
Monsanto Company
NL Industries
NVF Company
National Gypsum Company
National Presto Industries, Inc.
Newmont Mining Corporation

-- Norris Industries, Inc.
Olin Corporation
Otis Elevator Company
Outboard Marine Corporation
Oxford Industries, Inc.
Parker-Hannifin Corporation
Phelps Dodge Corporation
Philip Moffls Incorporated
Pittsburgh-Des Moines Steel Company
Portec, Inc.
Potlatch Corporation
PruLease Incorporated
Public Service Electric and Gas Company
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MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT-
MARCH 1975-continued

Raytheon Company
Reed Tool Company
Reliance Electric Company
Rockwell International Corporation
Rohm and laas Company
Rohr Industries, Inc.
Roper Corporation
Rubbermaid, Inc.
SCM Corporation
St. Joe Minerals Corporation
St. Regis Paper Company
Sangamo Electric-Company
Signal Companies, Inc., The
Southwest Forest Industries, Inc.
Square D Company
Stanadyne, Inc.
Standard International Corporation
Sterling Drug Inc.
Sundstrand Corporation
TRW, Inc.
Tecumseh Products Company
Texas Industries, Inc.
Texas Instruments, Inc.
Todd Shipyards Corporation
Union Trust Company of the District of Columbia
U. S. National Bank of Oregon
Universal Leaf Tobacco Company
VSI Corporation
Valley National Bank of Arizona
Van Dorn Company
Vulcan Materials Company
Wallace Murray Corporation
Warner & Swasey Company, The
Wean United, Inc.
Western Electric Company, Inc.
Wheelabrator-Frye Inc.
Whirlpool Corporation
Williams Companies, The
Winn-Dixie Stores, Inc.
Zayre Corporation

Total Membership, 171 Companies.

ASSOCIATIONS SUPPORTING THE AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT
TAX CREDIT

American Boiler Manufacturers Association
American Consulting Engineers Council
American Dental Association
American Feed Manufacturers Association
American Land Development Association
American Machine Tool Distributors Association
American Meat Institute
American Textile Machinery Association
Dairy and Food Industries Supply Association
Edison Electric Institute
Imported Hardwood Products Association, Inc.
International Quorum of Motion Picture Producers
Meat Machinery Manufacturers Institute
Mechanical Contractors Association of America, Inc.
National Association of Building Manufacturers
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ASSOCIATIONS SUPPORTING THE AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT
TAX CREDIT-conltinued

National Association of Business and Educational Radio, Inc.
National Association of Coin Laundry Equipment Operators
National Association of Manufacturers
National Canners Association
National Concrete Masonry Association
National Industrial Distributors Association
National Ocean Industries Association
National Ready Mix Concrete Association
National Tank Truck Carriers, Inc.
National Wool Growers Association
Northeastern Lumber Manufacturers Association, Inc.
Portland Cement Association
Shipbuilders Council of America
United Fresh Fruit and Vegetable Association
Woodworking Machinery Distributors Association
Woodworking Machinery Manufacturers of America

The CHAIRMAN. Next we will call Mr. Milton Stewart, President of
the National Small Business Association.

STATEMENT OF MILTON D. STEWART, PRESIDENT, NATIONAL
SMALL BUSINESS ASSOCIATION

Mr. STEWART. Mr. Chairman, Senators, my name is Milton Stewart
and I am chairman of the board of a construction and real estate de-
velopment company called- Terra California. I am also president of
National Small Business Association.

I have given you a brief statement which I ask to be included in
the record. I used to work here in this august chamber, I am ready
to stipulate that the members know how to read, and I am willing to
just make some comments if I may.

First and foremost, I cannot pass up the opportunity to go on record
as agreeing with the chairman, presumptuous as that is. We think the
Federal Reserve Board is extremely good at its job when it tries to do
its Job for small business. We do not think it is so good when it tries
to do it for larger companies, so that for example, tight money policies
have constricted capital and credit for small companies for 30 months,
nowThe over-the-counter market died a long time ago, and similarly
we have views in our statement that while they were trying to bring
the big business juggernaut to a halt by slamming on the -wornout
brakes, the small companies went through the windshield, and we have
suggested that maybe the kind of tax treatment that would make sense
now would be the combination of remedies, our concern is with small
companies, of course, which should we think help every small company
to contribute to a national economic revival. We have suggested since
the first concern of all us should be the number of people who are
out of work and are likely to continue to be out of work with that
measure which will most directly put people back to work.

Wek.av a little about small business, not much about big business,
and so we have suggested after talking to several hundred small busi-
nessmen, that if you gave them a 50-percent tax credit for a j*ob-and
everything we suggest is temporary. We have got plenty of feelings
about the permanent tax code, but that is not what we are here for
today. We are here to help the country come out of a recession and to
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contribute to its going out. So we have suggested a 50-percent tax
credit for the creation of up to two jobs in any one company, no more-
maximum benefit $20,000-maximum cost of the two jobs, because
there are plenty of middle-income people who are out of work who are
not going to get back to work in less than 6 to 18 months, and we do not
think that is very good for the country.

We have made five other suggestions which taken together would
probably add-and I have to qualify these estimates all the ways we
can. We cannot afford the kind of economists who are so good at these
forecasts-but we think we would probably add $21/ to $31 . billion
in benefit to small business to the House bill, only one provision of
which, the increase of the $25,000 surtax notch to $50,000-we are
very grateful for it.

The House Committee reports ,hat 60 percent of it, or $750 million,
will go to small companies, and that is great, but in our view no
emergency tax cut is fair which does not give 50 percent of the business
benefit to small business. We provide half the jobs of this country
still, and each time you propose the kind of measure that comes out of
the House, what yol are doing is subsidizing the expansion of large
business at the expense of small.

They have provided $5 billion in business tax reduction of which our
best judgment is $4 billion will go to large companies. We have no
objection. Our own guess is big business does need about $5 billion
from the overall national economic standpoint, but we are sure for
not giving it to them unless you give $5 billion to small companies too.% That is our second major point. The final point, if you-are going to
do anything for small companies in this country, you cannot do just
one thing because they are so numerous and so different. The six spe-
cifics we have proposed will provide some relief and some incentive
and some reduction for every kind-of small company we know about,
and we think we know about them all.

The cut which the House made will help approximately 150,000
companies. It does not go far enough. We think that the surtax should
be raised to $100,000. In terms of below the $25,000 level, many millions
of businesses, mom and poj-companies in this country, do not make
$25,000. We suggest that you cut the rate of tax at that level from
22 to 10-percent.

We have suggested that many 'millions of small companies will not
make money this year or next year or the year after. We have sug-
gested that you give them a hand with a 10-year loss carryforward
and carryback, and give them some cash-flow relief.

We have suggested that anybody who has got the gizzard to go out
and start a business in this man's economy today ought to have ome
help from his Government. We have suggested that you at least make
his round with the IRS easier by providing him with a $25,000 credit
for each of the first 3 years he is in business.

All of these things together, we think, will add least materially and
will be easiest to recover in terms of expenditure. They are safest;
they will produce revenueaack as rapidly as anything we know. They
will not add to concentration in the economy, and they will above all
do what we have not done enough of, meet the fact of the resilience
of the independent sector of the economy, when all of these big com-
panies start laying people off.
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'When I was younger there used to be a lot of jobs for them in small
companies during transitional periods. It is harder to find them now.
It is harder for small companies to generate.

We think this kind of tax relief at this time will help to reestablish
the cushioning significance of the independent sector of the economy,
and I think that is all I have to say, Mr. Chairman.

the CHAIRMAN. Thank you very nuch.
Senator DOLE. I have just one question. Would that job credit

mean about $31/2 billion for small business? -
M*r. STEWART. No, sir. I think it depends on how much use is-made

of it. It could be astronomical if everybody did it. What we anticipate,
our best judgment-it is not very good-is that it might produce as
many as 500,000 jobs.

The best figures we know-thr- Small Business Administration
within the last month has said it is costing about $6,400 to produce
jobs for service kinds of companies, small companies, hardware com-
panies, all of them, on average. At that rate 500,000 jobs would take
about $320 million in tax loss. If more jobs were created, it would cost
nore.

Senator DoiE. Well, I am just trying to make some kind of compari-
son with the $2 billion more we are going to spend on public service
employment.

Mr. STE WART. Senator, I have no hesitation in saying, sir, if I were
a member of the U.S. Senate, I would be in favor of public service
jobs, but for every job I created in the public sector, I would create
one in-the independent sector because, forgive me, 14 years ago one out
of every four Americans worked either for some level of government
or for the 500 largest companies in the country.

It is now one out of every three, and I think our national tax policies
have a good deal to do with this. We have stimulated growth in two
pieces of the economy, the government itself and big business. Our
suggestions here are, let us try to have this the first recession that small
business does not come out of worse than it went in, in terms of relative
shares.

Senator Doia. Thank you.
The CHAIRMAN. Senator Talmadge sponsored an amendment for

which I voted that would provide a 20 percent tax credit for 1 year
to someone wiro hired a person off of welfare, but the employer would
have to keep that person for 2 years. Now, that is not much of an in-
centive. You have got to hire the guy, keep him on, and then you have
got some regulations to contend with.

It seems to me that during this recession it might be worthwhile just
to take off the 2 year requirement for the 20 percent tax credit for
hiring somebody off welfare. I think we could vote that through with-
out much difficulty. You could also provide a 20 percent tax credit
just for hiring one additional person on the theory that we need to put
more people to work. Of course you can deduct labor expenses, but if
you gave a 20 percent tax credit for putting more people to work, that
might help quite a bit to put more people into work for small
businesses.

Mr. STEWART. Mr. Chairman, I am sure we will make do with and
do the best we can with anything like that that you can do. We did not
know about Senator Talm'adge's bill and your enactment until we got

48-493 O''75 - 19
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into this, and then we found out about it., and what we have said a
little inelegantly is that you are not going to get very far if you try
to trade a biscuilt of tax incentive for a barrel of flour or jobs, and we
have checked to try to find out how it has worked.

And the response we get-first of all, very few people know about it,
very few business people, and that is a major problem.

Second, you mention the regulations. I took a look at them, and I
happen to e a lawyer. I am not sure I would let a client try to take
advantage of them, given the amount of trouble it is.

And thIird, if you take a look at the paperwork, 20 percent would just
about cover the cost of your paperwork, if you do not mind a horseback
guess, and it is not being greedy, but oiie of my colleagues out in
Arizona-he has been keeping check'of Government forms lie fills out.
He is up to 284 in the space of a year, and he has not quit yet.

So that I do think-again, we try to meet this expressly and said
what we are talking about will work if the Government does not bury
it in a blizzard of paperwork and procedure. You could do this very
simply with people's W-2 forms attached to the business' tax return,
no recertification, simple as possible.

You will get some chiseling, but our tax and compliance record is
just tremendous, and I really think business people would comply with
this.

The CHAIRMAX. Thank you very much, sir.
Mr. STEWART. Thank you, sir.
[The prepared statement of Mr. Milton D. Stewart follows:]

PREPARED STATEMENT OF MILTON D. STEWART, PRESIDENT NATIONAL SMALL
BUSINESS ASSOCIATION

Mr. Chairman and members of the committee, my name is Milton D. Stewart.
I am a small businessman and a lawyer. I serve as Chairman of the Board of a
construction and real estate development company called Terra California. I have
been engaged in the venture capital business for 15 years, and I am a former Presi-
dent of the National Association of Small Business Investment Companies. I am
appearing today as President of the National Small Business Association, which
represents firms doing business in more than five hundred industry categories.

SUMMARY

1. FIRST THINGS FIRST

The Senate's highest priority in dealing with emergency tax reduction should
be to make this bill a brighter beacon of hope to 7% million unemployed Ameri-
cans than it is now.

The best way to do this is to add to it a specific prQvsIon for a "Job creation
credit" which will lead to the swift hiring of up to two new employees by as many
of the Nation's small businesses as can manage it.

If the credit is properly designed we are confident that a substantial number
of new jobs will be created quickly. We think it would be reasonable to expect
anywhere from 100,000 to 1,000,000 Americans to get back to work this way-
and to get back to work quickly and in the private sector.

The principal provisions of the pending emergency tax act, all of them, must
trickle up, down or sideways before they pay off in Jobs. We would like to see a
firm, fair incentive tax credit of up to 50 percent of the cost for one year of up to
two new Jobs for every one business, to a maximum of $20,000 in any one company.

We are certain this will work if the government does not try to trade a biscuit
of tax incentive for a barrel of flour of employment. We believe this will work
if the government does not bury the effort in a blizzard of paperwork and
procedures.
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When we began to consider this type of approach, we did not know that
Senators Long and Talmadge two years ago had advanced a similar concept as a
way of helping to move people off welfare. We have not had time to check how
well, if at all, that effort has worked. We woud be surprised to findIt working
well, given the limited incentive, the complex regulations and the state of the
economy. Above all we doubt that one small businessman in 100,000 has even
heard of it.

But the principle was and is sound.
Let the President and the leaders of Congress make a nationally significant

effort to ask small business to deliver jobs for a fair incentive tax reduction. We
have no cost estimate. We have not worked out the detailed formula for incen-
tive. We are not sure whether the credit ;,hould be given for two years or for
three years. This Committee can easily get that kind of advice from its staff,
and that of the Joint Committee on Internal Revenue Taxation, and the Treasury.

An extremely important aspect of this job concept is the fact that it will pro-
vide useful jobs in the private sector which can easily become permanent jobs
as the economy improves. It will also enable many thousands to learn useful
jobs in business, rather than to put in time on temporary government "mak-
work" assignments.

Both the President and leading members of Congress are proposing large pub-
lic sector employment programs. We have seen them before and we all know
what is wrong with them. We do not deny they are necessary for people for whom
there is simply no present place in the private sector with any reasonable incen-
tive. But the ranks of the unemployed are today filled with eminently employ-
able people. What is wrong is not their motivation, their skills, their education,
their experience. What is wrong is our shrunken mismanaged economy. More
government jobs is the answer of last resort. If we must provide them again, let
us at least try something different at the same time. We shall do our best to
persuade the Committee on Education and Labor to provide direct funding for
100,000 jobs in small companies. Between that and what this Committee can
provide in the form of an incentive credit keyed to small business, we may just
possibly surprise all those funeral economists who have been burying small busi-
ness for the last forty years.

The loss of confidence in the future of the economy is one of our major national
problems. We believe the people want to see Congress trying some new things.
Their enthusiasm for the leaders of big business, big labor and big government
bureaucracy is at an all-time low, and with the best of reasons. Four disasters
in three years-inflation, recession, Watergate and the energy crisis-it is not
an impressive record, and it doesn't help for these major institutional spokes-
men to stand in a circle pointing to one another as the right people to blame.

We believe the kind of action we are proposing is the kind of action the people
want from this Congress.

2. A PROPERLY BALANCED TAX REDUCTION PACKAGE

Since at least 50 percent of the jobs in this country are in small enterprises,
no measure which does not give that sector of the economy 50 percent of the
relief will be effective or equitable.

We believe the economy can safely take a level of stimulation from the tax
incentive side of some $10 billion for business, provided that full 50 percent of -it
is clearly and firmly earmarked for small business.

We do not think there has yet been a clear enough understanding in or out of
Congress of the extent to which economic concentration with resultant admin-
istered pricing and wage rigidity is going to-make this the toughest recession
to deal with. Let us not keep making it worse- and worse in the long run by- just
pumping one stream of dollars into big business, while another stream is pumped
into big government. We need balance here as never before or-we will keep losing
the resilience which the independent sector has provided in the past.

3. RELIEF FOR SIX KINDS OF SMALL BUSINESS

The Nation's ten million independent enterprises vary widely enough to re-
quire different approaches:

(a) For 150,00 companies which are currently profitable and earn more than
$25,000 a year-raise the surtax starting point from $2,000 to $100,000.
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(b) For several million companies which earn less than $25,000--cut the tax
rate for the first tax step from 22 percent to 10 percent.

(c) For several million companies which were profitable, probably will be
again, but will suffer losses during this recession-GIVE a 10-year loss carry-
back and carryforward for SBA-defined small business as against the present
five years Loss of revenue to Treasury: infinitesimal.

(d For several hundred thousand small manufacturing or "hardware" using
companies-provide a 20 percent investment credit for companies that are small
by SBA-definition, holding the 10 percent for larger ones.

(e) For many million small companies to whom the investment credit means
nothing because they do not use "hardware" significantly-offer the job crea-

- tion credit which is also to be generally available to all existing small business
as defined by SBA.

(f) For several thousand new companies that will be organized to begin doing
business in a very difficult economy-grant the unquestioned ability to write
off up to $25,000 a year for each of their first three years as startup costs, re-
gardless of how incurred, so long as spent in the business.

It should be recalled that the 1963-1964 Kennedy stimulative tax cut was about
$12 billionk In constant dollars the Gross National Product is now over $800
billion as against $550 billion then. It will take considerably more dollars to
lever up the economy now. It also apears prudent to conclude that this reces-
sionary problem will be more stubborn than that of ten years ago. We are
getting at it later after a more difficult inflation. Already estimates of under-
utilized capacity run to $200 billion. In each of the past four months, the ex-
pectations of the experts have become gloomier as new data have been reported.

We have no new nor unique statistical data for you as to how much trouble
small business is in, and frankly you should need none. We have all lived
through the pattern of recession before, and we know that the most dangerous
of temptations, where small business is concerned, is to wait for those absolute
definitions, horrible, steep, downward curves for sales and profits, and those
equally horrendous results in bankruptcies. By the time the data collectors
catch up with small business reality it is far, far too late for Federal counter-
cyclical action.

On the money and credit side, small business has been on the shortest of rations
for many months now. The new issues marker evaporated long ago; private
vent* re capital and SBIC financing have be.en hard to get for months. Bank
credit and SBA lending are both down for 1974. The new "ripple", "rolling adjust-
ments", and "side effects" of big business entrenchment have only begun to shake

. small business. By the time a $25 billion restorative tax rebate is enacted and
applied, it will, in our judgment, not look like a bit too much too soon.

The great need for special supportive action for small business growsin part
from the fact that inflation control has worked only too well on small business and
not well enough on big business. -

With monotonous regularity we have seen the Fed. Reserve Board restrictions
work only too well on small business, while big business and big labor go on
merrily fueling inflation. As the Fed kept slamming harder and harder on its
wornout brakes, trying to hol the big business Juggernaut, as usual it did not
seem to notice that its small business passenger was halfway through the
windshield.

Therefore, it is now time for the Congress to enact "seat-belt" legislation for-
small business.

Federal fiscal policy has been as hostile to small business as Federal monetary
policy. Both Representative Vanik of Ohio and Representative Anderson of
California have recently provided Congress with data showing the repressiveness
of Federal business taxes (see Congressional Record, December 18. 1974, page
H12297. and ,January 20. 1975, psige EMS), and that small business consistently
pays a higher rate of taxes than big business.

It must be borne in mind the small business vector does not create either infla-
tion or recession; decision-making In the concentrated Ron-market sector of the
economy and the Federal Government does that. But small business does pay
heavily for both inflation and recession. And small business can help cushion the
shock of both if it is given a chance. --

Tax stimulus to small business is safest since it is least likely to be inflationary.
Tax stimulus to small business Is fastest and most effective since it does not need
to be "trickled down" through the economy. It goes immediately Into every street,
neighborhood, cross-roads, shopping center and farm area.
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Our six-part small business tax package is designed to provide help to every
single small company in the country regardless of its industry, its age, its current
profitability, or its size within the small business community. We are seeking the
fairest, widest-ranging direct stimulus throughout the small business sector. We
are seeking a measure which will help, not just the owners and managers of
small business but their employees and the whole nation.

The CHAIRMAN. Next we will hear from Mr. Charles W. Stewart,
president of the Machinery and Allied Products Institute.

STATEMENT OF CHARLES W. STEWART, PRESIDENT, MACHINERY
AND ALLIED PRODUCTS INSTITUTE, ACCOMPANIED BY FRANCIS
HOLMAN, STAFF COUNSEL, MAPI

Mr. ("IHARlts W. ST EWAl'. Thank you, Mr. Chairman.
Do you mind if I say a word about oil'?
The CHAIRMAN. Suit yourself, sir.
Mr. CHARLES W. STEWART. I listened to the discussion on depletion

this morning with interest. The only personal oil experience I have
had has not been a pleasant one. I am a stockholder in a small oil
company. I recently read their annual report. They are doing much
better now. The statement was made that in 1975 the company, and this
is a company with an annual sales volume of .$*48 million, intended to
spend 833 million in 1975 exploring for new oil and in improving
their capability of taking old oil out of wells that they already have,
provided there is no punitive legislation enacted by ihe Congress.

I really want to point out that I do not believe that this oil problem,
as I have read about it, in terms of the depletion allowance and capital
requirements. is so open and shut as Senator Kennedy said.

In one sense, discussion of removing the depletion allowance is
timely from a strategic standpoint in the Congress, because its op-
ponents have a handle that they think they can use the bill before
this committee.

But, from the standpoint of our economy. from the standpoint of
our international oil problem, it would be the worst time to cut back
on funds available to the oil and natural gas industry4o explore for
new oil, particularly in the United States.

I was fascinated by an article in the Sunday New 'York Times of
March 9 on page 47 which really makes two points to me. In the first
place, the Alaska oil field is the larorest known oil deposit in North
America, and there is absolutely no (coubt that oil is there. They have
to go down 2 miles, through a substance that has been accumulating
for thousands of Years. This requires tremendous capital. The pipe
that is going to have to be used for the pipeline is terribly costly, and-
all of this is being done with the benefit of the depletion and other
favorable allowances, or will be done when the oil begins to flow.

I just wonder when we talk about depletion repeal, if we are consid-
ering the situation in the United States with respect to its energy
problem. This is the worst .)Ossible time to contemplate a complete
removal of the depletion provisions.

Now, this article mentioned something else that interested me and
that applies to the tax bill before this committee, not in terms of oil,,
but in terms of how high you go up the income scale with-a tax re--
duction. It talks about a man who is working in temperatures that are
so cold that his skin will freeze in a matter of seconds if it is not coy-
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ered, and he makes $35,000 a year. He is one of the constructors work-
ing in Alaska on rigs. Now. if anybody is entitled to a tax reduction,
even though he is making $35,000. he is. He either has to be a patriot
or a nut to be working under these conditions.

Incidentally, the unions are beginning to realize, as indicated in the
minority reports on the House bill, tihat the middle class is being
"ripped off" under our tax system. We should not worry so much about
the rich. They do not provide much of the total tax revenue that the
United States takes in. It comes from the middle brackets principally.
They are being clobbered by inflation; they are being clobbered by
social security taxes; they are being clobbered by State real estate
taxes; and somewhere along the lin-e, in reference to the point the
chairman was making with regard to people becoming unhappy, this
is the group of people that constitute the largest working taxpayers.
Yet the bill that is before you does not a-ddress itself to any substantial
extent to the problems of these people under the tax system.

Social security is something that we just seem to put aside. We.had
a tax increase at the time we were in the middle of a recession, or some
people call it a depression. That tax increase was- in social security,
as of January 1. A young man in my office came to me and said I am
going to lose $100 per month as a result of the raising of the social
security tax base, until I get, paid over the first few months. So, let
us not overlook the fact that we have what is becoming almost an
intolerable social security tax burden. We have had a tax increase, and
we badly need, in my opinion, in this country tax reductions, at least
during the current period. They should not stop at the so-called poor
or lower-income brackets; they should move up into at least the middle-
income brackets.

Senator DoLE. As you understand, I think first we have to find oil in
-Massachusetts.

The CHAIMMAN. And South Carolina.
Senator DOLE. I think Secretary Simon when he testified addressed

himself to this very thing. I notice thev had a rally this weekend where
they were booing and otherwise characterizing Mr. Simon as heart-
less, because he does not have political appeal. So we all recognize, as
a matter of practicality, it is going to be done. But I think you are
correct that we should at least address ourselves to the middle incomes
who have been thriown into higher tax brackets, because of inflation
and all of the things which you are about to say.

I may have to leave before you are finished.
Mr. CHARLES W. STEWART. I am going to be brief. I hope you can

stay for just a few moments.
-Mr. Strichman, either becauW"of the particular position that his

company is in at this time, I think may have leftyou with-and I am
not being critical of him-a misunderstanding. In my opinion the
investment tax credit, if moved from 7 percent to 10 percent, or hope-
fully 12 percent, would have more of a short-range-effect than I be-
lieve he implied to you.

Now, I am very familiar with the capital goods industries, because
those are the industries we represent. The lead times may be relatively

_-long for some products. But, in -the context of our present economic
environment, if there is one thing this country needs now more than
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any other thing, it is a display of confidence on the part of the people,that they have confidence in the Government. I do not say that criti-
cally of any one particular person or individual.

At this juncture the enactment of an enlarged investment tax credit
would have a major psychological advantage to American business,
and, let me add, to the farmer, the retail merchant who buys equip-
ment. The investment tax credit. is one of the most misunderstood
things we have in our tax code. Some people think it is just for big
business. For a small tool shop that makes small parts and wants to
buy a $100,000 numerical control machine, enlarging the investment
tax credit may be the difference between survival or nonsurvival.

The farmer who is having to put tremendous amounts of cash into
new equipment in order to stay even with the various vagaries of our
agricultural system benefits from the credit. This is not just an invest-
inent tax credit that benefits big business. It is badly needed through-
out the economy. -

Now I do not hesitate to use the word permanent. I think we should
have this kind of provision in our statute books indefinitely. It ought
to be a permanent part of our system. I do not apologize for it. We
have to keep hammering away at productivity. We have to keep ham-
mering away at improving our ability to compete internationally. I
was very pleased to find for the first time I can recall in two decades,
that to p labor and top management signed out that advisory report
td the President of the United States which recommended a 12-percent
iiivestment tax credit across the board, and also recommended that
the Congress give consideration to other means of capital formation.

We also have a meeting of the minds between labor and, I believe,
business people on this question of helping the middle income brack-
ets, because the data in those House Minority Conimittee reports indi-
cate that labor is concerned about the low cut-off with respect to these
tax reductions.

Now, a comment or two about tax-reductions, and then I will merely
identify two or three technical points which are developed in detail
in our statement which, Mr. Chairman, I trust you will put in the
record in its full text.

There is a suggestion of a two-way crack at tax reduction; a rebate
for 1974, and a change in various provisions in 1975. My own personal
view is that the House bill which goes up to $200 maximum on the re-
bate will not produce enough bang that is worth the $8 billion or $9
billion that it is going to cost the revenue system. You have to go higher
than that. You have to increase that. I ask myself, is it desirable to
have-this combination of a rebate in one case, and a tax reduction in
the other. 'What could be considered that would be a much larger tax
reduction covering more brackets beginning almost immediately and
with withholding reduced greatly in the early part of the year. Hope-
fully the Congress could pass the legislation and the President sign it
to take effect in 1975 ;aid it could even be made retroactive to Jan-
uary 1 and be of larger proportions. I do not really feel strongly about
whether you have a split or not, but I am satisfied as to one thing. That
is. that the provisions of the House bill on the tax reductions are badly
distributed. They discriminate against middle-income brackets and
will not produce the kind of recovery that you want.
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Now. I referred l)riefly to the fact, that I thought that Mr. Strich-
man's indication of how his company would be affected is not neces-sarily an across the board situation. I think psychology is much more
important now than it has been at any time in my memory, with regard
to economic forces. Also, the way the bill is written on the House
side, if you have placed an order in 1974, as I read the bill, and the
equipment is placed in service in 1975, after the effective date the pil-
chaser gets the credit. So, it is conceivable, that Mr. Strichmnan's com-
pany is better off than he r--alizes; but certainly even if his equipment
woild not be put in place, or placed in service is the technical term, in
1975. that is not true of many companies. There are certain types of
productive equipment, for example, small lathes and so on, that are
built, for stock. They do not have 2 or 3 year lags like a paper mill or
a rolling mill. The'order could be placed and the delivery could be
effected during the calendar 1975, and there could be significant
benefit.

So, do not. please. Mr. Chairman and members of the committee,
write off the investment tax credit as something that is not going
to do much good until 1976. 1 believe the contrary.

Now, we suggested a number of technical changes as to the credit.
First of all, we urged a 12-percent credit. One of the reasons we urged
a 12-percent credit is because the law that is on the statute books call-
ing for special amortization for pollution abatement equipment does
not (10 the job. Very few companies can use it. In the case of pollution
abatement equipment, particularly certain industries, a very sub-
stantial amount of funds are being siphoned off from productive
equipment. I want to leave no implication that I am opposed to the
pollution abatement program. I am merely saying that in terms of
boosting productive capital expenditures we have a problem there.

Inflation has., of course, damaged depreciation accruals. It has
hurt l)rofits. We are overstatinw profits in inventories, except those
companies that have gone to LIFO. We badly need, in my judgment.
the i'2-nercent credit. We favor it on a permanent basis.

I call your attention to an aberration that will happen when the
cre(lit is'repealed. and it also happens if the credit is notched (town.
You will Iet a flood of or(lers before the effective (late of repeal or
reduction; then you will get a dry season when people have placed
their orders and no lontler have" it available. So. that aberration
which Arthur Okun referred to happens if you notch down from
a 10- to a 7-percent credit. or from a 12- to a 7-percent credit, at the
time of cut-out. as we call it.

Mr. Okun. by the way, who was quoted complimentarilv this morn-
ing, and I respect, him, said in a recent statement to the Joint Economic
Committee that what we need ill this country now is-new incentives
for the development of energy resources. alld' perhaps a few disincen-
tives if the companies (o not p)erform. As I understand him, lie is
not asking for repeal of the oil depletion allowance, lie is saying we
have to provide new or different illcentives.Now. technically speaking. on the investment tax credit, and Mr.

Chairman, oui have been very patient to wait for ine all day. I will
just point out. a couple. of changes that I think could lx looked at.
I have communicated with your superb staff director in connection
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with these technical changes which I am sure he will look at. One of
them is: Is there any magic to the ,January 21 date? The only reason
(he ,January 21 date is in the bill. or January 22, however it reads, is
because the chairman of the Wavs and Means Committee was wor-
ried that people were going to hold up orders because they wanted to
make sure that something was moving in the bill. So, he issued a
press release that said that the bill, when enacted and if enacted-
being very cautious-would not take effect at any date later than
January 22. That is the only reason that (late is in the bill.

Now, when the President came forward with his tax recommenda-
tions, they were referred to as effective ,January 1. I suggest that the
committee consider whether the (late January 21, or 22, has any magic.
and I would recommend that you go back to ,January 1.

There is it novel, and I think, constructive section in the investment
tax credit bill called Qualified Progress Expenditures. We think it is
i good idea, but we think it needs some perfection on technical
grounds. Our statement offers suggestions on the matter.

We urge, above all, that whether you go for 10 percent or 12 percent,
*issllliing vou approve an increase in the credit, (1o not cancel it out for
all practical l)url)oses by hav-ing a reduction in depreciation basis.

One final word about. our economy. Ilii terms of the efficiency and
modern character of our plant, it is true that the capital recovery
allowances which we employ in our system and are eml)loyed else-
where in the world, in some cases more generously. are the most direct
source of funds for capital investment. bvioisly those allowances are
conditional upon actually making an investment.

But corl)orations also have to rely upon other sources of funds to
finance their capital expenditure )lans. So. when you are working in
the tax reform area which will come along shortly I am sure, do not
assume that one can separate capital formation and capital investment
from other provisions of the code which cut back corporations on their
total source of funds. 'hat would apply in terns of foreign earnings.
I t would al)ply to the treatment of R. & I). It would apply to any num-
ber of the changes that. undoubtedly will be considered by the
Congress.

In a nutshell, we think there could Ix, no better time in terms of
the economic configuration of this country to adopt a very substantial
increase, and we suggest 12 percent, in the investment tax credit. We
believe it should be l)ermanent. We believe that it will have some im-
mediate effects as well as longer range benefits that are favorable to
the economy. Renmelber, the credit benefits not only the user, but, it
benefits the seller as well. It benefits thew fill Imer; it b elelits the
retail man: and so on. We believe it should be permanent at a high
level.

To repeat omi the tax reduction silc,, I would trust that the middle-
income brackets would get much more generous treatment than they
are receiving in the current bill. And again I call your attention.to the
technical changes that we have offered with respect to the investment
tax credit, Whether it is increased by three points or by five.

We (10 not urge a reduction in the corporate income tax at the pres-
ent time for the simple reason that you only have a certain amount. of
tax dollars to )lay with, and we believe that we ought to be respon-
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sible. We trust that all tax reform will be kept out of this bill, and it
will be moved very rapidly. I congratulate you, Mr. Chairman, al-
though it meant quite a bit of work for me in a short space of time,
when you moved these hearings up. I congratulate you for giving this
bill some real motion; because the most important th 'ing we need right
now is a quick emergency tax bill enacted and sent to the White House.
You are not going to get it if we (teal with some of the extraneous pro-
visions that have been dealt with today, including an attempt to repeal
the oil depletion allowance.

If the discussion this morning proved one thing, it proved that you
cannot have that discussion on depletion in connection with this bill
without unacceptable delay.

Mr. Chairman, I thank you.
The CHIAIMAN . You saw it demonstrated just this morning. We had

two witnesses up here to share the table together, just as one would
have done, a panel of two witnesses discuss the oil depletion allowance.
Now they took the entire morning. All right. Half of today's hearings
has been taken by those who would suggest that, and it would have
taken all day long if those of us who disagreed with what they had to
say had responded to what we thought was in error about what those
Senators said.

I predict that unless we can find some sort of a compromise or some
sort of accommodation that everybody would be willing to buy, or
that the overwhelming majority would be willing to buy, if this is to be
debated as the ordinary depletion allowance debate goes, this one item
will take twice as muci time as everything else in the bill put together.
That is how those things tend to work on the floor. We get some bill
out there that involves about $20 billion, and about one item involving
$500 million, in this case it would be involving $2 billion, but one item
that. was not what the bill was supposed to be about. at all, just the one
thing which is very controversial that somebody proceeds to add on
after the initial bill was introduced. That proceeds to delay the whole
thing and we wind ut taking a month's debate with both sides dug in
and figlhtino' to the bitter end on the two sides of it, where all the rest
of it just absolutely escapes notice.

MI. CIJ.m .IEs V. STAwART. And in that discussion this morning you
did not get an answer to the most important question you asked. You
askod the two distinguished Senators, how much capital is this coun-
try Lroing to need to get us over the hump with regar,1 to our energy
problem. The corollary of the question is to what degree is the de-
pletion allowance important as a part of that total barrel of capital,
if you will. that is needed in order to get our supply situation in better
shaue. You Lot no answer. Before anything is done, in my judgment.
to the depletion allowance, that question ought to be answered.

Incidentally, with regard to that suggestion about getting employ-
ces into the stream of ownership. my observation respectfully would
be this. I am enthuisiastic about the idea in general. There are many
companies in the Vinited States that have gone to Iprofit sharing, which
is another way of getting the employee brought into the ownership
picture. There are a sufficient number of those plans that there is an
organization formed by companies that engage in profit sharintt. There
are other types of such plans, of stock purchase plans, and I think for
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the same reason that you and I have been agreeing on the oil situation
in terms of putting it aside until this bill is enacted, I would recom-
Inend that that. particular concept which I agree needs study not be
forced onto this bill. There is an equity reason for not doing it. 'he
investment tax credit is available only to those who buy eligible
equil)ment.

There are in our economy a category of companies which are capi-
till intensive, and sonie which are not. Those companies which use
manufacturing facilities to a substantial extent obviously will be. bene-
lite(l by the investment tax credit. Those companies. like the grocery
store, even though tiey can qualify tleir freezers and material-
handling equipment for the investment tax credit, use much less
productive equipment. So if this kind of a concept is tacked onto an
investment credit provision, it would create inequities as between em-
ployees ill different companies. I recommend that that idea along with
others, many of which business lias been experimenting in for tile
objective thilt you so properly state, be put aside for study, but not in
connection witli the passage of this legislation.

The ('I!.it.%.-x. If what you have suggested is going to greatly pro-
long consideration of the bill, I would probably (lrop it. But I believe
that, you heard the witness from A.T. & T. testify that if we wanted
to do business that way with regard to what ite is asking about, it does
not. bother him. You also heard the witness from the American Ivower
Service Corp. on behalf of the National Association of Electric Com-
panies, say if we want to suggest that, it is all right with them.

Those who are asking for a carry forward anti carryl)ack in addition
to what the others have been suggesting, lost by a vote of 18 to 18 over
there in the House Ways and Means Committee. If it had this fea-
ture in it, they would have won. I think you had better let these fellows
decide for themselves whether they Want to go along with that type
of suggestion, because I have no intention of needlessly delaying this
bill.

But I do think that we are going to vote on a lot of suggestions. All
I want for my suggestion is the same amount of time that the other
fellows are going to have on theirs. I guess I will have to contend with
at least 100 amendments, and those are not the ones that are going to
hold this thing up over a period of time.

I know how controversial the oil depletion allowance is. But unless
somebody can find some way of compromising or accommodating one
another on that. issue, that is one that I know from hard experience is
going to mean a knockdown, drag-out fight. I have been in that fight
for 206 years, so I am familiar with it.

Mr. CHARLES W. STEWART. I am aware of that.
The point I am making is that business is affirmative about your

objective. But there are a number of ways in which the employee can
attain stock ownership in his own company. I do not think that it is
desirable to impose that particular plan on employees or workers in
the United States without examining all of the alternatives that are
available.

The CHAIRMAN. If you are talking about examining all of the alter-
natives, I know that would take time.
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Mr. ('1.ARTAs X. SI'M.:Awi'. I am saying in order to evaluate this sug-
gestion, you wolild have to examine the alternatives.

One final point. Based on illy olservatioli of you. one of tie things
you laNe always held high is freedom of choice on the part of an indi-
v'idual. Locking this proposed plan into nill investinwit credit situation
woull put the inlividual (mlt) oyee in a position of having a right to
take stock in a company with wlhich lie is currently working, but not
i)doviding hiimi funds to buv stock anywhere else, lie iiaNy prefer a
lfigger coilpensation package, and then make his own judgments as
to where he wants to put his n emv. I am just suggesting these, not as
conclusive criticisils, bitt as )oints that I believe have to he looked at
in terms of considering what obviously has been given a great (teal of
thought by tle gentlemen who testified" t his Inorninr

Tie Cl.AllM Nx. That is what we are here for, to consider sug-
gestions. We will consider everything somebody wants to suggest. time
permitting, including your very well reasoned statement, Mr. Stewart.

Mr. CHIARLYEs W. STEWART. MaY I have the record show that I was
accompanied by Frank Holman of our staff, who is staff counsel.

It is always a pleasure to appear before you.
Th CHAIRMAN. Thank you, sir.
[The prepared statement with attachment, of Mr. Charles W.

Stevart. follows :]

PREPARED STATEMENT OF TlE MIACHINERY AND ALLIED PRODUCTS INSTITUTE,
PRESENTED BY CIIARLE8 W. STEWART, MAPI PREsqIDENT

MAPI, which is the national representative and spokesman for the capital
goods and allied product Industries, greatly appreciates this opportunity to
present our views on the state of the economy. the )rOposed Tax Reduction Act
of 1975, and the recommendations of President Ford as amlplifled by testimony
of Secretary of the Treasury Sinion on Wednesday, March 5. In the prepara-
tion of this statement, we were working under some disadvantage because of
the stepped up schedule of the Committee on the subject, but we have worked
with this problem with complete sympathy because we share the Chairman's
concern for speedy action.

This Committee. the Ways and Means Committee of the House, and the Joint
Economic Committee have heard extensive and largely consistent testimony
on the seriousness of the recession and its very worrisomne configuration. Hence.
it would be redundant for me to spend time In any detail on the basic economic
problems which confront the U.S.

SOME BASIC PREMISES

Although there is no complete consensus on the criteria or the premises which
should govern the content of emergency tax legislation, there appear to be some
basic points on which members of the Congress, the Administration. n(d public
experts can agree. In addition, there are certain points on which we feel strongly
whether or not there is complete agreement among others. Without attempting to
separate the two categories of premises, it would seem apl)ropriate to list then)
as a foundation for what we will have to say in more detail. These criteria or
premises are as follows:

1. As already indicated, this country Is In a serious recession and the problem
is compounded by the fact that the reces.sion is worldwide; inflation is at a high
level although, hopefully, abating somewhat: and we have an unprecedented
energy crisis. The economic textbooks and the experience of the most expert
economists have not been tested previously by such a confluence of problems.
To make the situation worse, like the patient who has two medical problems,
medicine for one may aggravate the other. This analogy bears on the difficulty
of dealing with the recession without fanning the flames of inflation or at least
laying the foundation for a serious inflationary surge some time ahead.
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2. Very lromlpt action is required by the Congress. Despite this existence of
a conliination of problems, it is our conviction that emergency tax action is
iect-ssary. Further, In order to accelerate action, the tax changes which are

appropriate now should be considered separately, so that tax reform, energy
prolosals, the question (if credit allocation, etc., should be put asile until the
emergency tax relief legkl;ation is enacted.

3. Any part (f the tax hill to ie enacted by the Congress should be tested
against this overriding objective : Will the particular proposal 'have a significant
inilinct on curing the recession?

4. In applying the criterion No. (3) just stated, any tax reduction or rebate
provisions should lbe shaped in a manner which will have a significant impact
on making maxilium dollars available for spending and, to some extent, savings.
Thore is sme confusiE'n on the question of whether a tax rebate which is not
,-lent but is, for example, placed in a savings and loan association, actually will
helli solve our econoinlc problem. Obviously, we want to stimulate spending,
pIartieullarly for big ticket items where we have a concentration of what is more
than a recession and borders on depression, referring, for example, to automobiles
textiles. and large appulilnces. On the otler hand, dollars placed in the saving
sireiam may buttress financial resources which will help the depressed housing
industry. So we should not make so much of the point that has been repeated
frequently that dollars saved will make no contribution to the correction of or
Iod(leratio~n of the recessil.

5. Income redistribution or what is tantamount to a welfare program are not
legitimate objectives Ill tile legislation now being considered by the Congress.
They should he dealt with separately at the prol-,r time.

6. The oil and gas depletion allowvancet are complicated, controversial, and
do not meet certain of tile tests already stated in this cataloging of premises.
These provisions (should Ie excised from the pending legislation and considered
with great care including treatment in public hearings before the Congress acts
oil delletion. We van't afford a delay inl tile enactment of emergency taxlegislation.

7. In one set of minority views in the report of the Ways and Means Com-
mittee 0oi 11.11. 2166, the criterion of fairness is cited. It Is lointed out that the
middle income American should receive fair consideration in any legislation
tinally enavcted an this subject matter. This, of course, ties back to criterion
No. 3 above, which imli(ated that any tax action related to individual income
taxes should lie addressed strongly to the middle income brackets which provide
the lion's shtre (f federal tax income from individuals.

8. Particularly with reference to the finalization of the investment tax credit's
provisi(as in the legislation, the Congress should he very conscious of the low
quality of business profits and the need for a high level of capital funds.

BUSINESS PROFITS

There are many myths and illusions about business profits. As pointed out in
the January 20 issue of the Wall Street Journal, corporate profits have fallen
sharply in the 70s as a share of national income. Moreover, tile impact of in-
flation 6, profits has been severe, a point which MAPI has documented thoroughly
inl a study by George Terhorgi entitled Inflition and Profits, a copy of which is
attached. Secretary of tile Treasury Simon in his testimony before the Ways and
Means Committee on January 22 and in his statement to this Committee on
March 5 eloquently discussed the overstatement of operating profits.'

RECOMMENDATIONS OF THE PRESIDENT'S LABOR-MANAGEMENT COMMITTEE

At this juncture, we shoul like to refer to, and as a general proposition
endorse, the unanimous reconmmendations of the Labor-Management Committee
al)pointed by President Ford ; these recommendations were released by the White
House on January 10, 1975. We refer primarily to tile section of the report
entitled "Economic Initiatives," as distinguished from national energy policy.

The Economic Initiatives section of the Labor-Management Committee report
Is so brief that for convenient reference, we reproduce it l)elow :

DcF.BER 30, 1974.

Alpo see Senator Willlam l'roxmlre's statement In the Senate on Jan. 21, 1975 (Con.
gresalonal Record, p. 8.608).
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EcoNoMIc INITIATIVES

The President's Labor-Management Committee unanimously agreed to recom-
mend to the President that it is essential promptly to increase the purchasing
power of low and middle income people in order to increase consumption and at
the same time to stimulate business to invest and create more Jobs.

To achieve these two purposes the Committee unanimously recommends: (1)
a reduction in individual Income taxes effective January 1, 1975 to create in-
creased purchasing power estimated to be approximately $15 billion a year
through a $70 tax credit per exemption and a 5 percent reduction in tax after
the exemption credit with a maximuni total tax reduction of $375 per return
and (2) an increase in the investment tax credit rate to 12 percent across the
board on domestic investment aggregating approximately $5 billion a year.

This tax package should be enacted immediately and Independently of tax
reform which should be studied and implemented at a later date within the next
session of Congress.

This recommended action Is essential in the Committee's view to restore con-
suner and business confidence and to turn the direction of the economy around.

The President's Labor-Management Committee recognized that additional
measures would le needed to foster the growth of capital formation and invest-
ment and the growth of purchasing power to produce more jobs over the longer
term.

The Committee makes this unanimous recommendation in the recognition of a
special need for a sense of community and working together in the national
interest at this time.

Before commenting and amplifying on these recommendations and then going
somewhat beyond the scope of the Committee's recommended "Economic Initia-
tives," I want to emphasize our feeling that this set of recommendations represents
an extraordinary milestone in labor-management relations. Not only were the
recommendations unanimously approved by the senior labor and management
representatives, but the Issues to which they addressed themselves are of over-
whelming significance to the economy and to the future of the United States.

INCREASES IN THE INVESTMENT TAX CREDIT---GENE.RAL COMMENTS

As shown above, the Labor-Management Committee recommended "an increase
in the Investment tax credit rate to 12 percent across the board on domestic
investment aggregating approximately $5 billion a yepr." This was accompanied
by a general statement that the President's Labor-Management Committee recog-
nized that "additional measures would be needed to foster the growth of capital
formation and Investment and the growth of purchasing power to produce more
jobs over the longer term." The current recognition by the labor movement of the
need for capital formation and investment is a major step forward in labor policy
thinking. Labor leadership Is to be commended for endorsing this proposition
and doing so in a joint statement with management representatives. Further.
quite significantly the Labor-Management Committee urged that the tax package
"should be enacted Immediately and independently of tax reform which should
be studied and implemented at a later date within the next session of Congress."

In connection with the most welcome broadened understanding by the labor
movement of economic issues-in this Instance tax policy and capital formation-
two sets of minority views in the Ways and Means Committee Report (94-19)
on H.R. 2166 cite studies by the AFr-CIO which conclude that under Title II of
the House bill, almost half (46.2 percent) of taxpayers in the broad middle
($10,000-$m,,000 income range) would receive no relief. Further, even among
the middle Income taxpayers who do receive a reduction, the average reduction
is less than $100 per taxpayer in the $10,000-$15,000 income group and less than
$135 In the $15,000-$20,000 group. Similar conclusions were drawn by the staff
of the Joint Committee on Internal Revenue Taxation.

We turn now to a few comments in amplification of our views on the investment
tax credit beyond our general concurrence with the recommendations of the
prestigious Labor-Management Committee.

DETAILED RECOMMENDATIONS ON TIFE INVESTMENT TAX CREDIT

MAPI stands on its basic recommendations presented to the House Ways and
Means Committee. Those recommendations will be discussed here in the light of
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the bill as passed by the House of Representatives and against the background
of such testimony before this Committee that is available to the Institute at the
time of preparation of these remarks. It is our view that a significant increase
In the investment tax credit is called for on a permanent basis: the characteristic
of permanency is critical. As MAPI has repeatedly pointed out In the past, the
investment tax credit should not be employed on an "off-again, on-again" basis.
This almost totally destroys its intended incentive effect because business manage-
ment must plan capital expenditures with a substantial degree of certainty and
continuity. Moreover, business has now become more sophisticated in their overall
planning, including capital expenditure programs, and that sophistication hope-
fully provides an increased capability to use capital funds effectively. The on-and-
off approach regarding the investment tax credit, even if on and off involves a
scaling (town rather than repeal of the credit, has perverse effects on business
planning and operations.

An Investment tax credit at a high level is, of course, designed to stimulate
capital investment to assure the proper rate of economic growth, to keep our plant
in the United States modern in order to foster competition domestically and to
maintain our international competitive position, and to provide jobs. The Job
aspect should never be overlooked. Further, It should be emphasized that the
benefits of the investment tax credit are widespread, Including farmers, retail
merchants, etc., in addition to manufacturers.

There is another aspect of the credit which frequently is not fully understood.
The investment tax credit benefits both the manufacturer/seller and his cus-
tomer. The most direct benefit of the credit goes to the purchaser of the equip-
ment. but we should not overlook the fact that the improvement In his ability to
buy places orders on the order book of the manufacturer. And at the risk of
repetition, the process creates Jobs at both ends of the deal. A further aspect
of the investment tax credit also should be recognized. Industry is not now op-
erating at or near the optimum level of utilization of manufacturing capacity.
Considerable capacity in the United States, however, Is either obsolete or, at the
minimum, needs modernization. Thus, the role of the Investment tax credit is
a many faceted thing.

We wish to offer one other strong recommendation with respect to enactment
of an increased investment tax credit, namely, that the credit should not be
encumbered by a provision for reduction in depreciation basis. Our studies on
this subject Indicate that if such a reduction in basis provision were included
for assets with medium and relatively long useful lives, an increase in the in-
vestment tax credit to 10 percent with a reduction in basil would produce ap-
proximately the same result as a 7 percent credit with no reduction In basis.
Although we have not quantified the Impact of a reduction in basis provision on
a 12 percent credit, it would certainly be substantially negative.

Let me be more specific about the degree of increase in the investment tax
credit which the Institute favor-s. We strongly endorse a move to the 12 percent
level. The House bill) provides for all increase to 10 percent, and the Administra.
tion's recommendations as restated by Secretary Simon follow the view of the
Labor-Management Committee that the increase should be from 7 percent to 12
percent. We (1o not recommend a one-year or two-year increase In this form of
capital recovery allowance as contrasted with a permanent increase. As pre-
viously indicated, the up and down characteristic of a temporary increase is
just as bad in its conception an( Impact as an on-and-off approach In respect to
the utilization of the investment credit as a part of our national tax policy. The
phase-down or phase-out creates perverse effects in the capital goods producing
industries anti also among buyers of equipment. Almost invariably as the phase-
down or the phase-out deadline approaches, a flood of orders is stimulated, to
be followed by a drought.

With respect to the need for 12 percent versus 10 percent, we have already
referred to the effect of inflation on profits and that adverse effect, of course,
also applies to inventory values and depreciation. LIFO accounting helps take
care of the problem with respect to inventories, but we are left with a severe
deterioration in the real value of depreciation accruals caused by inflation.

It also should he borne in mind that capital expenditures by corporations In
most manufacturing Industries now Include a very significant amount for pollu-
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tion control and safety and health. McGraw-Hill figures for May 1974 show tile
following:
Pollution control (billions)

Planned spending for 1974 ----------------------------------- $7. 40
Actual spending for 1973 ------------------------------------ $5. 69

As a percent of capital spending:
Planned for 1974 ------------------------------------------- 0.2
Actual for 1973 7---------------------------------------------.7

Safety and health (billions) :
Planned spending for 1974 ----------------------------------- $3. 03
Actual spending for 1973 ------------------------------------ $2.57

As a percent of capital spending:
Planned for 1974 ------------------------------------------- 2.5
Actual for 1973 --------------------------------------------- 2.6

It is obvious from these data that, without Implying any criticism of federal
and state requirements for pollution abatement and safety and health improve-
ment, capital expenditures in these areas have cut into the amount of funds
available for modernization, expansion, and increases in productivity. At this
point, it should lie acknowledged that the Congress has extended for one year
without change the special amortization provisions applicable to pollution abate-
ment equipment. We have studied this statute and examined the extent of its
utilization. This leads to the clear conclusion that as the law is written and its the
regulations are drafted, special amortization is of little or no use to most coin-
panics which are committing substantial funds for these socioeconomic l)urposes.

Also, industrial real estate, which has suffered repeated discriminatory treat-
ment under capital recovery allowances in the U.S. tax system, should be accorded
more liberal eligibility rules.

For the reasons set out above, we urge a high-specifically, 12 percent-ratler
than a medium level increase in the investment tax credit rate.

Credit cligIbilfty.-With respect to the phase-in of the increased investment
tax credit, generally speaking we feel that tile most liberal rules possible and
justiflable should be adopted in order to avoid gross inequities. The House bill
provides that the 10 percent credit would be available for property acquired and
placed in service after January 21, 1975 and before January 1, 1976, presuma bly
regardless of the (late of the order.

Our first observation Is that there is nothing nlagic about the January 21 (late
although the Chairman of the Ways and Means Committee, for quite understand-
able reasons, issued a press release indicating that tile credit entrance (late test
would be no later than January 22. We recommend that the (late January 1 Ie
used which, incidentally, was the (late contained in tile so-called White House
Fact Sheet on the President's economic and tax program.

On a more technical point, consideration should be given to deleting the acquisi-
tion test and using only the "placed in service" test with respect to this provision
as to credit eligibility. For example, it seems to make no sense to disqualify a
machine which has been "acquired" before January 21 but "placed in service"
after January 21. 1975 and before January 1, 1976.

The bill also provides that the increased tax credit would be available for
property placed in service in 1976 if the taxpayer could clearly establish that the
property was acquired pursuant to an order placed before 1976.

As for property constructed. reconstructed, or erected by the taxpayer, tile 10
percent credit also would lie available to property completed by the taxpayer after
January 21. 1975. However. the 10 percent credit would be available only for that
part of the basis of the property properly attributable to construction. etc., by the
taxpayer after January 21, 1975 and before January 1. 1976. Taking into con-
sideration effect on tax revenues, we recommend that study he given to a more
generous treatment of such construction projects. For example. is it fair to dis-
qualify all of that portion of the construction wilicl took place before January 21.
1975 or before January 1. 1975, the new date which we recommend be used?

Qualified proqre.qs expenditur-R.-iThe progress myments provisions, generally
sneaking, would allow an Investment tax credit for progress n)ayments on long-
term contracts. We commend this structural modification in the Investment tax
credit. This kind of relief for payments on long-term contracts Is long overdue.

To make it effective, however, some changes are needed.
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"Normal construction pcriod".-The property on which qualified progress pay-
ments are made would be required to have a normal construction period of at
least two years. The normal construction period generally begins when physical
work oil the property commences and ends when the property is available to be
placed in service by the taxpayer. However, no normal construction period would
include a period before January 22, 1975 and, where progress payment treatment
is elected for years beginning after that date, no normal construction period would
begin before the first day of the taxable year for which the election was in effect.
(As an aside, we again recommend general use of the January 1 date,)

The normal construction period is the main technical problem with this struc-
tural change in the investment tax credit. It will be noted that the period must
be at least two years, and that period commences when physical work oil the
property begins. Also note that design work, blueprints, etc., do Ilot count in the
two-year period. Further, the two-year period .is not intended to be the lead title
between placement of an order and. final availability of the property to be placed
in service. This is significant because the two years Is restricted to the actual
period of manufacture. Accordingly, as we see it, the progress payment provision
is likely to be available to taxpayers on an extremely narrow basis.

To make the provision really meaningful, we favor a normal construction
period of bite year. Long-term contracts, as they are discussed in various other
regulatory settings, generally are considered as those having a time to comple-
tion of one year--or even less. For example, Income tax regulation 1.451-3 de-
fines "long-term contracts" as building, installation, or construction contracts
covering a period In excess of one year from the date of execution of tile contract,
to the date on which the contract is finally comlpleted and accepted. The courts
have even held that income or loss from a contract of lc8 than one year can be
reportable on the completed contract method, which is restricted to long-term
contracts (as defined). SEC also has a definition of long-term contracts for pur-
poses of new disclosures in tlle area of accounts receivable and inventories. Rule
5-02.6(d) of Regulation S-X has been amended to indicate that long-term con-
tracts or programs include those for which accounting is on a percentage-of-
completion or completed contract basis where, in either case, the contracts have
material amounts of inventories or unbilled receivables and where such contracts
have been or are expected to be performed over a period of more than 12 months.

Another point to which we draw the Committee's attention is the cut-in of
progress payment treatment (mentioned above). It would appear that a calen-
dar year taxpayer would not be able to begin using the progress payment pro-
vision before 1976, in which case lie would be electing use of the provision on
his tax return for 1976 filed in September 1977. Also, for such a taxpayer, no
normal construction period could begin to run before January 1, 1976.

If our reading of tile provision is correct, we favor a change to permit normal
construction period to begin running at some earlier (late, say, January 1, 1975.
Also, perhaps there would be a way for progress payments paid after January 1,
1975 to be eligible for the credit. It is not clear to us wihy government has not
thought it appropriate to permit the election to be made for the tax return filed
for 1975. If it is important to have tax stimulation right away, including stimula-
tion in terms of capital expenditures oil longterm contracts, there should be
some way to speed up the cut-in of this provision.

Trcatmcnt of Wtilitics.-We commend the Presildent's recommendation and the
provisions of I.R. 2166 which grant utilities the investment credit increase. The
need is obvious. However, the bill places all upper limit of $100 million on the
extent to which any single company can benefit from the increased ITC rate, but
the limitation applies only to public utilities. This provision appears to be aied
at one company, American Telephone & Telegraph Corporation. AT&T otherwise
reportedly would be entitled to all increase in its investment credit amounting to
some $435 million.

This is a clear discrimination by Congress against one company because of its
size, and it is an unfortunate precedent, if enacted. If AT&T does not receive
the ITC on the same basis as other utilities, it will have to make up for its capi-
tal shortages through the types of sizable rate increases now being requested or
create further burden on the capital markets.

Another provision of the bill modifies the 50 percent of tax limitation provision
in the case of most public utility property. The limitation would be increased in
1975 and 1976 to 100 percent of the tax liability, computed without regard to
the ITC. In each of the next succeeding taxable years, the percentage limitation
would be reduced by 10 percentage points until, beginning in 1981 and thereafter,

48-493 0 - 75 - 20



300

the 50 percent limitation would once again apply. This change has been ration-
alized by the Administration and the Ways and Means Committee on the grounds
that utilities are short of capital and many have such low income that they
cannot utilize the amounts of ITC which they earn.

The utilities have done an effective job of communicating to government that
they are short of capital. It also happens that many industrial companies are
short of capital and are low on income as well, particularly if we look at "real
income." We suggest that this liberalization of the limitation be considered for
all companies, not just utilities. Again, tax equity is relevant. The utilities are
going to be given a 10 percent ITC rate like other companies for the first time.
Other companies should be accorded the same temporary liberalization In the 50
percent of tax limitation as has been proposed for the utilities.

CORPORATE SURTAX EXEMPTION

One provision of IH.R. 2166 is primarily designed to help small business by in-
creasing the corporate surtax exemption, to which the 22 percent normal tax
rate applies, from $25,000 to $50,000 for one year.

The change to $50,000 for the corporate tax exemption Is long overdue, con-
sidering inflation. If the Intent of Congress is to assist small business taxpayers,
although the provision applies to all business, this provision should be made
permanent now. This type of change would not be in the nature of a tax reform,
hut instead would provide an inflation adjustment.

INDIVIDUAL TAX CUTS

The individual tax cuts in the bill include the $0-$200 1974 tax rebate: the
"temporary" boost in the low-Income allowance; the "temporary" boost in the
percentage standard deduction; and the earned-income tax credit (also tempo-
rary). These provisions are heavily weighted toward low income taxpayers,
with limited spillover of benefit into the middle income area. They are not at all
intended to provide across-the-board tax cuts, but rather are tax reforms aimed
at income redistribution. Once again, middle income taxpayers are the goats.
Also, it should be noted that the changes in the low income allowance, standard
deduction, and earned-income credit are billed as being "temporary" but, as a
practical matter, would be politically irreversible, if enacted. Secretary Simon
has made this point. The fact that they would expire after 1975 would assure
that another tax bill will be taken up in earnest this year to extend them and
accomplish other tax reforms-perhaps adverse to capital, foreign source income,
and savings generally.

Referring back to the preliminary comments in this presentation, as most
minority-view Ways and Means Committee members noted in House Reoprt No.
94-19, all new income redistribution proposals should be put off for consideration
later when the Committee gets around to tax reforms. Income redistribution is
tax reform of the most basic sort, and has no proper place being in an emergency
tax cut bill. It Is essential that tax cuts now he provided on a basids which does
not alter relative tax burdens of income groups but instead lightens the load for
everyone. Moreover, the primary objectives of the bill will be far better served.

The approach of the Ford proposal for tax cuts were wvell-designed for the pur-
pose, to provide temporary anid proportional tax relief. Along those lines, the
Ford recommendations do not deny relief to middle- and upper-income taxpayers.
According to some figures, son e 37 percent of the cuts would go to persons with
income of $20,000 per year or more. At these levels, it is contended that there
is less inhibition about spending during periods of economic uncertainty, and
that a considerable amount of that spending would go for automobiles, house-
hold appliances, and other big ticket items. To the extent that the tax rebates
would be banked, the amounts would quite quickly find their way into needed
home. business, and consumer financing.

Although the total revenue loss from the individual tax cuts recommended by
President Ford is substantial, we have some reservations as to whether these
tax reductions are large enough In individual cases to give the economy the
major lift that It needs. As the prominent economist Charles L. Schultze has
said, our economy is now about a trillion and a half in size and to move such a
"big elephant" requires major medicine. On the other hand, we are not prepared
to recommend an entirely new set of proposals for reduction in individual taxes
designed primarily to hell) the economy. The Committee has before it a number
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of sets of proposals including President Ford's, those contained in the House
bill, the recommendations of the Labor-Managemnent Committee report to which
we have referred previously, and others. The tax dollars involved can be split be-
tween a rebate and an income tax reduction or the income tax reduction can
be beefed up in size without a rebate, provided the withholding tables are ad-
justed as soon as possible so as to reflect the tax decrease and to provide the
additional funds for the individual consumer. We have no strong feeling as to
whether a combination of the two or the enlarged reduction prospectively, to be
reflected promptly Iii withholding, is preferable.

We do feel strongly, as previously indicated, that the income tax reduction
or relief must reach middle income taxpayers in order to accomplish Its objective
and for reasons of equity and fairness. President Ford made this point very
effectively In his address before The Conference Board on January 22:

What I ani saying, or trying to say, Is this-and I want to ay it so there
will be no misunderstanding-we need fair tax relief. The tax relief that will
help not only the poor but also the middle class, the skilled workers, farmers,
teachers, reporters, editors, secretaries, sales people, truck drivers, policemen.
firemen and other hardworking middle Income Americans who have seen their
earnings and future eroded by inflation and recession.

So, in short, let us not strip incentives from these upward bound millions
who are struggling to improve their lives and their children's lives by serving
notice that America no longer regards those who make it from low to middle
income status and beyond.

We urge an extension of this concept so that some relief is offered in the upper
income brackets. These upper bracket taxpayers, in terms of total revenue to the
government, do not contribute anywhere near the revenue derived from taxes on
the middle Income groups. TIey (to, however, have inclination an(d capacity to buy
and invest, sometimes in very large projects where investment action needs to be
encouraged, particularly in our current economic environment, and such large
projects will have an effect in terms of jobs and improvement in our general eco-
nomic situation. The degree to which relief in these brackets can be included may
urn oil budgetary and revenue considerations, but the l)int which we have made

should not be overlooked in structuring the income tax reduction.

HOUSE BILlS PROVISION REPEALING IPERCENTAGE DEPLETION FOR OIL AND NATURAL OAS

1In this presentation we have urged several times that the emergency tax
reduction lIll should not le encumbered with tax reform provisions. and this is
especially applicable to percentage depletion for oil and gas wells. This Is an
important, comlplex, and controversial issue, and some individuals and organiza-
tions approach it in a very simplistic manner without it real understanding of
all of the aspects of the issue. Whether the proponents of this repealer adhere
to their flat repeal commitment or engage in a compromise with pro-depletion
supporters. dealing with the matter will slow (town the enactment of the legisla-
tion this country needs so badly. As Secretary Simon said in the latter part of
his statement before this committee e on March 5:

The effect of the repeal or continuation of percentage del)letion is a complex
issue involving thousands of peoples' businesses and it would not be surprising
if it took considerable time to develop a sensible. coordinated view between the
House and Senate. We (1o not have the tiip. to (1o that now. I urge you not to
risk delay of this most important legislation by considering the repeal of per-
centage depletion or any matters other than stimulating our economy in this
legislation.

GENERAL COMMENTS ON TAX REFORM IN TIlE CONTEXT OF Ii.R. 2160

As stated earlier, it is our judgment and tie view of many others that the
Congress should put aside tax reform at this juncture and enact Immediately the
emergency tax actions. Since this is our basic recommendation and in the inter-
est of brevity, we will not deal in this statement with the views of the Institute
on various tax reform measures which have been advanced, including those con-
tained in the bill reported out by the House Ways and Means Committee in the
last Congress. Our views on central tax reform issues. particularly the contro-
versial ones, have been stated as recently as June 6. 1974 in hearings by the
Senate Finance Comnmittee. We will be prepared to restate and perhaps extend
our views on tax reform proposals when the Congress takes them up in separate
deliberations.
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We do, however, feel obliged to make a few general remarks about tax reform.
liarticularly as it relates to corporate capital funds. Tax reform, of course,
inieails different things to different people. Certain subjects in the tax reform dis-
cussions which have taken place anl in certain proHsed legislation which has
been considered would have a very adverse effect on the caiptal resources of
corpl)rations. In considering capital formation and capital investment. it Is
natural and proper that capital recovery allowances which are designed to stini-
ulate domestic capital investment for the inany worthwhile purposes already
referred to are giv -n principal attention.

O)n the other hand, the ability of a corporation to expand its capital investment
with tlhe generally accepted lieneticiai results, including the ability to employ rere
people, is dependent not only on capital recovery allowances but on other sources
of funds. Also involved is the ability to utilize those funds for capital investment
Purposes without their being siphoned off by taxation to an unacceptable extent.
Foreign source income, to take one example, provides funds for capital invest-
ment, for research and development, and for employment. The same is true of
retained tesrnings after tax. Further, the adverse tax treatment of capital gains
by corporations reduces the financial resources of a corporation for investment.
Some of the actions which have been taken or have been contemplated by the
Treasury Department in administering present law also would restrict ability
to engage in capital investment or, to put it another way, offset some of the pro-
investment actions now being considered by the Congress. including ant increase
in the investment tax credit. An illustration in point is the proposed Section 61
regulation on allocation of deductions. And so it goes. Our purpose here is merely
to underline the proposition that as far as capital resources for capital Invest-
ment are concerned, there Is little point in giving a dollar by one hand of a gov-
ernmental action and taking a dollar away by another halld. Tile total effect of
all taxes, both statutory and regulatory, must be taken into consideration.

It should lie added that tax reform does not necessarily imply a negative result.
Tax reform can and should include certain relaxations or liberalizations in ad-
dition to tightening where justified. Since we are not commenting on the restric-
tive side of tax reform except for some very general observations, It is only fair
to do the same with respect to tax reforms of a liberalizing nature. In this con-
nection, we wish to refer to one item that seems to have been lost In tax reform

discussions, although President Ford referred to it in his October package of
recommendations. In our view, the Congress should examine closely a change in
the status of preferred dividends so that they would not be taxable to the cor-
poration. This would be a first step toward considering similar treatment for
common stock dividends. Naturally, the objective of such moves would be to pro-
vide greater financial resources to the corporation and to recognize that dividends,
whether preferred or common. are taxable to the recipient.

In this connection, we noted the discussion by Secretary Sinon in his state-
ment on March 5 under the title "Anti-Investment Bias: The two-Tier Corporate
Tax System." The following quotation goes to the heart of the matter:

Our two-tiered system of corporate taxation in which income is taxed once at
the corporate level and again at the shareholder level discriminates against cor-
porate investors generally and small equity investors particularly. An individual
in the 20 percent tax bracket in effect pays 48 percent at the corporate level and
then an additional 20 percent on what is left for a total tax burden of 58.4 per-
cent, or nearly three times his individual rate. If the individual is in the 70
percent bracket, he pays 4,5 percent at the corporate level and then an additional
70 percent on what is left. His total tax burden is 84.4 percent. If the same busi.-
ness could be conducted-in a non-corporate form tihe investors would pay only 20
percent and 70 percent respectively.

Our tax system puts a great penalty on companies that must incorporate.
Companies that do incorporate are those that have large capital needs that must
he raised from many persons. We should keep in mind that our system of taxa-
tion bears more heavily on corporations than do the tax systems of almost every
other major industrial nation. In the last few years our major trading partners
have largely eliminated the classical two-tiered system of corporate taxation.
Through a variety of mechanisms they have adopted systems of "integrating" the
personal and individual income taxes so that the double taxation element is
radically lessened.

CONCLUSION

In this relatively brief context, one cannot spell out in detail all of the ramifi-
cations of the recommendations made and points underlined. It is desirable,
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however, to emphasize the iniportance of prompt action and prompt implementa-
tion of an emergency tax program. putting aside for the time being the more
complex tax issues such as reform.

There is a critical element in the picture which is not unrelated to those
already mentioned. We refer to a state of concern, to put it mildly, a feeling
of lack of confidence,' an attitude which is moving in the direction of desperation
on tie part #of the average citizen or consumer. (Governnient and the private
sector working together inust mnake every effort to restore this confidence which
is so badly needed in troubled times. In our Judgment, nothing could start the
process of restoration with inore certainty, with greater benefit, and with earlier
results than prompt passage by tile Congress of an emergency tax bill containing
provisions urged in this statement and in many others offered by various organi-
zations and individuals.

It is a privilege for the Institute to have another opportunity to make a pre-
sentation to the Seziate Finance ('ommittee. We feel that the subject nat ter before
the ('omnilttee is of l)araniount importance and if we can be of further service
in any way, please let us know.

INFLATION AND PROFMrS

By George Terborgh, MAI Economic Consultant)

The effet t of rising price levels on the accounting of profits Is not a new sub-
t'd. I)urhig the sharp postwar inflation of 1946--4S it generated a lively discus-

sion in acoounting and management circles. This was revived, on a lesser
scale, by the price run-ups of 1950)--51 and 1954-57. But under the relatively
stable price level of 1958-64 interest waned. it was widely believed that infla-
tion was a thing of the past. that the after-effects of earlier inflation would grad-

iually wear off. and that no corrective action was needed. This proved to be
an illusion. By 19M5 Inflation was under way once more, arid it has continued at
a distressing pace ever since. It is now high time to take another look at the
problem.

THE PRINCIrPLE

The overstatement of profits during and after a period of inflation arises from
the prac-tice of charging only the historic) l cost of physical asset consumption
(fixed assets and inventory). When the purchasing power of the dollar is shrink-
lng, the charging (of historical costs-reflecting earlier, and hence lower, price
levels-is insufficient for the restoration of real assets used up in production. A
proper reckoning requires the restatement of previously incurred costs in the
dollars of rcaliZaftio , that is to say, in the revenue dollars against which they
are charged. Only when costs and revenue are measured in the sare dollars can
the difference between then (profit ) be correctly determined.

It follows that when the r'al cost of physical 1 sset consumion is under-
charged the shortfall is accounted as profit. It follows also that this much of
tie reported profit is fictitious, representing simply the understatement of costs.

TIlE PROJEr

The foregoing statement of principle refers to the conversion of historical costs

into their equivalents in current dollars. This implies the use of anl index of the
general purchasing power of the dollar. Unfortunately from our standpoint, the
official conversions are based on a multiplicity of specific price indexes purporting

to reflect the current replacement costs of the individual items or classes of items

processed. We refer to the I)epartment of Commerce conversions, which are ap-

liled to both fixed-asset coksumption (in the depreciation adjustment) and in-

ventory consumption (in the inventory valuation adjustment) by means of such

replacement-cost indexes. While we prefer the use of a single comprehensive
Index (if prices, the overall results obtained from a ImlultiplicIty of specific

indexes are not far different. In any ease, we are constrained by the nature of

the available data to use the. latter, which represents a conversion of historical

costs into current-cost equivalents, rather than into current-dollar equivalents.'
In the project in hand, we propose to compare current-cost with historical-cost

depreciation and current-cost with historical-cost inventory consumption. We can

I Ree statement of Leonard Woodcock before the Ways and Meana Committee on Jan.
28. 1975.

1 For a discussion of this issue, see Reatiatic Depreeiation Polic, MAPI 1954, Cbiapter 12.
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then see what difference the conversion makes in the profit figures. The study is
limited to the corporate system because profit as such is not available for the
unincorporated sector, and more specifically to nonfinancial corporations, the
category principally concerned with physical asset consumption. It is limited
also to the Inflation of 1965-74.

I. Fix.D AssE'rs

The Department computes annually current-cost depreciation on the fixed
assets of nonfinancial corporations, using two writeoff methods (straight-line and
double-4leclining-balance) and a variety of service-life assumptions.! It is non-
committal on the choice of depreciation methods, but does have a preference on
service-life assumptions (85 percent of Bulletin F lives). We shall use that as-
sumption in conjunction with the double-declining-balance writeoff.

A word on tile choice of writeoff. Notwithstanding the Department's neutrality
on the Issue, we entertain no doubt that the straight-line writeoff Is in most
applications a grievously retarded measure of capital consumption, and that the
(louble-declining-balance method is in general more realistic. This is not the place
to argue the issue, which we have done at length elsewhere." Suffice it to say that
this writeoff conforms quite well to both theoretical and empirical evidence on
the typical course of capital consumption, especially for capital equipment (as
distinguished from structures), which accounts for around five-sixths of
corporate depreciation.

The following table compares the Department's computation of current-cost
double-declining-balance depreciation with its estimate of the depreciation al-
lowed for income tax purposes.

COMPARISON OF THE CURRENT-COST DOUBLE-DECLINING-BALANCE DEPRECIATION OF NONFINANCIAL
CORPORATIONS WITH THE DEPRECIATION ALLOWED THEM FOR INCOME TAX PURPOSES

(Billions of dollars

Current cost Income tax Excess of (I)
DBt depreciation over (2)1

(1) (2) (3)

1965 ...................................................... $35.8 $35.4 $0.4
1966 ....................................................... 39.7 38.4 1.4
1967 ...................................................... 44.4 41.7 2.7
1968 ...................................................... 49.0 45.4 3.6
1969 ...................................................... .4 7 50.1 4.6
1970 ....................................................... 60.6 54.0 6.6
1971 ....................................................... 65.7 58.2 7.5
1972 ....................................................... 70.6 63.6 7.0
1973 .......................... ...................... ...... 77.4 68. 1 9. 3
1974 (3d quarter) .......................................... 83.5 72.3 11,2

1 The Department's "curent-cost 2." This employs a more conservative index of construction costs than "current.
cost I."

I Differences may not check exactly because of rounding,
I Our estimate.
Note: The excess of current-cost 0DB over tax depreciation has grown from a negligible amount in 1965 to $11,000,000.0W

in 1974.

I1. INVENTORY

,As Indicated earlier, the conversion of inventory consumption charges from
historical cost to their current-cost equivalent is computed by the Department of
Commerce as the "Inventory Valuation Adjustment" (IVA). The calculation
allows for Inventory consumption presently charged for income tax purposes by
LIFO and similar current-costing procedures, and converts only the balance
under historical-costing systems. The results follow.

IThe stability of this margin In 1971-72 reflects the Introduction In 1971 of the Asset
Depreciation Range system for tax devrocnatIon.

'All figures for 1974 are for the first three quarters only, at seasonally adjusted annual
rates.

& Both writeoffs are extended over estimated full service lives. The double-declining-
balance method is applied with a straight-line switch.

' Realitic Depreciation Poiv, MAPI 1954, Chapters 3. 4. and 5.
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TABLE 2.-INVENTORY VALUATION ADJUSTMENT FOR NONFINANCIAL CORPORATIONS

Billions Billions
of dollars of dollars

1965 ........... ............ .. .. .. ... 1.7 1970 .............................. ........... 4.8
1966...... .................... 1.8 1971 .................. ................... 4.9
1967 ............. ..... 1.1 1972 ......................................... 7.0
1968 ............................... 3.3 1973 .............. .................... 17.6
1969 .. ... ..... .. .. .... . 5.1 1974 (3d quarter) .... ........... ...... ..... 37.6

Here again we have a gradual rise In the excess of current-cost over historical-
cost charges, culmninating in this case in a sudden surge to nearly $38 billion in
1974.

III. ADJUSTMENT OF PROFITS

We are now ready to put the pieces together and adjust profits as reported for
income tax purposes.

TABLE 3.-ADJUSTMENT OF REPORTED PROFITS OF NONFINANCIAL CORPORATIONS

IBillions of dollars

Profits
before
tax as

reported

1965 ..................
1966 ..................
1967 ............
1968 ..................
1969 .............
1970 ..................
1971 ..................
1972 ................
1973 ................
1974 (3d quarter) ...

65.8
71.2
66.2
72.4
68.0
55. 7
63.2
76.3
95.8

114.0

Income tax
liability

27.6
30.1
28.4
34.0
33.7
27.6
29.8
33.4
40.7
47.1

Profits
after

tax as
reported
(1)-(2)

38.2
41.2
37.8
38.3
34.3
28.2
33.4
43.0
55.0
66.9

Profits
before

Under- tax as
statement adjusted
of costs I (M)-(4)

2.1
3.2
3.8
6.9
9.7

11.4
1L.4
14.0
26.9
48.8

63.7
68.0
62.4
65.5
58.3
44.3
50.8
62.3
68.9
65. 2

Profits
after

tax as
adjusted iT3)- (4)

36.1
38.0
34.0
31.4
24.6
16.8
21.0
29.0
28.1
18.1

I The sum of the excesses of current costs over historical costs shown in tables I and 2.
1 Since this is a retrospective recomputaton of profits, it takes as given the corporate income taxes actually paid. It

tax liabilities had been figured on the adjusted pretax profits, the afteirtax effect of the adjustment would, of course, have
been reduced by the tax saving resulting therefrom. But since they were actually figured on the reported profits throughout
there were nosuch tax savings. Adjusted aftertax profits are simply adjusted pretax profits minus actua taxes on reported
profits.

Here is a startling picture. Adjusted after-tax profits started out in 1965 not
far below the reported figure. They wound ip in 1974 less than a third as large as
reported. They were. moreover, only one-half of the 1965 figure In absolute
amount.'

RKSTATE3I 'NT OF JITrAINFD EARNINGS

An even inore startling picture emerges when we subtract dividend payments
from adjusted after-tax profits to derive adjusted retained earnings.

I It should b acknowledged that there is a slight duplication In combining the deprecia-
tion and Inventory adjustments. lPractice differs widely with regard to the treatment of
depreciation, some companies charging It Into cost of sales, others treating It as an ex ense.
Overall figures on the relative prevalence of the two procedures are not available. To the
extent that depreciation Is Included In the cost of sales, there is of course some duplica-
tion of the separate adjustment for depreciation. It Is however, relatively Insignificant.
Even If all deprecIation were so charged, it would make up 5 or 6 percent of the total
Inventory-consumption charges, and the iailinum duplication would therefore be this
percent of IVA. Since the latter amounted to $37.6 billion In 1974, the depreciation com-
ponent would be around $2 billion, versus $11.2 billion for the separate depreciation
adjustment. Since only part of depreciation Is costed in this fashion, the duplication is
necessarily much less than $2 billion.
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TABLE 4.-ADJUSTED RETAINED EARNINGS OF NONFINANCIAL CORPORATIONS

jBillions of dollars

Adjusted Adjusted
after-Tax Dividend retained

profits payments earnings

(1) (2) (3)-

1965 ....................................................... 36. 1 16.9 19.2
1966 ....................................................... 38.0 18.2 19.8
1967 ....................................................... 34.0 18.9 15.1
1968 ....................................................... 31.4 20.9 10.5
1969 ....................................................... 24.6 20.7 3.9
1970 ....................................................... 16.8 20.0 - 3.2
1971 ....................................................... 21.0 20.2 0.8
19)2 ....................................................... 29.0 22.2 6.8
1973 ....................................................... 28.1 23.7 4.4
1974 (3d quarter) ........................................... 18.1 26.0 -7. 9

Over the past six years adjusted retained earnings have been negligible (in
two cases negative). Nonfinancial corporations have been distributing practically
all of their adjusted earnings, their reported savings representing little more than
the amount required to cover the understatement of costs. In 1974 the deficit was

billion.

ADJUSTED PROFITS AND RETAINED EARNINGS IN CONSTANT DOLLARS

To make the horror story even worse, the dollar has been shrinking over the
interval and it is necessary to adjust for this by stating the results In constant
dollars. We use for this purpose the private GNP deflator (1965=100).

TABLE S.-ADJUSTEO PROFITS AND RETAINED EARNINGS OF NONFINANCIAL
CORPORATIONS IN 1965 DOLLARS

(Hillions of dollars!

Adjusted Adjusted
after-tax retained

profits earnings

(1) (2)

1965 ....................................................................... 36.1 19.2
1966 ....................................................................... 37.3 19.4
1967 ....................................................................... 32.1 14. 2
1968 ....................................................................... 28.8 9.6
1969 ....................................................................... 21.6 3.4
1970 ....................................................................... 14.0 -2.7
1971 ....................................................................... 16.8 0.6
1972 .................................................... .................. 22.6 5.3
1973 ....................................................................... 20.7 3.2
1974 (3d quarter) .......................................................... 12.2 -5.3

In constant dollars, the adjusted earnings of 1974 were roughly a third of 1965.

As for retained earnings, the figure was, as already noted, negative.

IV. EFFECTIVE INCOME TAx RATS ON ADJUSTED PaoFrrs

Since the Income tax liability (federal and state) is computed on overstated
historical.cost profits it is obvious that the-effective rate on profits adjusted
for the overstatement Is higher than the rate reported. The following table shows
the difference.
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TABLE 6.-EFFECTIVE TAX RATES ON THE PRETAX PROFITS OF NONFINANCIAL CORPORATIONS AS REPORTED
AND AS ADJUSTED 1

[in percent

On profits On profits
as reported as adjusted

(1) (2)

1965 ....................................................................... 41.9 43.3
1966 ...................................................................... 4 .3 44.3
1961 ....................................................................... 42.9 45.5
1968 ....................................................................... 41.1 55.3
1969 ........................................................................ 49.4 57.7
1970 ....................................................................... 49.6 62.3
1971 ..................................................................... . 47.2 58.7
1972 ..................................................................... 43.8 53.6
1973 ....................................................................... 42.5 59.1
1974 (3d quarter) ........................................................... 41.3 72.2

'Col. (2) of table 3 as percentage of cols. (1) and (5), respectively.

It Is obvious at a glance that effective tax rates on real profits have moved
away from those on reported profits. Over the past five years they have aver-
aged 61 percent against 45 percent. In 1974 the rate reached 72 percent.

V. WHAT DoEs IT MEAN?

It Is clear that American business has not yet learned how to protect itself
against inflation. Overall, it has been unable to maintain normal margins even
in the overstated profits of conventional accounting. In terms of real profits, the
shrinkage has been drastic.

It is extremely difficult to protect even nominal profit margins In the face of in-
flation, owing to tle tendency of unit costs to move up faster than realized prices.
Under prevailing practice prices are often fixed for substantial periods ahead.
Catalogs may be Issued only annually or semiannually; seasonal merchandise
may be priced months in advance of delivery; long-cycle production may be
quoted before work is started; etc. But even where prices are more quickly adjust-
able there is a general tendency to lag behind the march of costs.

If it is difficult to protect nominal profit margins it is still more so to protect
real margins. Since the latter are more adversely affected by inflation their
maintenance requires even bolder and more aggressive action, not to mention
their restoration after they have been allowed to decline.

The core of this action is of course pricing policy. Management must learn how
to price its products in an inflationary economy. This means first of all anticipa-
tory pricing-pricing in anticipation of cost increases prior to sale. It menas sec-
ondly a proper accounting of costs themselves, especially the cost of physical
asset consumption.

It must be acknowledged of course that such a-pricing policy may be impracti-
cable for an individual company in a market where the competition is pricing
on understated costs. The real remedy lies in the reform of policy across the
board. If all competitors are targeting their prices on fully stated costs, there is
a better chance that they can make them stick.

Obviously these exhortations assume the absence of price controls. Given such
controls, the efforts of management to maintain real profit margins are likely
to be frustrated by bureaucratic action. Since the authorities deal with nominal
margins only, and conceive it their mission to squeeze even these, real margins
suffer an amplified crunch. There can be no doubt that the controls Inaugurated
in Aukust 1971 contributed to the subsequent erosion of these margins, but it is
easy to exaggerate their impact. It Is clear that the erosion was going on before
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controls entered the picture, and that the basic problem is much deeper. It is
still with us now that they are gone.

Let us add in closing that the present situation is bad not only for business,
but for the nation as a whole. Despite the suspicion and disfavor that attach
to profits in the eyes of many politicians and of a considerable part of the public,
It is vital that they be large enough not only to motivate the expansion of produc-
tive investment, but to finance a substantial part of it. It is frightening from the
public-policy standpoint that the reinvestment of corporate earnings, realistically
measured, has become negative. If this continues it will cost the country dearly.

Let us add further that the Alice-in-Wonderland accounting of costs and
profits that now passes for orthodoxy Is a problem not only for business man-
agement, but for the accounting profession, the regulatory agencies of the govern-
ment, and, not least, for the tax authorities. It is high time for concerted action
by all concerned.'

It is gratifying in this connection that the accounting profession appears at
last to be grappling with the problem. In Britain, the Institute of Chartered
Accountants is studying a full-scale restructuring of accounts to reflect inflation.
In this country, the Financial Accounting Standards Board held hearings on the
subject last April. Another straw in the wind is a statement of the Securities
and Exchange Commission urging its reporting companies to disclose to stock-
ho!ders the amount of their earnings representing "Inventory profits" (but not,
unfortunately, the amount reflecting underdepreciation).

These are hesitant first steps, to be sure, but we may hope that others will
follow. We may hope also, and even more fervently, that the tax authorities will
not be far behind. For the evils of undercosting are compounded by the present
practice of taxing capital consumption as Income. No reform of costing proce-
dures can be more than partially successful so long as this practice continues.

[Whereuponi, at 5 p.m., the committee recessed to reconvene at 10
a.m. Tuesday, March 11, 1975.]

1 A complete adjustment of profits for the effect of Inflation would have to take account
of all elements of cost and benefit, not simply the cost of physical asset consumption. That
however, is a difficult undertaking and the accounting profession has by no means agreed
on how it should be conducted. It seems likely that a comprehensive adjustment would
come out somewhat smaller than the $48.8 billion derived for 1974 (Table 3). On the
other hand, our adjustment for the cost of operations is itself Inadequate since the
IVA covers only inventoried costs, less than three-quarters of the total. If the uncovered
portion were blown up in proportion to IVA, this would add another $10 billion to our
1974 figure, thus countering all, or more than all, of the shrinkage in that figure that
might come from a comprehensive adjustment.



ANTIRECESSION TAX CUT

TUESDAY, MARCH 11, 1975

U.S. SENATE,
Co3tiirrTFE oN FINAN.%CE,

JVa.hington, D.C.
The committee nlet, pursuant to notice, at 10:05 a.m., in room 2221,

I)irksen Senate Office Building, Senator Russell B. Long (chairman
of the committee) presiding.

Present: Senators Long. Ribicofi. Byrd, Jr., of Virginia, Nelson,
Mondale, Gravel, Bentsen, Ilathaway, 1-laskell, Curtis, Fannin, Han-
sen, Dole, Packwood. Roth, and Brock.

The CHAIRMAx. This committee will come to order.
In order to move the hearings along, I am going to ask that. each

wit-ness summarize his statement in 10 minutes. We will use the proce-
dure that we have used so frequently when we are trying to move hear-
ifigs along. We will use our egg timer to let the witness know when
his time has expired, and we allow 5 minutes for each Senator to ask
his questions. If he wants to ask some thereafter, he can come back in
for a second turn.

We are happy to have with us the Honorable Dale Bumpers, U.S.
Senator from Arkansas and former Governor of that State. Senator,
we are very pleased to have you here today.

STATEMENT OF HON. DALE BUMPERS, A U.S. SENATOR FROM THE
STATE OF ARKANSAS

Senator BuMPkiRs. Mr. Chairman and members of the committee, I
have come here this morning in sul)port of a proposed amendment,
which I have offered in this committee, an amendment to H.R. 2166.
The effect of the amendment is simply to remove from the bill title I
which provides for a rebate of 1974 taxes in the amount. of M8.1 billion.

I recognize that. this rebate, together with certain other portions of
the tax reduction bill, has an excellent chance of passage. I expect that
it is almost certain to pass, but I would like to explain briefly the
reasons that have led me to the conclusion that the rebate method of
tax reduction is not in the public interest at this time.

To begin with, a rebate of taxes alreadypaid is not the kind of pay-
ment that any taxpayer has counted on. No one, at the time that he
paid his taxes, anticipated or planned for this extra refund. To strike
out the rebate would, therefore, not interfere with any taxpayer's rea-
sonable expectations. It would, on the other hand, reduce by $8.1 bil-
lion sums that the Federal Government had reasonably anticipated

(309)
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would be available for expenditure. The deficit projections mean the
Treasury will certainly have to resort to borrowing an additional $8.1
billion, and of course that also means an interest payment at. current
rates of about $48 million from now on.

There are situations, such as the present economy, in which budget
deficits are necessary, and I do not quarrel with the proposition that
deficit financing has a stimulative effect, particularly when the econ-
only is in a recession, as at the present time. Nor do I quarrel with
some of the sizes of the deficits which have been mentioned.

But I urge very selective spending programs, those that are cal-
culated to reduce unemployment most and not cause additional infla-
tion. Over the past 40 years, and especially it seems the last 5 years, the
Government has used deficits as ahI nost a drug, and we have come to
rely on them as a matter of habit. Striking out the $8.1 billion rebate
would at least be a small signal to the American people that the Gov-
ernment recognizes that deficit financing cannot continue indefinitely
without serious long-term economic consequences.

I personally have enough confidence in the American people to
believe that they would welcome this small evidence of fiscal resp onsi-
bility on our part. The budget deficits that are being talked of now,
by both the executive and the legislative branches, far exceed anything
that we have previously experienced in peace time, and some small
effort to keep them within manageable bounds, I feel would be in
order.

Finally, I believe that other means of stimulating the economy are
far superior to a rebate of 1974 taxes. For example, this $8.1 billion,
instead of being returned to taxpayers in amounts that may be too
small to stimulate real demand, cold be used to finance a program
of construction of waste treatment facilities or other needed facilities,
or perhaps to finance a public service employment program. In this
way the U.S. Treasury, which would be $8.1 "billion poorer, would at
least have something-concrete to show for its money, and there would
be a greater assurance that the $8 billion would actually go into the
stream of commerce as an increase in demand for goods and services.
It might be used to stimulate housing starts, the most depressed seg-
ment of our economy and the most iabor intensive.

I am advised that the proposed rebate is calculated to reduce un-
employment by less than two-tenths of I percent.

In addition, it seems to me that. a permanent tax reduction would be
a much greater and more reliable stimulus to the economy than a one-
time rebate.-or even a 1-year tax reduction as proposed in title II of
Ir.R. 2166. What the American people lack is confidence. Only when
confidence in this country, its economic and political future, is fully
restored, will the economy begin to rebound.

Consumers and businessmen alike need to feel that 1 year from now
$1 will be worth something to close to what $1 is worth now, allowing
for a reasonable rate of growth in the money supply to promote full
employment. Only when consumers and businessmen begin to feel
that kind of confidence, only when they can anticipate some reasonable
economic stability in the foreseeable future, will demand be rekindled
in a way on which economic planners can rely.

Striking out the $8.1 billion rebate might'be temporarily unpopular,
but I personally believe that the American people would rise to the
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occasion and would support such an amendment as a statesman-like act"
on the part of the Congress.

Mr. Chairman, I appreciate the attention of the chairman of the
committee to these remarks.

The CHAI MIAN. Thank you very much, Senator Bumpers.
I am going to call on Senators in the order in which they showed up

in the committee room. Since I was here first, I will give myself the
first opportunity.

One thought that occurs to me would be that if there was some re-
laxation in what I believe are the overly-rigid environmental require-
ments on highways, we could get just a lot more done. I know in my
State, we would like to move along on highway construction. I am not
talking about waiving any substantial environmental regulations. I
am just talking about when you want to build something, you have to
show more than just the fact that a tree would have to come down.
And you are going to have to relocate some birds' nests. They want to
know how many birds' nests and what kinds of birds are in those
nests.

Then you have to argue about the air pollution, when in the last
analysis if the car is not driving over the new highway it will be
driving over the old highway and it would still have exhaust coming
out the end of the tailpipe. In either event, it seems to me that we have
gotten by without all that for a long time and we got some roads built.
If we could just get some relaxation of that, just toput it on the basis
w%-here somebody interested in building roads would consider the en-
vironmental aspect and go ahead if there did not appear to be any
great damage to it, rather than having some environmental extremist
pass judgment on that, we might be able to just move a great deal of
public works in areas where in the last analysis we are going to con-
struct the highways anyway, even if the environmentalists give us a
long, long delay before we ever get started.

What is your thought on that?
Senator BuMPniRs. Mr. Chairman, of course I have objected to this

expenditure, not because of any less desire on my part to stimulate
the economy as quickly as possible, but simply because I think that
this rebate is not calculated to reduce unemployment as quickly as
other programs might be that have a clear, more tangible benefit to
communities, to the States, and to the Nation.

As a Governor, I always felt that the Economic Development
Administration provided more jobs for the dollar than any single
Federal dollar that came to my State, other than public service jobs.
Governors. incidentally, are traditionally apprehensive about public
sePvice employment, because we are invariably had. These people that
you hire for these jobs invariably lock themselves into some sort of an
indispensable position and when'the Federal funds quit, they convince
the Governors and the legislatures that everything is going to fold if
you let them be terminated. And the State is left to pick up the tab, and
I know that has been the situation in my State and other States.

But what I am saying is, for example, I think that the proposed
interest subsidy in the housing industry is a very good concept, one
calculated to get the housing industry going in this country. And as
I said, the housing industry is very labor intensive and there is no
segment of our economy more depressed right now than the con-
struction industry.
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So I am simply saying that this rebate is a misplaced priority. Quite
frankly, I cannot help but think that it has strong political ov"ertones
to offer everybody $100 to $'200 back that he is really not anticipating.
1 made a speech downtown yesterday, and I guess it sounds political,
but I will repeat it.

Not long ago, Newsweek magazine was quoting a cross section of
people, and one automol)ile mechanic-it was a comment that caught
my attention-an automobile mechanic in California displayed sub-
stantial cynicism. He said, you know, labor is organized, blacks are
organized, teachc.vs are organized, women are organize(l, everybody is
organized, but who the hell represents me? And I think he expressed
the same kind of cynicism that is pretty pervasive in the country. and
I think a lot of that is the result of decisions such as giving $'100 to
$200 back that even, I expect, that gentleman is not looking forward
to. He would much rather see something tangible going on in his
community if lie would have an opportunity to make a decent living
in doing it.

The CHIAIRMAN. Thank you very much, Senator.
Senator Haskell?
Senator HASKELL. r have no questions, Mr. Chairman.
The CHAIRUAN. Senator Fannin?
Senator FANNIN. Mr. Chairman, I did not have the privilege of

hearing the Senator's testimony, but I will say amen to what I heard,and certainly agree that every effort we make should be in providing
jobs for the people of our country, rather than in giving them the idea
that they are benefiting so greatly by having rebated to them $100
from their taxes. I think it is far more beneficial. if I understand the
Senator, to place this money into productive endeavors, and I hope
that we can make some changes as far as legislation is concerned.

The ChAIR'MAN. Senator Hansen?
Senator HANsEN. Mr. Chairman, let me say that I, too, regret not

getting to hear our colleague. the distinguished Senator from Arkan-
sas, present his statement to the committee. I heard just the last few
words, and his observation that there may be political overtones con-
tained in some-of thesp bills, strikes a bell with me. And I might ob-
serve parenthetically that we left, the Interior Committee, where the
glare of television li-hts is rather intense, in order that we could-

Senator Bv.%tPERS. I am going to hurry up there, Senator Hansen. I
did not realize that. FGeneral laughter.]

Senator HANSEN. I will be very much interested in reading your
statement.

Senator Bu.%PtF ias. Mr. Chairman, I might add-and I do not say
this by way of being a defeatist-but I hear the train coming. I do
not think there is anv question but that Congress is going to adopt this
tax rebate. but. I feel very strongly about the principle of it and about
the priority of it. and I simply wanted the committee to know my
feelings. And I would have felt remiss if T had not brought them to
you. and I appreciate the opportunity.

The CTIATIRMAN. Don't give up this soon, Senator. You hav'e struck
a responsive chord with some of us.

Senator BUMPERS. Thank you very much.
The CHAIR MANX. Thank you.
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Senator RIBICOFF. You had better ask, Senator, in a responsive
chord, will they support you with their votes on the floor when you
present the amendment?

Senator BUMPERS. I have been here long enough to learn that.
The CHAIRMAN. Next, we are going to have a panel consisting of Mr.

Joseph Pechman, director of economic studies at Brookings Institu-
tion; Mi. Herbert Stein of the University of Virginia, former Chair-
man of the Council of Economic Advisers; Mr. Murray L. Weiden-
baum, Washington University at St. Louis, former Assistant Secre-
tary of the Treasury for Economic Policy; and Mr. Charles Schultze,
Brookings Institution and former Director of the Bureau of the
Budget.

Gentlemen, we are very happy to have you here. Is Mr. Schultze
here?

Mr. P cIIMAN. Charles Schultze is delayed. He will be here shortly.
The Ch1AIRMA.%. All right, fine.
I would urge that each of you confine yourselves to 10 minutes,

and then we will ask whatever questions the committee wants to ask
when all of you have finished.

STATEMENT OF JOSEPH A. PECHMAN, DIRECTOR OF ECONOMIC
STUDIES, THE BROOKINGS INSTITUTION

Mr. PECIMAN. Thank you, Mr. Chairman. I will not read my pre-
pared statement; and if you will, I would appreciate it if the state-
ment were put into the record. I would like to confine my remarks to
a set of tables-that I have appended to the statement-that were
run off on the computer late last week and over the weekend. I hope
the tables will be helpful to the committee in evaluating the House
bill which is under consideration, and several modifications which
might be made in it.

Basically, my major point in the statement is that the economy
is in trouble an;d needs a very, very substantial stimulus to get out of
it. The House bill reduces taxes in 1975 by $21 billion. My judgment
is, that while this goes a long way, it does not go far enough, and
I would urge the committee to increase the stimulus in 1975 to about
$30 billion.

The methods by which this stimulus can be increased, of course,
are numerous, and I have specific proposals in my statement.

Senator RmicoFF. Could you please refer us to the place in your
testimony where you show how you break down the $30 billion?
Do you have that in your statements

Mr. PECIUMAIN. Yes; I have that in my statement.
Senator RImcoFF. Would you tell us where you have it?
Mr. PEC,113.r-x. The alternative I am suggesting is on table 4, the last

table, which compares the individual income tax cuts in the House bill
and in the alternative that I recommend. This table omits the increase
in the investment credit and the increase in the surtax exemption under
the corporation income tax from $25,000 to $50,000, which together
amount to more than $5 billion, so that the totals of my alternative
would be $23.5 billion plus the $5 billion of the investment credit and
the surtax exemption increase. In addition, as you will see in a foot-
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note. refunds to people who do not file returns would ailoiint to about
$11 billion. which makes a total of ..30 bill ion.

Now let me just go through the tables to show how I arrived at the
l)roposed alternative. I am not wedhle1 to this particular alternative.
but I think tie l)Iinciples are worth dwelling on.

III tale 1, I show a comi soll of tihe ninimum taxable levels under
present law with tile official l)overty levels as estilliate I y tile Joint
Internal Revenie Committee sta ff. As youl know. ('ongress in 1969
and again in 1971. adopted tle sensible 10policy that tile inning tax-
able level under tile individual income tax shld not go below tle
offieiall poverty line. 'lle last change that was nade of tile exemption
level was in 1972. Since then, of 'oulrse, tle exemptions and t he mini-
iiiuiiil standard (lellwtio haliv ye b,'en eroded by inflation. ()ne provision
of tile Iolse bill is designed to take care of this erosion: ill other
worls. to eliminate once again. t hose people who are below the poverty
line from t le income tax rolls.

In the 'olllln in table I for the Hfolse bill. I show ti, iminilulmn
taxable levels that would )e generated Iw tlie increase in tile low
income allowance. or lininl in standard dduictiou. from $1.300 to
$1.9m111 for single persons and S'2.5+00 for married couples.

Ymu will see that while tlie louse bill does not (jite duplicate the
estimated poverty levels in 1975, it does reduce tli(e gap between the
poverty level anl' the minimum taxable level very substantially, and in
some cases, goes beyond.

My major suggestion to the committee is that it should seek a way
of increasing the tax cut resulting from ti low income allowance
increase by raising the exemptions. [ie exemptions have been eroded,
not, only for the low income l)eol)l. but also for the middle and higher
income peo )le. I show three methods of doing this.

One method woulll )e to increase the per cal)ita exemption clear
across tile board to $9()0, and! inl order to hiit tile poverty lines more
closely. I recommend that a $2.000) income allowance be coupled with
le increase in exeml)tion. Now the virtue of this proposal is that an

increase in exeml)tion reduces tax liabilities, not only for peol)le who
use the standard (leluction, ult also for tle people who itemize their
deduct ions. As you know there has been some criticism t hat p ople who
itemize deductions in tile middle income classes get nothing out of the
House bill. I do think there is something to be said for paying atten-
tiolu to this (leficiencv.

My suggestion is that you (1o it in what I regard as one of the most
progressive ways; mamely', an increase in tlie per capita exemption.

Now an alternative is'to use the tax credit device which, of course,
is associated with the name of Senator Mon(lale. Senator Mondale has
recommended that. you leave the exemption the same, biut in order to
confine tie tax benefits to tile lov and riddle income classes, he pro-
poses that. the taxpayer be given the option of taking a tax credit-a
substantial tax credit. In his case it is $200, and ill table 1 I show the
effect of a $2S*20 credit on tie mininimn taxable levels.

The (liffereice betweeli the two approaches is not very great. One
diffeyience is, of course, that an increase in. exem)tiolls goes clear 111)
the income scale. Another difference is that the oJ)tioiial tax credit
gives a larger tax reduction to large families. I would slightly prefer
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an increase in exemptions to the optional tax credit, but I certainly
(1o not think that the difference between the two is very large. -

In table 2, I show the (listributional effects by income classes of
these various devices of increases in the minimum taxable level, and as
you can see from the bank of figures called percentage distribution of
revenue change, all of the suggestions in table 1, are highly progres-
sive in the sense that a major share of the tax cut is concentrated in
the low and middle income classes. This holds true for the House bill,
it holds true for an exemption increase, and it holds true also for the
optional tax credit pro posed by Senator Mondale.

In table 3, I go to the rate'cuts that might be incorporated in the
bill. As you know, the louse bill has two kinds of rate cuts which are
shown in the first two columns. One is a 10-percent rebate of 1974 taxes,
hedged by minima and maxima. The maximum is $200, which phases
(town to $100 between $20,000 and $30,000. The minimum is the amount
of tax paid in 1974, or $100 whichever is lower. As you can see from
that first column, that also is a very progressive tax measure.

In other words, a major share of ihe benefits go to low income classes,
and a substantial portion of the tax reduction is concentrated in these
classes. In addition to that, the House bill has what I regard as a very
novel and important new feature, and I hope that the committee will
endorse this principal.

This feature is one that Senator Long has, for a long time, recom-
mended. I think he has been supported in this endeavor by, many
economists who believe that the social security tax is excessively bur-
densome to lower income classes. Instead of touching the Social 8ecur-
ity Trust Fund, Senator Long has recommended that we simply give
a 10 percent rebate up to some amount, say $4,000 of earnings, from
the general revenues so that the curse of the regressivity of. the social
security tax would be removed, at least at the bottom of tlie income
scale.

The House bill goes half-way, and I recommend that the committee
seriously consider going all the way toward the Long plan. In other,
words, doubling the 5 percent to 10 percent, but limiting the credit
to earnings up to $4,000 with a phaseout. That would increase the
tax in the House bill by $2.5 billion. I think it would be $2.5 billion
very well spent indeed.

In the last two columns, I show two other types of tax cuts. One is
a tax cut that the President proposed, and the other is a 2 percent
cut across the board. Those are not now being considered seriously,
but both of them, I think, should be given consideration whenever
tax cuts are suggested.

And finally, in table 4, I show what the revenue and distributional
effects of the proposals I make would be if the House bill were amended

-in the respects I mentioned. Namely, that the rebate-oh, I failed
to mention that I also propose that the rebate be increased to some-
thing like $10 billion from the present $8 billion, and that the com-
plicated rebate that is now in the bill, which is a vestige of the proposal
that the President recommended, ought to be replaced by a very sim-
ple per capita credit of $50, which would mean that a family of four
would get $200 as a rebate whether or not it paid taxes last year.
My view is that last year's tax cuts should not be the basis upon which

48-493 0 - 75 - 21
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the Government hands out revenues in order to stimulate the economy
this year.

So that these three proposals, the increase in the rebate, the increase
in the personal exemptions, and the movement toward the full Long
plan of a 10-percent refundable tax credit for earnings up to $4,000
with a phase-out between $4,000 and $6,000, would increase the indi-
vidual-income tax cuts, as you see, from $15.7 billion to $23.5 billion,
plus some additional credits that are included in the footnotes for
people who do not file returns.

In addition to increasing the stimulus in the House bill, the pro-
posed alternative retains the principal in the House. bill that the
tax cut should be progressive and concentrated in the lower and
middle income classes.

Thank you very much, Mr. Chairman.
The CHAIRM A. Thank you.
I would suggest that we hear from Mr. Stein next.

STATEMENT OF HERBERT STEIN, A WILLIS ROBERTSON PRO-
FESSOR OF ECONOMICS, UNIVERSITY OF VIRGINIA

Mr. STE N. Thank you, M r. Chairman. I will not use my 10 minutes.
I think that we urgently need a tax cut and I do not want to be respon-
sible for delaying it any longer by the length of my statement.

The economy has fallen a long way, further than almost anyone
expected. It will undoubtedly fall more. The inflationary record of the
past 10 years and the inflationary danger of the future are a warning
that we must be cautious in pumping up the economy. They do not,
however, require us to accept the further decline and sluggish recover
that would be risked if the Government. did not act to support the
economy.

Tax reduction is an appropriate way to stimulate the economy to-
day. It is superior to expenditure increases. That is not because tax
reduction is more stimulative. It may or may not be. It is because infla-
tion has substantially raised the real tax burden and because we have
had a large increase in nondefense spending by Government, relative
to the GNP, over the past 20 years. I believe that the American peo-
ple would prefer to have more of their income left in their own hands
to spend, rather than being taxed away-and spent by the Government.
I think we should take this occasion to move in that direction.

The $21 billion tax cut provided in the House bill seems a reasonable
amount to me. When I testified before the House Ways and Means
Committee on January 27, I said that I thought that the administra-
tion's $16 billion tax-cut proposal was too weak. A copy of that testi-
mony is attached.

The House bill is somewhat stronger, and I welcome that. I do not
think anyone can tell within a range of, say, plus or minus $5 billion
what is the best size of the tax cut. However, I think that the House
bill is in the right ball park and I hope that its size will be acceptable
to everyone. After all, what is $5 billion between cooperating branches
of Government?

It seems to me urgent that the tax cut should be enacted and put
into effect promptly. One reason for that would be that every week
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we delay seems to increase the size of the tax cut by about $5 billion,
and I think that is too large. Now this requires that each of us should
restrain himself about insisting that the tax cut take precisely the
form that he prefers. Therefore, while I shall indicate some points
of difference with the form of the tax bill, I would not want a fight
over these issues to delay the effectiveness of the tax cut.

I do not like the deniial of income tax relief, under the part of the
tax cut that may be permanent, to upper bracket taxpayers. I can see
no basis for this discrimination other than petty demagoguery. I do
not accept the notion that the more progressive the tax system, the
better, and I would hate to have it accepted as standard American
doctrine. Inflation has increased the real tax burden on taxpayers in
all brackets, although not equally. Taxpayers in all brackets should
get some relief, although not equally.

I am concerned about the distinction made in the House bill be-
tween earned and unearned income. This will unnecessarily complicate
millions of tax returns. I recognize that this distinction is now effective
for taxpayers paying rates in excess of 50 percent. I do not like that
either; but in any case it affects relatively few taxpayers.

We0 would be better off to begin the process of reducing the tax on
corporate profits than to make another jiggle in the investment credit.
We should recognize that the present system of taxing corporate
profits is unfair, as well as economically inefficient, and we should try
to correct that, rather than concentrating on giving the business sector
a succession of uppers and downers.

Most important, I hope that the provision for removing percentage
depletion allowances in the taxation of the oil industry will be elimi-
nated from the present bill. I say that as one who believes that per-
centage depletion should be eliminated. However, I fear that debate
over percentage depletion will delay enactment of the tax cut.

Also, I believe that percentage depletion should be removed as part
of a package that includes removal of price control on oil. While I
want to get rid of discriminatory tax preferences for the oil industry,
I do not think that public policy in total should treat the oil industry
as a pariah, even if we did not have the present energy problem and
still less because we do.

Thank you.
The CHAIR.MAx. Thank you very much, Mr. Stein.
Mr. Murray Weidenbaum.

STATEMENT OF MURRAY L. WEIDENBAUM, WASHINGTON
UNIVERSITY, ST. LOUIS, MO.

Mr. WVEIDFENBAU. Thank you, Mr. Chairman and members of the
committee.

It is a pleasure to be back here. I hope you find my statement
constructive.

Congressional action on the pending tax bill will be an important
test of the legislative branch's ability to move decisively in a period
of urgency. That will require setting aside popular but postponable
matters.

I would make several points.
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Point one. the overriding need of economic policy is for prompt
congressional action on a reasonable amount of fiscal stimulus now.
The Americani economy is clearly in the midst of a severe recession.
The longer )ou wait, the more likely you will feel growing pressures
for voting for an excessive amount of stimulus, pressures for pushing
that proverbial panic button, with the unfortunate result of doing
too much too late.

Point two, tax reform proposals, however desirable amd attractive,
should not be permitted to delay the enactment of the tax cut; the
hill should be kept as uncomplicated as possible. Some of the reform
proposals remind me of the patient with an extremely painful tooth-
ache and a very bad set of buck teeth. It would be a most unusual
dentist who would set out to straighten the full set of teeth before he
Pulled out the diseased one. Slowing down the pending bill by attempt-
ng simultaneously to close your favorite loophole, however "ou define

that pejorative term, may be atisfying to the psyche, but it will set
back the effort to promote economic recovery.

I urge the committee not to try to solve all the Nation's problems at
once. As Voltaire said, "The best is the enemy of the good."

Point three, "excessive oil profits" are not tjie major problem facing
the United States in 1975. Reading some of the current congressional
tax debates, it would seem that, after decades of living with depletion
allowances, that their elimination is suddenly the most urgent issue
facing the Congress. Frankly, I am not an enthusiastic ad vocate of
percentage depletion. If they were not already in the tax code, I would
not now urge putting them in. But I believe that we must deal with
the world as it is. I am not young and handsome, and depletion allow-
ances are in tile tax code.

Candor also requires me to report that the capital needs of the
domestic petroleum industry jn the years ahead cannot be met from
retained earnings, even if profits grow even more substantially than
their current levels. The oil companies will be raising substantial
amounts of funds in the Nation's capital markets. The lower their
profits, the larger will be their borrowings, and that will be at the
expense of housing, utilities, and other users of capital.

In any event, since the Congress has not seen fit to change the oil
depletion allowance since 1969, this seems to be an inopportune moment
to do so.

Point four, for maximum effectiveness, the tax cuts should be
designed to achieve just one objective, restoring economic prosperity
by stimulating production and employment in 1975. To convert this
into a social welfare bill would be most unfortunate. It would be far
better to have a temporarily uneven prosperity than a completely equal
distribution of prolonged recession. If the overriding problem is creat-
ing production and employment-and I understand that now is our
No. 1 priority-then it does not make sense to limit the tax rebates
to such small amounts that they will not suffice as downpayments
on homes, cars, appliances, and other big ticket items with a large
economic impact. As we have learned in the past, only a prosperous
and expanding economy generates the resources to reduce poverty
and achieve other social objectives.

Point five, for maximum speed and public understanding, keep the
tax cut proposal simple. On the consumer side, a straight 12-percent
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rebate on the 1974 personal income tax, perhaps to a limit of $750,
would surely be a psychological as well as financial boost to consumers.
This should be coupled with an immediate reduction in withholding
on the 1975 tax of about 10 percent; the latter action will positively
affect the consumer's view of expected future income and make more
likely the rapid expenditure of the one-shot rebate. Similarly, a
simple investment tax credit, such as 10 percent or 12 percent for all
businesses, would be a needed spur to the sagging capital equipment
and construction sectors. Let us remember that the task at hand is not
to protect people from last year's inflation or the last decade's injus-
tices, but to generate quickly the effective demand that will turn
around this economy which now is in a substantial recession.

Point six, avoid sowing the seeds of another round of double digit
inflation. Let us try to learn from experience. We need to avoid fight-
ing the recession in a way that will get us back in this hole a year or
two from now. It is most important to make the antirecession expendi-
ture increases temporary and any permanent tax cuts smaller than
the temporary tax reductions. New long-term commitments on the
budget will lead to more inflation and then to another round of defla-
tionary policy. The Nation would soon be back to where we are now,
but probably at even higher levels of inflation.

Finally point seven, the longer you wait, the more stimulus will be
required. Tihe economic policy problem in early 1975 is like rescuing
a man who is sliding down a *mountain.; the longer you wait to throw
him a rope, the bigger that rope is going to have to be. That is not
just poetry. I am today urging more fiscal stimulus than I did when
I testified'before the Ways and Means Committee in January and far
more than when I testified before the Senate Budget Committee in
early December. As I said at the outset of my statement, action on
the antirecession tax bill is an important test of 'the Congress ability to
move decisively.

Thank you.
The CHAIRMAx. Thank you very much.
Now we will hear from Mr. Schultze.

STATEMENT OF CHARLES L. SCHULTZE, THE BROOKINGS
INSTITUTION

Mr. ScnuioTz.. Thank you, Senator, members of the committee..
With your permission I will concentrate principally on the magnitude
of the needed economic stimulus rather than the specific form of it.
I will read a good bit of my statement, but summarize and judiciously
skip to keep it within bounds.

As you know the American economy is in deep trouble. We are in a
serious recession. It is daily growing worse. The economy needs a
stimulus from the Federal Government. It needs a large stimulus. It
needs it right away.

What are the economic factors at work? The first set of questions
facing the Congress is how big a fiscal stimulus is needed to turn the
economy around; and how much of it should be temporary and how
much permanent, Is the $20 billion tax cut enacted by the Htouse suffi-
cient to do the job? Should a larger tax cut be enacted? What should
be the other components of an economic recovery program?
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On the one hand, we are faced with an economy which is already
operating far below capacity and deteriorating rapidly. Since output
and employment are continuing to fall, by spring of this year the gap
between thie actual GN11 and the output we could turn out at full
employment would he in excess of $210 billion. 1,,ven if, for conserva-
tism'ssake, we define full employment as a situation not of 4-percent
but of 5-percent unemployment, the gal) this spring would still be over
$170 billion. Should economic recovery begin promptly around mid-
year, and the real output of the Nation rise steadily by 8 percent in
the first year of recovery and 7 peivent a year tlierea fter, it would.st ill
not be mntil 1978 that th'e unemployment rate fell to 5 percent. In short,
by the time any fiscal stimuhis beins to take hold, the economy will
be operating far below its desirable potential, even conservatively de-
fined, and will have a long way to go before approaching a decentlevel
of output. and employment. .Judged by this criterion alone, a very
large stimulus is necessary to do the iob.

At the same time, however, several other facts needs to be taken into
consideration in designing a recovery package.

First, once the economy is turned around, a number of forces will
begin to operate in support of the fiscal stimulus. We face in the im-
mediate future, unfortunately, a period of inventory iq uidation, and
adjustment. A large tax cut, by putting additional lrchasing power
in consumer hands, and thereby increasing sales of consumer goods,
can ease and shorten that adjustment process. And once it. is complete,
production and employment will be spurred as inventory investment
begins to increase. A policy of reasonably easy money and further
reduction in interest rates can help spur a substantial recovery in
housing. If we can get the economy turned around, therefore, there
can be important recovery forces set in motion. Fiscal stimulus does
not have to do the whole job itself.

Se-€ohd, we-ii-ed to worry about the longer ram implications of this
year's fiscal package. One of the major depressing forces now acting
on the economy is the drain in purchasing power caused by last year's
huge increase in oil prices. The average price of oil in the United
States has gone, as you know, from about $4 a barrel in October 1973,
to a current level of about $9.25 a barrel. These rice increases were
passed on into the final prices of virtually all products made from oil.
The proceeds of these increases, in turn, went chiefly abroad to the
OPEC countries and into the profits of domestic oil producers. Most
of them have not been respent on purchases of goods and services.

While OPEC countries did increase their imports from the United
States. the increase in 1974 was only a small part of their higher reve-
nues. And while investment in domestic oil and gas production rose,
it too absorbed only a fraction of the increased oil company profits.
As a consequence, jobs lost, in consumer goods industries, because of
the oil-induced drain of consumer purchasing power, were not offset
by new jobs in the export and investment goods industries. In 1975,
the net drain of purchasinir power will probably amount to $25 or
.,30 billion. But in succeeding years, the drain, and the consequent
job losses, should get smaller, as OPEC countries increasingly use
their higher revenues to buy imports from us and as domestic energy
investment rises. The stimulus we need now is more than the stimulus
we will need in later years.
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Third, in designing this year's fiscal package, it is necessary to look
at the expenditure side of the budget, in 1976 and in subsequent years.

The President's budget calls for 1976 budget expenditures of $349
billion, up from $312 to $314 billion in 1975. A realistic estimate, how-
ever, would require several adjustments to these numbers. On the one
side, the $349 billion contains $7 billion of expenditures resutling di-
rectly from the President's energy program, which are offset by higher
oil taxes, put-and-take operation.

To construct a budget excluding the energy program, one has to
deduct this $7 billion. On the other hand, the resident has proposed
a number of major cuts in Federal outlays. Some of them simply re-
peat proposals already sent to the Congress. Others reflect the Presi-
dent's proposal to put a 5-percent ceiling on all expenditure programs
that are automatically escalated with the cost of living, or with private
wages, such as social security, the new supplemental security income,
and Federal pay raises.

On the basis of past history and a reading of congressional responses
to these proposals, I think it is eminently realistic, and in my view
sensible policy, to assume that the majority of these cuts will not ma-
terialize. I think it is likely that the 1976 budget, adjusted for all of
these factors, would show expenditures of $355 billion, before adding
any expenditures specifically designed to promote recovery. Before
allowing for any tax cuts, revenues would be about $304 billion. The
deficit, therefore, before any economic stimulus, would be in the neigh-
borhood of $50 billion.

Now I call your attention to a relatively important typo on that
page. It is $50 billion, not $5 billion. While $5 billion is not much
among friends, that $45 billion is something different. That is $50
billion.

This deficit is not the result of a large burst of spending, but flows
directly from the recession. If the unemployment rate were 4 percent
rather than the 8 percent on which the budget is based, Federal outlays
would be at least $10 billion lower. Expenditures on unemployment
compensation; food stamps, and public employment programs would
be much less. Similarly. with a full employment level of output, rev-
enues would be much higher, as the higher incomes generated larger
tax collections.

I would judge that even if the President's expenditure cuts were
not enacted, the fiscal 1976 Federal budget would be in surplus by
some $15 billion, were the economy operating at full employment.
Even if we defined unemployment at 5-percent unemployment, then
the budget would be in balance. The shortfall in national" output and
income has turned this potential budget surplus, or at worst a balance
into the prospect of a $51 billion deficit.

This is a larg full employment surplus, if we could get back to full
employment. The rapid inflation of the past 2 years has pushed tax-
payers into higher tax brackets, even though, for most of them, their
real income, their real purchasing power, is down. The average tax
rate has been rising while real income has been falling. Inflation has,
in effect, legislated a tax increase over the vast several years. The full
employment surplus has risen sharply and is helping to depress the
economy. The impact on the budget of the inflation-caused tax increase
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has been masked by the deep recession. People without jobs cannot pay
taxes.

We need, and can afford, to have some of the fiscal stimulus take the
form of a permanent tax cut. But discretion would suggest that the
permanent part of the fiscal package be relatively modest, leaving a
significant part of that surplus for the known and unknown con-
tingencies of future years.

The House-enacted tax bill, as you know, provides an $8.1 billion
rebate on 1974 tax liabilities amounting to another $8.1 billion, a reduc-
tion in 1975 corporate tax liabilities amounting to $1.2 billion, and a
2-year increase in the investment credit, which reduces 1975 liabilities
by $2.4 billion.

For purposes of analyzing the economic impact of the House bill,
I am going to assume thiat all of it, except the 1974 rebate, becomes a
permanent part of the tax code. Given that assumption, table 1 below
shows the effect of the bill on revenues for several years, with the effect
calculated at current income levels. What it shows is, if you look at the
calendar years, the House bill would pump in $19 billion this year, $10
billion in 1976, and $11 billion in 1977.

Since one of the major questions facing the Congress is a decision
about how to divide the stimulus between temporary and permanent
measures, it is useful to look at long-term projections of the budget,
and to ask whether any given set of measures will give away too much
of permanent revenues. Wherie will we be in 1977 or 1978 with a
recovering economy and additional expenditure needs?

Table 2 below attempts to answer that question. It starts with the
long-range estimate in the President's budget message, which projects
what the budget would look like under conditions of higher employ-
ment with a 4-percent unemployment rate, with no new programs
added, but with allowance for built-in growth of existing programs.
I have modified the President's projections in the following way: The
budgetary effects of the President's energy and economic stimulus
program have been eliminated, the revenue effects of H.R. 2166 have
been incorporated on the assumption that its 1975 liability cuts are
made permanent, and some $131/4 billion of budgetary cuts requested
by the President are assumed not to be made.

The estimates in table 2 of the longer run budget. are very conserva-
tive. Tlio long-run projections of revenues in the President's budget
make insufficient allowances for the progressivity of the individual
income tax, and underestimate the arowth-of revenues in future years.
Hence, the high employment surplus, in later years, is almost surely
understated. But even with that understatement, the $10 billion
nermanent tax cut in the House bill still leaves a large and growing
hi.h employment surplus in later years as the economy recovers. You
will notice in the table on page 8, before any economic stimulus, the
high employment surplus rose from about $16 billlion in 1976 to $52
billion in 1979. If you incorporate the effects of the House-passed bill,
that reduces the growth in that surplus from $5 billion in 1976 to $35
billion in 1979.

It is my belief that the economic stimulus provided by H.R. 2166 is
not large enough to generate economic recovery at a reasonable rate. A
larger stimulus should be provided. Some of that stimulus can be per-
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manent in nature, but most of it should be of a form which is either
explicitly one-shot, or which automatically tapers off as the economy
beins to reach high employment levels.

lirst, the tax cuts proposed by H.R. 2166 should be increased by $10
billion. Of that amount $5 billion should be added to the 1974 rebate,
and $5 billion to the reduction in 1975 liabilities. I think it would be
prudent to assume that the $5 billion additional reduction in 1975 lia-
ilities will become a permanent part of the tax code and reduce the

high employment surplus shown in table 2 by a corresponding amount.
These actions would raise the total stimulus providedby the H.R. 2166
in calendar 1975 from $19 billion to $29 billion.

A second important stimulus, I believe, should be added in the form
of a counter-cyclical budget support program for State and local gov-
ernments. This program should provide additional funds to State and
local governments during periods in which unemployment is high and
local revenues are hard hit. One can not pick up the newspapers with-
out reading about some State or local government which is-having to
raise taxes or pare employment. The bu-dget position of State and local
governments has taken a sharp turn for the worse. Just at a time when
the economy calls for maintaining employment and avoiding tax in-
creases, State and local governments are having to do just the opposite.
A $6 billion counter-cyclical revenue sharing program for calendar
1976 should help arrest this trend. The total amount to be distributed
should be tied to the unemployment rate, so that with economic recov-
ery, and a resurgence of State and local revenues, th3 grants would
be automatically reduced, falling to zero when the unemployment rate
reached 41A percent.

If all of these proposals were enacted they would put into the econ-
omy approximately $32 billion of stimulus during the calendar year,
and about $20 billion next year. There are several possible objections
to putting a $32 billion stimulus during the coming year. Would it be
inflationary ?

In most senses of the word, clearly not. The rate of inflation has been
receding and, barring bad luck on food prices, is likely to continue to
do so in the year ahead. The economy is-operating so far below capacity
that additional output and spending, of the magnitudes contemplated,
would not threaten excessive demand or bottlenecks.

Clearly, of course, a fiscal policy which provided little stimulus,
and which condemned the Nation to a long period of unemployment at
8 percent or more, might succeed in wringing inflation out of the
economy. And in that sense, promoting a healthy recovery may indeed
make possible in 1976 and 1977 somewhat larger wage and price in-
creases than would be likely under a draconian policy of steady reces-
sion. But the human costs of such a policy are far too high and the
risks of suffering larger recession far too great to make it an acceptable
option.

Would $32 billion of fiscal stimulus in 1975 lead to a Federal deficit
so largi as to produce a rise in interest rates and a sharp competition
for capital with private industry and housing? There is no need for
this to happen.

In the first place, the characteristic of a recession economy is a fall
in the demand for loanable funds by private business. We are now
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witnessing that. There is room for substantial amounts of Federal
borrowing. Moreover, in the economy of 1975, there is absolutely no
reason for the Federal Reserve to keep monetary conditions so tight
that financing a large Federal deficit need drive up interest rates. Over
the past. year the real supply of money in the economy, that is the
supply of money adjusted for price inflation, has fallen by about 7 per-
cent. "Increasing the stock of money by a sufficient amount to ease
interest rates somewhat further, and at the same time accommodate
a large Federal deficit would not be inflationary, in an economy with
8 percent. unemployment and very substantial excess capacity. During
the year ahead, therefore, the large Federal deficit that will necessarily
accompany a stimulative fiscal policy need not interfere with the goal
of soine further reduction in interest rates. This view, as a matter of
fact, is clearly stated in a passage from the President's Economic
Report:

One way of pretventlng significant displacement of private Investment-

Meaning a large Federal deficit.
In a substantially underemployed economy would be to increase the rate of
money supply growth to reduce Federal financing pressures. Under such condi-
tions, an Increase in monetary growth need not be Inflationary In the short run,
especially if there is a large unsatisfied demand for liquidity. On the other h!?nd.
should large deficits continue well after the recovery has taken hold, maintaining
such a course of monetary accommodation could spark an Increase in the rate
of inflation.

I would agree fully with the spirit of this passage; additional ex-
pansion of the money supl)ly to accommodate a large deficit will not

be inflationary so long as it is not carried on too far into the recovery.
That is why 1 would suggest a significant addition to the House budget
tax cut, Ila'lf of which would be in the rebate, and only half of which
would be in what I would call the permanent part of the tax cut.

The CHAIRIMAN. I am going to call on the Senators in the order in
which they entered the room, because I started out that way.

Senator" Mondale?
Senator MONDA. I)r. Pechman, you in your testimony and in your

tables indicated some options that we might consider in increasing the
stimulation of the proposed tax cut to something in the neighborhood
of $30 billion.

Mr. PEIcjmr,%N. That is correct.
Senator MONDALE. I notice a great number of economists are now

reaching a figure around that point of $30 billion, although some dis-
agree. The question is, if we in effect increase the House bill by $8
billion or $9 billion, what kind of relief makes the most sense in terms
of economic stimulation, and in terms of equity?

I would like to just test one point with you.
In table 1. you show that the House bill provides increasingly less

help for families based on the poverty level as family size increases.
At two children, the poverty line at the minimum taxable levels was
$670-how would you say that?

Mr. PcipufN. Above the minimum taxable level.
Senator MONDALrE. In other words, they are being taxed on money

which presumably they peed because they are below the poverty level.
Mr. PW1 MAN.'That is correct.
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Senator MONDAL. And the House bill would swing that dramat-
ically for the family at the poverty level so there would be a plus-

Mr. PECHMANI . $530. That is a typographical error; instead of $1,030,
it is $530.

Senator MON-DALE. Oh, I see. It would still swing by $1,200. So there
would be a minimum taxable level which was $500 above the poverty
level.

Mr. PECHMAN. That is correct.
Senator MONDALE. But, when you get up to a family of five to six,

actually it swings back to the point where they are taxing money
which, according to the BLS, these families need for expenses related
to minimum poverty needs.

Mr. PECHMAN. That is correct.
Senator MONDALE. Now that underscores a point that worries me

about the House bill, and that is, it does not seem to me we are focusing
adquately on the cost of raising children and on the ravages of infla-
tion, payroll taxes, and the rest, upon those families. The House bill
giies no additional relief to families which itemize, and in my State
those are the families that usually have a home. It may not be very
fancy, but they are trying to keep it going. They itemize because they
take interest and local tax deductions. It provides little relief in the
area of $6,000 to $18,000 a fear where they have children. There is no
ad*ustnient for all practical purposes for family size.

These are the families that have had this inflation-induced tax in-
crease. In other words, they may be getting more in terms of income,
but actually it throws them in a higher tax bracket. The dollars are
inflated, and all of the figures show that their real income is dropping.

Of course, if you look at the payroll tax, these are the very people
that are being socked the hardest, with a tax that is rising ramati-
cally. It does not adjust at all for family size, for medical expenses, or
any of the expenses of keeping a family.

Now. do you not think that it is in this category of the low- and
moderate-income family with children, particulIar]y large families,
where there is a tremendous need for equity in relief I

Mr. PECIIUMAN. Yes. I think that. the 1-ouse bill could be improved
if the tax cut were increased, so that middle-incomne families who item-
ize their deductions get some tax cut.

Senator MONDALE. Well, I do not quite understand why you say you
prefer an increase in exemptions, then, over the credit, because it seems
to me, as you pointed out, that an exemption benefits people more the
higher they are in the tax brackets, and less the lower they are.

Mr. PECHMFAN. The difference between an increase in exemption and
your optional tax credit is that the optional tax credit confines the ad-
justment to people below something like $20,000 to $25,000, depending
upon the size of credit.

I think you have to balance two things. As you point out, the
increase in exemption that I-tend to favor somewhat over the credit,
goes to everybody, all taxpayers, even those in the higher income
taxes. My view is that exemptions have been eroded for everybody,
and I do not see anything wrong with giving even the very highest
income bracket taxpayers a $70 tax cut for each exemption.

_. - V., _.
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I am particularly concerned that in the moderately high income
classes, the optional tax credit makes no differentiation for families
with different numbers of exemptions.

Now, the other thing that the optional tax credit does, is that while
the House bill under-corrects the minimum taxable level for large
families, the optional tax credit Over-corrects. As you will note in
the last two columns of table 1, a $220 credit-I think you were reco-
mending $200, the numbers would not be very different-a $220 credit
corrects much more in the opposite direction. My own view is that con-
sidering everything, the increase in the personal exemptions would
probably satisfy the objections of tax cutting and interpersonal equity
among different families. But I really do not think that the differ-
ences are very large.

Senator MONDALE. Just one brief question. My time is up.
Would you say that the reason you have some trouble with the

credit is because* it pays out more relief to the lower income levels
and that this is based solely on petty demagoguery? [Laughter.]

Mr. PECHMAN. I do not think that we should have a hangup if a
particular provision of the tax law, when modified, gives a modest
tax cut to persons in higher income classes. It is not as if you are
showering them with huge tax cuts by giving them an extra $70 for
each exemption.

On the other hand, if the committee considers that undesirable, I
would accept the committe's judgment.

Senator MONDAL.. Thank you.
The CHAIRMAN. Senator Ribicoff.
Senator RIBICOFF. A comment from any one of you gentlemen.
We have areas of very high unemployment in this country. One

of the best stimulative effects would be the investment tax credit.
Would you advocate a higher rate of investment tax credit in areas

of high unemployment?
Any one of you gentlemen.
Mr. STRIN.T would say no. T think that some areas of high unem-

ployment should be areas of high unemployment. That is, there is a
shift in the location of industry in this country, a shift in the pattern
of consumption and production and this will cause differences in rates
of unemployment among areas. I do not think it should be the policy
of the Government to maintain the geographical location of industry
just as it is. So that I think You ought to let the market determine
where industry is located and try to make sure that the market is full
and it prospers and works. %

Senator RmiCOFF. Do any of you gentlemen disagree with Mr. Stein?
Mr. ScyiuLrz I am not sure I would put it exactly' the same way,

but I would come to the same conclusions.
Senator RIBICOFr. You all come to the same conclusions.
Now, the second question, it is apparent that the controversial part

of this tax bill apparently is not in the rates but the question of
whether we should close out the oil depletion allowance in this tax
bill.

You are a group of economists from liberal to middle of the road
and conservative. I would like to get a comment from the four of you
as to whether or not we should be closing out the oil depletion allow-
ance in this tax bill.
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Let us start left to right.
Mr. ScJiuLTzE. It is left to right as you see it. Of course it might be

right to left as wN see it.
Quite frankly, at least part of that is not an economic judgment.

My own view is the oil depletion allowance should be removed. I would
not want to hold up economic relief for any substantial period of time
in order to get it.

So, on substantive grounds I think it ought to go, but conversely on
substantive grounds I think we need the stimulus so badly that I
would then have to make a tactical judgment as to how long you are
going to hold up the stimulus by trying to get oil depletion, and I
would not hold it up very long.

Senator RIBICOFF. Mr. Stein?
Mr. STEIN. Well, I was so rash as to go down to Houston, Tex. last

Friday and say that I thought the percentage depletion ought to be
eliminated, but I do not think it should be eliminated in this tax bill
for the reasons Dr. Schultze made. Also, I do not think it should be
eliminated except as part of the package which would eliminate the
Rrice control on oil, and I do not think we should have a windfall pro-

ts tax. I think the oil industry ought to get its incentive and profits
out of the market rather than ott of the tax system.

But saying that, we ought to allow the market to work.
Senator Rmico.'. Mr. Weidenbaum, I think if you want to add,

we have your testimony in which you feel that this is no time to
remove the oil depletion allowance if in the process of doing so we
delay the tax cut.

Mr. WEIDENBAUM. That is right, and I also point out the very
substantial need of the oil industry for additional funds in order to
meet the Nation's energy priorities.

Senator Rinicor . Mr. Peehman.
Mr. PECHMAN. Well, I want to make it unanimous. I agree with

the others that the percentage depletion provision should be'elimi.
nated from the tax code. I also think that it should be entirely elimi-
nated and not retained for small independent operators.

With respect to when it should be done, I think it is merely a mat-
ter of judgment on the part of the Congress as to how quickly you
could do it. I would say it is worth a week of the Senate's time if you
could come to agreement.

On the other hand, if it drags on to several weeks, I think I agree
with the others that the stimulus is much more important and that
decision could be delayed until later.

Senator RIBicoo. Do I gather that the balance is so important that
a 2-week delay in getting a tax rebate and a tax cut into the economy
is that much more important than trying to get the oil depletion al-
lowance eliminatedI

I am trying to get the timing of a week, 2 weeks. How important
is it that we can take, or should not take 2 or 3 weeks?

Mr. WEMENBATM. Frankly, Senator, I personally am concerned
that putting the depletion allowance on the tax cut bill, the repeal
thereof would also encourage putting other reform measures, and
the cumulative effect would be to bog down this vital legislation.

Senator Rmiconr. In other words, reform at this time would be
detrimental to getting our economy moving again.
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Mr. WFIDENBAUM. Yes sir.
Senator RIBICOFF. Is this the feeling of all of you, the four of you

generally?
Mr. PECHMAN. As you know, I said a week would not be fatal. If

you swore on a stack of Bibles it would be only 2 weeks, you might
persuadeL me. But I agree with Professor Weidenbaum that once you
get into this kind of thing, you do not know how long it will take,
and so my response is, if it could be done quickly-and by quickly
I mean very quickly-then I would say go to it and let us get the
decision done once and for all.

But the economy is iii serious trouble. We are concerned about a
cumulative downturn or a cumulative spiral. The longer you wait,
the worse that spiral is going to be.

Mr. STmi. I think my position is a little different. I am -concerned
not only about the speed, I do not regard it as a reform unless it is
coupledwith the decontrol of oil prices, and I think that is some way
off.

The CHAIRMAN. Senator Haskell.
Senator HASKELL. Thank you, Mr. Chairman.
Gentlemen, Mr. Schultze made the comment that the tax reduc-

tion should rest heavily on the one time rebate rather than on what
might be a permanent tax reduction which I gather would delay the
time in which we hopefully might get some surpluses.

Now, would you other three gentlemen agree on the thrust of Mr.
Schultze's comment that we should lean heavily on the rebate and a
little bit lighter on the tax reduction?

I wouldlike to get a feeling from the rest of you.
Mr. SCHULTz ,. Could I clarify that?
Senator HASKELJ. Sure.
Mr. SciuLrzE. I am starting with the House bill which is in effect

an $8,billion rebate and $11 billion permanent. I would add to both,
I would make the $11 billion go to $16 billion and the $8 billion go to
$13 billion, $5 billion each. The burden of my remarks was to be cau-
tious on the permanent side. I want to add $10 billion to the stimulus,
but I only want to put half of that-

Senator HASKELI. I understood you. You would rather lean more
heavily on the rebate end, even though you are adding to both.

Mr. SCHUiA'Z,. That is correct. I do not want to put the whole addi-
t ional stimulus on the permanent.

Senator HASKELL. Well, let us hear the rest of you if you do not
mind, and your reactions to that.

Mr. PIN"I,' x. WelJ, I am not very far from Mr. Schultze. He rec-
ommends a $13 billion rebate, and I siiggest in my statement a $10 bil-
lion rebate. I do not think the difference is crucial. I also agree that
there is concern about how much tax cut we can afford in light of the
future requirements of the Federal budget.

With respect to the economic effects, I think most economists would
say that if all you had to choose from would be $15 billion of rebate
and $15 billion of permanent tax cut, clearly the $15 billion permanent
tax cut is more stimulative because it lasts longer and people can take
them into account in their permanent economic decisions.

But we are not faced with that problem. We have both in the bill,
and what Mr. Schultze and I are suggesting is that both the rebate
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and the permanent tax cut be increased in light of the seriousness of
the economic situation.

Mr. WEIDENI.BAUM. In my statement, I enunciate what, I think is an
important principle to follow, and that. is -rny permanent tax cut
should be smaller than the temporary one shot tax cut, and the reason
for that is, as I look down the pike a few y-eats when the economy is
expanding and private capital needs will be expanding, then we need
to avoid at that period large Treasury deficits which truly would
compete with the private sector and abort the recovery.

Senator HASKELL M'. Stein I
Mr. STEIx. Well, I am satisfied with the total size and distribution

of the House bill and 1 am not proposing anything more. If I were to
propose something more, I think I would want the permanent part to
be somewhat larger because I think we have unintentionally and un-
necessarily increased the real burden of taxation. I would like to see
that reduced, and while I am concerned as the others are about deficits
in the future, I think that reducing the permanent level of taxation
will serve as a restraint in the increase of our expenditures over the
future, and that the most likely outcome is not that we will have bigger
deficits, if we have less taxes, we will probably have smialle1r
expenditure.

Senator HASKELIT. Thank you, Mr. Chairman.
The C [IAIRIAN. Senator Fannin.
Senator FA N-;IN. Thank you, Mr. Chairman.
The statements that have been made all have been very helpful, and

I know that you could argue and support the positions they have
taken. It all depends on what our goal is. If this is a one-time move,
which I think most of us consider it to be, and like Mr. Pechmnan said,
it is regressive. Perhaps it would be more equitable if we are talking
about tax reform or tax relief, to give $50 to each one, but I think we
are talking about putting people back to work.

Do you all agree on that?
M[r. WVEIDENBA M. Yes, sir.
Senator FANN.M.N. If we are going to talk about putting people back

to work, then the larger rebates, it seems to me, would accomplish that
objective. I)own payments on cars, refrigerators, appliances in general,
and even homes, would be in order. But if we are going to give $50
back to each person, would that accomplish that objective ?

Mr. Pechman, do you feel it would ?
Mr. PECHMAN. The major effect of the rebate occurs as a result of

the spending of the rebate by individuals who receive it. Then there is
more income and employment that this spending generates, which
generates further income and employment, and so on. I do not think
you can tailor a tax cut so that people are likely to spend more money
on particular consumer goods. The thing to do is to increase consumer
disposable income which in turn increases spending generally, and
then comes back to increase consumer durable goods spending.

You will find that any economic stimulus that i given that promotes
economic recovery in the next year or two will in the end result in a
relatively larger proportion of spending going into consumer durables,
just as, for example, the decline of spendinghas been concentrated in
consumer durables.
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I am very confident any rebate that you give will also increase
consumer durable spending relatively more. For that reason, I con-
clude that the thing that the committee should do is to give a rebate
that it regards as equitable. I think that the basic point is to decide on
the size of the rebate and to do it equitably, and not to worry about
the spending. It will take care of itself.

Senator ANNIN. Well, of course, this committee must not only
decide on the amount of the tax cut but where the tax cut should be
directed to provide the maximum stimulus in the economy, and I think
that has been-

Mr. PECIIHMAN. I do not think there would be any difference in the
end, in the net stimulus between a $10 billion rebate, one based upon
last year's taxes or another based on a per capita distribution. I think
the differences would be minimal.

Senator FA.%NNIN. Mr. Weidenbaum, there appears to be some con-
troversy regarding the effect the Federal deficit will have on private
capital markets.

In your opinion will a deficit in 1976 exceeding $60 billion help or
hinder the recovery process ?

1Mr. WEIDN:XBAU . Senator, that is a difficult question of judgment.
I think in all candor the larger the deficit, the higher the level of in-
terest rates, that is, if there would be a decline in interest rates it will
not be as much of a decline, if the deficit were smaller, I think, even
though I forecasted a decline in inflation rate, frankly, I have to admit
that the larger the deficit, the smaller that decline in the inflation rate.

There is a price to be paid for deficit spending and we ignore it at
our peril. But as I see it, in my set of value judgments, the unemproy-
ment problem in 1975 outweighs that but what is, I think, vitally im-
portant is to look ahead and avoid building in fiscal 1977 and fiscal
1978 the kind of large deficits that we are faced inevitably in fiscal
1976, because my great concern is, if we have anything like these large
deficits in fiscal 1977 that truly will compete with private credit needs
and expanding economy, and such large Treasury deficits could abort
the recovery in the private economy and undo the recovery.

Senator FAimx. The problems we have facing us-well, I guess
that is the end of my 5 minutes.

Thank you, Mr. Chairman.
The CHAIRMAN. Senator Packwood.
Senator PACKWOOD. Murray, did you get my letter?
Mr. WEIDFNBAUU. Yes, and the answer is on the way. Thank you.
Senator PACKWOOD. All right, I do not need any more than that now.
Dr. Schultze, I ask this question not adversely, but I am so con-

fused by listening to economists, let us assume the cash deficit this
fiscal year is someplace around $45 billion, and the cash deficit next
fiscal year is someplace around $85 billion, and total Federal borrow-
ing between now and October 1, 1976, of around $170 billion or $200
billion, and continued unemployment, gradually declining. But let us
say at the end of fiscal 1976, October 1, 1976, we are still running ?
percent unemployment.

Can we borrow that much money under those circumstances and not
have it be particularly inflationary, if the Fed is willing to substan-
tially expand its monetary policy and float the deficit that way? Are
you pretty well convinced we can?
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Mr. SCHtuIJTZ. Yes, sir. I am not sure I necessarily want to buy the
$170 billion, $200 billion, but let us assume it is a very large number.
If the proposal is, for example, as Mr. Pechman and I indicated, it,
will be a large number.

In the first place, as I see it, and admittedly with a little oversimpli-
fication, if you decide on economic policy grounds that you want the
total national spending that goes with that kind of a tax cut, and this
you are willing to pay, and you want the growth in the economy that
this would provide, then what you would presumably also be willing
to buy is to have the Federal Reserve during that interim period pro-
vide additional money supply to make it possible to get that. kind of
spending which you have decided you wanted anyway.

Senator PACK WOOD. That is where you are going to take the pressure
off the capital market, on reserves. Now Mr. Stein, you agreed, did you
not, can we float to $170 billion to $200 billion in borrowing over 18
months? Do you come to the same conclusion Dr. Schultze did'

Mr. STRIN. Yes; I think we can do that. I thiiik part of the problem
has been implied in another condition that. you stated, and that is thatin October 1976 we are at 7 percent unemployment. That is if the
total program including rate between now and October of 1976 to 7
percent, I think that it probably will not be giving us such a rapid-
expansion as to revive the inflation.

The question is whether this much deficit spending supported
heavily by the Federal Reserve, in order to keep interest rates low, will
give us a much bigger upsurge than that, which would both get the
unemployment rate down below 7 percent by that time and revive theinflation, that I am uncertain of. I do not know where the crossover
point is, but I think that when you start talking about an $80 billion

deficit, if that is the number you said, in fiscal 1976, that that becomes
worrisome from that standpoint.

Senator PACKWOOD. Are the conclusions of Professor Mondell andLatford reasonably accepted? You know, the curve they have got in
the taxation and revenues?

Mr. ShIN,. They are accepted by Mr. Mondell and Mr. Latford.
Senator PACKWOOD. Is that about the extent of the width of theiracceptance lhr. STEiN. There are few other people.

Senator PACKWOOD. Are they regarded as kind of zany by rational
economists?

Mr. STFix. I do not think economists are in a position to say that,
our records being as they are. I mean, anybody could be right. But I
do not know many people who think they are right.

Senator PACK WooD. Let me ask a last'question. In terms of the alloca-
tion of the rebate, apart from the fairness or the unfairness as to
whether this should be a regressive rebate, or whether it should roughly
parallel the incidence of taxation, Treasury Secretary Simon said-the
other day that it is important that big ticket items be purchased, cars,
automobiles, homes. Is that true, do we need to skew this toward the
purchases of the big ticket items or is it just as significant that peoplepurchase toasters and waffle irons as well as automobiles and homes?

Mir. ST mx.%-. Well I really do not follow Secretary Simon's argument
about this and I guess that is just not the way I look at the problem.
I do not think we should look at the taxpayers as a bunch of cows to

48-493 0 - 2 - 2
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whom the Government is going to feed some grass in the form of tax
relief i tCe hope of getting out of these cows some increased expendi-
tures in the form of the Government wants.

I think it is the taxpayers' money we are giving back to them to the
extent we do not absolutely need it at this moment. And we are going
to give it back to them, not in proportion to their willingness to buy
automobiles, but on some grounds of equity. And I think the over-
whelming eq uitv consideration at this time is to offset some of the ex-cess tax burden elmce imposed by inflation.

With respect to the second part of your question, I think that all
kinds of expenditures are helpful to us at this time, and I do not think
it is particularly our, function at this moment to try to pinpoint the
direction of these expenditures into areas which the Government has
selected as being particularly in need of stimulation.

Senator PACKWOOD. Well if that is the situation, then where in terms
of fairness should we skew this? Should the rebate be roughly in pro-
portion to the progressivity of the tax now. or should it. be skewed
more heavily toward the lower end of the scale?

Mr. STm.ix. Well if I had been doing this from scratch, I would have
made an estimate which other people have made. It is rather difficult,
but an estimate of the proportions in which the inflation has increased
the real tax burden at different income levels. It has increased the real
tax burden most in the lowest income level, but it has increased the
real tax burden all over. So I would have spread the tax reduction all
over, but with the largest proportion at the'lower end. I do not. like, asI haid in my statement, to exclude people in the upper income brackets
from any relief here. Not that the amounts involved are very large,
but I think it is just bad education for the public.

Senator PCKwOOD. Dr. Pechman,. you wanted to answer my
question?

Mr. PECHMAN. Yes; I just wanted to emphasize the point I made
earlier. I do not think that last year's taxes or the increase in real bur-
dens, really are very relevant to your decisions on how to distribute $10
billion of Federal funds in order to stimulate the economy. I think
what you have to do is to make a decision de novo. If you uselast year's
taxes or the increase the real tax burdens, you are cutting out all of the
people who did not pay any taxes at all al'd still (10 not pay any taxes.
I think that is inequitable.

If you are giving $10 billion of Federal funds to the people in order
to increase spending, I think it ought to be given to the low income
classes as well as those who pay taxes. The best way to do that by a
per capita credit; $50 a person is good enough.

The C.IIRMAN.. Senator Byrd?
Senator BYRD. Thank you, .Mr. Chairman.
May I ask the panel this? In your judgment, how important a fac-

tor in the continuation of the recession is the lack of confidence on the
part of the consumer and business in general?

Mr. WEImDNBAUM. Senator, I personally think that is a very vital
factor. And that is why personally I have urged a simple, rapid reduc-
tion in taxes, both on the consumer as well as on business. And I un-
derscore the term simple, because I think a complicated tax package is
not going to have the positive effect on the consumer that we all want.
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On the other hand, a simple, prompt tax cut will do, I think, a great
deal to turn around business and consumer spending.

Mr. ScHUuzE. Could I--without meaning to disagree at all, it seems
to me confidence is important, and there arc two ma]or ways to restore
confidence. The way you restore consumer confidence, I think, is to put
some money in their pockets; and the way you restore business con-
fidence is to get their sales moving back up again.

I think a quick, large economic stimulus by actually doing some-
thing will do more to restore confidence than anything else I could
think of.

Senator Bymi. But you do feel that the lack of confidence is an im-
)ortanit elen.e'ft in the n. sent recession?

Mr. SCHULrzME. Except I want to stress I think with respect to con-
sumers it is a lack of confidence which comes from having lower real
purchasing power in their pockets and seeing their friends and neigh-
bors being unemployed. It. is not a lack of confidence, it is really a psy-
chological bubble. ft is underlined by a real decline in income on the
part of consumers.

Senator BYR. Dr. Stein, would you care to comment?
Mr. SmTiFx. I agree with the way Dr. Schultze has put it. I think that

we recognize that lack of confidence is important, but believe that you
have to change. that situation by doing real things and not by operating
in some psychological atmosphere.

Senator BYm. What ? I did not catch that.
Mr. STEw. Not by operating in a psychological atmosphere. You

have to do real things about people's incomes, about employment,
about their profit prospects, and so on. You cannot talk them out of
this lack of confidence I believe.

Senator B-i-D. Thank you. Dr. PechmanI
Mr. PECI A.,. I agree with what was just said. I do not think you

can look at the economic statistics of the last 25 years and try to glean
from them what the effect of lack of confidence has been. Recessions
have been the result of the fact that real incomes declined, business
profits declined, and investment opportunities declined. And as a
result, what we Jhave needed to do during these periods is to increase
spending through fiscal means and monetary means. It is the increase
in the spending that will restore confidence. Just talking about confl.
dence will not. do the trick.

Senator BYiD. Thank you, gentlemen. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Hathaway?
Senator HATHAW AY. Thank you.i Mr. Chairman.
Let me ask all of you, as far as economic stimulus is concerned, does

it. really make any difference if we had a price drop of $10 billion, or
the Federal Government spent. $10 billion, or we leave the $10 billion
to the general public to spend? Since it is the same amount of money,
do they all amount to the same stimulusI

Mr.'WEIDENBAUM.. Senator, I am afraid the answer is it really de-
pends. It depends on the nature of the Government. spending, and let
me contrast the long lags involved between the time the Congress
enacts an appropriation and the expenditure is made for whatever
goods and services the Congress is buying. Contrast that with the
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rapid ability of the Treasury Department, which is greatly experi-
enced in those matters, to mail out refund checks to taxpayers.

Senator HATHAWAY. Outside of the timing, would it be the same
stimulative effect?

Mr. WEIDENBAUM. Well, Senator;-if you embark on a large public
works program this year and start designing the plans, ask for bids,
start construction in 1976 and really get underway in 1977, I think
would be counterproductive.

Senator HATHAWAY. Well, if you had a program that could start
immediately, say a housing subsidy that was enacted in the next week
or so.Mr. IVEIDENI ,u3f. Well, I guess one of the things I am also con-
cerned about, whenryou talk about expenditure subsidies is they are
hard to keep temporary. And if there is anything I would be concerned
about, it would be a new permanent drain on the budget.

M r. PECHMAN. I want to be sure that we do not slide too easily over
an elementary point. I think that a reduction in prices of $10 billion,
if it is a reduction of prices in products that are produced by U.S.
producers, would not have the same stimulus at all as a $10 billion
increase in expenditures or a $10 billion tax cut. The reason is, a $10
billion reduction in prices would come, to a large extent, out of profits
and wages. So the stimulus would not be as great if we reduce prices.

I think the preferred way would be to increase expenditures or to
reduce taxes, and of course I agree with Mr. Weidenbaum that you
have to be sure that the expenditure increases are made promptly.
There is no point in embarking on a long-term public works program
or even, I daresay, try to stimulate housing construction through some
subsidy device.

My guess is if you started that, that 2 or 3 years from now-when
you did not want the stimulus, you would be spending the most money
on the program. In the early 1940's we had that very experience
through a public works program that was still paying out money
in 1968 out of a 1962 or 1961 authorization.

Senator HATHAWAY. Well, does not your answer, in regard to the
price cut, depend upon whether the price cut comes about as a result
of increased productivity?

Mr. PECHTMAXK. Oh, yes, that is right.
Senator HATHAWAY. If it comes about in increased productivity,

then it would have the same stimulus.
Mr. PCiNmAX. Well, of course you could not get an immediate

price cut of $10 billion.
_ &. Pator HATHIAWAY. I realize that, I was not asking about numbers.

The second question I wanted to ask you is whether or not you
have a list of products that. would be more stimulative if they were
bought than other products. Is it more stimulative to the economy if
you buy a new suit with the $200 rebate, or is it more stimulative if you
pay for the downpayment on an automobile ?

Mr. PFCII TA .X-. I agree with Mr. Stein. I think that is the initial
effect, obviously. Suppose you gave subsidies to people who bought
clothing. The initial effect would be to increase expenditures on cloth-
ing. But the multiplier effect would ramify through the economy in
the end. I do not think there would be very much difference on total
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spending between a general tax cut and a selective tax cut of the type
you are talking about.

Mr. STEIN. Well, except that the Senator's example of using the
$200 as a downpayment on an automobile implies that you are buying
a $2,000 automobile-if there is such a thing anymore-or a $3,000
automobile

Senator HATHAWAY. A 1960 Mustang.
Mr. STmiN [continuing]. As com pared with $200 worth of clothing,

and obviously spending $3,000 would be more stimulative than spend-
ing $200. So to that extent if you stimulate some expenditure out of
credit and not just out of the refund, you will have a bigger effect, but
I do not believe your job is to get the biggest kick per dollar of tax cut.
If you want more kick, you ought to have a bigger tax cut, but I do not
think you should do that.

Senator HATHAWAY. Thank you.
The CHAIRMAN. Senator Brock?
Senator BROCK. Gentlemen, let me ask you something a little bit

longer-ranged. Murray Weidenbaum mentioned the problem we have
with capital formation and the inadequacy-the perceived inadequacy,
at least at the moment--of savings and profits. I wonder if the rest of
you share that concern? Is it something that you think is serious? Or
do you think it is a matter we should not bother with. I think it would
have some effect on the economy. Dr. Schultze, what is your opinion?

Mr. SCiiuiTZE. Yes. I do not have any nice firm views on it. For
another purpose, I have recently seen several different sets of estimates
of potential investment and saving in the U.S. economy projected out
in 1980 on the assumption of meeting all pollution and energy require-
ments. Now you can imagine how many different assumptions are
built into this.

Nevertheless, it did seem to show that if you add housing and private
investment in a prosperous, reasonably growing economy toward the
end of the decade, that the percentage of investment required would
not-be very substantially different than what we have had in other
periods of high-level prosperity in the United States. I think if you
add housing and business investment, the two together add up to,
within several tenths of a percentage point, the same fraction of GNP
which implies the saving requirement would be roughly in that
ball park.

Now I do not necessarily put an awful lot of stock in such numerical
projections. I simply use it to indicate that it is not immediately ob-
vious to me that the capital requirements of having the kind of growth
rate we have had in the past will be hugely different.

Senator BROCK. Could I pursue this just before I go to the others,
and I would be delighted for them to respond, too. But I am a little
puzzled by your sanguine approach to the problem. If it is true, as I
gather it is, that profits have rather markedly declined in real dollars
over the last decades and that there are only two sources of funds of
capital formation--one is profit and the other is personal savings-
then how can you make the assumption that personal savings are going
to stop. And if you do make this assumption, are you not getting fur-
ther loaded onto that side rather than the equity side in terms of future
profitability to take care of future capital formation I



336

In other words, are we not now beginning to lay the foundation for
an extremely difficult, tenuous time in the era of the 1980's unless
something is done to change-that ? .

Mr. Sonu, Tz,. Well I would agree to the point at least of saying
that doing a conservative calculation of budgetary expenditures and
receipts out to that date, I would want from the point of view of this
contingency plan at this stage. not, to give away anything like the full
potential employment-high employment surplus-that would coms
with an economy growing toward full employment in 1980.

So even though I do not think I quite agree that that is where we
are going to come out, I do agree that with respect to contingency
planning we ought to be prepared to be in a position of running a
tight prosperity, a government budget surplus, which is another way
of generating the savings.

Senator BROcK. Do you see where I am reaching? Now if the im-
pact. of our action is successful, as we hope it will be, and the economy
does begin to turn, we are going to desperately need some very quick
capital to finance the recovery. Not just in terms of energy investment
but in terms of small business for inventories and all of the rest;
personal loans for housing, for automobile purchases and all of thesethings. -I find some difficulty in deciding where those dollars are going to

come from.
Mr. STEIN. I think that when the economy begins to turn, and if

it turns sharply, that the deficit will melt, but I think that you put
your finger on the real problem when you raised the question about
the debt structure. That is, I would not be concerned about the in-
adequacy of the total supply of savings, and I would not know how
to decide whether the total supply of savings was inadequate. That is
a matter of some social judgment about the rate at which we could
grow and economists cannot tell you the answer to that.

But I think if you have a continuing situation in which you do not
generate equity you get to a point at which you cannot get the total
savings invested and which those savers who, by and large, want to
hold liquid and secure assets have no place to put their money because
there is not enough equity behind it to assure the safety of their in-
vestment. And then you rufn into a situation where you cannot keep
a system running, and there are many people who think that is what
happened in 1929, which is a fateful year to mention. But I think there
is a problem.

Senator BROCK. You expressed my concern adequately. Thank you.
The CHAIRMAN. Senator Nelson I
Senator NELsov,. Mr. Chairman, I notice that in the testimony of

Mr. Nathan, who has not testified as yet, and in Mr. Schultze is, some
reference to public service employment. I take it the shared tax
stimulant that you were talking about, Mr. Schultze, would pay for
public service jobs I

Mr. ScnULrTZE. No, sir.
Senator NElsos. What would it be for?
Mr. SHULTZE. Anything they wanted to use it for on grounds, Sena-

tor, that right now State and local governments are busily firing
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people, keeping them off the payrolls, I suspect, for 30 days so that
they can qualify for public service employment and putting them
back on the payroll. Do not get. me wrong, I am not suggesting elimina-
tion. Indeed, I think there could be a moderate increase in public
service employment, but I think providing funds for State and local
governments to tide them through the recession generally, without
strings to it, is what I was talking about.

Senator Nr:LSO.. Most of the proposals and most of the comments
of economists that. I have read or heard in testimony before the com-
mnittee do not address the question of whether or not it is desirable to
put money in the public service job area.

In 1930-I am not advocating it one way or another, I am Just rais-
ing the question-in 1934, there were 11 million unemployed and the
Government. furnished jobs for 6 million by the WPA, Civilian Con-
servation Corps, National Youth Administration. Is there any value,
or is there a good reason why no emphasis is put on such job creation
at. this time by most of the economists talking about the present unem-
ployment situation? I would like to have the comments of all of you.

Mr. WVEIDENBAU.. Senator, when I listen to descriptions of the prob-
lems with the current public service employment program, I must say
I get more enamored of the tax cut approach. I cannot get very en-
thusiastic about a program that says keel) those unemployed school-
teachers, policemen, firemen off the payroll for 30 days so they can
qualify for a new Government. spending program. That just strikes
me as a pretty iiefficient-you know, it is almost a game-playing
routine.

I think what we need to do is to provide purchasing power to the
American public rapidly, and you do that most rapiRdy, most effec-
tively, not by setting it ) a new and inevitably elaborate Government
spending program, but by not. taxing the public so heavily in the first
place.

Mr. Schiiltze. If I might. add one point, I think to keep this in
Coine kind of range of reasonableness, it seems to me that no matter
what we do, we are going to have very high unemployment for sev-
eral years; even with a successful recovery-program, you are clearly
going to have very high unemployment. Iut within thiat framework,
one has to look at public service employment as a very useful tool, but
a limited tool. A limited tool in the sense that I personally believe,
on the basis of not. very much evidence, I will admit, that the currently
planned level of public service employment could be raised. But I do
think that. raising it to the levels that one hears occasionally of 1 to
1.5 iuillion people is not feasible, not likely to work very well.

So I would kind of give an answer in the middle, I think. Someexpansion in public service employment is probably desirable; I have
some doubts as to how far that can be pushed, and it seems to me the
major effort-all that should be done, the major emphasis has to be
on putting people back into the jobs they normally hold.

Mr. PECHMAN. I agree with Mr. Schultze, and I am concerned about
what Mr. Weidenbaum said. Any feasible increase in public service
employment is likely to be relatively small, at least as compared to the
size of the problem. My feeling is--I am not an expert in this area-
that more could be done on public service employment, but that is not
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the basic way by which we should provide the stimulus necessary to
the economy. And so I would argue or very substantial tax cuts. And
also, as much expansion in the public service program that is feasible
within the next year or two.

The CHAMMAN. Senator Bentsen.
Senator BEN8'rE.. Thank you very much, Mr. Chairman.
When we talk about a further tax reduction in addition to what

the House did, can we make a reasonable case for the fact that there
has been a disproportionate cut for low-income as opposed to middle-
income persons in the House bill, and that perhaps this should be
balanced in any additional tax cut?

Mr. WEMENBAUM. Senator, I certainly can and do make that case in
my statement. To begin with, I think we need to acknowledge that the
Federal income tax structure today is, on balance, a progressive tax
structure. It may not be as progressive as some would like, but it is
progressive, and that an across-the-board tax reduction with some
cap-whether it is $1,000 or $500 or $700-would make the tax system
more progressive than it is today.

Hence, I am not concerned by the alleged need to make for an even
more income redistribution type of tax system. I think if the Congress
just goes ahead and enacts a simple, clean, across-the-board rate re-
duction, it will when it is finished have a progressive tax structure.

Senator BENTSEN. If you did that as a supplement to the House bill,
would that possibly be an answer ?

Mr. WimENBAuM. If I had my druthers, and if that is consistent
with not. delaying the tax bill itself, I would like see a simple, across-
the-board percentage reduction on individual income tax rates.

Senator BEN Tsi.. T have heard middle income defined lately as
being a little too high to qualify for food stamps, but not enough to
get by on. y , .

Mr. WEDENBA'UM. Senator, I must say I feel that very strongly in
my own case, but I am reminded of Senator Brock's concern of gen-
erating sufficient capital investment funds, sufficient savings in the
year ahead, and I think if you distort tax structure against the middle.
income group of the society, you will unwittingly bias the tax struc-
ture against savings and investment.

Senator BP.Nm:.-. Would anyone else like to comment ?
Mr. PECHMAN. Yes; I feel constrained to say that while the factj

are exactly the way Mr. Weidenbaum said they were-namely, that we
have a mildly progressive Federal tax structure--the fact of the mat-
ter is that the Federal tax structure bears very, very heavily, because
of the social security payroll tax, on people who do not have enough
money to keep body and soul together, and as a consequence if we are
giving away $20 or $30 billion., I think that it behooves us to take care
of the poor or the near poor more generously than an across-the-board
rate cut.

I think that, the principles in the House bill are quite sound, and that
the committee should probably increase the tax reduction for stimula.
tive purposes. If it does that, it will have an-opportunity to cut taxes
some more in the middle-income- brackets; say. between $8,000 and
$15,000.I would do that by way of an increase in ~elrsonaI exemptions.
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Senator BENIrEN. We have heard some statements recently that
when it comes to new Government regulations or programs, an "eco-
nomic impact"' statement or cost-benefit analysis be provided the Con-
gress. Do you think that would be of assistanceI

Mr. PECHMAN. Yes; and I have seen some calculations by the Senate
Budget Committee that would do exactly that. with respect to the
fiscalstimulus that is now being considered by the Congress. I think
that you will find that if Charles Schultze's recommendations are
accepted lock, stock, and barrel, the benefit-cost ratio would be enor-
mous; in other words. that unemployment would be reduced very, very
substantially above the President's program, and profits and personal
incomes would increase very substantially.

Senator BENTSEN. Well, I share your concern about the investment
in manufacturing capacity in this country. Investment is about 10
percent of the GNP in the United States, and it is the lowest of any
of the major industrial nations. I feel that we must try to correct that,
for we have built into the system some very serious problems.

Now, if we were to increase the tax reduction, would you add any-
thins in the way of business investment incentives or not?

Mr. PECIMAN. I think the 10-percent that is in the bill is fine. If
you increased it to 12 percent, that would be allright with me too.

My own view is that the investment credit has always been on a
benefit/cost bases less effective than other incentive devices might be.
For example, instead of giving the investment credit to all invest-
ment, you could give it as originally proposed to firms that have
net investment, in other words, whose investment is at least as large
as the amount of depreciation allowances they have. This would per-
mit you to increase the rate of the investment credit, and to confine it
to firms that are growing. I think that would be a more effective sti-
mulus than the one we have today.

Of course, this is an old chestnut. Congress has decided to do it
the less efficient way, but whenever it wants to talk about benefit/cost
ratios, it might turn its attention to this kind of an incentive, rather
than an across-the-board investment tax credit.

Senator BENTSE.. Thank you very much, Mr. Chairman.
The CHAIRMAN. Mr. Pechman, I'appreciate what you said, and you

perhaps gave me a praise that I do not deserve with regard to the
proposal we passed. Sometimes we call it the low income tax credit;
sometimes we call it a work bonus. When we included the working
poor, we always limited that to people .who have children to support,
dependents that is, who might otherwise be eligible for the welfare
rolls. They would be entitled to a tax credit, and we proposed that
it be a 10-percent tax credit.

I think that a lot of people fail to look at the whole picture. You
are one of those who has made reference to studies-and I think
you have made some of them yourself-to show how little progres-
sivity there really is in the overall tax structure of this Nation. Peo-
ple do not realize that though corporate income tax appears to be
paid by a corporation, in the last analysis at least 50 percent of that
tax, and maybe as high as 75 percent of that corporate income tax,
is actually being passed on to the consumer in the price of the product.
Is that right?
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Mr. PECHIMAN. Well, I think you would get a big argument among
economists about that.

The CHAIRMANX. Do you know of anybody that puts it less than 50
percent?

Mr. PECIEDMIA. I would put it at less than 50, but I think the major
point you make is absolutely right. Even if you take the extreme view
that the corporate tax is-not passed on at all in the form of higher
prices, you find that the tax system when you take Federal, State,
and local taxes together is roughly a proportional tax. That is, the
people in all income brackets on the average pay roughly the same
amount of tax. I think that your proposal of a modest refundable
credit for low-wage earners, a work bonus, so to speak, is one way of
introducing a little bit of progression down at the bottom of the
income scale.

The ChAIRM3AN. Well, the studies I have seen-and I think that
Mr. Miller included one in his book "Rich Man and Poor Man" to
which I make reference on occasion-indicate that when you take
these things into consideration, the working poo' have paid a good
deal of taxes. Not only social security taxes, but they are absorbing
the property tax on the rental property that they are occupying, since
the landlord is passing that along to them in the price of their rent.

All sales taxes and excise taxes on the products that are being con-
suimed are being passed on to them in the price of the product, no
matter whom the tax is levied on, and even tile social security tax that
is supposed to be levied on the employer, that is a part of lfis cost of
doing business, and lie either has to pass that on to the consumer or he
is out of business.

I think some people fail to recognize what a favor these working
poor are doing us by turning to and doing what they can to try to
support themselves and their children. Many of those families could
just elect to throw in the towel, and a great number have done that,
and those families would be on tlhe welfare rolls for perhaps $2,400 a
year, where by contrast, they are working, and they are absorbing a
great number of taxes that are being passed on to them in the price
of the product.

Now, you have been aware of that for some years, have you not?.
Mr. PECiI ,.. Yes. sit, you are entirely riglt. I think it is an atroc-

ity in this day and age that the social security tax alone for a person
who earns $4,00 is of the order of $500 when you take into account the
employer portion of the tax. As you point out, either the employee
ultimately bears the burden of that tax, or it is passed onl in the form
of higher prices. We have had a poverty program now for 10 years,
and we are still taxing the $4,000 earner by almost $500. I think this
ought to be changed.

The CHAIRMA N. Well, we in Louisiana and some other States have
(lone the same by providing a homestead exemption for a family that
owns their own'home, but that is not provided for the poor that do
not own their own homes. To me it is rather unfair that those people
are absorbing the burden of the taxes in the rent they are paying on
their property, but there is no adjustment for them.

I just think that we have a right to look at some of those things.
I am also concerned about the fact that when one tries to do something
about the situation of the poor. we should look at those who are or
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would be drawn into the welfare rolls for small amounts. I am not
talking about those that are drawing the maximum amount, but those
who are drawing small amounts, who become eligible for $30 or $40,
something like that. If we merely undertook to refund to them some
of the taxes that are being passed on to them in the price of what they
buy, they would not be on welfare at all.

Mr. PFCIIMAN. I would like to refer you to table 8, the third column,
in which I show the percentage distribution of the revenue loss of the
tax reduction under the 5-percent refundable tax credit. Whether it is
5 or 10 percent, it does not matter. It is the same distribution: 97 per-
cent of the tax cut under your refundable tax credit would go to
people with adjusted gross incomes of less than $10,000.

Yo cannot make a tax reduction or a tax change that is much more
progressive than that. If the committee decides, as I hope it will, that
an additional stimulus is needed, it seems to me that doubling the re-
fundable tax credit in the House bill should be the prime candidate for
consideration.

The ChAIRMAN. Thank you. Now we have all had our turn to ask
some questions, and we have some other witnesses here. Do we want to
have another round, gentlemen? Or should we call the next witness?

Senator PACKWOOD. I have a couple more I would like to ask.
The CIIAIRIAN. I will call on Senator Packwood.
Senator PACKWOOD. You have all mentioned in one form or another

a worry about the accumulation of savings or investment capital over
the next 5 or 6, or 10 years. What kind of stimulus, if any, is needed to
tilt toward the accumulation of capital? Do we need higher dividend
investment credit or savings tax credits, or any of those workable gim-
micks, or not?

Mr. STEIN. Well, I woud like to see the corporation tax itself re-
duced quite substantially, and the simplest way to go about this, as I
indicated in response to Brock's question, my concern is less about the
total supply of savings and the total supply of capital. If I were con-
cerned about tl-at, I would go Dr. Schulze's route and try to make sure
that we ran budget surpluses when the economy is prosperous.

But aside from that, I would think the most direct approach would
be to reduce the corporate tax rate and not get into the business of
trying to reward this or that company that does this or that that you
decide they ought to do.

Senator PACKWOOD. I was not thinking of rewarding companies so
much with investment tax credit. Is there any merit to a savings tax
credit for personal income taxpayers? I mean a credit in the sense of
taking the $50 interest savings a year against their income tax-would
that be an inducement to save or not f

Mr. STEiN. I do not know. Our experience seems to be that the rate
of savings is very stubborn and unresponsive to what we are doing
about taxes or interest payments or anything else, so I would not ex-
pect very much of it, and doing it would conflict with another notion
of mine which is that people should pay the same tax on the same
income, regardless of the source from which it is derived, and I would
like to stick with that. It seems to me a good principle.

It also applies to the question of the working poor versus the other
poor. There are other poor people. I do not know what Senator Long
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is working toward, but anyway I would like to keep the tax systemas clean as possible.Senator ACKWOOD. If the idea is valid to give the bulk of the money

to the middle taxpayer, no matter how you invert or what our cash
revenues are, tax structure, is there some way to encourage them to
save or to invest, assuming those are goals we want to reach--6ne, are
they goals we want to reach, and two, what form of tax incentive would
do it IMurray I

Mr. WEMENBAU31. Senator, I would like to suggest, one, Herb Stein's
recommendation of cutting the corporate rate, but two, perhaps some-
thing that is more popular or less unpopular, and that is making
dividends on new preferred stock tax deductible because that will deal
with an important question that has been raised earlier of generating
new equity capital.

Senator PACKWOOD. New preferred stockI
Mr. "WTEIDENBAUM. Yes, sir.
Senator PACKWOOD. Why limit it. to preferred I
Mr. WEIDENBAU. Welf, to get the camel's nose under the tent.
Senator PACKWOOD. Is that why you were shaking your head?
Mr. PEC.EMAN. That is right.
Senator PACKWOOD. You disagree with the whole theory?
Mr. PECIIMAN. I disagree with the position that Ar. Stein and Mr.

Weidenbaum have taken, but I certainly do not think if you want to
go the route of the dividend deduction, which is what Mr. W eidenbaum
is talking about, that you ought to limit it to preferred stock. If you
want to give a stimulus, give it to all corporations, not only to corpora-
tions that issue preferred stock, and it is for that reason that I am
concerned. The revenue loss from such a stimulus would be very, very
large, and I hesitate at this time to make tax cuts, longrun tax cuts
of that type which would reduce the full employment surplus that
still is in prospect.

I just want to make one more point. Government saving is just as
important in this respect. By saving, Government makes room for
private investment. And a full employment surplus, which is what we
are hoping we can achieve under high employment, would be an appro-
priate way of doing it.

Senator PACKWOOD. At the moment, I am curious if it would work,
to cut it off at an adjusted gross income of $25,000, if you want. Would
$100 or $200 tax credit or investment credit work to encourage middle-
income taxpayers to invest or save it ? They ought to have enough dis-
posable income that it would not make any difference anyway?

Mr. PECHMAN. My judgment is no.
Senator PACKWOOD. Does anybody else disagree?
Mr. ScHUizE. No.
The CHAIRMAN. Senator Hathaway?
Senator HATHAWAY. Thank you, Mr. Chairman.
I am probably going to ask a question you are interested in yourself.You testified earlier in answer to my questions that it would not make

much difference what the rebate was set for, but what if the rebate, a
large part of it, is simply put into a savings institution? Is that not
going to slow the recovery, even though that will mean more housing
money is available? And would we not be better advised to think about
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the proposal that has been made by the chairman, that we give a tax
credit for housing, or some such gimmick as that?

In other' words, we should structure the refund or the deduction to
make sure the money is going to be channeled into a certain area such
as housing, because we have estimates indicating, we could decrease
unemployment below 6 percent if we have a certain number of housing
starts within a year.

Mr. PECIIMAN. Well, there is no question that a certain proportion
of a rebate or a tax cut will be saved. I do not think any economist can
honestly tell you how much it will be. I think most of us believe that
most of the rebate or tax cut will in time be spent. Consumers will
build up to roughly 90 or 95 percent of their disposable income in
expenditures.

Now, with respect to particular tax credit devices to stimulate cer-
tain types of spending, my objection is that it is still another tax
expenditure or erosion of the tax base, which is given to people
whether or not they intended to make the expenditure. I do not think
you can pinpoint a credit for housing, for example, to people who
would not have undertaken the housing expenditure anyway. That is
the reason why the investment credit', as you now have it, is inefficient.
That is the reason why any tax credit that you put into the law would
be inefficient, because you cannot pinpoint the people who would be
stimulated by it.

As a consequence, I conclude that the best that you could do is to
give a general tax cut and expect that in time practically all of it will
be spent by consumers.

Senator HATIIAWAY. But you are in favor of the investment tax
credit?

Mr. PEcJIDr',2. In a tax bill where we are reducing taxes by $20 or
$30 billion, I think that $5 billion of that going to business tax cuts
would be appropriate. I would prefer a different form of the invest-
ment credit, but I recognize that Congress is not about to do that, so
recognizing the realities, I think that is the best thing you can do in
terms of the stimulus for business investment.

Mr. W!DF.xBAU. Senator, I think the best thing you can do in the
depressed housing area is to make sure that you do not eliminate from
the tax cut precisely those income classes, the middle-income part of
our society which buys the new housing, and I think it is unfortunate
on the one hand to leave them out of the general tax cut, and then to
put back in a special housing subsidy.

I think the most, effective, most equitable way of doing it is the
general tax cut, which by its very nature would give the middle-income
)art of the society the money for downpayments on new housing.
Given the price of a new house, people in the bottom income bracket
just do not buy new houses.

Senator HATHAWAY. What about a mixture of both I
Mr. VE1DEXRAUMr. That is why a percentage cut across the board

would give its blessings to all parts of society.4t would do both.
Senator HATIHAWAY. Would you give the credit, as well as the broad-

based tax reduction?
Mr. WVEIDENDAUM. No, sir. I would like to see a generous, across-the-

board cut. Again, I think that would have maximum effectiveness,
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because I think, in terms of the point raised earlier about consumer
confidence, a generous simple )ercentage cut would do a great deal
more to restore confidence in the very complicated tax bills that the
public is not quite sure what it is all about, unless they have a CPA
or a law degree.

Senator HATHAWAY. Except if they were getting a rebate and a
refund also1 in addition to the credit, they are bolstered by the fact
that. they do understand what, a rebate is, and a tax cut; and they iill
soon final out from the people who want to sell houses what. the credit
is all about. Is that not true?

Mr. WEIDEN.x-A'3U. I guess it does boil down to a matter of judgment.
Senator HATHAWAY. Thank you, Mr. Chairman.
-The CI1I R3AX. Senator Dole?
Senator DorLE. Mr. Chairman, I have had to miss a lot. of the testi-

mony. I have been in and out. I do not have any questions except-and
maybe it is clearly defined--does everyone agree what middle income
is? Would like to know, so I would be for the right people.

Mr. Scjul.t'TZE. The median income at. the present. time is about
$11,1500 or $12,000. How far around that. would you want. to call
middle?

Senator I)oI.F:. How fai' does it, go up ?
Nfr. Sc t'Tzz. I do not. have the distribution number. My hunch

is-
Mr. STix. $42,500.
Mr. PECEIMANX. I think. really, the middle 50 percent of the, income

distribution probably lies somewhere between $8,000 and $15,000.
Senator P,%CKWOOi). The middle what?
Mr. PECEP.IAx. The middle 50 percent of the families in the United

States probably lie between $8,000 and $15,000.
Senator PACKwooD. In terms of gross income?
Mr. PEc113MA. Yes; earniings, plus a modest amount of dividends

and interest. So that what you are talking about, if you are talking
about the middle part of the distribution, is something between $150
a week and $300 a week.

Senator Dot,. I have just been at the Budget Committee, where they
are hearing witnesses too. And at each hearing you get a different
description or definition of low income, middle 'income, and upper
income; and I assume there may be very valid reasons for that. But it
makes it difficult to talk about where die stimulus ought to be, when
we do not know what we are talking about. So I guess I can assume
there is not any general agreement. Is it somewhere between $8,000
and $25,000, or $10,000 and $25,000?

Mr. P~CJ.IAN. If you go up to $25,000, you are getting to a very
high income. My guess is-I have not seen the most recent figures-
but probably no more than 5 or 10 percent of the families in the Inited
States, probably 5 percent of them have above $25,000. I think that
you cannot quarrel with the facts of the income distribution, that is,
If you want to get the middle range, the middle 50 percent centered
right at the median-which, it seems to ime, is appropriate-you are
talking about $8,000 to $15,000. If you go up to $20,000. you are getting
into a relatively high income.

Senator DoLa. Herb?
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Mr. STaix. I think the operational significance of this discussion
with respect to taxes recently has been the notion that low-income
people, they will spend the money if you give it. to them; middle
income, they may or may not, and upper income people will not. And
I think that is all a mistake. That is, we do not know that. there is very
much difference in the probable expenditure impact of giving them
money down at the low end, and then at the upper end. My suggestion
is, we should not make that decision on that basis, on the basis that
you are going to get more bang for it if you are goins to give it down
at the bottom than at the top. You should decide what you think is
fair, whatever that. means. 1B ut that is something the Senator is an
ex ert at.

Senator DOLE. The President, suggested a limit of $1,000, and
that has been discussed as being far too high. Is there any general
agreement among the four?

Mr. 11 EIDEN AL'M. In my statement, I have a $750 limit, and the
reason I came up with that number is, the $1,000 limit seems to have
been shot down. Not that. I particularly disagreed with the $1,000
limit, because I do think that there is a'lot to be said for the down-
payment on the big ticket item as being a way of providing major
stimulus. Frankly, I think it is tunfo rtunate to get a tax stimulus bill
bogged down into discussions of income redistribution. That is the
essence of long-term tax reform matters.

Senator I)or,.. I think you are right.
M'. PErcM I, .. Well, I want to disagree with my friend-on this point.

I do not think I deserve a $750 tax cut. I think that if you are handing
out $8 billion or $10 billion of Federal revenues, you ought to concen-
trate it in the lower- and middle-income classes. I think the President's
program, or Murray's $750 limit-

Senator DoLE. That would mean you are in the upper income.
Mr. Pmicpmm.tx. I would get, the limit, yes. My tax liability is high

enough so that if you based the rebate on my last yes taxes, I would
get tFie limit. And I do not think that is desirable in the present. cir-
cumstances. My view is, that if you want a simple device to hand out
$10 billion, tie moie equitable and much more simple device is to give
it on a per capita basis. Everybody would get $40, $50, $60, $70 per
person in the family; and you could easily make such refunds on the
basis of the number of exemptions on the tax returns. For the small
number of people who do not file tax returns, there are social security
offices, unemployment compensation offices, and so on that could proc-
ess tIe claims for the rebates.

I really do not think that, in this day and age, when we want to give
stimulus' for consumption to the mass of people, we ought to do it on
(he basis of last year's taxes. A per capita basis would be much more
equitable; and as M1r. Stein has said, I think it woul be just as effective
In terms of stimulus.The CI1.tum!.\ '. Senator Nelson?.

Senator NiP%,o.x. I just have one question, which pursues a previous
line of questioning. and it relates to the question of how vital, how criti-
cal is the time factor in passing a bill that stimulates the economy by
whatever method-tax cuts, investment credit, rebates. And I place it
in this context ; it is March 11 today. At the soonest, we could get a bill
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to the floor on Monday next. On Friday is March 21 ; that is the soonest
it could be passed. The recess starts, anid continues until April 7.

Now, if controversy arises-that is, the depletion allowance-and a
substantial debate is initiated on that issue, which I would suspect will,
based upon the history and the feelings of many people about. it; if
then, as a consequence of that, we are really looking at a tax bill that
does not pass until 2 weeks after we returnA on April 7, which would
bring us to April 19-that is 51/2 weeks from today-and then assume
that it could be passed in the 2-week period starting on April 7, Mon-
day, and concluding on April 19, 10 legislative days later, and then a
conference with the House which will take a week, which then brings
us up to 61/2 weeks from now before a conference report. And then add
to that whatever time it takes, and I have no notion about that-and
you gentlemen may very well know-once the bill is signed, is it 4
weeks or 6 weeks before any m(,ney is returned? Is that in the ballpark?

Mr. PECJIMA.%,. A month,say about a month.
Senator NELsoN.%,. Well, if it is a month, then if a controversy arises,

and we do not pass it until April 19, which would be realistic, a 2-
week debate on this issue, with amendments and debates and exemp-
tions for small producers, which is going to be in the debate here-
during the course of it, we would then be looking at somewhere around
101/2 weeks to 3 months.

Now, how serious-from each of you, I would like to have you
say quickly how serious would that delay be, in your viewpoint?
Would it be worth the fight over the depletion allowance, which I
happen to favor the repeal of, which can be before us on an energy
bill or afterwards--how serious a matter to our economy would it
be if there was a delay of an extra 6 weeks beyond what it could
normally-6 weeks to 2 months beyond what it could be?

Mr. PECHMAN. I think it would be very serious, and I would be
shocked if it took that long. It seems to me that the bill ought to be
wrapped up at the end of next week, not only in the Senate but also
through the conference. We need the'stimulus right awa.y, and I hope
that Congress does not take its recess until the bill is actually passed
by both Houses, which means that the bill would have to go through
the Senate and the conference committee. As you painted the picture,
if those are the facts, reluctantly, even though I strongly support
elimination of percentage depletion, I would have to say defer it until
a later day.

Mr. WFJF.,BAU.-M. Senator, I generally share Mr. Pechman's views,
because I am afraid, in the course of that several months delay, there
will be a very adverse effect on consumer sentiment, Roughly-my
goodness, can the Congress not move -Why are they getting so bogged
down? Do they not. know that we have a serious recession?

Senator NFjAoN.-. I would say in fairness, I suppose saying 2 weeks
after we get back, assuming there would be extended debate if we
tried to get it on next week--I am guessing there would be at least
a net extension of the effective date by 4 or 5 weeks, and possibly 6.
Mr. Stein?

Mr. STE.IN. Well, I agree with my colleague& I think the delay
would be terribly serious, would be critical; and I think that one of
the most constructive and responsible contributions that Congress can
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make to the solution of the present problem would be to put aside
parochial, partisan and special interests, and deal immediately with
the general problem.

"Mr. SCHllTE. The only reason I am adding to this is just to make
sure that the record shows that four people agree fully that a 4-week
delay would be-I do not know what adjective to use, but something
between unconscionable to terrible, serious; but a very severe adjective.
And 4 weeks, it seems to me, should be out of -the ballpark, in terms
of an emtra delay.

Senator Nr.Lsox. Thank you.
The ChAIRMA N. Well, gentlemen, the suggestion that we were going-

by up until now was that we would undertake to agree among our-
slves that whatever the decision is about the depletion allowance, it
ought to have a retroactive date back to January 1, 1975. So whatever
the answer would be, whether it included any consideration of the
independents or anything else, that January 1, 1975, would be the
effective date. Now, some of you here brought up the point that should
be considered: how much money is going to be needed to produce the
energy that this Nation will need, and how are those funds to be gen-
erated? How much is to be generated out of earnings, and how much
of it is to be generated out of borrowings? How much money can be
borrowed, based on a given amount of earnings? That then raises the
question of deregulation of controls on natural gas and on oil. And
that just might provoke a filibuster from the other side of the argu-
ment, from those who do not like the oil industry, rather than those
who do.

Now, meanwhile, with this recess coming up, it is fine for a Senator
to say, "I will be here." But if he is going to be here, he ought to assume
the responsibility of keeping his troops in town; because par for the
course is that people are willing to stay here to vote. They are not will-
ing to stay here to hear somebody make a speech, since they have made
commitments to go speak to various and sundry groups, and they will
try to be there. That is part of the problem we are trying to contend
with.

Now, I just, want to say a word about housing. I have no degree in
economics, but I did major in it in college, and I have listened to a lot
of economists like you gentlemen during the 26 years I have served
heie, and I am very mudi aware of the need of getting the housing
industl going. A nian who is one of the biggest housebuilders and
developers in this country. had pretty well found his health broken
by the high interest rate, the environmental problems, as well as the
recession; and lie tells me. forget about the $1,000 tax cut for me. See
if you cannot, do something to get. this housing industry going. And
I am aware of the fact that when we enact the investment tax credit
for new plant and machinery, it overheated the economy. It has t wa.y
of making things move, afil I find myself thinking that a tax credit
of about the same dimension will have" about the same percentage that.
we are talking about, providing that. we could get Mr. Arthur Burns
to act like he is doing the job of Congress which lie is supposed to be
doing: and to help hold down these interest rates, and to help channel
enough money at reasonable interest. rates into that market, and if we
can get the building trades to cooperate. I have had indications from

48-493 0 - 75 - 23
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them that they will be glad to cooperate, if the other fellow will, to
limit wage demand to a productivity, cost-of-living-type formula to
get this housing industry going.

If we could increase housing starts from 250,000 up to 100,000, the
way I analyze it, if you look at what we collect in income taxes on
people.who are not now working, plus what we have on unemploy-
nent insurance payments of those who are presently sitting on the

bench hoping to be called to work somewhere, it really would not cost
us anything. If we could get more than 100,000 additional starts, we
night actually make money at it, if you consider all factors.

I do not know what is the point in trying to get a tax cut to a mid-
dle-income or upper-income fellow if he is not going to spend it any-
way. 'What is the point in that?

Mr. WEIDENBAUM. I have a suggestion to help the housing industry
that might not cost a nickel.

The CIIAIRMAN. What I am talking about might make us money,
but go ahead. What is your suggestion?

Mr. WEWEnAUx. And that follows the question that Senator Bent-
sen asked about the cost of Government regulation, like those environ-
mental regulations. As you may know, I recently completed a major
study of the adverse effects of the cost side of Government regulations,
and sure, a lot of them have benefits. We should not forget that. But
if we did do some more benefit cost analysis, in a sensible way, of those
Government regulations, I think we would have less regulation rather
than more regulation. And the result would be to reduce a lot of the
restrictions that are hampering construction and business investment.

The CHAIRMA. ,May I urge you to have a little conference with my
friend Senator Nelson after this meeting is over with? You might
make a little headway with him. He is tough, but you might have some
headway with him on that subject.

Mr. WEID];NBAUX. I would always be delighted to meet with the dis-
tinguished Senator.

The CHAIRMAN. Thank you very much, gentlemen.
Well, the hour is now 12:30. I suggest we stand in recess until 2:30.
[The prepared statements of Messrs. Pechman, Stein, Weidenbaum.

and Schultze follow:]

PREPARED STATEMENT OF JOSEPH A. PECHMAN,' DRICTR OF EcoNoMIc STUDIES
ThE BaooxiNo8 INSTITUTION

I am pleased to have this opportunity to appear before the Finance Committee
to discuss the tax reduction bill recently passed by the House of Representatives

-to help reverse the recession and to bring about a quick economic recovery.
Everybody recognizes that business activity is in a severe slump. All sectors

of the economy are in retreat: real disposable income has been going down for
more than a year, and the result has been a retrenchment in consumer spending;
inventories have become redundant, and liquidation of excess stock Is now under
way; housing expenditures hare been declining for about two years; busi-
ness investment has been declining since mid-1974; and state-local spending is
being restrained by the recession-induced reductions in tax collections.

"The views expressed In this statement are those of the author and do not necessarily
reflect the views of the officers. staff, or trustees of the Brookings Institution. I am
indebted to Larry J. Tenison and Barry Elchengreen who did the programming for the
calculations referred to In this statement. Research on the revenue Implications of various
tax reduction-tehniques-waasmpported by a grant from the RANN program of the National
Science Foundation.
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The effects of the recession on employment and incomes are evident In the cur-
rent statistics. Unemployment is rising at a rapid rate and may reach 10 percent
before the recession is over. Consumer incomes are declining sharply in real
terms. Corporate profits are being rapidly eroded. Before this recession is over,
corporate profits before taxes will be at least a third lower than they were at
their peak In the third quarter of 1974. Measured in constant dollars, the drop in
profits will be even more dramatic. This is clearly an unhealthy situation and
warrants immediate action to correct it.

I believe it is possible to halt the recession this year. but this will require
prompt and vigorous stimulative action. What is needed is a combination of
large tax cuts and expenditure increases and an easier monetary policy. Other-
wise, business activity will continue to languish throughout 1975.

The House bill would reduce taxes in 1975 by a total of $21 billion ($1.5 bil-
lion of which would actually be paid in 1976). While this will provide a sub-
stantial stimulus, I believe that the severity of the recession calls for even more
drastic action. I would urge that the House bill be revised to raise the tax cut
this year to about $30 billion, and that the reductions other than the rebate be
extended through next year. Since the stimulus will almost certainly be needed
next year as well as this year, Congress should avoid wasting valuable time by
enacting a tax cut now for both 1975 and 1976.

The House bill would provide five different types of tax reductions: first, a
rebate, based on 1974 taxes, to be paid in one installment within 60 days after
the April 15 filing date for 1974 returns; second, increases in the standard deduc-
tion; third, a refundable tax credit on earned income up to a maximum of $2;
fourth, an increase in the investment credit from 7 percent to 10 percent; and
fifth, an increase in the surtax exemption for corporations from $25,000 to
$50,000.

THE REBATE ON 1974 TAXES

The rebate is the most novel provision in the bill and I hope the Senate will
support the idea. Its major advantage Is that It can be paid out promptly and
have an immediate stimulating effect on consumer spending. There is no guarantee
that taxpayers receiving a rebate will spend as much out of the proceeds as they
might spend if the proceeds were spread out over a longer period of time. How-
ever, the bill also contains a tax reduction that will be spread over the remainder
of the year largely through lower withholdings, so that spending will also be
stimulated through the mechanism of a regular tax cut.

The rebate was originally proposed by the President. The present bill con-
tains vestiges of the original proposal which called for a 12 percent rebate of
1974 taxes up to a maximum of $1,000. This would have been a highly regres-
sive method of reducing taxes. As a substitute, the House bill provides a 10
percent rebate with a maximum of $200 (phased down to $100 for taxpayers
with incomes between $20,000 and $80,000) and a minimum of $10, or the amount
of last year's tax, whichever is lower.

Although the House provision is much more equitable than that proposed by
the Administration, I don't believe that last year's taxes are the most relevant
ditributional device for providing a stimulus to consumer spending. A per capita
payment is at least as simple to understand as the fiat percentage tax cut and
it would be more equitable because it would go to families who were too poor to
pay any taxes last year as well as to those who were taxable. A per capita pay-
ment of $50 would amount to a total of about $10.6 billion, or $2.5 billion more
than the rebate proposed in the House bill. The additional stimulus would cer-
tainly be welcome under current economic conditions.

INCREASE IN THE STANDARD DEDUCTION

Perhaps the most urgent change made in the House bill Is the increase In the
levels at which Income is subject to Individual income tax. Congress decided to set
the minimum taxable level at the officially defined poverty line in 1960 and
again in 1972. This decision makes a great deal of sense and I hope that Congress
will again confirm this policy in deciding on tax action this year. For 1975 the
poverty line (according to the conservative estimates of the Joint Internal Reve-
nue Committee staff) for a family of four is $5,442, yet the minimum taxable
level is $4,300. This means that afamily with an income of $5,442 would be pay-
ing $159 in individual income tax, an amount which it clearly cannot afford to-
pay.
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The minimum taxable level is now determined by two basic features of the
tax law: the per capita personal exemption and the minimum standard deduction
(called the "low-income allowances"). It would be possible to raise the minimum
taxable level by increasing the personal exemption or the minimum standard
deduction, or both. In addition, some have suggested using another device-the
tax credit-to avoid what they regard as excessive tax reductions in the higher
brackets. The House bill raises the minimum standard deduction from $1,300 to
$1,900 for single persons and $2,500 for married couples and the regular standard
deduction from 15 to 16 percent with a maximum of $1,500 for single persons and
$3,000 for married couples, thus confining the adjustment to the low- and middle-
income classes. Since inflation has eroded everybody's exemptions, I see no-ood
reason why everybody's exemption should not be adjusted upward. My preference
would be to raise the exemption from $750 to $900 per capita and the standard
deduction to a flat $2,000. This would provide tax reductions to persons who item-
ize their deductions as well as to those who take- the standard deduction and
would increase the cost of the adjustment by $3.5 billion a year.

REFUNDABLE TAX CREDIT ON EARNED IN()ME

Another novel feature of the House bill is a refundable credit of 5 percent of
earned income up to $4,000, or a maximum of $200. The credit would be phased
out from $200 to zero as income rises from $4,000 to $6,000. This credit is intended
to offset the heavy burden of the social security payroll tax on low-income earn-
ers, without affecting the balances in the social security trust fund. The prin-
ciple is sound, since the payroll tax is the most burdensome federal tax imposed
on low-income earners. However, it does not take into account the 5.85 percent
tax paid by employers, which is also borne primarily by employees (either
directly or through higher prices). Thus a doubling of the credit from 5 to 10
percent would have a great deal of merit- The additional cost would be about
P5 billion a year.

BUSINESS TAX REDUCTIONS

The House bill provides tax cuts for businesses amounting to about $5 billion.
The most important provision is an increase In the investment credit from 7 to 10
percent. In addition, the surtax exemption under the corporation income tax
would be raised from $25,000 to $50,000. The higher Investment credit ($3.9
billion) would have a much more stimulating effect on business spending, since
it would be received only if a business enterprise made an expenditure on equip-
ment or machinery. The increased corporate surtax exemption ($1.2 billion) is
designed primarily to be of some assistance to small businesses; it will have little
Immediate effect on business spending.

In summary, the House bill would make an important contribution to economic
recovery and action should be completed on the bill as soon as possible, The major
provisions of the bill are basically sound, althougir I would suggest altering
them in three respects. First, the rather complicated rebate on 1974 taxes-a
vestige of the original administration proposal-should be replaced by a fiat $50
per capita payment. Second, the per capita exemption should be raised along with
the minimum standard deduction. Third, the 5 percent refundable tax credit on
earnings up to $4,000 should be doubled. These changes would raise the 1975
tax reduction in the bill by $8.5 billion to almost $30 billion. Finally, the tax re-
ductions other than the rebates should be extended through calendar year 1976.

I am adding to this statement a series of tables showing the revenue and
distributional effects of the individual Income tax provisions of the House bill
and of a number of modifications the Committee may wish to consider. These
tables were prepared on the basis of the Brookings tax file for 1970 projected to
1975. I hope the Committee will find these tables useful in its consideration of the
bill.
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TABLE I.-MINIMUM TAXABLE LEVELS UNDER THE PRESENT INDIVIDUAL INCOME TAX AND VARIOUS EXEMPTION.
STANDARD DEDUCTION, AND TAX CREDIT PLANS COMPARED WITH ESTIMATED POVERTY LEVELS, 1975

00 per capital SZO0 lowincome
exempUon; $z- allowance; $2 $220 optonal pr
000 low-income additional per capitataxcredits

Present law House bill I allowance capita tax credit

Mini. Mini. Mini- Mini- Mini-
Povery mum mum mum mum mum

Family leve taxable Differ- taxable Differ- taxable Differ- taxable Differ- taxable Differ-
size 1975' level ence level ence level ence level ence level ence

1 ........ $.6$2,050 -$ 2$2
2 ....... 3,470 2,800 -670 $4.000 +h 48000 $330 $3.857 37 S4.28 6
3........ 4,253 3,050 -703 4,150 +497 4700 447 4,876 533 5,511 1,258
4.. 5,442 4,3 -1,142 5, 5 .6 158 714 212 6,6 8 1,226

6.423 5,050 -1,373 6,250 -113 6,500 71 6,643 220 7,826 1,403
6.......7.226 5.800 -1.426 7,00 -O226 7,400 174 7,567 341 89894 1,758

I Estimates by the Joint Internal Revenue Committee staff.
I Minimum standard deduction of 2.50)0 for married couples and $1.900 for single persons.
* Taxpayer is allowed to use the credit or the $750 per capita exemption, whichever is to his advantage.

TABLE 2.-REVENUE AND DISTRIBUTIONAL EFFECTS OF VARIOUS INDIVIDUAL INCOME TAX EXEMPTION.
STANDARD DEDUCTION, AND TAX CREDIT PLANS, BY ADJUSTED GROSS INCOME CLASSES. 1975

$2.000
$90 per capita low-incom

eeumption allowance*
$200 U25 additional $220 optional

House low-incme per capita per capita
Adjusted gross income class bill' allowance tax credit tax credit

Revenue change (billions of dollars) ........... -$5.2 -8. 7 -$7.6 -$8.2

Percentage distribution of revenue chang:
to$5000............................ 15.6 11.3 20.8 9.8
O to$10000 ................... 41.7 30.3 34.8 34.3

Sto 000 ...................... 12.7 17.7 16.8 33.2
15. to 20,000 ....................... 16.0 14.5 12.0 17.3

t00o 5.000 ....................... & 5 10.3 7.5 5.05,00 to 5000 ....................... 5.3 12.2 6.9 .4
50.000 a over ......................... 2 3.6 1.3 (1)

All classes ........................... 100.0 100.0 100.0 100.0

Percentage change In tax liabilities:
$5 000............................ -47.2 -57.5 -92.7 -47.5

000 o $1O0000 ....................... -18.0 -21.8 -22.0 -23.5l0).0to 500o ....................... -3.1 -7.3 -6.1 -12.9
15oooto .000...................... -3.5 -5.3 -38 -6.0

t000 to ..................... -2.1 -4.3 -2.7 -2.0
$.ODO to .000..................... -. 8 -3.1 -1.5 -. 1
I,00an over........................ () -1.1 -. 3 (U)

All classeS ........................... -3.6 -6.0 -S.3 -5.7

IMinimum standard deduction of $2,500 for married couples and $1,900 for single persons; regular standard deduction
of 16 percent of income, up to a maximum of $3,000 for married couples and $2,500 for single persons.

ILess than 0.05 percent
Source: Computed from the Brookings tax fle projected to 1975. Figures are rounded and will not necessarily add to

totals.
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TABLE 3.-REVENUE AND DISTRIBUTIONAL EFFECTS OF VARIOUS INDIVIDUAL INCOME TAX RATE REDUCTION
PLANS, BY ADJUSTED GROSS INCOME CLASSES, 1975

House bill: 5-
House bill: 10- percent refund- 2*pnrcentage
percent rebate able tax credit int rducion President's

of 1974 tax. on esarnins up nall marginal proposed rate
Adjusted gross income class to $200 to $4,00 rates reduction I

Revenue chne billionss of dollars) ........... -$11 -$2.3 -$12. 7 -$11.3

Percentage distribution of revenue change:
0 to $5,00 ............................. 7.8 85.8 1.8 5. 7$S0O0to $10 000 ....................... 20. 11.8 11.2 2 8

0.000 to $l,000 ....................... 238 1.2 18.4 27$i,00t 20,0............ 23. 0 .6 19.5S 19.5Sk0=,00 to 5, .......... 14.4 .3 15.7 11.2. to o ..................... .9.0 .4 22. 0 7.8
$S5O4t W .~. : . .. ... 1. (91"4 .

0,0 d over ........................ 1.3 (9. .4 4. 3

All classes ........................... 100.0 100.0 100.0 100.0

Porcnt s change In tax liabilities:
010$5,00 ........................... . -48. 0 -116.S -13.2 -37.6$00't $10.00 .......... .............. -1&.4 -2.3 -11.8 -22. 5000 t: I ODD -10.4 -. 1 -11.1 -14.8

ls:00to -9.0 1 -10.4 -9.3
0,00 to 5.000 ...................... -6.4 (9 -9.6 -6.1

$25,000 to $,0000 ....................... -2.4( -8.2 -2.6
$50,00 and over ........................ -. 4 9 -4.9 -1.6

All classes ........................... -6.5 -1.6 -8.9 -7.9

a Rebate Is phased down from $200 to 1100 between $20,000 and $30.005; rebate below $1,000 is $100 or amount of
1974 tax whichver is lower. Rebate Is distributed on basis of estimated 195 adjusted gross Income classes of persons
511n tax returns.

I Credit phased down to zero between $4 000 and $6000.
a ReduclJn of 1st bracket rate from 14o 7 percent, tapering to zero at taxable Income of 1$8,000 for single persons

and $24,000 for married couples.
' Does not Include $300000000 for earners who do not le returns.
SLess than 0.05 percent.

Source: Computed from the Bookings tax Mle projected to 1975. Figures are rounded and will not necessarily add to
totals.

TABLE 4.-REVENUE AND DISTRIBUTIONAL EFFECTS OF 2 INCOME TAX REDUCTION PLANS, BY ADJUSTED GROSS
INCOME CLASSES, 1975

Hoe Propsd
Adjusted gross Income class billI alternative

Revenue change (billions of dollars) ............................................... -$1.5.7 -$23.5

Perctage distribtion of revenue change:
to $5,000 ................................................................ 21.8 27.6
000 to $000 ............................................................ 26.3 22.7

1 0 o 00 .......................................................... 16.8 16.6
15,00 to z2000 ......................................................... 17.4 13.2
.0 to 6,00D .......................................................... 10.3 8.7

fi 00 ........................................................ 6.5 11&0000 a ever ............................................................ . 8 2

All cases ............................................................... 100.0 100.0

Prcentage cheng In tax liabilities:
so to WOO ................................................................ -201.3 -380.8

5 to $10 000 ........................................... -34.4 -44.4
1 to $0""000*-... .... .................................... -1.5 13.4

S00,000 to $2000 ........................................................... -7.8 -9.8
000to 0,00 .......................................................... -3.2 -6.2
,000a d oer ........................................................... -. 4 -1.7

All classes ............................................................... -10.9 -16.4

1 10-percent reobte on 1974 txe; low.income allowance of $2,500 for married couples and $1900 for single persons;
standard deduction of 16 percent of Income. up to a maximum of $3.000 for married couples and 2,500 for single persons;
5cent refundable tax credit uP to $200 (with phaseod between $4,000 and $6,000).

'$900 per capIta exemption $2,000 low.encome allowance; 10-prcent refundable tax credit up to $400 (with phaseout
between 4,00 and $R,00); I capital payment of $50.

SDoes not Include $30,000 0 o0O refundable tax credit for earners who do not fie returns.
' Does not Include $1,000,005,05 of rebates and refundable tax credits of persons who do not file returns.

totS4rrce: Computed from the Brootgs tax filed projected to 1975. Figures are rounded and will not necessarily add to
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PREPARED STATEMENT OF HERBERT STEIN, A. WILLIS ROBERTSON
PROFESSOR OF ECONOMICS, UNIVRSTY OF VIRGINIA

The economy has fallen a long way, further than almost anyone expected. It
will undoubtedly fall more. The inflationary record of the past ten years and
the inflationary danger of the future are a warning that we must be cautious
in pumping up the economy. They do not, however, require us to accept the further
decline and sluggish recovery that would be risked if the Government did not
act to support the economy.

Tax reduction is an appropriate way to stimulate the economy today. It is
superior to expenditure increases. That is not because tax reduction is more
stimulative; it may or may not be. It is because inflation has substantially raised
the real tax burden and because we have had a large increase in non-defense
spending by government, relative to the GNP, over the past twenty years.
I believe that the American people would prefer to have more of their income
left in their own hands to spend; rather than being taxed away and spent by
the Government. I think we should take this occasion to move in that direction.

The $21 billion tax cut provided in the House Bill seems a reasonable amount
to me. When I testified before the House Ways and Means Committee on January
27 1 said that I thought that the Administration's $16 billion tax cut proposal was
too weak. (A copy of that testimony is attached.) The House Bill is somewhat
stronger, and I welcome that. I don't think anyone can tell within a range of
say, plus or minus $5 billion dollars what is the best size of the tax cut. However,
I think that the House Bill is in the right ballpark and I hope that its size will
be acceptable to everyone. After all, what is $5 billion between cooperating
branches of Government?

It seems to me urgent that the tax cut should be enacted and put into effect
promptly. This requires that each of us should restrain himself about insisting
that the tax cut take precisely the form that he prefers. Therefore, while I
shall indicate some points of difference with the form of the tax bill, I would
not want a fight over these issues to delay the effectiveness oftthe tax cut.

I do not like the denial of income tax relief, under the part of the tax cut that
may be permanent, to upper-bracked taxpayers. I can see no basis for this dis-
crimination other than petty demagoguery. I do not accept the motion that the
more progressive the tax system the better, and I would hate to have it accepted
as standard American doctrine. Inflation has increased the real tax burden on tax-
payers In all brackets, although not equally; taxpayers in all brackets should
get some relief, although not equally.

I am concerned about the distinction made in the House Bill between earned
and unearned income. This will unnecessarily complicate millions of tax returns.
I recognize that this distinction Is now effective for taxpayers paying rates in
excess of 50 percent. I don't like that either, but in any case it affects relatively
few taxpayers.

We would be better off to begin the process of reducing the tax on corporate
profits than to make another Jiggle in the investment credit. We should recognize
that the present system of taxing corporate profits is unfair, as well as economi-
cally Inefficient and we should try to correct that, rather than concentrating on
giving the business sector a succession of uppers and downers.

Most important. I hope that the provision for removing percentage depletion
allowances In the taxation of the oil Industry will be eliminated from the present
bill. I say that as one who believes that percentage depletion should be eliminated.
However, I fear that debate over percentage depletion will delay enactment of the
tax cut. Also, I believe that percentage depletion should be removed as part of a
package that Includes removal of price control on oil. While I want to get rid of
discriminatory tax preferences for the oil Industry, I do not think that public
policy in total should treat the oil industry as a pariah--even if we didn't have
the present energy problem and still less because we do.

PREPARED STATEMENT BY 'MURRAY L. WEIDENBAUM

THE TAX MTr: PUTTING FIRST THINGS FIRST

Congressional action on the pending tax bill will be an Important test of the
legislative branch's ability to move decisively In a period of urgency. That will
require setting aside popular but postponable matters.
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1. The overriding need of economic policy is for prompt congressional action
on a reasonable amount of fiscal stimulus now. The American economy is clearly
in tile midst of a severe recession. The longer you walt. the more likely you will
feel growing pressures for voting for an excessive amount of stimulus-pressures
for pushing that proverbial panic button, with the unfortunate result of doing
too much too late.

.2. Tax reform proposals, however desirable and attractive, should not be
permitted to delay the enactment of the tax cut; the bill should lie kept as
uncomplicated as possible. Some of the reform proposals remind me of the
patient with an extremely painful toothache and a very bad set of buck teeth.
It would be a most unusual dentist who would set out to straighten the full set
of teeth before he pulled out tile diseased one. Slowing (iown the pending bill
by attempting simultaneously to close your favorite "loophole" (however you
define that pejorative term) may be satisfying to the psyche, but it will
.set back the effort to promote economic recovery. Loading down this bill with
controversial special provisions--even if you think they are desirable by thei-
selves-would be a dis-ervice. Don't try to solve all the nation's problems at once.
As Voltaire said, "The best is the enemy of the good."

3. Excessive oil profits are not the major problem facing the United States in
1975. Reading some of the current Congressional tax debates. It would seem
that. after decades of living with depletion allowances, that special provision is
suddenly the most urgent Issue facing the Congre.ss. Frankly. I am not an en-
thusiastic advocate of percentage depletion. Nevertheless, candor requires me to
report that the capital needs of tile domestic petroleum industry III the coming
decade are not likely to be met from retained earnings, even if profits grow sub-
stantially from their present levels. The oil companies will be raising substantial
amounts of funds in the nation's capital markets. Tile lower their profits, the
larger will lie their borrowings--and that will be at the expense of housing,
utilities, and other users of capital. In any event. if the Congress has not seen
fit to change the oil depletion allowance since. 1909, this seems to be tile most
Inopportune moment to belatedly do so.

4. For maximum effectiveness, the tax cuts should lie designed to achieve just
one objective--restoring economic prosperity by stimulating production and em-
ployment in 1975. To convert this Into a social welfare lill would lie most
unfortunate. It would be far better to have a temporarily uneven prosperity than
a fair and equal distribution of prolonged recession. If the overriding problem is
creating production and employment--and I understand that now Is our number
1 prlorlty-then It does not make sense to limit the tlax rebates to such small
amounts that they won't suffice as down payments on homes, cars, appliances, and
other big-ticket Items with a large economic impact. As we have learned in the
past, only a prosperous and expanding economy generates the resources to reduce
poverty and achieve other social objectives.

5. For maximum speed and public understanding. keel) the tax cut proposal
simple. On the consumer side. a straight 12 percent rebate on the 1974 person l
Income tax-perhaps to a limit of $7--would surely lie a psychological as well
as financial boost to consumers. This should be coupled with an imne iate reduc-
tion in withioldings on the 1975 tax of aiout 10 percent: that will positively
affect the consumer's view of expected future income anl make more likely the
rapid expenditure of the one-shot rebate. Similarly. a simple Investment tax
credit-such as 10% or 12% for all businesses-would lie a needed spur to the
sagging capital equipment and construction sector,.. LTot us remember that the
task at hand is not to protect people from last year's Inflation or the last decade's
Injustices. but to generate quickly the effective demand that will turn-around
this economy which Is In a substantial recesqon.

6. Avoid sowing the seeds of another round of double digit Inflation. Let us try
to learn from experience. We need to avoid fighting the recession in a way that
will get us back to this unfortunate situation a year or two from now. It is
most important to make the anti-recession expenditure increases temporary and
any permanent tax cuts smaller than the temporary tax reductions. New long-
term commitments on the budget will lead to more Inflation and then to another
round of deflationary policy. The Nation would soon be back to where we are
now, but probably at even higher rates of Inflation.

NOT: .-- Mr. Weldenbaum Is Director of the Center for the Study of American .Busin"s at
Washington University in at. Louis. He Is also an adjunct scholar at the American Enter-
prise Institute for Public Policy Research.
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7. The longer you wait, the more stimulus will be required. In a sense, the
economic-policy problem In early 1975 is like rescuing a man who is sliding
down a mountain; the longer you wait to throw him a rope, the bigger that rope
is going to have to be. That Is not just poetry. I am urging more fiscal stimulus
today than I did when I testified before the Ways and Means Committee in
January and far more than when I testified before the Senate Budget Com-
mittee in early December. As I said at the outset of my statement, action on
the anti-recession tax bill is an important test of the Congress' ability to
move decisively.

PREPTMRED TESTIMo Y oF CiAi.ELS L. SCUULTZE,l THE BooxLN0s INSB1TUnoN

Mr. Chairman and members of the committee, the American economy is In
deep trouble. We are in a serious recession that is daily growing worse. The econ-
omy needs a stimulus from the federal government. It needs a large stimulus.
It needs it right away. Providing that stimulus should, I believe, take top pri-
ority on the agenda of the Congress.

WHAT ARE THE ECONOMIC FACTORS AT WORK?

The first set of questions facing the Congress is how big a fiscal stimulus
is needed to turn the economy around; and how much of it should be tem-
porary and how much permanent. Is the $20 billion tax cut enacted by the
House sufficient to do the Job? Should a larger tax cut be enacted? What should
be the other components of an economic recovery program?

On the one hand, we are faced with an economy which is already operating
far below capacity and deteriorating radiply. Since output and employment are
continuing to fall, by spring of this year the gap between actual GXP and full
employment GNP will be in excess of $210 billion. Even if, for conservatism's
sake, we define full employment as a situation not of 4 percent but of 5 percent
unemployment, the gap this spring would still be over $170 billion. Should
economic recovery began promptly around mid-year, and the real output of the
nation rise steadily by 8 percent in the first year of recovery and 7 percent a
year thereafter, it would still not be until 1978 that the unemployment rate fell
to 5 percent. In short, by the time any fiscal stimulus begins to take hold the
economy will be operating far below Its desirable potential, even conservatively
defined, and will have a long way to go before approaching a decent level of
output and employment. Judged by this criterion alone a very large stimulus Is
necessary to do the job.

At the same time several other facts need to be taken into consideration in
designing a recovery package. First, once the economy Is turned around, a number
of forces will begin to operate in support of the fiscal stimulus. We face in
the immediate future, unfortunately, a period of inventory liquidation and
adjustment. A large tax cut, by putting additional purchasing power in consumer
hands, and thereby increasing sales of consumer goods can ease and shorten that
adjustment process. And once it is complete, production and employment will
be spurred as inventory investment begins to Increase. A policy of reasonably
easy money and further reduction in interest rates--a subject to which I shall
return--can help spur a substantial recovery In housing. If we can get the
economy turned around, therefore, there can be important recovery forces set
in motion. Fiscal stimulus does not have to do the whole job itself.

-Second, we need to worry about the longer run implications of this year's
fiscal package. One of the major depressing forces now acting on the economy is
the drain in purchasing power caused by last year's huge increase in oil prices.
The average price of oil in the U.S. has gone from about $4 a barrel in October
1973 to a current level of about $9.25 a barrel. These price Increases were passed
on into the final prices of virtually all products made from oil. The proceeds of
these increases, in turn, went chiefly abroad to the OPEC countries and into the
profits of domestic oil producers. Most of them have not been respent on pur-
chases of goods and services. While OPEC countries did increase their imports
from the U.S., the increase in 1974 was only a small part of their higher revenues.
And while investment in domestic oil and gas production rose, it too absorbed
only a fraction of the Increased oil company profits. As a consequence, jobs lost
in consumer goods industries, because of the oil-induced drain of consumer

IThe views presented In this statement are those of the author and not necessarily those
of the officers, trustees, or other staff members of The Brookings Institution.



356

purchasing power,- were not offset by new jobs In the export and investment
goods industries. In 1975 the net drain of purchasing power will probably amount
to $25 or $30 billion. But In succeeding years the drain, and the consequent job
losses, should get smaller, as OPEC countries increasingly use their higher
revenues to buy Imports from us and as domestic energy investment rises. The
stimulus we need now is more than the stimulus we will need in later years.

Third, In designing this year's fiscal package, it Is necessary to look at the
expenditure side of the budget, in 1970 and in subsequent years.

The President's budget calls for 1976 budget expenditures of $349 billion, up
from $312--$314 billion in 1975. A realistic estimate, however, would require
several adjustments to these numbers. On the one side the $349 billion contains $7
billion of expenditures resulting directly from the President's energy program,
which are offset by higher oil taxes.' To construct a bduget excluding the energy
program one has to deduct this $7 billion. On the other hand the President has
proposed a number of major cuts in federal outlays. Some of them simply repeat
proposals already sent to the Congress. Others reflect the President's proposal to
put a 5 percent ceiling on all expenditure programs that are automatically
escalated with the cost-of-living, or with private wages (such as social security,
the new supplemental security income, and federal pay raises). On the basis of
past history and a reading of Congressional responses to these proposals, I think
it is eminently realistic (and in my view sensible policy) to assume that the
majority of these cuts will not materialize. I think it likely that the budget,
adjusted for all of these factors would show expenditures of $355 billion, before
adding any expenditures specifically designed to promote recovery. Before allow-
Ing for any tax cuts, revenues would be about $304 billion. The deficit therefore,
before any economic stimulus would be in the neighborhood of $50 billion.

This deficit is not the result of a large burst of spending, but flows directly
from the recession. If the unemployment rate were 4 percent rather than the 8
percent on which the budget is based, federal outlays would be at least $10 billion
lower. Expenditures on unemployment compensation, food stamps: and public
employment programs would be much less. Similarly, with a full employment level
of output, revenues would be much higher, as the higher Incomes generated larger
tax coflectlons. I would judge that even If the President's expenditure cuts were
not enacted the fiscal 1976 federal budget would be in surplus by some $15 billion,
were the economy operating at full employment. The shortfall In national output
and income has turned this potential budget surplus Into the prospect of a $51
billion deficit.

This Is a large full employment surplus. The rapid inflation of the past two
years has pushed taxpayers into higher tax brackets, even though, for most of
them. real Income is down. The average tax rate has been rising while real
Income has been falling. Inflation has, in effect, legislated a tax Increase. The
full employment surplus has risen sharply, and Is helping to depress the economy.
The Impact on the budget of the inflation-caused tax Increase has been masked by
the deep recession. People without jobs can't pay taxes.

An economy lut on the path to recovery would generate large increases in
federal revenues. This Is what the full employment surplus tells us. But In de-
signing a fiscal package to help toward recovery It would be wise, I think, not
to give away so much revenue on a permanent basis as to eliminate the full em-
ployment surplus. Predictions of the future are Inevitably very uncertain. Now
expenditures for national health insurance or for welfare reform, for example.
are sure to arise. Hence, common sense would dictate a middle course. Recognizing
the long-run depressing effects of a large full employment surplus, we need and
can afford to have some of the fiscal stimulus take the form of a permanent
tax cut. But discretion would suggest that the permanent part of the fiscal
package be relatively modest, leaving a significant part of that surplus for the
known and unknown contingencies of future years.

The House-enacted tax bill, as you know, provides an $8.1 billion rebate on
1974 tax liabilities, a series of reducHons in 1975 Individual Income tax liabilities
amounting to another $8.1 billion, a reduction in 1975 corporate tax liabilities
amounting to $1.2 billion, and a two-year increase In the investment credit, which
reduces 1975 liabilities by $2.4 billion. For purposes of analyzing the economic

'$2 billion extra grants to state and local governments to repay the higher oil prices:$2 billion In cash rebated to low income citizens : and $3 billion in higher federal outlays
for all.
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Impact of the House bill, I an going to assume that all of it, except the 1974 rebate,
becomes a permanent part of the tax code. Given that assumption, Table 1 below
shows the effect of the bill on revenues for several years (calculated at 1975
income levela:

TABLE I.-REVENUE EFFECT OF H.R. 2166

[Billions of dollars]

Fiscal year- Calendar year-
1975 1976 1975 1976 1971

Total .......................... 10.6 9.6 19.2 10.0 10.8
Individuals ........................... 9.6 6.6 17.2 7.0 8. 1Business ............................ 1.0 3.0 2.0 3.0 2.7

The House bill provides $19 billion of additional economic stimulus In calen-
(ar 1975, and assuming its provisions were made permanent, tax cuts of $10
and $11 billion in the succeeding two years.

Since one of the major questions facing the Congress is a decision about how
to divide the stimulus between temporary and permanent measures, It Is useful
to look at longer term projections of the budget, and to ask whether any given
set of measures will give away too much of "permanent" revenues-where will
we be In 1977 or 1978 with a recovering economy and additional expenditure
needs?

Table 2 below attempts to answer that question. It starts with the long range
estimate In the President's Budget Message, which projects what the budget
would look like under conditions of higher employment (4 percent unemployment
rate), with no new programs added, but with allowance for "built-in" growth
of existing programs. I have modified those projections In the following way:

The budgetary effects of the President's energy and economic stimulus pro-
gran have been eliminated

The revenue effects of H.R. 2166 have been Incorporated, on the assumption
that Its 1975 features are made permanent

Some $13% billion of budgetary cuts requested by the President are assumed
not to be made

The estimates In Table 2 are, I believe, very conservative. The long run pro.
Jeetions of revenues in the President' budget make Insufficient allowances for
the progessivity of the Individual income tax, and underestimate the growth
of revenues in future years, Hence the high employment surplus, in later years,
Is almost surely understated. But even with that understatement, the $10 billion
permanent tax cut In the House bill still leaves a large and growing high em-
ployment surplus In later years as the economy recovers.

TABLE 2--HIGH EMPLOYMENT.BUDGET PROJECTIONS WITH AND WITHOUT H.R. 2166

Billions of dollars; fiscal yearslI

1976 1977 1978 1979

Without H.R. 2166:
Revenues ...................................... 363 418 464 508

346.5 392 427 456Expenditures ............................
Surplus (+) or deficit (-)...+16.5 +26 +37 +52Effect of H.R. 2166: a -I1 -12 -14 -16

Surplus (+) or deiit (-) ....................... +5.5 +14 +23 +36
Surplus (+) or deficit (-) at 5 percent unemploy.

meat ........................................ -10.5 -3 +5 +16

t In 1977 and later years the fiscal year will begin on Oct I, as provided In the Budget Reform Act of 1974.t An additional $10,600.000.000 of revenue loss will fall in fiscal 1975, undeu H.R. 2166.
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WHAT KIND AND HOW BIG A STIMULUS?

It is my belief that the economic stimulus provided by the H.R. 2166 is not
large enough to generate economic recovery at a reasonable rate. A larger stimu-
lus should be provided. Some of that stimulus can be "permanent" in nature, but
most of it should be of a form which is either explicitly "one-shot", or which
automatically tapers off as the economy begins to reach high employment levels.

First, the tax cuts proposed by HR. 2166 should be increased by $10 billion.
Of that amount $5 billion should be added to the 1974 rebate and $5 billion to
the reduction in 1975 liabilities. I think it would be prudent to assume that the
$5 billion additional reduction in 1975 liabilities will become a permanent part
of the tax code and reduce the high employment surplus shown in Table 2 by
a corresponding amount. These actions would raise the total stimulus provided

-by the H.R. 2166 in calendar 1975 from $19 to $29 billion.
A second important stimulus should be added in the form of a counter-cyclical

budget support program for sfate and local governments. This program should
provide additional funds to state and local governments during periods in which
unemployment is high and local revenues are hard-hit. One cannot pick up the
news papers without reading about some state or local government which Is
having to raise taxes or pare current expenditures. The budget position of state
and local governments has taken a sharp turn for the worst. Excluding their
own social insurance funds, state and local governments had a budget surplus of
$4 billion in calendar 1972, partly as a result of the enactment of revenue sharing.
By the third quarter of 1974 this had swung to a deficit of almost $8 billion. Just
at a time when the economy calls for maintaining employment and avoiding tax
increases, state and local governments are having to do just the opposite. A $6
billion counter-cyclical revenue sharing program for calendar 1976 should help
arrest this trend. The total amount to be distributed should be tied to the un-
employment rate, so that with economic recovery, and a resurgence of state and
local revenues, the grants would be automatically reduced, falling to zero when
the unemployment rate reached 4% percent.

If all of these proposals were enacted they would put into the economy ap-
proximately $32 billion of stimulus during the calendar year and about $20
billion next year. But, using the projections in Table 2 as a base, there would
still remain a substantial volume of revenues to meet known, and unforeseen
expenditure requirements or stabilization needs when the economy moves to-
wards high employment. Of the extra stimulus, over and above H.R. 2106, that
I have suggested only a modest part would represent a permanent reduction in
the high employment surplus. The counter-cyclical budget support program
would gradually shrink to zero as the economy reached 4% percent unemploy-
ment. And so long-as economic activity was below the high employment level,
the additional budget support expenditures would be desirable as a stabilizing
device (See Table 3).

TABLE 3.-ADDITIONAL MEASURES PROPOSED

leihosm of dollars

Permanent effect
Effect In on high employ.

calendar 1975 moot budget

Add $5,000,000.000 to rebate ................................................. $5 0
Add ;5,000 000000 to rmanent tax cut ....................................... S -7
Counter. yclical budget supporL .............................................. 13 0
H.R. 2166 .................................................................. 19 12-14

Total .......... 2...................................................... 32 18-21

If the counter-cycal budgt support program wore enacted by July 1, only, $3,000,00000 of the $6.000.000,000
annual amount would fall In calendar 1975

There are several possible objections to a $32 billion stimulus during the coming
year. Would it be inflationary? In most senses of the word clearly not. The rate
of inflation has been receding, and barring bad luck on food prices, is likely
to continue to do so in the year ahead. The economy is operating so far below
capacity that additional output and spending, of the magnitudes contemplated,

.would not threaten excessive demand or bottlenecks. Clearly, of course, a flwi
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policy which provided little stimulus, and which condemned the nation to a long
period of unemployment at 8 percent or more, might succeed in wringing inflation

q out of the economy. And In that sense, promoting a healthy recovery may indeed
make possible in 1976 and 1977 larger wage and price increases than would
be likely under a draconian policy of steady recession. But the human costs of
such a policy are far too high, and the risks of suffering larger recession far too
great to make it an acceptable option. In 1976 and 1977, however, continued
recovery might begin to generate inflationary risks. The Congress might wish
to give particular attention during the year ahead to devising workable means
of reducing the structural inflationary factors in the economy, and to thinking
about feasible means of selective wage and price intervention.

Would $32 billion of fiscal stimulus in 1975 lead to a federal deficit so large
as to produce a rise in interest rates and a sharp competition for capital ifth
private industry and housing? There is no need for this to happen. In the first
place, the characteristic of a recession economy is a fall In the demand for
loanable funds by private business. We are now witnessing that. There is room
for substantial amounts of federal borrowing. Moreover, in the economy of 1975
there is absolutely no reason for the Federal Reserve to keep monetary conditions
so tight that financing a large federal deficit need drive up interest rates. Over
the past year the real supply of money in the economy, that is the supply of
money adjusted for price inflation, has fallen by about 7 percent. Increasing the
stock of money by a sufficient amount to ease interest rates somewhat further,
and at the same time accommodate a large federal deficit would not be infla-
tionary, in an economy with 8 percent unemployment and very substantial excess
capacity. During the year ahead, therefore, the large federal deficit that will
necessarily accompany a stimulative fiscal policy need not interfere with the
goal of some further reduction in interest rates. This view is clearly stated in a
passage from the President's Economic Report:

"One way of preventing significant dislacement of private Investment in a
substantially underemployed economy would be to increase the rate of money
supply growth to reduce Federal financing pressures. Under such conditions,
an increase in monetary growth need not be inflationary in the short run,-
especially if there is a large unsatisfied demand for liquidity. On the other
hand, should large deficits continue well after the recovery has taken hold,
maintaining such a course of monetary accommodation could spark an increase
in the rate of inflation. For this reason it is essential that any monetary accom-
modation to large fiscal deficits is permitted only so long as the effective under-
employment of resources remains large and there is ample room for above-average
growth."

I would agree fully with the spirit of this passage-additional expansion of
the money supply to accommodate a large deficit will not be inflationary so long
as It is not carried on too far into the recovery.

(Whereupon, at 12:30 p.m., the committee recessed, to reconvene
at 2 :30 p.m. the same day.)

AirrOR.-oo,, SMsio,

Senator RaiscorF (presiding). The committee will be in order. Our
first witness is Mr. Nathan, Robert Nathan.

Mr. Nathan is not here.
Mr. Walker Winter.

STATEMENT OF WALKER WINTER, CHAIRMAN OF THE TAXATION
COMMITTEE OF THE CHAMBER OF COMMERCE OF THE UNITED
STATES, ACCOMPANIED BY ROBERT R. STATHAK, DIRECTOR OF
THE TAXATION AND FINANCE SECTION, CHAMBER OF COMMERCE
OF THE UNITED STATES

Mr. WINTER. Thank you, Mr. Chairman.
My name is Walker Winter. I am a member of the board of directors

of the Chamber of Commerce of the United States and chairman of
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its taxation committee. I am also a partner in the Chicago law firm
of Ross, Hardies, O'Keefe, Babcock & Parsons.

I am accompanied by Robert R. Statham, director of the tax and
finance section of the chamber.

Mr. Chairman, the national chamber is grateful for this oppor-
tunity to present its views on H.R. 2166 that would provide for tax re-
ductions to stimulate the economy and would also eliminate the per-
centage depletion allowance on oil and natural gas.

Mr. Chairman, I would like to just briefly summarize my paper. I
will not read it in its entirety.

The summary of the chamber's position. We favor enactment of a
permanent 12-percent investment tax credit on an expenditure basis,
uniformly applied to all business, and without limitation based on
tax liability. We are opposed to the repeal of percentage depletion on
oil and natural gas. The rebate of 1974 taxes as provided for in H.R.
2166 is not equitable. It will not provide stimulus for tax payers to
buy the big ticket items that employ large numbers in the labor force.

turning now to the investment tax credit, the current investment
tax credit., provides that 7 percent of the cost of qualifying property-

enerally tangible personal property used in a trade or business-may
offset directly against income tax liability. Public utility property

is limited to a 4-percent tax credit. There are additional limitations
with regard to qualifying property with less than a 7-year useful
life. The maximum amount of the credit is $25,000 plus one-half of
tax liability over $'25.000. However, excess credits may be carried back
for 3 years'and forward for 7 years, after which they expire if unused.
Property becomes eligible for the credit when it is placed in service.

e believe the investment tax credit should be increased. We favor
enactment of a permanent. 12-percent investment tax credit on an
expenditure basis, uniformly applied to all business, and without lim-
itation based on tax liability. This action would provide a.major
stimulus to the economy. Congress should act. immediately. The coun-
try is faced with a-serious recession. The investment tax credit should
be increased, because it. would: Stimulate the economy, reduce unem-
ployment, encourage increased productivity, encourage equity invest-
nent, stimulate new orders for materials; combat industrial obsoles-
cence; improve the climate for capital formation; and promote more
building construction.

Let me turn, if I may. to what we have called the investment tax
credit on an expenditure basis, which is referred to in the Ways and
Means Committee bill as progress payments.

Presently, the investment tax credit may be taken for investment in
qualified property at the time the property is placed in service. There-
fore, the property must be ready for use before the credit may be
taken. Those taxpayers investing in property requiring a period of
years to construct and place in service must wait until it is placed in
service to receive the investment tax credit. H.R. 2166 would allow the
credit for what are termed progress payments. The bill provides that
the taxpayer, at his election, may treat "qualified progress expendi-
tures" made for new property as a part of the base for which he can
claim credit. In general, under H.R. 2166, these qualified progress ex-
penditures are amounts actually paid for construction or acquisition
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of property which has a normal construction period of at least 2 years
andan estimated useful life of at least 7 years.

We support this progress payment provision. Moreover, it is the
view of the National Chamber that the bill should go even further by
providing that the credit would be available for all investments in
qualified property in the year that the expenditure is made, rather
than in the year that the property is placed in service.

Turning then to the limitation, generally the amount of the tax
credit that a taxpayer currently may take in any 1 year cannot ex-
ceed the first $25,000 of tax liability plus 50 percent. of the tax liability
in excess of $25,000. Investment tax credits that cannot be used in the
current year due to this limitation may be carried back 3 taxable years
and then carried forward 7 taxable y.ears. This 50-percent limitation
should be increased, not only for utilities as providedin H.R. 2166, but
for all other businesses using the credit.

One comment on the effective date of the investment tax credit. As
you know, in the House bill this is set as property placed in service
after January 21, 1975. We would strongly urge that as a matter of
tax simplification, for those businesses on a calendar year, this effec-
tive date be made as of January 1, 1975. For those taxpayers on a
fiscal year, the use bf the first day of the month also would provide a
degree of simplification.

A comment on the corporate surtax exemption which, of course is
included in the House bill. Presently. corporations with a taxable
income of $25,000 or less pay a 22 percent normal tax. Corporations
with taxable income in excess of $25,000 pay a 22 percent normal tax
plus a surtax of 26 percent on income in excess of $25,000. This exemp-
tion of the first $25,000 of a corporation's taxable income in comput-
ing the surtax is known as the surtax exemption. H.R. 2166 increases
the surtax exemption from $25,000 to $50,000. The present $25,000 sur-
tax exemption has been in the tax law for 25 years. Clearly, the cur-
rent exemption is not worth what it was in 1950.

A comment on the percentage depletion on oil and natural gas. We
are opposed to the repeal of percentage depletion on oil and natural
gas as provided in H.R. 2166. Our energy situation is critical. Any
adverse changes made in the tax laws with regard to natural resources
could seriously impair the competitive position of American com-
panies engaged in the search for energy sources.

Long-established tax provisions promote the development of energy
supplies. The tax policy of the United States toward the energy com-
panies could determine the outcome of the energy crisis. If taxes are
increased, the sources of capital can certainly be expected to diminish,
or the willingness to invest in the search for new reserves will be
impaired.

If changes are to be made in the laws applicable to percentage deple-
tion for oil and natural gas, those changes should be made in the con-
text of an overall energy policy. The Provision in H.R. 2166 relating
to oil and gas depletion should be deleted and considered in the en-
ergy legislation now under consideration in the House.

A comment on the income tax reductions. Generally. H.R. 2166 pro-
vides for a tax rebate on 1974 income tax liability of 10 percent with
a maximum rebate of $200 per taxpayer and a minimum of $100 for
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persons who tax liability exceeds $1.000. The administration has pro-
posed a refund equal to 12 percent of an individual's 1974 income tax
liability up to a limit of $1,000.

A substantial refund of a portion of 1974 individual income taxes
could stimulate the economy by restoring consumer confidence and
increasing consumption. Such a temporary tax cut could provide a
significant stimulus to the economy without rekindling inflation. By
putting immediate, additional spending power in the hands of indi-
vidual taxpayers, significant new demands for consumer goods should
create jobs and thereby reduce unemployment.

There are several reasons why a rba e of 1974 taxes could stimulate
the economy: First, large amounts can be returned to the economy
swiftly through a rebate plan. Second, basing the refund on 1974 taxes
would allow taxpayers to plan ahead, thus increasing the stimulative
impact. Third, taxpayers who were employed in 1974 could receive a

.rebate even if unemployed in 1975.
We support a reduction of 10 percent for individuals of their 1974

income tax liability. All taxpayers have been adversely affected by
inflation, not only-tose in the middle and lower income bracket. Such
a tax cut for those in the lower-

Senator RtBicoFF. Mr. Winter, that is the second call for a roll call
vote. We will recess until I go over and vote and I will return so you
can finish your statement.

The coni'mittee will stand in recess for 5 minutes.
LA. brief recess was taken.]
Senator RiBicoFF. The committee will be in order. You may proceed,

Mr. Winter.
Mr. W7iNTER. Thank you, r. Chairman. I had just about concluded.

I have several other points I wanted to touch on. We support a reduc-
tion of 10 percent for individuals of their 1974 income tax liability.
All taxpayers have been adversely affected by inflation. Such a tax
cut for those in the low-income brackets would benefit those hardest
hit by inflation. The stimulative effect, however, we believe, calls for
more than that. A. tax-reduction for those in the middle- and upper-
income brackets also would encourage investments and purchases that
would-stimulate-the economy and provide needed employ-ment.Although it. may not be proper for inclusion in this lill, I do want
to repeat urging. as we have for many years, the need for depreci-
ation reform. For many years we have called for meaningful changes
in our- capital cost recovery s.ystem. We have asked for a permanent
capital cost recovery allowance system along the. lines set forth in the
1970 Report of the President's Task Force on Business Taxation.
Those recommendations include substituting a capital cost recovery
allowance system for the present system based on useful life of prop-
erty. and allowing full recovery of costs. unreduced by salrage value,
in a period 40 percent shorter than would be allowed under the 1962
Treasury guidelines for determining useful lives. While an increase
in the investment tax credit to 12 percent would have an immediate
effect on the economy, the task force recommendations also should
be adopted for their long-range, permanent effect.

Let me add one further comment. I have heard discussions since
I got here today of the possibility of an increased investment, tax
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credit being conditioned upon corporations establishing certain plans
that- would be within the purview of Employee Retirement Income
Security Act of 1974. This has not. been considered by our board of
directors, but as a practitioner may I urge that until we have had an
opportunity to digest the ERISA, the Employment Retirement In-
come Security Act., that we do not condition the stimulation of the
investment tax credit on changes in that act.

Thank you, Mr. Chairman. We appreciate it.
Senator RIBICOrF. As I understand your position, Mr. Winter, as far

as the chamber of commerce is concerned, you feel that a permanent
12-percent investment tax credit is the best road to take to a fast turn-
around of our economic recession.

Mr. Wr.m- . We believe that is the best item that can be looked to
get a turn-around; yes.

Senator RIBIcoFT. Thank you very much. Your entire statement will
go in the record as if read.

Mr. Wiwm. Thank you very much.
[The prepared statement of Mr. Winter follows :]
PREPARED STATEMENT OF WALKER WINTER FOR THE CHAMBER OF COMMERCE

OF THE UNITED STATES

My name is Walker Winter. I am a member of the Board of Directors of the
Chamber of Commerce of the United States and Chairman of its Tatxation Con-
mittee. I am also a partner in the Chicago law firm of Ross, iardies, O'Keefe,
Babcock and Parsons.

I am accompanied by Robert R. Statham, Director of the Tax and Finance
Section of the Chamber.

Mr. Chairman, the National Chamber is grateful for this opportunity to present
its views on H.R. 2166 that would provide for tax reductions to stimulate the
economy and would also eliminate the percentage depletion allowance on oil and
natural gas.

SUMMARY OF THE CHAMBER'S POSITION

We favor enactment of a permanent 12 percent Investment tax credit on an
expenditure basis, uniformly applied to all business, and without linitation based -
on tax liability. We are opposed to the repeal of percentage depletion on oil and
natural gas. The rebate of 1074 taxes as provided for in H.R 2166 is not equit-
able. It will not provide stimulus for taxpayers to buy "big ticket" items that
employ large numbers lit the labor force.

BRIEF HISTORY OF THE INVESTMENT TAX CREDIT

The investment tax credit was originally enacted by Congress In 1962 at the
recommendation of President Kennedy. At the time of its adoption, the Nation
was experiencing a period of high unemployment, economic recession, and Idle
industrial plant capacity. In proposing the Investment-tax credit in 1961, Presi-
dent Kennedy said:

The history of our economy has been one of rising productivity, based on
Improvement In skills, advances in technology, and a growing supply of
more efficient tools and equipment. This rise has been reflected In rising
wages and standards of living for our workers, as well as a healthy rate of
growth for the economy as a whole. It has also been the foundation of our
leadership in world markets, even as we enjoyed the highest wage rates
tit the world.

Secretary of the Treasury Dillon iln his opening statement to the House Ways
and Means Committee In support of the investment tax credit on May 3. 1961,
said:

All of our citizens will benefit from modernization of our industry. A
basic fact of economic life is that modernization and expansion are essential
to higher productivity. Rising productivity will provide us with a rising level

48-493 0 - 75 - 24
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of per capita income, with resultant and widely shared benefits In the form
of rising real wages and rising investment incomes. Rising productivity will
also permit us to hold prices down.

Four and a half years after its enactment, on September 8, 1966, President
Johnson asked Congress to suspend the operation of the credit temporarily.
Congress responded by suspending the investment credit for a period of 15 months,
from October 10, 1966, to December 81, 1967. However, the suspension never ran
its full course. Faced with an economic downturn in the first quarter of 1967,
President Johnson asked Congress, on March 9, 1967, to restore the credit. The
credit was reinstated as of March 9.

Two years later, on April 21, 1969, President Nixon asked Congress to shift
national priorities and repeal the investment tax credit. In his message President
Nixon said:

In the early 60's, America's productive capacity needed prompt modern-
ization to enable it to compete with industry abroad. Accordingly, Govern-
ment gave high priority to providing tax incentives for this modernization.

Since that time, American business has invested close to $400 billion in
new plant and equipment, bringing the American economy to new levels
of productivity and efficiency.

Congress responded by repealing the credit. Two years later, in the midst of a
new recession, President Nixon asked Congress, on August 15, 1971, to reenact
the investment tax credit. In his message President Nixon said:

The time has come for American industry, which has produced more jobs
at higher real wages than any other industrial system in history to embark
on a bold program of new investment in production for peace.

To give that system a powerful new stimulus, I shall ask the Congress,
when it reconvenes after its summer recess, to consider as Its first priority
the enactment of the Job Development Act of 1971.

Congress subsequently enacted the Revenue Act of 1971, restoring the investment
tax credit as of August 15 1971

President Ford, in his btate of the Union message, on January 15, 1975, asked
the Congress to Increase the investment tax credit for all business to 12 percent
for a one-year period. President Ford said:

Let us mobilize the most powerful and creative industrial nation that ever
existed on this earth to put all our people to work. The emphasis of our
economic efforts must now shift from inflation to jobs.

To bolster business and industry and to create new Jobs, I propose a
one-year tax reduction of $16 billion. Three-quarters would go to individuals
and one-quarter to promote business investment.

H.R. 2166, The Tax Reduction Act of 1975, was passed by the House on Feb-
ruary 27, 1975. The bill would increase the investment tax credit rate to 10
percent for all taxpayers, including public utilities. It also would make other
modifications in the operation of the credit.

CURRENT INVESTMENT TAX CREDIT

The present investment tax credit provides that 7 percent of the cost of quali-
fying property-generally tangible personal property used in a trade or business-
may be offset directly against income tax liability. Public utility property is
limited to a 4 percent tax credit. There are additional limitations with regard
to qualifying property with less than a seven-year useful life. The maximum
amount of the credit Is $25,000 plus one-half of tax liability over $25,000. How-
ever, excess credits may be carried back for three years and forward for seven
years, after which they expire if unused. Property becomes eligible for the credit
when it 18 placed in service.

THE INVESTMENT TAX CREDIT SHOULD HE INCREASED

We favor enactment of a permanent 12 percent investment tax credit on an
expenditure basis, uniformly applied to all business, and without limitations
based on tax liability. This action would provide a major stimulus to the economy.
Congress should act immediately. The country is faced with a serious recession.
The investment tax credit should be increased because it would:

1. Stimulate the economy;
2. Reduce unemployment;
8. Encourage increased productivity;
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4. Encourage equity investment;
5. Stimulate new orders for materials;
6. Combat industrial obsolescence;
7. Improve the climate for capital formation; and
8. Promote more building construction.

1. An Increase in the investment tax credit would help stimulate the economy
The economy is in trouble. The Nation is faced with a full-fledged recession.

Unemployment is over 8 percent. Many businesses are in precarious financial
circumstances. The lifetime savings of many Americans have shrunk. The con-
fidence of consumers and investors has been undermined.

The economy needs stimulating. Such a stimulus deserves the highest of pri-
orities. The time has come to sharpen this weapon in our economic arsenal and
use it to the utmost in our fight against the recession.

The investment tax credit has been a proven stimulus to the economy. When
the credit was repealed in 1989, the country went into a period of increased unem.
ployment and reduced business activity. When the investment tax credit was
reenacted in 1971, there followed a period of increased investment and a decline
in unemployment. New investment increased by 9 percent in 1972 and 18 percent
in 1978. Sueb a stimulus is needed now.
2. An increase in the investment tax credit would help reduce unemployment

Unemployment is over 8 percent. We must encourage the private sector to
create jobs.

The ability of business to create jobs and reduce unemployment depends on
its ability to equip workers with the tools of production. To equip new workers
requires new investment in machinery and equipment. According to the 1974
Fortune survey of the "First 500," some of the industry medians of assets per
employee are:
Petroleuri refining ------------------------- ---------- $149, 197
Metal manufacturing -------------------------------------- 48,078
Pharmaceuticals ----------------------------------------- 4, 171
Metal products ------------------------------------------ 21,924
Apparel ------------------------------------------------ 8,806
The median for all Industries was $28,689.

As the labor force in the country increases, we must meet employment needs
with huge investments in the capital base. Projections of the Bureau of Labor
Statistics indicate that during this decade the total labor force will expand by
15.9 million, with the labor force reaching 101.8 million by 1980. Only with the
investment of many thousands of dollars can a job be created for even one worker.
Well-paying jobs require tremendous investment in capital.

We cannot expect to improve the economic well-being of all Americans unlas
we are able to produce more goods at lower prices and provide for the employ-
ment needs of our society. Stimulating capital investment through an Increase in
the investment credit will assist efforts to meet a national goal of prosperity and
a high standard of living for all our citizens.
3. An inoreate in the investment tax credit would help encourage increased

productivity
There is a close correlation between the rate of capital investment and the

Increase in a nation's productivity. It is this growth in productivity that can
determine the living standards Americans can expect to enjoy in the future.
Unfortunately, since 1965, the United States has the worst record among the
major free-world nations in productivity gains. During the sixties and early
seventies, the annual growth in productivity averaged more than 10 percent In
Japan and almost 6 percent in France and Germany. For this same period, the
annual growth in productivity averaged only 8.8 percent in the United States.
Productivity in the American private economy plummeted in the fourth quarter
of 1974.

We need to increase our productivity. Since wages cannot be lowered, pro-
duction must be Increased. This requires an adequate capital cost recovery system
in our tax structure that will encourage investment in more modern and emclent
production facilities so that more goods may be produced at a lower cost per unit.
One of the main components of this capital cost recovery system is the investment
tax credit.
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An example of how the investment credit can affect productivity in the United
States can be seen from the apparent impact of the previous credit on new
orders for domestically produced machine tools. These orders are viewed as an
important indicator of the future capital spending plans of business.

The enactment of the investment tax credit in 1962, along with the reduce.
tion in depreciation lives, marked the beginning of a sharp rise in machine tool
orders. After a slight decline [it machine tool orders in 1964, new orders increased
strongly until October of 1966 when the old 7 percent investment credit was
temporarily suspended. During the period of the suspension, orders dropped
more than 25 percent. When the investment credit was restored in 1967, orders
began increasing, reaching a peak in April of 1969, when the credit was term[-
nated. After the termination, new orders for machine tools decreased tre-
mendously. In the first quarter of 1971, orders were over 70 percent less than
the all-time high it 1969. The investment credit was reinstated in August of
1971, and total orders rose 67 percent, from $747.3 million in 1971 to $1.25
billion in 1972.

Due to recent economic conditions, orders for new machine tools have dropped
off sharply to levels near those at the time of the reenactment of the credit in
1971-Indicating a need for an increase in the investment tax credit.
. An inorease in the Investment ta: credit would help encourage equitV invest-

ment
Our present highly progressive income tax rate structure discourages equity

investment, penalizes initiative, promotes inefficiency, and discourages risk
taking. It encourages consumption and discourages investment by placing a
significantly heavier tax burden on savings and investment than on consump-
tion. This stifles needed capital formation and economic growth.

Our two-tier system of double taxation of corporate profits discourages in-
vestment. Profits are tagd to corporations and again taxed when received as
dlvide1ds by shareholders. Canada, the United Kingdom, France, Germany,
Japan, and Belgium have eliminated or substantially reduced this double tax.
ation of corporate profits in their own systems. If investors are to provide risk
capital, there must be sufficient inducements.
5. An increase In the invcatment tax credit would help stimulate new orders

for materials
Increasing the investment tax credit would stimulate new orders for materials

throughout the economy. The calendar year 1072 that followed reenactment of
the investment tax credit was a very good year for the American economy.
Total output rose by about 7/ percent-there was a rise in profits and cash
flow. The "ripple effect" of an increase in the investment tax credit would
have its impact on suppliers of both raw and finished materials. New invest.
ments in machinery and equipment ultimately mean new orders for the ma-
terials needed to be made into new products. This, in turn. means even more em-
ployment and more prosperity.
U. An Increase in the investment ta credt would help combat industrial

obsroleseencc
According to a McGraw-Hill survey released in November of 1974, 17 percent

f the plant and equipment of American business is at least twenty years old.
This compares with 19 percent 20 years old or older at the end of 1970. The
survey reports that 61 percent of the Nation's plant andjequipment is less than
11 years old as compared with 56 percent in 1970. Also, business now considers
11 percent of its plant and equipment outmoded as compared with 12 percent
at the end of 1970.

The survey reports a tremendous increase in replacement costs. In two years
the estimated cost to replace outmoded facilities has Jumped 32 percent, from
$149.1 billion in 1972 to $196.09 billion in 1974.

Rapidly changing technology requires that American industry replace obso.
lete machinery and equipment. In some cases machinery and equipment become
technologically obsolete even before they are fully operative.

The need to replace obsolete plant and equipment is greater than ever. F.Sti.
mates of overall capital investment needs vary considerably; but it has been
estimated that over the next decade the energy Industry alone could need as
much as $1 trillion. The Nation's total capital needs between now and 1985 In
all fields have been estimated to be as much as $8 trillion.
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It is Important that the Congress adopt a tax policy that encourages the re.
placement of obsolete and Inefficient plant machinery and equipment so that
American enterprise will continue to provide Jobs at the highest wages on earth,
out-produce its rivals, and maintain American leadership in the world market-
place.
7. An iwreaoe in the investment tax credit would help inprove the olimate for

Iaoital formation
Annual capital investment In the United States from 1960 to 1971 a.xeraged

approximately 18 percent of GNP-the lowest figure of any major Industrialized
nation In the Free World. In Germany annual capital Investment averaged over
26 percent of GN'P, in Japan 33 percent and In France 22 percent.

In 1973 American Investment in private Industry dropped to almost 15 percent
of GNP. This Is lower than any other major Industrialized nation except Italy.

Most of our major world trading competitors offer capital cost recovery allow-.
ances superior to those provided in the United States. Even with the invest.
ment tax credit and the asset depreciation range system, American business is
at a disadvantage with Its Japanese and German competitors.

An increase In the ini-istment tax credit would Improve the climate for capital
formation and assist American business in meeting Its foreign competition.
8. An inmcrase in the investment .tax credit would help promote more building

con~ttruction
The construction industry is in a depressed state. As of November, 1974, the

unemployment rate In the construction trades had increased by 50 percent over
the 1973 average rate. Although the investment tax credit does not directly
reduce the cost of new buildings, an increase in the investment tax credit would
result in new building construction such as industrial plant and utility
expansions.

NEED FOR DEPRECIATION REFORM

For many years we have called for meaningful changes in our capital cost
recovery system. We have asked for a permanent capital cost recovery allowance
system along the lines set forth in the 1970 Report of the President's Task Force
on Business Taxation. Those recommendations Include substituting a capital
cost recovery allowance system for the present system based on useful life of
property, and allowing full recovery of cost, unreduced by salvage value, in a
period 40 percent shorter than would be allowed under the 1962 Treasury guide.
lines for determining useful lives. While an increase In the investment tax credit
to 12 percent would have an Immediate effect on the economy, the Task Force
recommendations also should be adopted for their long-range, permanent effect.

PROORESS PAYMENTS

Presently, the investment tax credit may be taken for investment in qualified
property at the time the property is placed in service. Therefore, the property
must be ready for use before the credit may be taken. Those taxpayers invest-
ing In property requiring a period of years to cQotruct and place in service
must wait until It Is placed in service to receive the Investment tax credit. H.R,
2166 would allow the credit for what are termed "progress payments." The
bill provides that the taxpayer, at his election, may treat "qualified progress
expenditures" made for new property as a part of the base for which he can
claim credit. In general, under H.R. 2166, these qualified progress expenditures
are amounts actually paid for construction or acquisition of property which
has a normal construction period of at least two years and an estimated useful
life of at least seven years.

We support this progress payment provision. Moreover. It is the view of the
National Chamber that the bill should go even further by providing that the
credit would be available for all Investments in qualified property in the year
that the expenditure Is made, rather than in the year that the property Is placed
in service.

NERD TO INCREASE THE 5o-PERCENT LIXTATION

Generally, the amount of the tax credit that a taxpayer currently may take
In any one year cannot exceed the first $25,000 of tax liability plus 50 percent
of the tax liability in excess of $25.000. Investment tax credits that cannot be
used In the current year due to this limitation may be carried back three taxable
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years and then carried forward seven taxable years. This 50-percent limitation
should be increased, not only for utilities as provided in H.R. 216, but for all
other businesses using the credit.

EDFEOTIVB DATE OF THE INVESTMENT TAX CREDIT

Under HR. 2166, the investment tax credit would apply to property placed
in service after January 21, 1975. We urge as a matter of tax simplification for
those businesses on a calendar year, that this effective date be made as of Janu-
ary 1, 19M. For those taxpayers on a fiscal year, the use of the first day of the
month also would provide a degree of simplification.

CORPORATE SURTAX EXEMPTION

Presently, corporations with a taxable income of $25,000 or less pay a 22 per.
cent normal tax. Corporations with taxable income in excess of 425.000 pay a 22
percent normal tax plus a surtax of 26 percent on income in excess of $25,000.
This exemption of the first $25,000 of a corporation's taxable income in comput-
ing the surtax is known as the surtax exemption. H.R. 2166 increases the surtax
exemption from $25,000 to $50,000. The present $25,000 surtax exemption has
been in the tax law for 25 years. Clearly, the current exemption is not worth
what it was in 1950.

PERCENTAGE DEPLETION ON OIL AND NATURAL GAS

We are opposed to the repeal of percentage depletion on oil and natural gas as
provided in H.R. 2166. Our energy situation is critical. Any adverse changes
made in the tax laws with regard to natural resources could seriously impair the
competitive position of American companies engaged in the search for energy
sources.

Long established tax provisions promote the development of energy supplies.
The tax policy of the United States toward the energy companies could deter-
mine the outcome of the energy crisis. It taxes are increased, the sources of
capital can certainly be expected to diminish, or the willingness to invest in the
search for new reserves will be impaired.

If changes are to be made in the laws applicable to percentage depletion for
oil and natural gas, those changes should be made in the context of an overall
energy policy. The provision in H.RI 2166 relating to oil and gas depletion should.
be deleted and considered in the energy legislation now under consideration in
the House.

INCOME TAX REDUCTIONS

Generally, HR. 2166 provides for a tax rebate on 1974 income tax liability of
10 percent with a maximum rebate of $200 per taxpayer and a minimum of $100
for persons whose tax liability exceeds $1,000. The Administration has proposed
a refund equal to 12 percent of an individual's 1974 income tax liability up to a
limit of $1,000.

A substantial refund of a portion of 1974 individual income taxes could
stimulate the economy by restoring consumer confidence and increasing con-
sumption. Such a temporary tax cut could provide a significant stimulus to the
economy without rekindling inflation. By putting immediate, additional spend.
ing power in the hands of individual taxpayers, significant new demands for
consumer goods should create jobs and thereby reduce unemployment.

There are several reasons why a rebate of 1974 taxes could stimulate the
economy: First, large amounts can be returned to the economy swiftly through a
rebate plan. Second, basing the refund on 1974 taxes would allow taxpayers to
plan ahead, thus increasing the stimulative impact. Third, taxpayers who were
employed in 1974 could receive a rebate even if unemployed in 1975. 1o

We support a reduction of 10 percent for individuals of their 1974 income tax
liability. All taxpayers have been adversely affected by inflation. Such a tax cut
for those in the lower Income brackets would benefit those hardest hit by infla-
tion. A tax reduction for those in the middle and upper income brackets also
would encourage investments and purchases that would stimulate the economy
and provide needed employment.

CONCLUSION

In conclusion, we favor enactment of a permanent 12 percent investment tax
credit on an expenditure basis, uniformly applied to all business, and without
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limitation based on tax liability. We are opposed to the repeal of percentage
depletion on oil and natural gas. The rebate of 1974 taxes In H.R. 2166 Is not
equitable. It will not provide stimulus for taxpayers in the middle and upper
Income brackets to buy items that employ large numbers in the labor force.

Senator RIBICOFF. Mr. Nathan, please.
We are delighted to have you with us again, Mr. Nathan. Your

point of view is always respected. You may proceed, sir.

STATEMENT OF DR. ROBERT R. NATHAN, CONSULTING ECONOMIST

Mr. NATIAN. Thank you very much, Mr. Chairman. If I may, I
would like to just speak extemporaneously and not read the statement.

Senator RImBoF. Fine. Your entire statement will go in the rec-
ord as if read to complement yo'r remarks.

Mr. NATHAN. Thank you very much. I would like to concentrate
on four or five points very briefly, Mr. Chairman. First, I do believe
that as we concern ourselves here with this tax measure, we have to
continue to recognize the problem of inflation that has been with us
for a decade. And I share with those who have expressed the fear or
the distress that with an economic recovery there might be a resur-
gence of inflation and we might get back to two-digit price increases
again.However, I do not believe at all that the recession is the only vehicle
for use in fighting inflation, and I take very strong exception to those
who are fearful of a vigorous action now to achieve economic recov-
ery for fear that that might trigger inflation later.

Senator RmconT. Is it your feeling that the $21 billion passed by
the House should be the benchmark, or do you advocate, with the
economists that appeared before us this morning, that we should
stimulate the economy with a larger tax cut?

Mr. NATHAN. Well, I think we must stimulate the economy with a
larger tax cut, Mr. Chairman.

Senator RmicoFF. What figure would you put?
Mr. NATHAN. I would use $30 billion. In my statement I mention

three levels. I suggest that the immediate tax rebate be larger. I would
suggest that instead of $8.1 billion, it be $10 billion, and preferably
at the $12 billion level. That I would do as a one-shot measure. I could
not help but listen carefully and hear this morning about the time ele-
ment. I do believe thaV every day and every week is terribly urgent
and I would even go so far, Mr. Chairman, as to say that if one could
not disassociate certain things from getting a measure passed quickly,
I would even take the tax rebate a week or two earlier and come up
with a tax cut a couple of weeks later. If we do not do something in an
aggressive and positive way to stop this almost compulsive decline in
production, in income, inventory liquidation, order cancellation, plant
and equipment curtailments we are certainly gin to find ourselves
with well over 10 percent of our labor force idle. Ido not mean just
unemployment; I am talking about-the full-time equivalent of part-
time employment attributable to economic distress.

Senator RmicoFr. Let me ask you, Mr. Nathan, you are a respected
economist who is not just a theoretical economist. You have worked
in the field for many businesses, countries, labor unions. Why are
economists, why have they been so consistently wrong in their pre-
dictions and their forecasts over these past few years
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Mr. NATHAN. Well, I think that the forecasts have been wrong, Sen-
ator, primarily in the last year or year and a half, and I think, ifHI
may take this liberty, I believe I am right in saying that those who
are inclined to rely almost exclusively on the marketplace are the ones
that have been the most wrong.

If I were to go back and digest the minutes of the President's eco-
nomic summit. and presummit meetings last September, I am sure
that you would find in those minutes statements by Walter Heller and
Arthur Okun-and I was there on September 5 and 23 at
the subsummit-where we warned then that the economy had been
declining for a considerable period of time and that unemployment
was going to increase, that antirecession measures were needed, that
the monetary policy ought to be loosened. As a matter of fact, I think
even the business economists at that time urged a loosening of mone-
tary restraints.

rniyself believe what has been wrong, frankly, Mr. Chairman, has
been the policies rather than the forecasts, although the depth of the
decline was not anticipated. But I call your attention to the fact that
we have not had a soft economy since tie 1930's in which literally 14
months had transpired since the initial softening and literally no
action has been taken. The President (1id not become President until
August and I think that there is a great deal of sympathy that ought
to be extended in that direction. He was faced with severe problems
when he came in, but we have got to recognize that for three quarters
of 1973, ',r. Chairman, the economy got softer in the sense that our
growth. was less than our potential and the gap between real GNP
and potential widened, and then we had all of these serious declines
all through 1974 and we have to recall that the administration-I
think mainly it was the advisers more than the President-although
lie has to take the responsibility and literally until December he was
talking about increasing taxes and cutting expenditures and balanc-
ing the budget.

Now that kind of a policy in a recession is, in my judgment, a sure
way to get to a depression.

Senator RHiicoF. Let me ask you, would you object if your entire
statement went in the record as if read? There will be constant votes
and we have three Senators here who would probably like to ask you
questions.

I will ask one question. You have three concerned Senators here
who gnerally think pretty much alike on economic, social, and o-
litical ssues. You are a liberal economist. One of the great issues fac-
ing the Senate today is do we take and put the oil depletion allow-
ance repeal on this tax bill I I would like your personal opinion as to
that procedure.

Mr. NAThA.. Well, Senator Ribicoff, I have two observations. One
observation has to do with the larger oil companies, whether they are
defined as having distribution facilities or above a certain size, I cer-
tainly think they have done very well and I do not think they need
iny more incentives. And especially given the higher prices, I see no
reason why any depletion should be retained for them.

I must admit I am somewhat concerned about the small pro-
ducers because, having participated in some investment ventures in
independent wildcat drilling some years ago, I think I have a feel
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for their risks. Luckily, I stopped it a long time ago and I have never
been foolish enough to go back in.

There is a real problem in wildcat operations and we must remem-
ber that somewhere between 80 and 90 percent of the real explora-
tory drillings are done by the small independents. I think something
ought to be done for them. But frankly, whatever is done on depletion,
I honestly, frankly believe that this should not delay the tax bill. And
if it is going to delay it., Senator Ribicoff, I am worried enough about
unemployment getting up to 10 percent or more and about the GNP
gap going up to $250 billion or more, that I would hate to see the tax
rebate an cut delayed at all. Some separation in this bill may therefore
be warranted if it looks like it is not going to come out before the
recess.

Senator RiBicoF'. Well, how do you explain the pumping of the
bellows by liberal organizations that, come hell or high water, that
everything must stop until that oil depletion allowance is eliminatedI

They are your friends.
Mr. NATHAN. Oh, I know they are doing just that. I was in New

York last week getting an award at a dinner when I heard a Congress-
.man say that, T'We are going to instruct our caucus that they are not
to compromise in the conference if the depletion elimination is not in
the Senate bill." I understand exactly what his feelings are. This is
something that has been sentimental and frustrating, it has been a
very heated issue for a long period of time, and now they feel they
have it defeated. -

But I am an economist. I am very much concerned as to what is going
to happen to the level of economic activity.

Let me just read you one figure, if I may, this may be helpful in
avoiding the delay. I have taken figures from this Government pub-
lication called Business Conditions Digest, and I made computa-
tions of the gap between real and potential GNP in current prices. In
the third quarter of 1974 the gap grew $25 billion. That is the annual
rate of actual output versus the potential grew by $25 billion, from
$90 billion to $115 billion. In the fourth quarter of 1974 the gap grew
by $44 billion, from $115 billion annual rate to $169 billion annual
rate. In the first. quarter projections, which I think are quite good, the
gap grew $45 billion. In other words, the gap grew from $169 billion
annual rate in the fourth quarter of 1974 to this quarter's $213 billion.

Now I say if one looks at that, Senator Ribicoff, I think that no
matter how logical, equitable, or rational any other issue is, we ought
to move first and foremost on the tax cut tax rebate to get this economy
turned around.

Senator RmicoFn. Senator Nelson?
Senator NELSON. I am sorry I missed the opening of your testimony,

so I do not know whether you covered this or not. I notice on paue
5 you state that you urge the removal of the-investment credit ceil-
ing imposed on American Telephone & Telegraph Co. The House
put. was it $100 million-

Mr. NATHAN. $100 million limit which applies primarily to A.T. & T.
Senator NELSON. Who else might be eligible?
Mr. NATI AN. I really do not think there is anybody else that would

be caught in this. I think this $100 million is primarily geared to
A.T. & T., which by the way, has been investing at a rate of about
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$10 billion a year, so that their credit would be several-fold times
the limit.

I spent a page and a half dealing with this, Senator Nelson, because
I really fee, very strongly that as an antirecession and a stimulative
measure, this limit is not rational. Just because a company is large
and has a very, very large investment program, to say that we are
going to take away the stimulus from you, in my judgment does not
have any basis at all.

Second, it is not reasonable when one realizes the financial situation
of the Telephone Co. I want to put on the record here that I have
testified before many jurisdictions on the whole problem of rate of
return for Bell System companies.

Senator NELsoN. On behalf of A.T. & T.?
Mr. NATHAN. On behalf of A.T. & T. I also have testified on the

other side for the Defense Department in rate cases, too. But, on
A.T. & T., I want to say here that, American Telephone & Telegraph
Co. has had earnings which have not been sufficient to permit any
flotation of common equity for some time without. diluting the value
of those who now hold shares. In other words, for a good part of
recent times, A.T. & T. stock has sold below book value. Whenever
you float common stock below book, you are diluting the existing
assets and the earnings of the present shareholders. A.T. & T's capital
structure has changed from 311/ percent debt ratio to 49 percent. Its
coverage of interest payments has dropped from 6 a short period of
years ago, to under 3 percent now. They have had bonds downgraded.
If this limitation were put on A.T. &T., you are going to really hurt
all of the telephone users in this country.

I cannot understand the rationale of setting an upper limit when
a company happens to be big. and the reason why it is big is because
it deals with our communication services all over the country. If they
were tremendously prosperous, if they had no problems of capital
access on the capital market, if we did not need the $10 mi lion
investment., if it did not improve our well-being, our expansion, our
modernization, our ability to compete, I would say sure, just attack
bigness for the sake of bigness.

But here you have a regulated industry. Here you have a public
utility. Here you have an industry which has contributed in tech-
nology and productivity and modernization among the finest results
we have had. I think it is a discriminatory act. that has no economic
or investment justification at all.

Senator NXIso4. What is their capital investment annually?
Mr. NATHAN. $10 billion per year for the last 3 or 4 years.
Senator NLsox. What puzzles me. though, is not whether it is dis-

criminatory or not, the question I raise has to do with oil companies.
If the objective is to induce an expansion of capital investment in
order to get capital goods manufactured and so forth, what really
does the investment credit--how significant. is it when the telephone
company and many other companies are going to make these capital
investments whether or not, and most of them probably would make
at least 90 percent of the capital investment they are going to make.
So, you really are getting a big tax benefit in order to induce a small
amount of additional activity over what they would do anyhow.
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Mr. NATHAN. Well, I would say, Senator Nelson, in normal timesI think ~ou are absolutely ri ht. I think that the utilities and other
companies in normal times of high levels of activities and reasonable
price stability would make sizable investments, even without the in-
vestment credit.

Now the credit is a marginal attraction because the 7-percent credit
means you pay $93 yourself and Uncle Sam pays $7; so it makes it
somewhat more attractive to invest.

But today the public uitilities really are cutting down on invest-
ment, whereas they otherwise would not if they had incentives. We
have had over halt of the nuclear energy plath literally canceled in
the last year and three months. The public utilities in my judgment
are now taking a risk with reserves of electric power. frankly, Senator
Nelson, that I think could bring us to blackouts 3 or 4 years from now.

I have to say why is this? It. is because of the regulatory lag. The
rate base is a year or two old. By the time they get a new rate it is
obsolete, and ihey are hit with need for anotliir rate increase. The
result is they are trying to cut their investment level purposefully
and vigorously. Their debt equity ratios are impossible. Unless there
is some special stimulus, we are going to find the utilities in dire and
worsening circumstances. A.T. & T. is right in there with the electrics.

Senator NELSON. Thank you.
Senator RiBicon'. Senator Mondale?
Senator MONDALE. Mr. Nathan, earlier you testified that you thought

an exemption for the smaller independents might make sense as we
repeal the oil depletion allowance.

Row would you define a small independent?
I have two or three other questions, and Lloyd as you know, has a

proposal along this line. I think this may well be the key question corn- -
ing up next week. How would you define a small independent? How
would you make certain that that exemption did not not become a loop-
hole that could be used by the multinationals and the majors to swap
leases with other com allies for example, to obtain that exemption?

Do you think that the exemption ought to be permanent or phased -
out?

Finally, what is your reacn for wanting these differences?
Mr. NATHAN. Well, in tie first place, let me take your last observa-

tion first, Senator Mondale. I do think that there is a big difference in
the sense that the independents who do engage in some 80 percent to
90 percent of what we call wildcat drilling or exploratory drilling are
the ones who are really bearing the major risk.

Second. the small drillers are by and large not involved in multi ple
activities which permit them to spread their risks, as is true of the
larger companies. I think that most of them have absolutely no over-
seas operations, no overseas interests. no overseas activities; they have
no-distribution or refinery facilities.

Now, this of course raises the quest ion of how you define small oper-
ators. You know, in the House they did have a pro posed bill, I think
it-was for those who produce less tian 3,000 barrels a day and treat
them as independents. Now, if something like this were done, one
would have to introduce into the legislation a very strict provision
that no major, as you would define it, may own any interest in any
independent operation.
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In other words, you would just have to keep them out of it either
limited to 10 percent, 20 percent., 5 percent-, or zero-I would rat-her see
them have nothing.

Senator MOxDALE. )o you think it is possible to draft an amend-
ment that would be such that they could not convert themselves in a
way to get the advantage we intended to deny them?

Mr. NATHAN. I think it is possible.
By the way, the question comes-
Senator NoINDAu. Where would you cut the line? From 3,000 bar-

rels, I guess is the figure being thrown around. How would they arrive
at that?

I think Lloyd, that that is your figure, too.
Senator BE.,rs.x. Yes. It covers about 95 percent of the inde-

pendents. If you have to choose some arbitrary figure, that seemsviable.
Senator Rmicori. I wonder, Lloyd, if you would advise me what is

the average production of the average well in the United States?
Senator B~zvs'EN. I really do not know, Senator. I would have to

check it; but I would be delighted to get it for you.
Senator RaIBcoFF. It is very small; 3,000 barrels a day would cover

probably-
Mr. XAMAN. Probably 75 wells to 100 wells, Senator Ribicoff.
You see, the one problem you have, Senator Ribicoff, is you get one

well you know that runs into the thousands and offsets the 5 barrels
a day; but I would think if you took those wells over a 1,000 barrels
a day, I suspect the average is no more than 25 barrels a day.

Senator BE-NTsEN. Of course, we are talking about domestic produc-
tion now. Generally we are talking about on-shore production. So your
production would be much smaller. When you talk about 1,000 barrels
and that sort of thing, you are talking about Middle East wells
generally.

Senator Rmucon'. But your proposal is 3,000 barrels?
Senator BE&,TsENx. 3,000 barrels a day.
Senator MONDALP. Is it limited to domestic roduction? Could you

get a 3,000 barrel exemption for oil from the Mfiddle East?
Senator BE xsEN. Yes. We would limit it to domestic production.
Senator RmiCoFr. 3,000 barrels per day; there are very few wells

in this country producing more than 3,000 barrels a day.
Senator BEwrs.. Oh, yes. That is a total of all of the wells that

they have.
Senator MONDALF. By one company?
Senator BENT,8EN. That is right.
Senator Rriacon'. Could X company spin off and have a separate

corporation for every well I
Senator BENrsE. No. I think then they would look beyond the veil

on that type of thing.
Senator MONDALE. That was my question.
Can you draw an amendment like that? I remember a few years

ago we put a per farm ceiling on Federal payments. Well, my good-
ness, within 3 days there were more children getting farms.

Senator BzEziNT. Well, I think we could.-We could certainly pre-
clude the majors from doing that type of thing.
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Senator MoN-DALE. Yes, keep them out of it.
Senator BENTSEN. You might even put on something where, if they

took a foreign tax credit offset in addition-that would keep it from
the multinational. I think we can do it.

Senator MON-DALE. What is yo,,r rationale for the exemption?
What points do you use ?
Mr. NATHAN. My rationale is primarily one of risk. Over the years

we do know that on exploratory drilling you have a very substantial
number of dry holes. I saw a chart once, Senator Mondale-I am
trying to get ahold of it again-which showed over a period of years
the relationship of discovery to drilling. There is no doubt that as
the more likely sands have been explored, the newer and newer drill-
ing, like offshore, finds more and more dry holes relative to hits. This
is a very risky business. The result is to allow special incentives in
terms of intangibles, you know.~They are allowed to deduct the in-
tangibles as current expense against other income, so that I think
there is a difference between oil and gas relative to other businesses.

Some people have said you have now broadened the reward already
through higher prices of oil. That is true. But recently I have been
looking at some figures, Senator Mondale, about drilling costs. The
drilling costs have risen right up proportionately with the rise in price
of oil. So it looks like the margins are not much different from where
the were, Therefore you need some special incentives.

Senator MONDALE. Could you use responsibly the argument that by
retaining the preference of the oil depletion allowance and perhaps
some of the other preferences for independents, rather than the majors
and the multinationals, that this may be a procompetition factor? It
would permit some of the minors to grow and to be more competitive
as against the majors Would that be a fair argument?

Mr. NATHAN. I think that would.be a fair argument. I think that
they would be able to attract more capital, more investors relative to
the big ones. It depends on how astute one is. But I think you could
define the majors as those which have outlets such as gas stations as
well as those which have interests abroad, those which have refineries;
so that I think it would be possible to define this. I think it would be
possible to protect against abuses.

Senator RiBlcoFF. May I interrupt for a second? Oil depletion allow-
ance has become a really dirty phrase. It has been rolled around in the
whole tax reform. It has become the symbol of preferences. Do you see
a substitute ?-

Let us forget oil depletion. Let us kick it out completely. Is there
another method, some investment. tax credit that could be Jevised for
the exploration of all energy, not just oil. I mean, if were going to do
this and we have all of this argument about it, is there another
method? I imagine the House Ways and Means Committee will be
stnggling with that in their now energy program, and we are going
to struggle with it. But right now we are faced with it.

Do you see a substitute for it now?
Mr. NATHAN. I am certain that one could conceive of other methods,

whether it be an investment credit, whether it be a multiple times
depreciation. In other words, you get a kind of reward for discover.
In a sense, you might have-even some kind of very low interest credit
for drilling.
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Right now we are not going to get shale development; we are not
going to get solar energy development; we are not going to get geo-
thermal development; and coal expansion, by the way, also in the
degree needed unless some kind of special inducements are provided.

I-agree with you that depletion has become a very dirty word. If
some substitute therefor could be devised, this would make it more
acceptable. I think if we could get across the idea that of all the times
in American history when we really need the kind of exploratory
operations that are innovative and new and risk bearing in full meas-
ure, it is now, with our desire to reduce our dependence on sources
abroad. I think if that word is an obstacle, and I think you have a
good point, Senator Ribicoff, I am sure we could come up with some
alternatives.

Senator RIBICOFF. I want to express the gratitude of the commit-
tee for your coming before us and giving us the benefit of your views,
Mr. Nathan.

Senator MONDA LE. Mr. Chairman, could I ask one final question?
Senator RIBICOFF. Certainly.
Senator MONDALE. In response to Senator Ribicoff and Senator Nel-

son you indicated you thought that the economy is in such dreadful
shape and sinking that the importance of getting a substantial tax
cut immediately is the overwhelming, dominant objective that w
ought to be concerned with.

Mr. NATHAN. Yes.
Senator MON'DAE I think you said any delay at all would be re-

grettable.
Now suppose this bill came out Monday, let us say a week from tb-

day, and we were able to cornplete the bill including some form of oil
depletion repeal possibly with an exemption for independents, you
would not object to that week's interval, would you? -

Mi?. NATHAN. No. I think nobody can say a day or so is crucial. But
for instance, I heard Senator Nelson go over a scenario this morning
that could range over a period of time. I believe we are now in the kind
of a snowball, downhill slide that is cumulative. The reason the stock
market has gone up in the last few weeks is m - ly in anticipation of
Congress action on a program that is so much more stimulative and
creative and supportive than what had been propose-that everybody
felt relieved. But if weeks go by, and next month we do not come up
with 8.2-percent unemployment-which, by the way, was a phony-
but maybe it -wi! e eie.up to 8.7 percent, or 8.6 percent, or 8.8 percent,
and maybe 9 percent the second month, thpn I think we are in trouble.
People can sit here and say well, if you rebate taxes up to $800 rather
than a $200 or $100 ceiling and debate what it will do-which we
really do not know-at least there will be a common feeling that we
have gone back to that period when Government accepted--some re-
sponsibility for high-level employment and production, and income.
Right now, as far as I am concerned, the policies that we have had
placed before us by the administration in essence represent an aban-
donment if not a repeal of the Employment Act of 1946, with no posi-

- tire responsibility for activity. t
Senator 11 - Iinhato = th-is--k a ethis week quotes r. Simon as ty-ing that things arm really looking good. It is a victory for the oldtime
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religion. Inflation has been licked. We are going to have prosperity by
December.

I do not know if you read that.
Mr. NATAN. Yes. I read it.
Senator MONDALE. Smiles are beginning to appear at the White

House.
Senator RIBICOFF. Well, Mr. Nathan is old enough, Senator Mon-

dale, but you are not; there was another President who said prosperity
is around the coiner when we were going to hell in a handbasket.

Mr. NATHAN. I came here in 1933, Senator Mondale, and I remember
the 1929-32 period. I was a student of economics then, in graduate
school.

Senator MONDALE. Why is it that smiles are beginning to appear at
the White House?

Mr. NATHAN. If I may sort of summarize what I think is going on,
I think we are going to save the enterprise system for those who
presumably believe in it. But I think we have brought it to the brink.
And that by doing something about. the recession, -we will preserve
the system.

Senator RIBICOFF. What do you think would happen if Congress
voted a $30 billion tax cut instead of a $20 billion tax cut? What would
happen to the stock market then, or business attitudes?

M r. NATHAN. I cannot forecast precisely, but I think the stock
market might go between 800 and 900 very quickly; namely, the Dow
Industrial Index. I think that business activity would pep up. I think
ypu would see business beginning to stop the canceling of plant and
equipment orders, and stop inventory liquidations.

Senator RiBicoFF. What would happen to the value of the dollar
abroad if we had a $30 billion tax cut?

Mr. NATN. I think that the value of the dollar abroad is not likely
to be affected. I think it would stop declining in many ways because
t) ere would be more confidence in how the American economy would
per.rmn. You see, if we really put in a $30 billion tax cut, the prospects
for recovery would improve greatly. That means we would import
more. I think that peo-ple abroad would feel stimulated, and their
economies would go up and they would l:egin to import more from us.
I think the dollar would strengthen. But it has deteriorated, 3 percent
or so in the last few months. I think our international posture would
improve tremendously.

Senator N ELSON. I have two questions.
When you expressed the view- that you did not think you would

see shale oil development, geothermal, or even coal, I am puzzled about
that. With oil at $11 and, I have forgotten what the equivalent in
coal would be, but it is something like one-third; anyway, why is
not $11 oil, whi-l is very high, sufficient to induce very rapid expansion
of coal ?

Mr. NATHAN. Vell, there are several reasons.
One, I still think, Senator Nelson, there is some deitree of concern

among some large investors over the possibility that if not this year,
maybe next year, maybe 3 years from now, oil prices will break. You
know, some persons'are t'aiking about how the cartel cannot last
forever; and every time Abu Dhabi sneezes anc.says it has a cold,
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they say the cartel is going to break. But, I do not think it is going to
happen very soon.

The coal industry is concerned about that. I think they are also
concerned about how rapidly they will be able to overcome the environ-
mental limitations.

One of the real problems that bothers me, very frankly, is the fact
that most of the bigger coal companies are now owned by the oil
industry. That raises a very real problem. If we want to talk about
the free marketplace and competition and breaking inflation, we
ought to take a good, hard look at inter-industry holdings and com-
petition and monopoly and restraints of trade and administered
pricing practices.

But do not see much evidence of the trend toward large expansion
of coal production capacity. Everybody talks about the need, and I
share that. We ought, to increase our coal production from at least 6
million tons a year to 1.2 billion tons. I do not see sizeable orders of
new coal cars; I do not see evidence of tremendous investment in-
creases in expansion of capacities.

I would today. give low interest loans; I would give. special incen-
tives to companies that produce coal mining equipment to expand
their capacity; to companies that produce oil drilling equipment to
expand their capacity. In other words, I do not think we ought to
follow just a tax cutting route. I think we ought to take those areas
of our economy where we need expanded capacity, where there are
shortages, where we are depressed, and we ought to undertake special
measures, whether it is low-cost loans or special incentives, and put
people back to work to produce these goods. Some shortages like coal
cars and oil drilling equipment and coal mining equipment and the
like, and even some parts of the steel industry might well be encour-
aged by special incentives of a temporary nature to expand their
capacities quickly so that when we get back to full employment we
do not have bottlenecks.

Senator NF.LSO. One final question. If you were to view the ques-
tion of inducing capital investment, capital expansion and accrual
of out-capital. how would you compare the value of a 10-percent or
a 12-percent investment tax credit, vis-a-vis for example what the
Canadians have done, in allowing a write-off, rather -dramatic and
big, of 50 percent the first year and 50 percent the second and/or at
the option of the owner?

Mr. NATHAN. Well, the advantage of the investment credit is, it is
a grant which is permanent. In other-words, you say to the person
you are going to invest $1 million; you put up $900,000 and Uncle Sam
puts up $100,000. That is a stimulation.

On the other hand, if we really accelerated the depreciation, we
would reduce risks tremendously.

In other words, if we said, instead of writing off your machinery
over 10 years, which is its normal life, you can write it off over 5
years or shorter at your option; when you make a lot of money write
more off, when you do not make so much you write less off; I think
that would provide a tremendous incentive. The. beauty of that is that
the only person who gets that incentive is the person who actually
invests,'because it is a retrospective.
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In other words, if you invest, you get the accelerated depreciation;
if you do not invest you do not get it; whereas with an investment
credit, if you are going to invest anyhow you get it., even if it makes
no difference and has no marginal impact on your decision.

I think accelerated depreciation, especially during inflation, makes
a great deal of sense.

Senator RIBIcOFiF. Thank you very much, Mr. Nathan.
Mr. NATHA.N. Thank you.
[The prepared statement of Mr. Nathan follows:]

PREPARED STATEMENT OF ROBERT R. NATHAN

Mr. Chairman and members of the committee: Thank you for the opportunity
to testify at this time of pervasive and deepening economic recession.

The Congress is properly focusing on fulfilling the objectives of the Employ-
ment Act of 1940, namely, to restore and maintain high levels of production,
employment and income. The designers of the recession as the sole weapon against
inflation have all but repealed the Employment Act of 1946 and brought this
nation to the brink of depression. BuL for the actions of the Congress in process
and in prospect we might well be falling over that brink.

Let me first express my concurrence with those who have expressed concern
about the dangers of renewed inflation once recovery is underway. But I strongly
disagree with the views and policies of those who perpetrated this recession as the
sole vehicle for fighting inflation and who now oppose a vigorous recovery pro-
gram because they fear that expansionist measures may bring us back to double-
digit inflation. We must overcome inflation, but the solution must not be a long
and costly recession that could erode the very foundations of our free enterprise
system.

We should do everything we can to break the back of inflation once and for all
and do it now and not over the next six or more years, as projected in the Presi-
dent's Budget. I favor strengthening the authority and powers of the Council
on Wage and Price Stabilization to bring reasonable and continued price sta-
bility at the earliest feasible date. We should take prompt measures to strengthen
competition and weaken monopoly. We should fight administered pricing. We
should formulate policies and programs and incentives to improve efficiency and
productivity. We should immediately undertake a comprehensive study of the
strengths and weaknesses of the marketplace, similar to the Temporary National
Economic Committee (TNEC) of the 1930's.

Also, we should here and now resolve that if and when necessary to fight
renewed inflation as full employment is approached, fiscal and monetary policies
should be reversed and should be geared to the needs at that tine. That is much
more sensible than now quivering and shivering with timidity and fright in facing
the problem of recession. We must not hesitate to undertake clearly needed
expansive measures if we are to avoid drifting from recession to depression.

We should aggressively and positively fight both recession and inflation now
Just as we should be determined to fight inflation alone when and If it persists or
worsens at times of high levels of employment. We should not be half-hearted in
our pursuit of recovery Just because we are fearful that inflation may get worse
later. Unemplyment is over 8 percent and that level doesn't reflect either the
total number of unemployed who are without jobs nor the full-time equivalent of
those forced to work less than normal hours because the economy is depressed.

There are two principal points I should like to emphasize before this Committee
today, namely, tax cuts and stimulative spending programs. The latter subject is
not directly within the jurisdiction of this Committee but It must be taken into
account in Judging the magnitudes of the economic stimulus required through tax
reductions. Direct government spending or induced private spending can signifi-
cantly and fruitfully stimulate recovery.

I strongly favor a substantial tax cut as an important and responsive means
of reversing the precipitous downward trend in employment, production and
income. However, with a present gap between potential GNP and actual ONP
of over $200 billion rn current prices, we should not turn our back on public
expenditures which could satisfy priority needs and also help Lehieve economic
recovery.

40-495 O - ?S - 25



380

I disagree strongly with President Ford's program which encompassed a fiscal
stimulus (tax cut) that was more apparent than real and which took a very
strong stand against any government spending to help achieve recovery. The
President seems to be changing his mind, but only in small degree, In support
of public service jobs and releasing Highway Trust funds.

Insofar as expansionist tax measures are concerned, the House Committee's
aggregate proposals are infinitely superior to those of the Administration. The
President's proposed tax rebate and increase in the investment credit were fully
or more than fully offset by proposed expenditure restraints and by a contrac-
tionist set of fiscal measures associated with the energy program. The House
bill is stimulative, but not enough.

A substantial increase should be provided in the immediate and one-time tax
rebate and in payments to those whose incomes were so low as to preclude them
from tax liability in 1974. The House bill added up to a rebate and refund aggre-
gate of $8.1 billion. I would urge this be increased to at least $10 billion or $12
billion.

As far as the individual tax cut is concerned, I would suggest that it be
As far as the individual tax cut is concerned, I would suggest that it be

increased from the $8.1 billion in the House bill to $12 billion. It has been pro-
posed by Senator Mondale that there be an optional tax credit as an alternative
to higher exemptions and this has great merit. The corporate cuts totaling $5.1
billion appear reasonble, but some reductions in corporate tax rates on profits
between $25,000 and $100,000 would be helpful to the expansion of small busi-
nesses.

The structure of benefits under both the rebate and the tax reduction compo-
nents of the House measure are not only more equitable but also more consistent
with the needed stimulus for an early turn-around of the economy than the
Administration's recommendations. The biggest response in consumer outlays
will come from those at the lower income levels and the emphasis in the House
tax bill is appropriate from an economic point of view as well as helping those
hurt the most by inflation and recession.

Concern over large tax cuts Is associated with worry about subsequent infla-
tion. To mitigate-the fear I would suggest that some part of the tax reduction
now be limited to the next two years. If within those two years we find that major
recovery and the approach to full employment does bring renewed inflation, we
can then agree not to extend the tax cuts in all or in part. It on the other hand
we find that the revenue responses to economic recovery again bring about a
drag on economic expansion, we could make these tax cuts permanent. Economic
policies should never be irreversible. If we are going to pursue intelligent fiscal
policies in the fight against-recessions and depressions, as well as to prevent ex-
cess aggregate demand and inflation, we need to recognize that taxes may hRve
to be increased at appropriate times, Just as decreases are appropriate at this
time.

In summary, I would urge a much larger individual tax rebate to get the big-
gest possible bang for the buck at the earliest possible date in stopping the de-
terioration in economic activity and initiating an up-turn. I would adopt a bigger
continuing tax cut and propose limiting all or part of these cuts for a couple of
years in order to reassess the fiscal situation as recovery occurs.

With respect to business taxes, we should increase the investment credit to 10
percent except for public utilities. We should recognize the dire straits in which
public utilities find themselves because of the inflation and we should provide a
12 percent investment credit for all utilities for a two year period and also raise
the 50 percent limit. I also urge the removal of the investment credit ceiling
imposed on the American Telephone and Telegraph Company.

Let me state for the record that I have testified before many regulatory agen-
cies on behalf of AT&T and many of its affiliates in the Bell System. The regula-
tory lag has been harshly harmful to the Bell System just as it has been to the
electrics and gas companies and other utilities Over the last decade all public
utility stocks have deteriorated in price relative to industrials and AT&T is no
exception. If a shareholder in AT&T purchased his stock in 1964-before the
inflation-its present value in terms of purchasing power would have deterio-
rated by more than 60 percent.

AT&T has been investing approximately $10 billion a year in new and mod-
ernized plant and equipment. That has not only been a stimulant to economic
activity generally but it has also made possible the production of a critical com-
munication service that is, I believe, the very best in the world and is essential to
a modernized and efficient economy.
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4 see no logical or Justifiable basis for limiting the investment credit of $100
million, which in effect would be designed only to affect the Bell System. Of
course, AT&T is big but that is because it provides most of the telephone services
across the nation. Its very size requires very large investments and very large
sources of capital.

We now need investment and we should encourage investment by the Bell Sys-
tem and by other utilities and other enterprises. The Bell System cannot con-
tinue to rely on debt financing because its capital structure has already deteri-
orated to a point where bond issues of some of its subsidiaries have been down-
graded. It needs more internally generated funds for Investment. It will have to
slow its investment program unless it is given the kind of incentive afforded
to all utilities through a high investment credit.

It has not been feasible for AT&T to sell common stock at terms fair to its
present shareholders because the stock has been selling around or below book
value for some time. The $100 million limit ought to be removed.

Let me briefly add a few observations on pursuing increased spending as a
recovery measure along with tax cuts. We should stimulate rapid recovery in
the housing industry through any of a variety of measures that would serve
to lower the financing costs of housing, increase the demand for privately built
homes, and increase the supports for all kinds of low-income housing.

We should stimulate the expansion of coal production and the transport ca.
pacity to move coal from the mines to users. We need to enlarge our capacity to
produce oil drilling equipment and coal mining equipment. We should now, dur-
Ing the recession, do everything possible to encourage the expansion of capacity
in those industries where shortages prevailed six or twelve or eighteen months
ago. Now is the time to increase productive capacity when we have the idle re-
sources, to help prevent inflation from reasserting itself as we move up the
economic scale.

Investment credits are not likely to be adequate for these tasks. We should set
up a Development Finance Corporation and an Energy Finance Corporation to
assure supplies of funds at modest rates to expand high priority investments.
Many key industries need modernization. Bottlenecks that will emerge at higher
levels of production and employment should be anticipated and broken. More and
better bus systems and other modes of mass transit are essential to help abate
our energy problems. New and expanded energy sources must be facilitated.
We need to improve our cities and our homes and our Industries.

These critical needs should not be neglected. We should not concentrate wholly
In our recovery efforts on cutting taxes. We cannot rely totally on the market.
place to meet all these priority requirements, many of which have an urgent
time dimension. If we quickly put our ieT resources to work we can enjoy not
only high levels of employment and production and income but also improve the
prospects for price stability and achieve a much more vigorous and modernized
and efficient economy that can compete in an increasingly competitive world.

Senator RIITCOFF. The iiext witness is Mr. Stuart. Tipton, from Pan
American.

Senator NErsox.- [i)residing]. Our next witness is Stuart G. Tipton,
senior vice president for Federal affairs of Pan American Airways.

The committee welcomes you here, Mr. Tipton. If you would iden-
tify for the reporter your associates, so that if they comment, the rec-
ord will be accurate.

STATEMENT OF STUART G. TIPTON, SENIOR VICE PRESIDENT FOR
FEDERAL AFFAIRS, PAN AMERICAN WORLD AIRWAYS, ACCOM-
PANIED BY JAMES O'HARA, JONES, DAY, HARRIS & PUG,
COUNSEL FOR PAN AMERICAN WORLD AIRWAYS; AND. DICK
RIDDELL, ROSS, RIDDELL, TAYLOR & DAVIS, COUNSEL FOR
PAN AMERICAN WORLD AIRWAYS

Mr. TxPron. Thank you.
On my right is Mr. James O'Hara-name your law firm, please,-Jim.
Mr. O'HARA. Jones, Day, Travis & Pug.
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Mr. Tirro-x. Counsel for Pan American. On my lefi is Mr. Dick
Riddell, and you might state yours, Dick.

Mr. RIDDRL. Ross, Riddell, Taylor & Davis.
Senator NELSOx. Your statement will be printed in full in the

record. We do not know whether there will be more rolleall interrup-
tions or not, so it will be printed in the record. You may present it
however you desire. --

Mr. TPTON. I think, Mr. Chairman, that we have boiled down this
statement so much that I can probably read the statement about as fast
as I can purport to summarize it.

Senator Nm.xSow. That is a good idea. I have had people who I have
suggested extemporize, and it comes out four times as long as the pre-
pared text.

Mr. Tr rox. I am afraid mine might.
First, I want to thank the committee for permitting us to come

before the committee.
We advocate an amendment to the pending legislation which would

permit Pan American to carry back its 1970 and 1971 losses for 10
years and would require it to give up any right to carry forward such
losses for those years. At the present time, we are authorized to carry
losses back for 3 years and forward for 7 years. Our proposal fol
lows the American Motors legislation in 1967.

The chairman of the committee and many of the members will recall
that we advocated this change during the latter part of the 93d Con-
gress. While the suggestion received some consideration, the parlia-
mentary situation at the end of the congressional session did not per-
mit its enactment.

If this amendment were adopted, it would permit Pan American
to file for and secure an immediate tax refund of approximately $40
million, instead of utilizing these losses during the 7-year carry-
forward period.

Enough has been said concerning the present financial condition of
Pan American without again reciting what is already well known.
Last fall Pan American was saved from bankruptcy by a short-term
line of credit up to $125 million, which will expire on September 30,
1975. Our losses for 1974 were approximately'$82 milion. The results
of our operations for 1975 will depend in large part, upon future
changes in the current recession, on the volume of passenger and
freight traffic and on developments in the price of fuel.

There are many programs underway, some by the Government and
some by Pan Am under which the company can be rehabilitated, but
in all cases the benefits of the programs are for the long term not the
short term. Last fall the Government established a seven-point pro-
gram designed to improve the environment in which Pan Am operates.
At the end of the last Congress, the Fair Competitive Practices Act,
having the samepurpose, was passed by Congress.

In both cas, negotiations with foreign governments and extensive
regulatory proceedings are required before the contemplated improve.
ments can% nave a favorable effect on Pan Am's future. Pan Am has
reduced personnel by 4,300 employees, reduced capital expenditures
to the barest minimum, reduce operation-a capacity by over 10 per-
cent, eliminated service at 15 points on its worldwide system, and has
submitted to the Civil Aeronautics Board for approval the most ex-
tensive route restructuring in the history of transportation.
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It has entered into negotiations with the government of Iran seeking
a long term loan of approximately $300 million. This has been ap-
proved in principle by the executive branch of our Government, but
it must now be negotiated with the Iranian government, and there-
after approved by t ie Civil Aeronautics Board.

Pan Am now operates with about the lowest cost levels and the high-
est productivity increases of any airline in the business. Notwithstand-
ing these strenuous efforts, the levels of inflation at home and abroad,
p is a $170 million increase in fuel costs, have made it impossible for

an Am to operate in the black.
In view of the relatively long term nature of the stops that have

been taken and the possible termination of our line of credit in Sep-
tember. Pan Am needs all the cash it can secure. It is for this reason
that we are pressing hard for legislative permission to carry over our
1970 and 1971 losses back 10 years.

Senator NELSON. May I ask a question I You state that you had $170
million increase in fue costs. What does that mean over one 12-month
period?

Mfr. Tirrox. Over a 1-year period.
Senator NELSON. And what was that period ?
Mr. Tiro.,. That was 1974 over 1973.
Senator N.LsO.N. This is the increase. What was the total of each

year?
Mr.-TivrOx. It has almost exactly doubled. We had about $170 mil-

lion of fuel expense in 1973. That just about doubled in 1974. There
was an increase in expense of $170 million in 1 year.

Senator NzLsoN. And that was almost exclusively due, I take it, to
increased .prices of fuel and not to expanded routes or more travel
or more miles.

Mr. TIrON.. Our operations were reduced by 12 percent. It was
entirely due to increased cost of fuel. It is that element that really did
it.

Senator NELsoX. Thank you.
Mr. Tim)r.x. As part of this legislation, Pan Am is prepared to re-

.ward our employees, who have enthusiastically supported the coin-
pany during these troubled times, by contributing nearly $10 million
in Pan Am stock to an employee stock ownership l)lan" for eventual
distribution to the employees upon their retirement,. This $10 million
worth of stock will not cost the employees a cent and will be in addi-
tion to the already generous company stock bonus, disability, and re-
tirement plans.

In terms of the effect this proposal might have upon the Federal tax
structure, I will simply state for the record what many of you already
know. In 1967, a bill was introduced by Senators Nelson and Prox-
mire on behalf of American Motors to extend the carryback IW.riod ap-
plicable to that taxpayer from the general 3-year period to 5 years
while reducing the loss carryforward period from 5 years to 3 Years.
This proposal was enacted in December 1967 as Public Law 96-225,
and is-ncorporated within section 172(b) of the code.

Senator MOINDALE. Are you a Wisconsin corporation?
Mr. Tiprox. No; as a matter of fact, we are not.

- In addition, there are other examples of situations in which current
law provides unique carryback treatment for specific industries in
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recognition of the special business considerations prevailing in those
industries. Thus, banks are permitted to carry back their losses for
10 years and to carry losses forward for 5 years.

This proposed amendment is consistent with the congressional prece-
dent set. But while I have talked solely about Pan American in this
point, the amendment that we are advocating is one which would
have general application to corporations which have had very serious
financial flows and can take advantage of the carryback provision that
we are advocating.

The carryback provision we are advocating, the legislation we are
talking about, covers losses for the years 1970 to 1975, so this is a bill
of general applicability, a bill which is designed to come to the assist-
ance of badly hurt corporations and permit them to utilize their carry-
backs and carryforwards in-order to have immediate relief.

The long-range effect on revenue may be restricted to timing. Under
this proposal, Pan Am and others would be able to immediately utilize
some of its past losses by carrying such losses back to prior profitable
years in order to produce a refund now, rather than to wait and apply
such losses against future profits. The same results would also appear
to be true even if Pan Am were unable to regain its former profitable
position and were forced to merge or consolidate with another
company.

If, at the time of such a reorganization, Pan Am had already re-
ceived its refund under this proposal, the combined entity would be
required to pay taxes on its aggregate profits because the losses of
Pan Am which were utilized under the extended carryback provisions
would be, of course, no longer available as carryforwards under this
proposal. In short, the present existence of Pan Am's losses already
represents an eventual reduction in taxes. This proposal would simply
accelerate the utilization of such losses.

The accelerated utilization would appear to be quite consistent with--
the view of this committee to produce a bill which would generally
provide for a quick, short- term means of-tax relief, which, in turn,
would result in a prompt infusion of cash into our sagging economy
and hopefully reduce our unemployment.

As already stated, the receipt by Pan Am of its refund would serve
such a purpose. It would be immediately injected into the private sec-
tor by helping to reduce its debt load and hopefully release compa-
rable funds from its lending institutions for reinvestment in capital
and equipment. It would also represent a big step forward in assuring
the continued viability of the world enoip dahrtenoUuain
the continued viability of the world pioneer and the United States
leader in international air transportation.

Such an amendment would also be consistent with the report of the
Joint Economic Committee filed before this committee on March 7,
1975. The report suggested, as a guideline for your committee to con-
sider in evaluating tax proposals, that any such proposals should be
sufficient to support a strong and sustained recovery from the present
severe recession. Our proposal would certainly be a reasonable and
sensible step in that direction.

For the foregoing reasons, I sincerely urge you to adopt this pro-
posal as an amendment to the Tax Reduction Act- of 1975. I thank you
very much for your time.
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The CHAMwuw [presiding]. Mr. Tipton, I told your people the same
thing I told others who find themselves under financial stress and are
asking for the kind of consideration we gave American Motors some --
years ago. If I voted for something like your proposal, I would want to
see that 25 percent of the benefit found its way into an employee stock
ownership arrangement because I think that we ought to experiment
and that American business ought to become acquainted with the idea
of employee stock ownership where 100 percent of the employees
participate.

Some of you have some very fine plans which indicate that you are
for the idea, but it is just a question of how you arrive there If we
had had that concept and made that the condition of all of those Re-
construction Finance Corp. loans long before I even came here, when
T was a boy, then instead of just having 10 percent of the population
owning some corporate stock and having some understanding of the
problems of management as well as those of labor, by now you might
have 40 or 50 percent of the population of this country that would own
some stock and would have an equity interest in America's.productive
facilities.

And I also think that some of the experiences that I have seen under
employee stock ownership has absolutely been thrilling. I am familiar
with that fellow, for example, who took advantage of the opportuni-
ties available under the Sears plan, and when he retired even though
he was not in charge of the store even in Baton Rouge, he was maybe
the fellow in charge of one of the sections of the store, but having
fully taken advantage of that, the man could take his wife on a trip
around the world. They have a middle-income home, but the were
able to put on a party and entertain all their old friends and asso-
ciates, and they are outstanding, well-regarded people in the commu-
nity, and they have an estate, you might say, that they are able to
leave to their children.

Now, that concept is what I would call capitalistic democracy,
something that I think is good for everybody. It is good for manage-
ment and everybody else, and I am pleased with the suggestion that
you have made here, and I urge you that you should go a ong with or
propose something of that sort yourself, because you have got some
ver fine employees. Goodness knows they have done a iob in trying
to help you save this great company of yours, and I think that they
are as deserving as any employee of owning some stock in the company.

Mr. Tmro . We are pleased to respond to your suggestion, Mr.
Chairman, because particularly in thie instano--because our em-
ployees have responded to the company's financial difficulty in a very

eartwarming way. They have risen up and are helpingi,-not only
with res;tla advocating Pan American's positions In various places,
but they have what they refer to as "Product Improvement Commit-
tees" in all of their bases, and they utilize that machinery to make
suggestions as to improvements as to how they can improve the

Now, that is as I say a very heartwarming experience that we havehad.
The CHATA EA. I hope we can work this out for you because I think

you have a great company. It deserves consideration. There is prece-
dent for it.
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But I think that if we include provision for employee stock owner-
ship, that is an even more appealing proposal than- what we have done
in the past.

Mr. rTnrOX. Well, any suggestions we have made as far as drafting
is concerned we have developed along with your staff and others, legis-
lative language to carry this into effect.

Senator NELso.N. I just had one question. Are you aware of any other
companies in a similar situation that would be seeking the benefits of
this kind of a carryback?

Mr. Twrox. We understand there are approximately 100 companies
that we know of, large and small and middle sized that can be aided
by the type of carryback change here. It would be restricted to those
who really need it, who have financial difficulty. Specifically, we have
worked here with Lockheed and with Chrysler, and as I have said, a
large number of other companies that can be aided by it.

The CHAIRMA.x. All you are really talking about is that it is really
averaging out your taxes over a period of time, and I find a lot of ap-
peal to it, personally. As I say, I would just like to see the major com-
panies of America have some experience with employee stock owner-
ship, and it seems to me that when a company is getting-he worst of
it through no real fault of its own, and in good faith they ask the gov-
ernment to average out their taxes so that they would have some
money to help tide them over a difficult period, that that might be a
good time to ask them to consider the employee stock ownership sug-
gestion that I have made on occasion, and which, incidentally, that
type of thing is passed through this committee.

We had an amendment in the Trade Act that included that prin-cinlI
"Mr. T nrox. I should point out, Mr. Chairman, that our proposal

here responding to your suggestion is in addition to what I think is
regarded as a very fine stock bonus plan which has been in existence
for some years. We think that about 15 percent of our stock may be
held by our employees. It is a very good program and this will add
to it.

The CH, tAm. I think that is very fine.
What percentage of your employees actually hold stock in the

company Y

ir. Trmr 'r. I ought to know the answer to that. Do you iememberI
Mr. O'HARA. Mr. Chairman, I believe it is over 50 percent .
The CHARMAN. If I had my way it would be 100 percent. If we

pass that bill it will be 100 percent, will it not I
Mr. TqroY . That is right. We pass this bill and it-helps us carry

forward the programs we have in hand, and we get along well, that is
the way it will turn out.

Senator-Dozz. This will not do anything for the employees.-4,0
or 5,000-that have lost their jobs, will it I

. r. Tn, o. No. If we can get them back it will. The 4,000 reduc-
tion is of course a process one has to go through when you are in ex-



387

tremes. as we have been during approximately the past year. We
would like to get them back.

The CHAIRMAN. Thank you very much.
Any further questions?
Senator NELSON. No; thank you.
The CHAMRMA. Thank you very much, Mr. Tipton.
Next we will hear from Mr. Thomas Field, Executive Director of

Taxation with Representation.

STATEMENT OF THOMAS F. FIELD, EXECUTIVE DIRECTOR,
- " TAXATION WITH REPRESENTATION

Mr. FIELD. I am1 going to present a brief summary of my statement
for the committee. I realize the time pressures under which the com-
mittee is operating.

I am very grateful for this-opportunity to testify about the pend-
ing tax cut bill. It is clear that our economy is in a serious recession
and that tax cuts can help to restore prosperity.

In implementing fiscal policy measures like a tax cut timing is
often crucial. A small stimulus, administered early in a slump, can be
as effective as a much larger stimulus administered later.

The CHAIRMAN.K. Senator Dole wanted to ask you a question and he
has to go to a meeting.

Senator DoLE. I have a meeting at 4 o'clock. I just wanted to ask a
couple of questions; first to have some information for the record on
what is this group, Taxation with Representation.

Mr. FIELD. It is a nonprofit corporation founded in 1970 to represent
the interests of ordinary taxpayers before the tax-writing conrmittees
of Congress. In 5 years, we have grown from a membership of 300
to a membership of almost 17,000 today. Most of our members pay $15
a year membership dues, and some of them, low-income members. pay
$5 a year. We do not solicit any contributions of more than $100 a year.
- Senator Dor.r. I think it might be helpful to me at least if you would
just furnish the names of the officers and directors.

Mr. FIELD. Certainly. I would be happy to do that for the record.
(The information referred to follows :)
Taxation with Representation Is a nonprofit corporation organized in 1970

under the laws of the District of Columbia. Its offices are located at 23869 North
Taylor Street, Arlington, Virginia 22077.

The organization Is governed by a five man board of directors. Their names,
addresses, and occupations are shown below:

Chairman: Dr. Elliott . Mors, Consulting Economist, 1255 'ew Hampshire
Avenue, N.W., Washington, D.C. 20036.

George B. Javaras, Tax Attorney, 900 North Lake Shore Drive, Chicago,
Illinois 60611.

Edward W. Erickson, Economist, Department of Economics, North Carolina
State College at Raleigh, Raleigh, North Carolina 27607.

Thomas F. Field, Tax Attorney, 23869 North Taylor Street, Arlington, Virginia
22207.

A.rthur W. Wright, Economist, Department of Economics, University of Massa.
chusetts, Amherst, Massachusetts 01002.
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In addition, the organization is advised by a panel of more than 30 distin-
guished public finance economists and tax attorneys. The names of these indi-
viduals are shown below:

HENRY AARON, Washington, D.C.
HARO JD BIERMAN, JR., Cornell Uni.

veraity.
GEORGE F. BREAK, University of

California.
E. CARY BROWN, Massaehjusette In-

stitute of Technology.
GEORGE COOPER, Columbia Univer-

8ity.
MURRAY DRABKIN, Washington,

D.C.
JOHN F. DUE, University of Illinois.
OTTO ECKSTEIN, Harvard Unirer-

Sity.
DOUGLAS H. ELDRIDGE, New York

City.
PATRICK E. GORMAN, Amalgamated

Meat Cut terms.
ARNOLD C. HARBERGER, The Uni.

versity of Chicago.
ROBERT HAVEMAX, The University

of Wisconsin.
WALTER W. HELLER, University of

Minnesota.
JEROME R HELLERSTEIN, New

York University.
WILLIAM F. HELLMUTH, MoMaster

University.

DANIEL M. HOLLAND, Massachusetts
Institute of Technology.

ROBERT J. LAMPIMAN, The Univer.
8ity of Wisconsin.

WILFRED LEWIS, JR., Washington,
D.C.

RICHARD A. MUSGRAVE, Harvard
University.

ROBERT R. NATHAN, Washington,
D.C.

OLIVER OLDMAN, Harvard Univer.
8ity.

JOSEPH A. PECHMAN, Bethesda,
Maryland.

MITCHELL ROGOVIN, Washington,
D.C.

CARL S. SHOUP, Columbia University.
PHILIP M. STERN, Washington, D.C.
LAWRENCE M. STONE, University of

California.
JOHN Y. TAGGART, New York Uni-

versity.
JAMES TOBIN, Yale University.
MELVIN I. WHITE, Brooklyn College,

City University of New York.
AARON WILDAVSKY, University of

California.
GEORGE E. ZEITLIN, New York Uni-

versity.

Senator DOLE. I have read your statement and I do not totally dis-
agree with your comments on depletion. But if you have been around
the last day or two, we have discussed those very small producers
with production one to four barrels a day average such as many in
Kansas. We must decide whether we want to wipe out this depletion
allowance for everyone or whether we are going to redefine what we
mean by independent. I can understand your concern about the very,
very large independents and of course, the major oil companies.

So if there is any flexibility in that proposal, perhaps you would
supply it for the record.

Mr. FIELD. I will try to do that, sir.
[The information referred to follows:]

DEFINITIONAL PROBLEMS AND THE PROPOSED INDEPENDENT EXEMPTION

I have carefully considered whether it is possible to define the term "inde-
pendent oil man" in a way that makes tax sense. My conclusion is that it is
extremely difficult, perhaps impossible, to do so.

I. A FUNCTIONAL DEFINITION

Iistorically, the term "independent" has referred to oil producers who are not
integrated-I.e., who do not own refineries, pipelines or marketing facilities in
addition to producing wells. A typical pattern of operation for independents, as
thus defined, has been to drill for oil, bring a property into production, sell It (at
capital gain rates) to integrated firms, and then begin the cycle again. This modeof operation has made many independents very wealthy. As a result, a depletion
repeal exemption for "independents," as thus defined, would continue the per-
centage depletion deduction for some of the world's wealthiest men and for many
others whose wealth, while smaller, is still very substantial by any standard.
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2. A PRODUCTION FIGURE DEFINITION

The facts just outlined have led to a proposal to define the term "independent"

In terms of the number of barrels of oil produced per day by a particular individ-

ual or firm. The exemption figure most commonly offered is 3.000 barrels per

day for producers who do not own refineries or retail outlets. This exemption

figure hits no obvious relationship to industry practice, statistical categories, or

any other rational classification. Moreover. the 3.000 barrel per day figure results

in an exemption for 1.095,JXX) barrels of oil each year. which, at present prices. is

worth between $8 and $12 million. Plainly, tie persons to whoii this exemption

would apply are hardly small, struggling firms.

3. DEFINING "SMALL BUSINESS"

If, instead of trying to define the term "independent," one tries to define the

term "small" in a tax context, the Internal Revenue Code provides some assist-
ance. The corporate surtax exemption provided in Section 11(d) of the Code

applies to the first $25,000 per year in taxable income (this would be raised

under the pending bill to $50.000). The purpose of this exemption, as indicated by

its legislative history, is to aid small business. Using the surtax exemption as a

yardstick. one might conclude that a "small" oil producer was one whose receipts
from the sale of oil were $50,000 or less per year. But this approach would be an
invitation to tax avoidance through the splitting of large oil firms into small
producing units; this has occurred in the shoe industry, among others, as a
result of the surtax exemption.

4. CONCLUSION

Accordingly, I conclude that It is probably impossible to arrive at a satis-
factory definition of the term "independent" for tax purposes. and that a defini-
tion of the term "small business" is fraught with serious difficulties, as the his-
tory of the corporate surtax exemption indicates.

Senator 1)oif;. Thank you.
MI. 14I :A). As I remarked a few moments ago, Mr. Chairman, timing

is important in implementing fiscal policy measures like a tax cut. Last
fall a small tax cut might have been sufficient to stem the slul1) in
whi(h we now find ourselves, but at )resent we need a much larger tax
cut if prosperity is going to Ix restored.

It is possible . however, to make too much of the importance of timing
whlen dealing with fiscal policy measures. Certainly a few days or even
a few weeks. one way or the other, are not likely to affect the course of
(,vents iln Ofl'r ecoil significantly. This is especially the case when

the general direction of tax policy is obvious.
For example. I can hardly l)elieve that there is any taxpayer or any

filllicial Ina lagri ill the collntiy who doubts that there is goinig.to be
a tax cut this sl)illrg. Nor is tller( much (oubt alolut its approximate
size, even though the precise beneficiaries have not yet been determined.
Consequently, whatever psychological benefits are to be achieved by a
tax cut have already been largely realized. And concrete consequences,
measured by actual consumer spending, have to await actual dollar
refunds, which are now scheduledlfor May of 1975.

Now, under these circumstances, I have great difficulty in accepting
the committee's decision to strip the percentage depletioi repeal pro-
visions from the pending tax cut bill. The time saved by that action by
the committee has to be measured in days. or at most a week or two.
That is just not enough to have a sitrni'ficant impact on all economy
the size of ours. especially when we all know that there is going to be a
tax cut.

Now, it is obvious. I think, that the oil industry's game has been to
fight for time. to postpone the effective (late of the inevitable repeal of
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percentage depletion. Up to now, the industry has won all of the
skirmishes. It has delayed the effective date for repeal of percentage
depletion from January 1, 1974 to January 1, 1975. Time and again
last. year, we were told that the repeal of percentage depletion, or the
imposition of a windfall profits tax on oil companies, was just around
the corner, and those promises were never fulfilled.

Under these circumstances. we have now decided to stand and fight.
The oil industry is not paying it fail share of taxes. We no longer
believe what we have been told about the willingness of the tax writing
committees to correct these inequities "later." We have decided to fight
to make repeal of the percentage depletion deduction part of the only
tax bill that this committee cannot and will not hold up, and the only
tax reform bill that the President will not veto. We may or may not
win this battle, but we intend to give it all that we have got.

So, on behalf of the members of Taxation With Representation, I
want to say to this committee, please do not miscalculate our anger or
our determination. On the table in front of me there are petitions
signed by 20,000 citizens from every State in the Union. They call for
prompt repeal of the tax breaks enjoyed by the oil industry. The
voices of those citizens will not be heard for the time being because
this committee stripped percentage depletion from the pending tax
cut bill.

But it is clear their views are not going to remain unknown much
longer. Let me review the facts as I see them. There clearly is going
to be a floor fight in the Senate over the repeal of percentage depletion;
as the chairman undoubtedly knows, the Hollings amendment now has
23 cosponsors. There may" be a filibuster as a consequence. There will
probably be a fight in the conference committee because I am told by
friends on the House side that the House is determined not to recede
from its position. There may be a floor fight in the House when the
conference committee reports.

Tax justice in general has been too long denied, and under those
circumstances, we are determined to begin the task of tax reform now.
It is our feeling that the place to begin is with the oil indutsry.

So, in conclusion. Mr. chairman, I respectfully suggest to the com-
mittee that the swiftest route to the l)rompt tax cut that we need
may well involve inclusion of a depletion repeal provision in the Sen-
ate version of the pending tax cut bill. Such a provision would help to

ave the way for prompt agreement with the House when the tax cut
ill goes to conference. It might also avoid the possibility of a filibuster

in the Senate by individuals determined to defend their tax privileges
against the claims of economic efficiency and the demands of those
seeking tax justice.

In short, because we need a prompt tax cut, I urge you to restore
the depletion repeal provisions to'the pending tax reduction bill.

Thank you, Mr. Chairman.
The CHAIRMfAN. Senator Nelson?
Senator NELSON. The committee has not taken any action at. all on

the House bill to remove or retain the depletion allowance in the bill
at this time.

Mr. FIELD. Thank you, Senator; I am glad to know that.
I might add one thought. There was a question that arose a little

earlier regarding the independent exemption, which I understand is
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a point of important controversy. The typical oil well in the United
States produces only about 5 or 10 barrels of oil a day. Our wells are
not like the Persian Gulf wells which produce at rates of 3,000 barrels
a day and sometimes more. As a consequence, it seems that, the com-
mittee really needs to be very careful about the size of the independent
exemption, if one is to be granted.

The 3,000-barrel-a-day figure would exempt from the depletion
repeal more than 1 million barrels of oil a year for each producer, or
an income of approximately $10 million per year. Obviously, some-
one realizing $10 million a year from the sale of oil is not a little man
in need of help. As consequence, it seems to me that it is important
to carefully examine the proposed independent exemption to see
whether one should be granted at all. With the committee's permis-
sion, I would like to supplement my statement with a brief analysis
dealing with the independent exemption, if that is acceptable to the
chairman.

[The information referred to follows:]

DEPLETION AND THE INDEPENDENT OIL AND GAS PRODUCERS

Fundamentally, percentage depletion doesn't make sense. The nub of it is to
provide lower taxes, the more the value of a final product comes from using up
a valuable, limited natural resource. If some genius could find a way to start
with valueless dirt and manufacture it into oil, there would be no percentage
depletion because all the value would come from manufacturing. We should be
delighted to substitute cheap, plentiful raw materials for scarce materials. Per-
centage depletion throws the incentive in exactly the wrong direction.

Moreover, percentage depletion is structured so as to provide the greatest
benefit to the producer with the greatest profit. When we are faced with short-
ages, one would think it important to exploit marginal sources, not ones so profit-
able that they would be exploited anyway. Percentage depletion provides mini-
nmum benefit to the marginal outputs.

The Congress should be anxious to get rid of a provision like this, so why is
the repeal of percentage depletion so difficult?

There are several problems. There is a filibuster possibility if the amendment
is pushed on the Senate floor, and there is going to be a strong push for an exemp-
tion of a million barrels a year for "small" producers.

Under the proposed exemption, percentage depletion will remain available
on time first 3,(400 barrels produced each day by those producers who do not also
,Pvi refineries or retail outlets. This comes out to 1,095.000 barrels a year. At an
average price of $8.50 a year (about 75% of the oil produced by independents is
uncontrolled and thus sells tt a higher average price), this means that percent-
age depletion wvoul lie preserved with respect to the first $9.5 million of oil
income. If an independent's production were completely exempt from price limits.
the deduction for percentage depletion would be applied on about $12 million of
income and would total more than $2.6 million.

This is not defensible as small business relief. The tax law has some general
relief provisions for small business, such as the corporate surtax exemption of
$25,000 (raised to $50.000 by the tax cut bill.) If no other industry do we pro-
vide "small business benefits" keyed to such enormous incomes.

If we were looking for some mall businesses to favor with special relief, one
coul hardly find a less deserving case than the independent oil producers.
Crude oil sold for an average price of about $3.50 a barrel two years ago, when
nearly all of the wells that would be affected by the independent exemption
were either producing or being drilled. Now oil that is simply a continuation
of 1972 production brings a price of $5.25 and new oil production brings a price
of about $11. Where can you find another small business living so high off the
hog?

Not only is the income remarkably high, but the increase in price makes per-
centage depletion worth more. When the oil price was $3.50, the depletion was
at most a deduction of 77 cents a barrel. Considering various limitations, the
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average net deduction in excess of cost depletion was more like 55 cents. On $11
oil, this will be nearer to a net deduction of $2.00. On $8.50. it will be a net
deduction of about $1.50 over cost depletion.

In addition to all this, these same firnis are also the beneficiaries of extremely
generous treatment of their capital costs, under the rules that allow expensing
of intangible drilling costs.

A very competent analysis by Bill l'ietz of the Public Citizen Tax Reform
Research Group found that 75 independent oil producers had a return on equity
capital which averaged 25.8%, compared with the 1974 average of 14%, for nanu-
facturing industries.

There are a number of other things wrong with the 1,095,000 barrel a year
exemption from percentage depletion repeal. Any provision like this is tied up
with the problem of identifying separate Iusinesses, to prevent a firm from
reorganizing in such a way as to increase its exemption. It will be necessary
to devise complicated rules to allocate the exemption in cases where several
firms have a substantial amount of common ownershlj. And as any tax person
will tell you. these rules are extremely complicated and they often don't work.

Not matter what comnmon ownershil) rules are adopted, it will be possible
to set up dummy "independent" drilling companies. A refiner can make long
range purchase contracts with "its" producers. The pattern will be increasingly
to have oil wells owned by units of million-barrel producers.

On the face of it, our public debates on tax reform for the last half-dozen
years has shown that what the public dislikes about tax "loopholes" is the way
they favor rich investors. The 1.095.000 barrel a year exemption is made to
order for rich investors.

On each of these 1.095,00 barrels of new oil, there will be tax free income of
about $2.00. For a taxpayer in the 70% bracket, one must earn $6.67 to clear
$2.00 after tax. For a taxpayer in the 33% bracket. $3.00 before tax produces
$2.00 after tax. The conclusion of this calculation is obvious: Tax lawyers will
continue to arrange oil financing deals so that percentage depletion goes to
wealthy investors.

In addition to the windfall for wealthy investors, this will be a fat windfall
for the tax lawyers, accountants and promoters who set up these Buy-an-Oil-Well
deals. If any working stiff needs a good tax adviser for a complicated problem
like moving expenses or child support, he will find most of the tax lawyers
already too busy building oil tax shelters.

It is absurd to argue, as some do, that without preferential treatment of
million-barrel drillers, there will be a rash of sales of oil properties. The obvious
solution to this problem is to impose a recapture rule comparable to the rule on
sales of buildings. If an investor takes ordinary income deduction, on intangible
drilling costs incurred with respect to a successful well and then turns around to
realize this as capital gain, the problem is no different from taking depreciation
deductions on a Iuilding and then selling it.

In fairness to the independents. it should be pointed out that losing percentage
depletion would, indeed, result in some short-termn inconvenience as they and
their lenders rethink the economics of drilling. They would have to learn to play
a new ballgame. But there would he ample incentive to learn it, and it would be
profitable to play it.

Basically, the proportion of investment that would come from tax shelter
drilling funds will diminish and the proportion that will have to be attracted
on the basis of normal investment decisionss will increase. But the incentives will
he there, due to high crude oil prices.

Source: Dr. Gerard M. Brannon and "Tax Notes."

The ChAIM.% .. One thing that o(.CUirs to Ine is that this Nation in
mY judgment needs the 10,000 inde)enlent l)roducens that remain.
When I came here. we had 20.000 of them. That is now. 10.000: half
of them have cone out of business. And I do not see how the 10,000
small independents that remain in that business are goinr to be able
to stay in that business without a depletion allowance. I do not think
they are going to be able to get anybody to invest in their wells. There
will be a few who will hang in there and try to (1o what they call but
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I do not see how the average independent producer is going to be able
to compete. He cannot go out there on the Continental Shelf where
the best deposits are. de is not big enough to compete up there in
Alaska where you have got enormous costs and difficulty in going. He
has never been able to go overseas where the lush de osits are, where
somebody can drill a well and get 10,000 barrels a clay compared to
an average of 10 barrels a day for wells in this country; and when you
repeal depletion for the foreign oil and bring in $40 million, some of
those companies are not going to pay an increase in taxes at all. That
would just. further subject thie independent to what has been killing
him already; namely, that it is more attractive to go overseas for oil
than it is to produce it here.

Now I believe that we really have to hope that the independents
will expand and grow to the point that they will have a source of
energy that they will produce and make available on the market, not
subject to any sort of administered prices. It will put the pressure on
oil prices to come down. Now there was a time when that was the case,
but I suspect that for a lot of these major companies this proposed
repeal of the depletion allowance-it is sort of like Bre'r Rabbit tell-
ing Bre'r Fox. 'please don't throw me in that briar patch, do any-
thing. but do not throw me in the briar patch." The way I analyze it,
against a $7 barrel of oil. 22 percent amounts to $1.54, and at a roughly
50-percent tax bracket, you see, that would be 77 cents. Now to get that
back at some point, assuming that under the free flow of capital
theory-which I think tends to work in a democracy-the price of
oil encourages investment as do prices in manufacturing industries,
oil would have to sell for $1.54 more than it would sell for otherwise.
Now someone is saving right now if you were to take the depletion
allowance away. sooner or later you are going to have to let us get
that back somehow. Otherwise we cannot drill the wells that are ex-
pected of us. We cannot do what is expected of us to develop addi-
tional energy.

But up until now, an independent would go to someone who was in
a high tax bracket and point out that he would be entitled to a deple-
tion allowance and a quick tax writeoff. Of course, he can write off all
the dry holes; that is a dead loss anyhow. But if he finds a well, by
the time he spends the development cost and intangibles, the total
amounts to about 55 percent of the cost of his completed well, and
that much can be written off in the first year of drilling. But without
the percentage depletion, if lie is going to recover his costs, the inde-
pendent must induce an investor in the 70-percent tax bracket to ad-
vance his investment by $1.54. If the investor is hoping to get a good
return on his money from the 70-percent tax payment, then the inde-
pendent will have to move his price up by great deal more than $1.54.

Now it seems to me that is not two for one, but about. three and a
half to one. So that now, one area where thet is a competitive advan-
tage if the independent is able to find someone who is in a higher tax
bracket to invest with him. I do not see how he is going to attract
capital if he does not have the depletion allowance. And that is one
thing that very much concerns me about this. T think that the major
companies will survive; they will still be here whether you raise their
taxes or leave them where they are. But I have seen independents go
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out of business in droves in Louisiana, and I suspect if we do what
you are advocating, if we just repeal it flat across the board without
doing anything to tend to offset that, we will be taking away one of
the few areas where an independent has a copetlitive edge over a
ma]or company. I do not believe it is going to help the economy to
liquidate all those people and put them out of business. Do you feel
that wa ? °

Mr. VIELw. Mr. Chairman, I have nodded a number of times during
what you have had to say, because, ironic as it may seem, I myself
am an independent oil producer in a very small way. And as a con-
sequence, I am able to answer your question by saying that I found
my incentive in the wonderful increase in the price of crude oil over
the last 2 years. What I expected would be selling for $3.50 or $4.00
a barrel, is" now selling unregulated for $10.50 and $11.00 a barrel. And
under those circumstances, I am realizing a rate of return which makes
me want to draw more money out of the savings account and buy
another well, because my rate of return is about 12 percent, and you
cannot get that in a savings bank account.

So I think that my answer to your question sir, is that we can and
should rely on the free market economy to provide all of us in the oil
industry with the incentives that we need. I believe strongly in the
market price system. I believe in allowing it to work, free of Govern-
ment regulation; similarly, I believe in not interfering with its opera-
tion through tax subsidies. And I truthfully feel that if the price of
oil stays at or near the present level, that the rush of investment capital
into oil is going to continue. And I do not think it is all going to
come from corporate giants. A lot of it is going to come from little
people like myself.
'The CHAIRMAN . Well I once invested in oil wells. I invested in quite
a number of them at one time or another. About 7 or 8 years ago,
I quit, and I persuaded everybody that was in the business with
me to quit also. And what we did'was simply go back and analyze
the last 15 wells we had drilled and I could not see where any of
,these wells-and these are the kind of wells the average independent
drills-I could not see that we had made enough money out of any
of them to justify drilling those wells from hiiidsight, even some of
them that looked very good in the beginning.

Now if we had had a $10.50 per barrel price, it might have been
somewhat different. But the cost has very much gone up since that
time. The average price of oil in this country is not $10.50.

Mr. FIELD. That is certainly correct, sir.
The CH AMIN AF-. It is, I v;ould say, more like about $7 when you

average in what you are talking about with the oil that they were
producing at that'time. And there has been a great deal of inflation in
the cost of steel. the cost of transportation. the cost of everything
that goes into a well-so that I, for one, find myself trying t6 think
that we ought to take a good look before we put out of business what
remains of the independents who are in the business.

You can take a more nhiloso-hiral attitude about that here in Wash-
ington or Maryland or Virfrinia than you do if you come from a State
where you know a lot of the people who are in this business. I have
seen cases where they had their rigs i n for sale-not just one, but lots of
them all at the same time. I suspect that you will find, if you put your
pencil to a comparison of what they can get if they simply sell what
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they have, and take whatever capital gains treatment is available for
the sale of everything they have, and you can look at the interest that
they would make on their money over the period of time it would take
to take the oil out and what the&y could do with their capital other-
wise, that you will find that the &case for selling out would be almost
compelling, even for you.

Mr. FIELD. Well it is certainly clear that the pattern in independent
production has typically been to discover oil and then to sell the prop-
erty to a larger producer who subsequently operates it. I also sympa-
thize strongly with the point that the chairman expressed regarding
the unsatisfactory nature of the drilling program conducted by some
of the independent oil concerns. In this connection, there has recently
come to my attention an interesting and important statistic that we
need to think about. In brief, it appears that although the independents
drill perhaps 90 percent of the wildcat wells, they are discovering only
about 10 percent of the new oil. Now what that means is that inde-
pendents are doing a lot of drilling, but not a lot of finding. What has
apparently happened is that the big companies which can afford the
geological and geophysical preliminary surveys that the smaller inde-
pendents cannot afford, are just better able to put a wildcat well into
a property that is likely to have oil underneath it.

That also means that maybe we are making bad use of the scarce
drilling resources that we have, because I agree with the chairman
that pipe is scarce and drilling rigs are scarce. Maybe we are making
bad use of those rigs by encouraging the independents to use them to
go after oil. Maybe those scarce drilling resources ought to be con-
centrated, at least for the time being, in the hands of the companies
that have the geological and geophysical capability to make good use
of those drilling facilities.

So it appears that the independents are drilling a lot of wells and
are not finding much oil. Perhaps we ought to ask the independents to
free up some of the drilling equipment which they are now using on
wild goose chases.

The CHAIRM ANX. Well, that same argument was made years ago, that
we should not be drilling here at all, we ought to be drilling in Saudi
Arabia, in the Near East. So more and more of our drilling activity
was moved over there where they can certainly produce it more effi-
ciently, and now we are paying the price. We are paying the price of
political extortion, economic extortion, and it is something we are not
very happy with.

Aow, I would like to have someone check and analyze your state-
ment that the independents are only finding 10 percent of the oil. My
impression is they are finding a great deal more than that. They sell
quite a bit of what they'find, and one reason they do is because in order
to find the money to develop a field, if they discover one, they have
very little choice but to sell some of what they have in order to find
the money to carry on their development activities when they find
something.

But I do not think that you would make too much of a case of get-
ting rid of the independents when you recognize that for all small busi-
ness, on the first $25,000, for example, we give them more favorable tax
treatment than they receive otherwise.

48-493 0 - 75 - 26
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Well, anyway, I appreciate having your thoughts on this subject.
We will be glad to have your memorandum. But I would suggest that
you analyze it and just give me a memo of your analysis.

Mr. FmLD. I will.
[The information referred to follows :"
(a) Contribution of independent to discovery of new oil.
(b) Rate of return on oil investments by independents.
(a) Contribution of Independent.--On March 10, 1975, Dr. Edward W. Erick-

son, a noted oil economist and a director of Taxation with Representation, testi-
fied before the House Committee on Ways and Means at the invitation of that
Committee. The subject of his testimony was the prospective U.S. petroleum
supply. During his testimony, he stated that although independent oil producers
drill about 80-90 percent of the wildcat wells in the U.S., they actually discover
only about 10-20 percent of the new oil.

According to Dr. Erickson, the exploratory work done by independent petroleum
producers is not the sort needed to discover the giant fields that have traditionally
sustained our oil production and bolstered our reserves. For almost a century,
most of the giant fields have been discovered by the major U.S. oil firms, as shonv
in Table 1, reproduced herewith. This trend is accelerating, as can be seen by com-
paring columns three and four in Table 1 with columns one and two in the same
table. Because the klant fields account for most of our petroleum reserves and
production, it is the major oil companies, not the independents, that are making
the largest contribution to our petroleum supply.

The reason for the success of the majors in discovering giant petroleum fields
is shown in Table 2. As that table indicates, the majors invest almost 80 percent
of the total amount invested nationwide in geophysical activity. This enables
them to site their exploratory wells more accurately, and to produce more new
oil with fewer wells. Thus, the majors are using exploratory facilities efficiently,
with a minimum waste of scarce drilling rigs and pipe, whereas the independents
are wasting significant amounts of these resources on wild goose chases based
more on hopes and hunches than on scientific data.

Dr. Erickson summarized his March 10, 1975 testimony with respect to the
independents as follows: "In terms of their contribution to U.S. oil and gas
supply, independents deserve no special tax treatment not accorded to the rest
of the industry * * *, and special treatment terms of exempting producers with
outputs of, say, 3,000 or less barrels per day of crude oil would simply be a form
of welfare for the rich."

(b) Rate of Return on Oil Investments by Independent8.-The Chairman's
questions regarding investment Incentives for independent producers of petro-
leum, and their expected rate of return, are difficult to answer except in terms
of the specific experience of independent producers. Table 3 is the result of a
random sampling of almost a score of independent producers, based on the most
recent financial data available. As that table Indicates, independents are earning
extremely high rates of return on investment. The typical rate of return is about
double the rate of return enjoyed by U.S. industry generally. Thus, the inde-
pendents appear to have ample investment Incentives.

TABLE I.-DISTRIBUTION OF "GIANT" DISCOVERIES BY DISTRICTS, BY PERIODS, AND BY CLASS OF DISCOVERING
FIRM

Total
Total "Giants" .iants"

plantss" discovered "Giants" discovered
discovered by me ors discovered by malors

PAD dlitrlct 1859-1962 185-"ed 1946-1962 1946- 1962

I ................................................. 1 0 0 0
2 .................................................. 32 9 5 4
3 .................................................. 143 71 24 14
4 .................................................. is 7 5 2
5 .................................................. 42 24 4 4

Total ........................................ 233 Ill s8 24

Source: John R. McCsilln, exploration editor, "The Oil and Gas Journal." See also, "The OIl and Gas Journal," Apr. 22,
1963, p. 169. In the tabulation for il years, Amerada Is not classified is a major. In the tabulation for 1946-2, Amerada Is
treated as a major.
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TABLE 2.-GEOPHYSICAL ACTIVITY BY MAJOR OIL PRODUCERS AS A PERCENTAGE OF TOTAL GEOPHYSICAL
ACTIVITY

Total geo-
physical and

core crew
weeks

Majors as a
percentage of

Majors' geo- PAD district District as
physical and and United percentage of
crew weeks States United States

1 . . .. .. . .......... ................. .. . . ........

4 . . . .......... .. ........ ............ ........... ..

5............................... ......

United States................. .............

0 0 0 0
4,458 3,970 89.1 11.9

24, 155 17,953 74.3 64.7
7, 317 5,796 79.2 19.6
1,390 1,243 89.4 3.7

37,320 28,962 77.6 100.0

I Detail does not add to total because of rounding.

Source: National Oil Scouts and Landmen's Association Yearbook," 1954.

TABLE 3.-RANDOM SURVEY OF SMALL PUBLICLY OWNED U.S. OIL AND GAS PRODUCERS

Percent
return on

Gross revenues (millions) Earnings per share shareholder
equity Percent

(estimated) (estimated) (estimated) tax rate
1972 1973 1974 1972 1973 1974 1974 1973,

Adobe ................. $8.55 $10.16 $15.0 $0.45 $0.55 $0.90 25 14
Aberdeen Petroleum .... .61 .59 1.0 .07 .01 .24 9 0
Austral Oil ............. 11.9 13.2 17.0 .94 .74 1.46 17 0
Amarex ................ 2.97 5.26 9.0 .33 .84 1.30 24 0
Apexco ................ 8.59 10.42 17.0 .78 .96 1.75 25 (8)
Argo Petroleum ......... 3. 18 5.91 12.0 .40 .84 1.70 30
Baruch Foster .......... .75 .83 1.7 (.06) (.04) .30 20 0
Basin Petroleum ........ 7.9 15.6 23.0 .22 .41 1.00 50 0
Buttes Gas & Oil ........ 1 9.8 23.9 33.0 .73 1.33 2.20 27 0
C & K Petroleum....... .. 3.8 5.0 9.0 .33 .57 1. 50 17 0
Consolidated Oil & Gas.. 9.8 11.4 18.0 (.11) .17 .90 12 0
CoquiA ............... 2.04 3.55 7.0 .68 1.32 2.60 75 0
Damson ............... 4.3 5.4 8.0 .11 .18 .20 12 0
Eason Oil .............. 10.1 14.5 21.0 1.1 1.34 2.40 20 10
Equity Oil .............. 2.43 3.89 7.5 .35 1.01 2.00 30 10
Felmont Oil ............ 13.4 14.8 23.0 .95 1.16 1.60 15
General Crude Oil ....... 42.0 53.0 70.0 1.46 1.75 3.20 40
Hamilton Bros.

Petroleum ........... 9.1 12.4 17.0 .54 .86 1.50 12
Houston Oil & Minerals.. 4.7 9.5 40.0 .33 .64 3.60 75

1973 latest available year.
2 Not available.

Source: Public Citizen Tax Reform Research Group, by William Pietz.

The CIl..,. Assuming a person can sell what lie has, my im-
pression is that he is ale to get about. one-third of the value of the
oil in place. lie can get about one-third the price for what lie has done
there compared with what it, is worth above the ground, and he takes
a capital gain on that. If you think about the average period of time
and look at what the interest on the money would get him over the
period of time it wotild take to get. that oil above the ground, which,
for the sake of argument, o(e could assume could average out to about
6 years. I would suspect you would find a case for selling it, and tak-
ing the capital gain for what he can get. It would almost dictate that
lie sell it, that he just get out. It would be interesting to see what your
analysis would be; I will try to have that analyzed myself.

Now, as those people sell out and the majors'take over, I think that
then leaves you with the same thing we complain about in a great num-
ber of other industries where you have very little effective competition,

PAD district
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with the result that we then start complaining about administered
prices. We think we are paying more than we ought to have to pay,
because these companies do not have very muchi competition to put
pressure on prices. and as long as energy is in short supl)ly we are
going to have that.

And, of course. I have always advocated that we should not find
ourselves in this position. that we ought to l)rovide whatever encour-
agement it took, whether it be tariffs, quotas, anything else that might
be necessary to maintain their self-sufficiency ii the energy industry,
not necessarily in oil and gas but in the means that we produce energy.

I submit that if we look at the price we are paying now and prospec-
tively for not being sufficient in energy. it makes a good case that we
should have maintained sufficiency all of the time.

Mr. FIELD. I will include a brief analysis along the lines you have
suggested. sir, in a statement that I wili submit for the record.

The CAIR A,.N. Tlhank you very much.
[Mr. Field's )repared statement follows:]

PREPARED STATEMENT OF TitOMAs F. FIELD, EXECUTIVE DIRECTOR,
TAXATION WITi REPRENTATION

Mr. Chairman and members of the Committee on Finance, I am grateful for
this opportunity to submit comments regarding the pending tax cut bill. The
points that I wish to make on behalf of our 17,000 taxpayer members are few in
number, and I will state them as briefly as possible.

THE NEED FOR A PROMPT TAX CUT

Our economy is in a serious recession. Tax cuts can help to restore prosperity,
Monetary policy, if properly administreed, could also contribute to the same end.
But, to date, the Federal Reserve System appears to be moving so slowly and so
cautiously that monetary ease taken by itself, cannot be counted on to provide
the necessary stimulus. So it is highly important that those responsible for fiscal
policy-including this Committee-approve a prompt tax cut.

In implementing fiscal policy measures, timing is often crucial. A small stimu-
Ins, administered early in a slump, can be as effective as a much larger stimu-
lus. administered later. Accordingly. it can be argued that Congress should per-
haps have approved a tax cut late last fall. before a(ljournment. At that point.
even a small sinall cut might have hen enough to restore confdence and stem
the slump in which we now find ourselves.

But this opportunity was missed, perhaps because Congress has failed to provide
itself with economic forecasting capabilities similar to those enjoyed by the
Executive Branch. For whatever reason, we are now faced with the need for a
much larger tax cut if prosperity is to be restored.

It is possible, however, to make too much of the importance of timing when
dealing with fiscal policy measures. Certainly. a few lays. or even a few weeks.
one way or the other, are not likely to affect the course of events significantly.
This is especially the case when the general course of policy is obvious. For
example, I cannot believe that any responsible financial manager doubts that
there will be a tax cut this spring. Nor can there be much doubt about its approxi-
mate size. even though the precise beneficiaries of the cut have yet to be deter-
mined. Consequently. whatever psychological benefits are to be achieved by a tax
cut have already been largely realized. And concrete consequences, measured hy
actual consumer spending, must await actual dollar refunds,. now scheduled for
May 1975.

PERCENTAGE DEPLETION REPEAL AND THE NEED FOR A PROMPT TAX CITT

Under these circumstances. I have great difficulty in accepting the Committee's
decision to strip the percentage depletion repeal l)rovisions from the pending tax
cut bill. The time saved by the Committee's action must be measured in days, or
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at most a week or two. That's Just not enough to have a significant impact on -all
economy the size of ours-especially when we all know that there's going to be a
tax cut soon.

It's obvious that the oil industry's game is to tight for t(Li--to postpone the
effective date of the inevitable repeal of percentage depletion. Up to now, the
industry has won all tile skirmishes. It has delayed the effective (late for repeal
of percentage (lepfletion from 1974 to 1975. Time after tinie last year, we were told
that the repeal of percentage depletion. or the Imposition of a windfall profits
tax on oil companies. were just around the corner. These promises were never
fulfilled.

Under these circumstances, we've now decided to stand and fight. The oil in-
dustry is not paying its fair share of taxes. We no longer believe what we've been
told about the willingness of the tax writing committees of Congress to correct
these inequities "later". We've decided to fight to make repeal of percentage de-
pletion part of the only tax bill that this Committee can't and won't hold up-
and the only tax bill that the President won't veto. We may or may not win this
battle, but we intend to give it all we've got.

So, on behalf of the members of Taxation with Representation, I say to this
Committee: please don't miscalculate our anger or our determination. On the
table in front of me there are 20,000 petitions signed by citizens from every
state in the union. They call for prompt repeal of the tax breaks enjoyed by the
oil industry. The voices of the citizens who signed those petitions must, for the
time being, remain mute, because this Committee has stripped percentage de-
pletion repeal from the pending tax cut bill.

But their views will not remain unknown much longer. There will be a floor
fight in the Senate over the repeal of percentage depletion. There may be a
filibuster. There will probably be a fight in the conference committee. There may
well be a floor fight in the House when the conference committee reports. Tax
justice has been too long denied. We are determined to begin the task of tax
reform now-and the place to begin is with the oil industry.

CONCLUSION

Under these circumstances, I respectfully suggest to the Committee that the
swiftest route to a prompt tax cut may well involve inclusion of a depletion
repeal provision in the Senate version of the pending tax cut bill. Such a pro-
vision would help to pave the way for prompt agreement with the House when
the tax cut bill goes to conference; indeed, it might make a conference unneces-
sary. It might also avoid the possibility of a filibuster by those determined to
defend tax privileges against the claims of economic efficiency and the demands
of those seeking tax justice. Because we need a prompt tax cut. I therefore urge
you to restore tihe depletion repeal provisions to the pending tax reduction bill.

The committee will neet again tomorrow at 10 o'clock.
[Whereupon, at 4:25 o'clock pam.. the committee recessed to recon-

vene at 10 o'clock a.m., Wednesday, March 12. 1975.]





ANTIRECESSION TAX CUT

WEDNESDAY, MARCH 12, 1975

UNITED STATES SENATE,
COMMITrEE ox FIXAN CE,

Vashington, D.C.
The committee met. pursuant to notice, at 10 a.m., in room 2221,

Dirksen Senate Office Building. Senator Russell B. Long (chairman of
the committee) presiding.

Present: Senators Long, Hartke. Ribicoff, Harry F. Byrd, Jr.,
Nelson, Mondale. Gravel. Bentsen. Hathaway, Haskell. Curtis, Dole,
Packwood, and Roth.

The CHAIRMAN. Th committee will come to order. Our first witness
will be Senator Barry Goldwater. Is he in the room? If not, we will
print a statement of senator Goldwater's at this point in the record.

[Senator Goldwater's prepared statement follows:]

REMABK8 BY SENATOR BARRY GOLDWATER

TAX REDUCTIONS

3Mr. Chairman, I appreciate the opportunity to appear before you today in
order to say a few words relative to your consideration of H.R. 2166, the Tax
Reduction Act of 1975.

Mr. Chairman, I believe there are three gaps in the bill that have been over-
looked concerning tax reductions for the average income family, the elderly, and
private business. These are: first, a reduction in the property tax of homeowners,
second, an exemption from double taxation for the reserve funds of condominium
owners and homeowners' associations, and third, an increase in the investment
tax credit for all taxpayers, without discrimination.

There is pending before you a bill, S. 484, which I have introduced, to help
relieve the burden of high residential property taxes by allowing each homeowner
a Federal tax credit or rebate, for property taxes paid for the support of public
schools. I believe there now is more reason than ever for approval of property
tax relief.

It is a national scandal, but a fact, that over one million retired citizens are
paying 16 to 31 percent of their yearly incomes for property taxes and can no
longer afford to live in their own homes.

The bill I have introduced includes three features which I believe will help
these senior citizens as well as all low- and average-income homeowners.

(1) The bill provides for a Federal tax credit up to $150 for every homeowner
who pays a school tax on his residence.

(2) The bill allows elderly homeowners who pay more than 5 percent of their
total income in property taxes to file for a Federal rebate of up to $150 even if
they owe no income tax.

(3) The bill will provide tax relief for the nation's ten million mobile home
dwellers on an equal basis with site-built homeowners.

3Mr. Chairman, I believe it is important that we should reject the myth that
property tax relief would benefit only the rich. To the contrary, my office has
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obtained data which proves that total family income from all sources is below
$10,000 in half of the nation's single-family homes and below $15,000 in three-
fourths of the homes.

Mr. Chairman, I ask that you take a look at this proposal before acting on tax
reduction legislation. Also, I hope you will consider another bill that I have pend-
ing before the Committee, which is S. 411, to exempt from double taxation the
membership contributions and assessments which are accumulated in reserve
funds established by condominium and homeowners' associations, and by coop-
erative housing corporations, to defray future maintenance and repair bills.

In recent revenue rulings, the Internal Revenue Service has held that these
reserve funds are subject to income tax at corporate tax levels. These-rulings are
unfair.

They discourage the setting aside of money for future housing improvements
and repairs, and they clearly impose a double tax on the money deposited with
community housing associations and corporations by providing that the mem-
bers must pay a second and higher tax, on amounts for which they have already
paid individual income taxes, when these amounts go into the reserve.

Mr. Chairman, let me emphasize that we are not talking about the tax on divi-
dends, interest or capital gains. I am only referring to that portion of the as-
sessments or dues that are set aside for future improvements and replacements to
private residences by community housing organizations.

A homeowner who lives in a non-condominium residence or a non-cooperative
apartment corporation is not taxed on the principal he puts in a reserve for such
purposes, and why, I must ask, should the members of townhouse, condominium,
and cooperative housing corporations?

It is downright disgraceful to accept a tax ruling against citizens which
amounts to "double tax jeopardy," and I urge approval of an amendment to the
Tax Reduction Act which will correct this situation.

Mr. Chairman, the third matter which I want to raise with you involves sec-
tion 301 of H.R. 2166, which provides for an increase in the investment tax
credit to 10 percent. I find it unfair that subsection (c), which applies to public
utilities, limits the amount of the increase to $100 million for any affiliated group
of taxpayers. As you know, this limitation affects only those companies which
make up the Bell System.

Let me give you an example of what effect this discriminatory limit will have
on telephone users and employees in localities throughout the nation. If Moun-
tain Bell, in my area of the country, were to receive the full 10 percent, its invest-
ment tax credit for operations in the State of Arizona would increase about $6.75
million.

But under the limitation imposed by section 301(c), the investment tax credit
for Arizona will increase approximately $1.35 million. The telephone customers
and employees of Mountain Bell in Arizona will, therefore, be deprived of the
benefits of an additional $5.4 to which they would otherwise b6entitled.

Telephone customers across the nation would benefit from an unrestricted 10
percent investment credit, both in lower rates and improved service.

What is being overlooked with respect to the proposed limit is that the tax
credit provides an internal source of funds for use in plant construction. By re-
ducing the demand for external funds, capital costs are reduced.

Since income taxes are reduced over the life of telephone equipment purchased
with tax credit funds, the cost of telephone service is also correspondingly re-
duced. Both of these considerations are a factor in holding down further rate
increases.

The availability of funds generated by the tax credit is also important to tele-
phone users from the standpoint of quality service. The proceeds will be used
to provide, improve, or maintain service.

With adequate financing available, telephone companies can continue expensive
programs of service improvement, such as expanding touch-tone service or long
distance-direct dialing.Without an adequate source of capital, these programs will
be delayed.

Also, it should be remembered that one of the principle purposes of the Tax
Reduction Act of 1975 is to stimulate economic growth and employment through
the use of the investment tax credit. Those benefits would be available to the
country through the Bell System Companies.

For instance, the Bell System employs over 12,000 people in Arizona alone.
An increase in the investment tax credit to the full 10 percent would help to
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assure stable employment for these workers and would increase the likelihood
of expanded employment.

In addition, the Western Electric Company makes substantial purchases from
suppliers in Arizona. In i973, those purchases totaled about $123 million from
744 separate suppliers in the State. The continuation, or increase, of these
kinds of purchases would further guarantee continued employment in all of
the Industries represented by the various suppliers.

M1r. Chairman, a similar analysis of the economic impact of the increased
investment credit would show similar benefits flowing to customers and employees
of the 23 companies that make up the Bell System in 48 of our 50 States. There-
is no reason why the one million employees and sixty million customers of the
Bell System should be discriminated against and denied the benefits of the full
10 percent investment tax credit, and I urge that section 801(c) should be
removed.

Mr. Chairman, I ask that a table showing the estimated effect of section 801 (c)
on investment in several areas of the country be printed in these hearings.

,

ESTIMATED EFFECT OF SEC. 301(c) ON INVESTMENT BY BELL SYSTEM

[In millions of dollars)

Credit at Increase to Reduction
Company 4 percent 10 percent $looM cap due to cap

New England Telephone ............................. 19.0 +28.5 +5.7 22.8
New York Telephone ........................... 40.0 +61.0 +12.2 48.8
New Jersey Telephone .................. ...... 12.0 +18.0 +3.6 14.4
Bell of Pennsylvania ............................ 13.0 +18.6 +3.7 14.9
C. & P. Cos .............................. 17.0 +25.5 +5.1 20.4
Southern Bell ....................................... 33.0 +49.5 +9.9 39.6
South Central Bell ................................... 22.0 +33.0 +6.6 26.4
Ohio Bell ........................................... 9.0 +13.5 +2 7 10.8
Michigan Bell ....................................... 12.0 +18 .0 +3.6 14.4
Indiana Bell ................................. 4.0 +8.0 +1.2 4.8
Illinois Bell ......................................... 14.6 +21.9 +4.4 17.5
Wisconsin Bell ...................................... 4.0- +6.0 +1.2 4.8
Northwestern Bell ................................... 12.0 +18.0 +3.6 14.4
Southwestern Bell ............................. 32.0 +48.0 +9.6 38.4
Mountain Bell ................................ 17.0 +25.5 +51 20.4
Pacific Northwest Telephone ........................ 8.0 +12.0 +2.4 9.6
Pacific Telephone ................................... 32.0 +48.0 +9.6 38. 4
A.T. & T ........................................... 14.0 +21.0 +4.2 16.8
Nonutility I ........................... 17.0 +7.3 +1.5 5.8

1Includes Western Electric Co., Bell Telephone Laboratories, Nassau Smelting & Refining Co., and Teletype Corp..
credits computed at 7 percent ponutility rate.

The CHAIRMAN. We are honored to call the President of the Ameri-
can Federation of Labor and Congress of Industrial Organizations,
Mr. George Meany, and his assistant, Mr. Andy Biemiller. We are
very pleased to have you before our committee, Mr. Meany. If you
can present as cogent a case as you did before nationwide television
recent on a similar subject, I am sure we will all be better informed
for it. We would be very pleased to have your views on this important
legislation.

STATEMENT OF GEORGE MEANY, PRESIDENT, AFL-CIO,
ACCOMPANIED BY ANDREW BIEMILLER, AFL-CIO

Mr. M1.Axy. Thank you, Mr. Chairman. I am here today represent-
ing the AFL-CIO, and I am here primarily because America is in the
worst economic emergency since the Great Depression, The situation
is frightening now, and it is growing more ominous every day.

The tax cut legislation before this committee was initiated and de-
veloped as a means to check the drastic downslide in the economy,
to restore economic growth, and move the Nation closer to full
employment.
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It is our view that H.R. 2166 represents a substantial step in that
direction-but only a step. Unfortunately, with each passing day, the
economy's deterioration becomes more pronounced and more wide-
spread. Events are rapidly overtaking all of us, and measures which
seemed adequate a month ago or even a week ago are no longer
sufficient.

We, therefore, urge this committee and the Congress to build upon
the House action and to cut taxes by at least $30 billion to stimulate
the enonomy and create jobs.

An injection of purchasing power of at least that amount-targeted
primarily to low- and middle-income Americans-is essential to help
halt the downward spiral and move the economy from depression and
the brink of disaster. Just as important, such a tax cut would provide
a vitally needed signal to all Americans that their Government
is aware' of the emergency and has the capacity and the will to take
decisive and effective action.

Consumer purchasing power has fallen so sharply that it would now
require some $60 billion to bring the average buying power of every
man, woman, and child in America merely back to the prerecession
level of the July-September quarter of 1973,-less than 2 years ago.
In January 1975; the average nonsupervisory worker's gross pay was
$158.84 per week. If that worker had a wife and two children, his
take-home pay was $137.76 per week. Just to bring the purchasing
power to that family's paycheck back to prerecession levels would re-
quire a paycheck of $171.60 per week.

This drop in buying power and sales has resulted in huge inven-
tories and an alarming drop in industry's operating rate. The Nation's
factories were operating at three-fourths of capacity in the fourth
quarter of last year, according to the Federal Reserve Board. And
sharp and protracted reductions in the real volume of business invest-
ment in plants, machinery, and equipment are expected. Moreover,
-every cut in weekly work schedules and every additional week of
layofs, results in further drops in buying power and further declines
in salesproduction, and-employment.

The Nation's job situation is far more serious than the official statis-
tics indicate.

Last Friday, the Labor Department reported that 7.5 million work-
crs, 8.2 percent of the labor force, were unemployed. In just 2 months
the number of jobless workers increased by almost .90,000. Since
August 1974, unemployment has increased by 2.6 million. And since
October 1973, unemployment has gone up by 3.4 million.

The official February unemployment statistics do not tell the whole
story. About 600,000 workers dropped out of the labor force between
January and February, most of them giving up the hopeless search
for a job because jobs were simply not available. We estimate that
there are, at the very least, 1.5 million such discouraged workers, the
hidden unemployed, who are not counted in the official unemployment
statistics.

Furthermore, 3.7 million workers, who are counted as employed,
are actually working part time because of current economic condi-
tions. A worker who has only 1 hour of work in the survey week is still
counted as employed.

If you add together the officially unemployed, the hidden unem-
ployed, and the underemployed, you get a total of 12.7 million Ameri-
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can workers-13.7 percent of the labor force-who are suffering serious
job and earnings problems. That is more than one out of every eight
workers.

)ouble-digit unemployment continued to hit key groups of workers
ill mid-February. Unemployment among heads of households, a key
figure, is up from 3 percent a year ago to 5.4 percent in February.
Uneml)loyimlent rates are still 11 percent among factory workers, 15.9
l)ercent among construction workers, 14.1 l)ercent among unskilled
workers, 13.3 percent among semiskilled workers, 13.5 percent among
blacks and other minorities, 19.9 percent among teenagers, 36. percent
among black teenagers, and 13.3 percent for the 20- to 24-year-old
workers.

It is clear to us that the economy has reached a point where un-
employment is feeding on unemployment and the economy's down-
ward slide is gaining momentum. This is not just another recession for
it has no parallel in the five recessions in the post-World War II
period. America is far beyond the point where the situation can cor-
rect itself. Massive Government action is needed.

The House bill would provide a $21.3 billion stimulus to the economy.
It would do it quickly, and most of the provisions are, in our view.,
equitable. Under that bill, there would be both an immediate and con-
tinuing injection of new money into the economy, and most, of it would
go to those earning $15,000 a year or less. In fact, 75 percent of the tax
cuts for individuals would go to those earning $15,000 a year or less,
and almost 90 percent of the relief would go to those with incomes of
$20,000 or below.

Moreover, the House bill stands in sharp contrast to the administra-
tion's tax proposal which would -rebate $12.2 billion to individuals and
over $4 billion to corporations. Under the President's proposal, there
would be a 12-percent tax rebate with a maximum of $1,000. To get the
full $1,000, a family would have to have-an income of over $40,000 in
1974. That lets out 98 percent of the American people. Moreover, while
that elite 2 percentt got their $1,000, a $5,000 wage-earning family of
four would receive $12, and they would get it in two installments. That
rebate would give $5.3 billion or 43 percent to the wealthiest 14.7 per-
cent. of the Nation's taxpaying l)opulation.

Treasury Secretary Simon, in his appearance before this committee
last Wednesday, expressed the philosophy underlying the President's
tax proposals . as well as the tyj)e of thinking that got the Nation into
this economic mess in the firstpllace. Mr. Simon noted quite accurately
that. "Our economy is suffering from a reduction in the purlchases of
homes and consumer durable goo(Is-autos, washing machines, tele-
visions, refrigerators, et cetera." He does not seem to recognize the
simple fact, that low- and moderate-income people are not buying
homes, cars, color TV's, air-conditioners, and dishwashers because the
administration's disastrous economic policies have cut so deeply into
worker's incomes and purchasing power. Most Americans need all the
money they camhget their hands on to pay for the 11.2-percent. increase
il the cost. of food over the last 12 months, the 13-percent increase in
the cost of housing, and the 14-percent increase in the cost of fuel and
utilities.

Mr. Simon also presents a table on page 8 of his testimony. That
table shows, for example, that only 1.9 percent of the families with
incomes of $3,000 and under owned dishwashers in 1971, while 74.8
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percent of families with incomes of $25,000 and over did own a dish-
washer. Therefore, according to Mr. Simon's strange logic, there is no
point in giving tax relief to low-income people because they will not
buy dishwashers.

Mr. Simon's statement and his denunciation of the House bill boils
down to trickle down economics with a vengeance. The sum and sub-
stance of Mr. Simon's position is that the poor should not get a tax cut
so that the rich can buy cars, color TV's and dishwashers.

We do not buy it, and we were happy that the House has recognized
the inequities and inadequacies of the President's program and has
passed a bill which more fully recognizes the need for economic stimu-
lation and fairness.

The major tax reductions in the House bill that apply to indi-
viduals-the rebate on 1974 taxes, the increases in the standard and
minimum standard deduction, and the earned income credit for those
under $6,000-are all provisions which we consider desirable, as far as
they go. Each provision has its particular merits and each is worthy of
support.

The 10-percent rebate on 1974 income taxes with its $100 minimum
and $200 maximum and phaseout provisions is an equitable method
to rebate prior year's taxes and, since it is our understanding that the
Treasury can act quickly on the rebate, the stimulative effects would be
felt rapidly. The information presented by the House Committee on
Ways and Means in their report accompanying the bill indicates that
all of the $8.1 billion rebate could be put into the economy by June 30
of this year.

The provision to increase the minimum standard deduction from its
present $1,300 level to $2,500-$1,900 for singles-would effectively
remove those at the Government's officially defined poverty level from
the income tax rolls and substantially reduce the tax burden of work-
ers with modest incomes.

The proposal to increase the percentage standard deduction from 15
percent to 16 percent and raise the maximum from the present $2,000
to $3,000 would simplify the tax reporting chore for many people and,
at the same time, distribute relief equitably among those taxpayers
who do not itemize their deductions.

We also support the 5 percent refundable credit on earned income
under $6,000 since this provision targets $2.9 billion in badly needed
relief to workers whose incomes are so low that they currently pay
little or no income taxes and, therefore, could not otherwise benefit
from the tax cut provisions of the bill.

We do feel, however, that the House bill contains a serious omission.
A substantial portion of the Nation's taxpayers in the moderate- and
middle-income ranges would not receive any benefit from the reduc-
tion provisions which apply to 1975 incomes because they itemize their
deductions.

In fact. over 12 million, or almost half, of the taxpayers in the
broad, middle-income range, that is, $10,000 to $20,000, would be left
out. Over 6 million taxpayers, or 39.1 percent, of these in the $10,000
to $15,000 income range would receive no benefit. Among those with
incomes of $15,000 to $20,000, almost 60 percent, or 5.8 million taxpay-
ers, would receive no reduction. My testimony has a table attached-
table I-which shows, by income groups, the taxpayers that would not
benefit by the reductions in 1975 taxes in the house bill.
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In order to correct this situation and, at the same time, bring the
tax cut closer to the amount. we feel is needed to help turn the economy
around, we urge this committee to adopt the proposal of Senator Mon-
dale. This proposal would provide taxpayers with the option of taking
a $200 per exemption tax credit instead of the present $750 personal
exemption. Through enactment, of that provision, a stimulative in-
crease in purchasing power of $5.8 billion would be added to the bill,
and 98 percent of the relief would go to taxpayers in the $20,000 and
below income range. And, as important, those taxpayers who are now
left out would receive reductions in their taxes.

For example, as the bill now stands, a $10,000 a year wage-earning
family of four, which, because of high mortgage interest, medical ex-
penses, charitable contributions, casualty losses, or other expenses,
itemized deductions, does not benefit at all. With the addition of the
Mondale proposal, this family would receive a $230 tax reduction.
Similarly, a $12,500 family of four--otherwise left out-would get
a tax reduction of $170, and a $15,000 family that itemizes would re-
ceive $125. Moreover, this provision not only corrects the failing in
the House bill and adds greater stimulus, but it can stand by itself
as a provision which puts the tax system much closer to the principle
of ability to pay. Under current law, each $750 personal exemption
is worth $525 in tax savings to individuals in the top bracket, and $105
or less to those in the lowest brackets. The Mondale provision would
substantially narrow that differential and be of particular benefit to
larger families with modest incomes who have been hurt by inflated
prices.

Let me turn now to the question of the investment credit. As this
committee well knows, the AFL-CIO has traditionally opposed in-
vestment tax credits. We feel that there are much fairer and more
direct ways to stimulate the economy and create jobs. Nevertheless,
as members of the President's Labor Management Advisory Commit-
tee, we supported an increase in the investment credit from 7 to 12
percent as part of a total package of tax cuts which would provide
the economy with a shar and necessary stimulus. In that package,
the tax cuts for individuals were designed to insure substantial relief
for low and middle income Americans.

On January 10, the President made that proposal public, thanked
the committee profusely, and then completely discarded it. He then
proposed a tax rebate plan that was so inequitable the AFL-CIO
was forced to oppose it.

Compare the compromise package the Labor-Management Com-
mittee offered with the President's proposal. It would have given a
family of four with a $7,000 income a $290 tax cut. The President's
rebate proposal would give them only $58.08. For a family of four
with a $12,500 income, the Presidentproposed a $157 rebate compared
with the Committee recommendation of $331.

We feel the House bill-with the Mondale proposal included--
meets that test and, therefore, we will support a provision to increase
the investment credit from its present 7 percent level to 12 percent-
higher than the 10 percent in the House bill. However, at its recent
meeting the AFL-CIO executive council made clear our position that
as soon as this emergency situation is over, the investment credit
should be repealed.



408

We cannot support the bill's provision to increase the corporate sur-
tax exemption from $25,000 to $50,000. Under present law, corpora-
tions pay a 22 percent tax on the first $25,000 of profits and 48 percent
on profits over that amount.

This exemption has been justified as a means to help small business.
Yet, every corporation, be it big, small, or in the middle, receives the
same $25,000 exemption. And, according to the information presented
to this committee by Secretary Simon the provision would be do
nothing for the vast majority of small business, since they operate
as single proprietorships or partnerships, and it would hell only the
most prosperous 10.5 percent of all corporations. We do not feel that
there is any purpose in enacting a $1.2 billion provision which, in
order to benefit a tiny minority of small enterprises, gives additional
tax relief to the huge corporations which are already the prime bene-
ficiaries of existing tax loopholes.

So far, the program we are urging adds up to approximately $27
billion in emergency tax relief. Unfortunately, even more tax relief
is necessary to spur the economy now. Therefore, we urge the com-
mittee to consider an additional measure which would be equitable,
could be enacted quickly and would bring the tax cut closer to the
amount of stimulation that we feel is needed to help turn the economy
around.

We urge the committee to reduce the tax rate that applies to the
first several thousand dollars of taxable income for individuals. Under
current law, the first $1,000 of taxable income is taxed at a 14-percent
rate and the next $1,000 is taxed at a 15-percent rate. We recommend
a reduction in the 14-percent rate to 7 percent and the 15-percent rate
to 13 percent. That would add about $31/2 billion iii relief. It would
benefit all taxpayers by as much as $90 and about 80 percent of the
relief would go to those with incomes of $20,000 and under.

Finally, Mr. Chairman. let me reiterate the sense of urgency I have
tried to convey throughout this testimony.

The economic situation is deteriorating rapidly, more rapidly, I
must say. than governmental actions to alleviate the problem.

So. it is fair to say the Nation is watching this committee and the
Congress. It expects-and it should have--expeditious action on this
measure as a first step toward national economic recovery. A pro-
longed congressional squabble would be intolerable. We urge you move
wiNfi all possible speed.

[Tables attached to Mr. Meany's prepared statement follows:]

TABLE I.-TAXPAYERS WHO WOULD RECEIVE NO BENEFIT FROM THE PROVISIONS OF HOUSE BILL (H.R. 2166)
TO REDUCE TAXES ON 1975 INCOMES BY INCREASING THE MINIMUM STANDARD DEDUCTION AND STANDARD
DEDUCTION

Total taxpayers
Total number of receiving no Percent of

taxpayers reduction taxpayers receiving
Adjusted gross Income (millions) milliony no reduction

0to $5000 ........................................... 11.6 0.3 2.5
5 to S7000 .................................... 8.6 .9 10.5

S7:000 to $10.000 ................................... 11.7 2.5 21.4$10.000 to $15 000 ..................................... 16.1: 6. 3 39.1l
$15'000 to $20,000 ..................................... 9. 9 5. 8 58. 6
$20,000 to $50,000 ..................................... 9.0 7.0 77.8
$50:000 and over ...................................... 8 .8 (1)

I Virtually all.

Sources- AFL-CIO Department of Research; Joint Committee on Internal Revenue Taxation.
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TABLE I.-1975 EFFECT OF TAX CUT PROPOSALS, FAMILY OF 41

Present Tax relief Tax relief Tax relief
law House AFL-CIO administration

Wage or salary income tax bill proposals proposal

3,000 .................................... 0 $150 $150 05,000 ..................................... a296 296 $12
6,000 ..................................... 245 275 345 29
8,000 ..................................... 559 289 644 67
10,000 .................................... 867 252 572 104
12.500 .................................... ,261 197 457 151
15,000 .................................... 1, 699 170 386 204
17,500 .................................... 2,156 200 355 259
20,000... ................................. 2,660 200 322 319
25,000 .................................... 3, 750 150 240 450
30,000 .................................... 4,998 100 190 599
35,000 .................................... 6,398 100 190 768
40,000 ................................... 7,958 100 190 955
50,000 .................................... 11,465 100 190 1,000

I Assumes family has deductible expenses equal to 17 percent of income and, therefore, takes the standard deduction
the minimum standard deduction or itemizes-whichever is higher.

Note: House tax propol: (1) Rebate on 1974 taxes of 10 percent-minimum of $100 (or total Income tax, whichever is
less), maximum of $200 ,phaseout over $20,000 of Income down to $100. (2) Increase in minimum standard deduction to,
$2,500; Increase standard deduction to 16 percent maximum of $3,000. (3) Earned Income credit of 5 percent phasing out
betwen $4,000 and $6,000 of earned Income. AFL-CIO proposal: (1) House proposals plus: (2) $200 optional credit in lieu
of $750 personal exemption. (3) Reduction in ist bracket tax rate from 14 percent to percent and In 2d bracket tax rate
from 15 percent to 13 percent. Administration proposal: (1) 12 percent rebate on 1974 tax liability, maximum of $1,000.

TABLE I1.-SUMMARY OF ESTIMATED REVENUE LOSSES FROM TAX REDUCTION PROPOSALS

[In billions of dollars)

Administra-
tion House bill AFL-CIO

Individuals:Rbt...................................................... $12.2 $8.1 $8.1
Standard deduction and minimum standard deduction ............. None 5.2 5.2
Tax credit on earned income up to $6,000 ........................ None 2.9 2.9
t200 optional tax credit in lieu of personal exemption .............. None None 5.8
Reduction In rates ............................................. None None 3.5

Total individuals ............................................ 12.2 15.2 25.5

Business:
Investment credit ............................................. 4,1 3.9 5.0
Corporation surtax exemption ................................... None 1. 2 None

Total business .............................................. 4.1 5. 1 5.0

Total ...................................................... 16.3 21.3 30.5

Note: House tax proposal: 1. Rebate on 1974 taxes of 10 percent-Minimum of $100 (or total Income tax whichever is
less), maximum of $200, phaseout over $20,000 bf Income down to $100. 2. Increase in minimum standard deduction to
$2,500; increase standard deduction to 16 percent maximum of $3,000. 3. Earned income credit of 5 percent phasing out
between $4,000 and $6 000 of earned income.

AFL-CIO Proposal: 1. House proposals plus: 2. $200 optional credit in lieu of $750 personal exemption. 3. Reduction In
1st bracket tax rate from 14 percent to 7 percent and in 2d bracket tax rate from 15 percent to 13 percent.

Administration proposal: 1. 12 percent rebate on 1974 tax liability, maximum of $1,000.
Sources: U.S. Department of Treasury, Joint Committee on Internal Revenue Taxation, and AFL-CIO Department of

Research.
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The CHAIRMIAN. Mr. Meany, I want to thank you for a very fine
statement. I agree with almost everything you have said here and I
am going to vote to move the bill in the direction that you have sug-
gested. The thing that impressed me most about what you said is the
need for urgency and the fact that this Nation needs something to
stimulate the economy and put all of these fine, able-bodied men who
are out seeking work back on their jobs.

If your organization and you in particular will use the leadership
that you have among the people of this Nation to work 100 percent
with those of us who agree with you and what you are ad locating
here, I think that we can achieve exactly that.

I just hope we do not get bogged down in all sorts of quarrels and
arguments over proposals that need not be on this bill. The House
worked for 20 months last year trying to send us a tax reform bill. It
never got to the Senate. We finally lifted some provisions off of it
and sent them back as an amendment to some other measure.

In addition to that amendment, I had urged that we should add to
that package a measure to put another $500 million of taxes on the
oil industry, which I thought was the biggest loophole of them all-
this foreign tax credit where the companies that are producing oil
overseas are permitted to claim the royalties they pay those govern-
ments just as though they were paying taxes to this Government.

I tried to get the committee to agree to move it through but I could
not get it agreed to because it would have been controversial.

Now if we can all push as hard as we are capable of pushing to get
tax cut legislation, I believe that we can get it quickly and I hope very
much that we can work together to bring that about. You made a very
fine statement and I want to work with you to bring about the results
that you are advocating here.

Mr. MEANY. Thank you.
The CHAIRMAN. I am following the early-bird rule that the first

Senator in the room is recognized first. I think I stayed within my 5
minutes. I will ask them to set the egg timer on me and on all the other
Senators.

Senator Gravel appeared early on the scene, so I will call on him
next.

Senator GRAVEL. Mr. Meany, do you think that in addition to the
package you have laid out, that there might be some device that we
could do to spur homeownership or to spur the purchases of homes,
condominiums, or whatever, to get the construction industry moving,
particularly in that particular field? That is an area that impacts very
much on Alaska and the unemployment problems that we have, and I
think you know as well as I the ills that we have in the construction
field.

What would be your reaction to some type of incentive that we could
devise to bring that about?

Mr. MRAXY. I do not know whether it would be a matter for this
committee, but we do have a program on housing and it is quite com-
nrehensive and it would take me nuite awhile to go over it. I can pre-
sent the committee with it. We think there is a great deal in the hous-
ins. area that the administration could do even under existing law. We
think there is a very real problem on the question of foreclosures, pos-
sible foreclosures that are coming.
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-However, today we are addressing ourselves mainly to the idea of
stimulating the economy. And while we are proposing a $30 billion tax
stimulus, we are doing that because of what we see as the practical
situation today.

I want to say, very frankly, in December when we made our recom-
mendations from the Labor and Management Committee to President
Ford; I thought a $20 billion tax stimulus would pretty much meet the
problem. But a lot of things have happened since then. We are going
downhill more rapidly all of the time. We think there should be in the
housing field-we feel that this is one industry that could spark some
kind of a recovery because housing is not just building trades workers
erecting a house. this goes back to the mills, it goes back to the shops,
it goes back to the appliance makers, it goes back to the people who
make carpets, make furniture, and everything else. And then in addi-
tion to that, there is the question, the basic question, of the obligation
of this Government-and when I say "this Government," I mean the
administration, and the Congress-the obligation of this Government
to do something to help millions of Americans who want a decent
home, who have some money to buy that home, but cannot buy that
home under our present system where they have to commit themselves
to a 9Y4 or 91/2 percent mortgage payments running for 30 or 35 years.

If I were to be asked the one single thing that could help bring that
industry back, that could help the real estate people, help the banks,
help the whole American people, it would be 6-percent interest money.
I think the curse of this country is the cost of money, and I think this
was a deliberate action on the part of the administration 6 years ago
to raise the cost of money on the theory that we were operating an
overheated economy.

And what disturbs me most is that the architects of that policy, who
are still around, who are still advising in the White House, have not
had the decency to come to the American people and say, "Well, 6
years ago we made a mistake," because the results are there and housing
is one thing that has been hurt very, very badly.

I certainly have a lot of feeling for the autoworkers and the auto
industry. This is one of our bell weather industries, one of our most
important industries. But, as I see it, you are not going to sell automo-
biles in the amonut we would like to sell them till the economy comes
back and it is my belief that the one area where we can really get this
economy going again is if we revived the housing and construction
industry. And I do not want to oversimplify this matter, but I say to
you that if we could have 6-percent mortgage money in this country,
that industry would go like that without any further assistance from
Government.

Senator GRAVEL. I would just like to add one point to it, because,
obviously, we cannot consider your total housing package as part of
this bill and meet any kind of a time schedule that the chairman has
set. I know the chairman feels deeply about this and has some thoughts
on it. But if we could extract what would be germane to this tax in-
centive as an impetus to housing, I think it would help us very much
and you might have a chance of getting it on the bill.

Mr. MEANY. I would be glad to submit a complete memo on housing.
And as I said, it is quite voluminous, our laundry list, if you want to
put it.

48-493 0 - 75 - 27
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The CHAIRMAN. If I might just interrupt, Senator, let me say that
if the Banking and Currency Committee would like to add a provision
to hold interest rate down at the back of this bill, it is one I would be
pleased to take.

Senator GRAVEL. That makes two of us. Thank you, Mr. Chairman.
The CHArMAN. Senator Packwood.
Senator PACKWOOD. Mr. Meany, when Secretary Simon testified, he

talked about the necessity for skewing the tax rebate upward because
the big ticket purchasers are the ones who would make the economy go.
And when Senator Humphrey testified, he talked about skewing it
downward because he said we would get more bang for the buck at the
lower income level.

The panel who testified yesterday, the economists-Mr. Pechman,
Mr. Schultze, Mr. Stein and Mr. Weidenbaum-they unanimously
agreed that it was not where you made the rebate so much as the size
of the cut that would be significant.

Now apart from the fairness of where this money ought to go, would
you agree with their conclusion that the size is more important than
how you distribute it?

Mr. MEANY. Oh, I think the size is important. This is the reason
that we say, when we said $20 billion was enough in January, in
December, we say it is not enough today. But I do not buy the idea
that it does not make any difference where the cut goes.

As I take it if a family getting under $5,000 has $150 more to spend
due to a tax cut, they will spend every nickel of that tax rebate. The
family getting $40,000 a year might buy a new refrigerator or they
might not need a new refrigerator. I do not buy Simon's idea at all.
I think we have got to try to make this equitable. I do not think that
$15,000 a year can now be considered adequate. I do not think-well,
that $15,000 is what you might call a top-level existence anymore. I
think these families must be thought of, and this is the reason that
we tried to iron out the inequities in the House tax bill. But I would
like to see as much as possible of this money go below the $30,000 or
$25,000 level. I do not buy the idea that there is any guarantee that
people in the higher brackets that are getting a nice tax cut are going
to spend it. But, I do buy the idea that pepole in the lower brackets,
especially in the real low brackets, are going to spend every nickel.
And whatever they spend goes into the purchasing power of the whole
economy.

So while I think that it is important that we get a tax cut and we
get it as quickly as possible in order to stimulate the economy, I
think that the committee should try to spread it out in an equitable
manner. And as I say, I do not agree with Mr. Simon's idea that if
you want to sell appliances and you want to sell washing machines and
so forth, you must give to the people who can afford to buy it.

Now I do not know if there is a great backlog. I do know there is a
tremendous backlog in housing. I do know that there are millions of
people in this country who can afford to buy a home, who are ready to
buy a home even at today's high prices but will not commit themselves
to pay a tremendous monthly payment at 91/-percent interest for 30
years in advance.

So I still think that not only for economic reasons but perhaps
for humanitarian reasons, that the load of the tax cut should be
weighted on the lower end of the economic ladder.
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Senator PACKWOOD. My second question-assuming we agreed upon
a $30 billion, $25 billion, or $35 billion package, there is a difference
of opinion as to whether it should be heavily weighted for a rebate
this year, a stimulus right now, or spread out over 2 or 3 years, part
of it in lower withholding over 2 or 3 years.

Which way would you come down on that side?
Mr. MEANY. Well, we have no quarrel with the way the House bill

distributes the rebate. And in fact, we have no quarrel overall with
the House bill except for this gap which they have left in there
for the people in the $10,000 to $20,000 bracket.

Senator PACKW00D. Who itemize.
Mr. MEANY. Yes; who itemize. We think that is bad, but otherwise

we think the spread is equitable. But what we are saying now is that
the whole package is not enough, and that is the reason we have come
in with proposals to add to the package and to bring it up about $30
billion.

Senator PACKWOOD. I have no other questions, Mr. Chairman.
The CHAIRMAX. Senator Nelson.
Senator NELSON. Mr. Meany, yesterday Mr. Pechman, Charles

Schultze, Mr. Stein, and Professor Weidenbaum stated the vital
necessity of placing the purchasing power in the marketplace soon.

Everybody is aware that the scenario-if that is the right word-
that we are going through will involve-

Mr. MEANY. I hope that is not the right word.
Senator NELSON. Well, for lack of a better one, I will use it-will

involve a debate on the question of the depletion allowance on this bill.
If these hearings are completed today, and if, in fact, we can markup
a bill and have it on the Senate floor next Monday, we will then have
until Friday, if the reess stays in effect, to debate, and pass the bill.
If there is determined opposition to inclusion of depletion allowance,
there is not any way that the bill, in my judgment, can be finished by
Friday, meaning tlat on April 7 we would start again and which, by
just a guess of mine-it is no better than anybody else's-it would
take probably 2 weeks, then. which would bring you to April 19. Then
a week in conference, I would guess. Then ano other 4 weeks before the
rebates could be. gotten in the hands of the people.

So you would be looking at somewhere around 101/2 weeks to 12
weeks'from today if that scenario occurred.

In response to a question as to how important or disastrous it might
be to delay an extension of an additional 41/2 or 5 weeks in the passage
of this bill, all four witnesses agreed it would be very serious, and in
fact, Charles Schultze described it, if I remember correctly, as a hor-
rendous, disastrous prospect.

Do you share their view that timing, and quick timing, is vital re-
specting this proposed infusion of money, purchasing power, into the
market?

Mr. MEANY. I certainly share their view that time is of the essence
because, as I said before, the situation is rapidly getting worse. I
pointed out the fact that what we thought in December would be an
adequate tax cut, and I remind you that this was the unanimous deci-
sion, the unanimous recommendation to the President of the Labor-
Management Committee, which represents some of the top labor offi-
cials of the country and practically the 8 or 10 top corporations of
the country.
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So we felt then that $20 billion was enough. We do not feel it is
enough now. And it seems that events are just catching up with us.

NoAw in regard to the oil depletion allowance, we have always op-
posed this as being unfair to the American taxpayer, and we would
certainly favor its elimination. However, if this is going to delay this
tax cut, we say this would be verve, very unwise if we are going to have
a long delay,'a debate over the oil depletion allowance. We took this
position in a letter tothe Members of the House Ways and Means Com-
mittee. The oil depletion allowance should not be added to the tax
bill for only one reason, not because we did not want the oil depletion
allowance on it, but because of the necessity of speed, the timing, as you
put it.

So at this point I would say I certainly do not want to- tell the
Senate how to write its scenarios or how to do its business. I do not
want to make any comment on whether there is a recess or not. That is
the Senate's business. But I do want to stress that if debate on the oil
depletion allowance is going to cause a delay in this stimulating tax
cut, I think that it would be disastrous and I would much perefer that
we forget the oil depletion allowance until we get into a tax reform
measure. Let us get this stimulus to the economy as quickly as possible.

Senator NELSoN. Thank you. My time is up.
The CHAIRMAN. Senator Dole.
Senator DOLE. Well, Mr. Meany, if I might pursue that one step

further, I think it is very obvious from visits with other Senators on
both sides of the oil depletion issue that that will, in fact, stymie
efforts, as Senator Nelson has pointed out, to get this moving. I think
you have made it very clear and I want to reemphasize if that is the
case, then it is your view that we should proceed and take it up at a
later time.

Mr. MEANY. That is right.
Senator DOLE. I think it is a view shared by many of us who come

from States where we have very small independent producers-average
daily barrel production less than a barrel in some cases and a 4-barrel
daily average in the State of Kansas, for example.

So we believe it belongs somewhere on the energy package and
not in this tax cut bill. The thrust of this bill is to provide a stimulus.

Mr. MEANY. Right.
Senator DOLE. Now you indicate you have gone along with the in-

vestment tax credit but you believe that it should only last for the
shortest time possible.

Do I interpret that correctly?
Mr. MEAwY. What I am saying is we still do not believe in the whole

basic idea of the depletion allowance.
Senator DOLE. You mean the investment tax credit.
Mr. MEANY. The investment tax credit. We have always opposed

that as another tax loophole. But as members of the Labor-Manage-
ment Committee we recognize we are in an emergency and we forget
the philosophical approach on this and we say, "ILt us get this $4
billion or $5 billion to business to help them get going and to encour-
age the investment," and in particular we were concerned with the
utilities.

The utilities, for some reason or other that I never could fully
understand, only have a 4-percent investment tax credit. We took this
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into consideration and we recommended 12 percent in order to stimu-
late the economy.

Now how long it takes to stimulate the economy, I do not know. But
we are reserving our former position that some day we are going to
come back and say to Congress, "Now this thing should be eliminated
as a tax loophole." But at the present time we favor a 12 percent invest-
ment tax credit for all business.

Senator DOLE. Public utilties 12 percent and business 12 percent?
Mr. MEANY. Including utilities. This would raise the utilities from

4 to 12 percent.
Senator DOLE. That would be somewhat higher than the House

bill-2 percent higher.
Mr. MEANY. The House is 10 percent and we say 12 percent.
Senator DOLE. Right. I also note that you indicate opposition to

increasing the corporate surtax exemptions from $26,000 to $50,Q000.
Apparently the basis for that is it helps the big corporations, but it
does not do much for the small corporations.

Mr. MEANY. It does very little for the small ones and it helps a lot
of big corporations. And if we read the figures, despite all of the
propaganda, despite all you hear on TV and the ads in the papers, we
still think the oil companies-are making a hell of a lot of money and
they do not need any of this.

Senator DOLE. Do you have some alternate plan ? Is there some way
we can tie it down so the benefitwould not go to the big corporations?

Mr. MEANY. We welcome that. We certainly would like to see small
business helped across-the-board. But to use this gimmick to help
small business to give all of the big corporations-

Senator DOLE. Right, because it is very costly. I think it is $1.2
billion.

Mr. MEANY. We certainly would take a very-sympathetic look at
some legislation to do just that.

Senator DOLE. But it occurs to me and others on the committee, we
could probably limit it based on gross income or some other feature so
it would be of actual benefit to small business.

Mr. MEANY. You would have to phase it out over a certain level.
Senator DOLE. Well, I wonder, if you are concerned about jobs. Do

you think this would really be productive in reducing the massive
unemployment even if we gave it all to small business?

In your opinion, I guess I am asking, is this one of the key pro-
visions of the House bill or do you think it really makes that much
difference?

Mr. MEANY. No.
Senator DOLE. As far as stimuating the economy?
Mr. MEANY. No, I do not think so. If it was confined to helping the

smaller businesses it might mean more jobs.
Senator DOLE. If we can limit it to small business it might be better

all the way around?
Mr. t EANY. That is right.
Senator DOLE. Finally, I think you have touched on matters that

some of us raised. That is attempting to help those between the $10,000
and $20,000 bracket. Senator Packwood touched on that and I think
there is great support-
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Mr. M xr:NY. We think this is a great big hole in the House bill and
Senator Mondale's proposal is certainly equitable and would take care
of those in the $10,000 and $20,000 bracket who now itemize and who
are left out from the House bill.

Senator DOLE. Thank you.
The CITAIRMA. Senator Haskell.
Senator HASKELL. Thank you, Mr. Chairman.
Mr. Meany, I would like to touch on two things that Senator Dole

touched on. Your position on the investment credit, I gather, is that
it is an emergency matter. The investment credit is good because it
may speed up the timing of investments.

Now the administration the other day came in and they said they
would like to see the investment credit remain permanently at a level
of 10 percent. It is my position, Mr. Meany, and I would like to get
your idea on the subject, that if you make the investment credit
permanent, you lose the speed-up effect. And for that reason I would
like to know what your view would be of putting the investment credit
at 12 percent but setting a definite time, January 1, 1977, you name it,
when the investment credit ends.

In my opinion, this means that business sees it has got it for only a
certain length of time, and for that reason it would have a greater
accelerating effect.

I jUst wanted to know what your thoughts were on the subject.
Mr. MEANY. We have not proposed any cutoff date. We do not know

when this emergency is going to end. And as far as the permanence
of any tax measure, we do not think anything is permanent because
Congress goes into session every 2 years and we have a new Congress.

Senator HASKPLL. And changes its mind?
Mr. M NY. You have this committee and you have Ways and

Means. So we take that position now, while we have opposed the invest-
ment tax credit as a tax loophole that we think is unfair. But at this
time we feel there is a need particularly to help the utilities, the
utilities who only get 4 percent. And we have records of one utility
company after another cutting out an expansion program for one rea-
son or another-because of a lack of finances, high interest rates. And,
of course, we feel that this raise from 4 to 12 percent would be an
incentive for the utilities to pick up the expansion programs which
they discarded in the last 3 or 4 years, or the last 2 years, let me say,
andthey run into billions of dollars.

Senator HASKELL. One more question, again along the lines of
Senator Dole's.

Raising the small business exemption from $25,000 to $50,000; in
the bill that I have introduced, I have done that and then I phased
out the surtax exemption completely. I have arbitrarily picked the
level of $225,000. You can put it wherever you want. but I gather
from your remarks to Senator Dole, at least you would not oppose the
raising of the exemption if it was phased out.

Am I correct in that?
Mr. MEANY. That is correct.
Senator HASKELL. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Bentsen.
Senator BENTSEN. Thank you very much, Mr. Chairman. Thank

you, Mr. Meany, for your very excellent statement. Your points, par-
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ticularly about interest rates, are something that both of us have been
talking about for a long time.

I can recall last summer when I was disagreeing very strongly with
the Federal Reserve's policy, and you were too. So this is not Monday
morning quarterbacking.

We saw in the last 6 months of last year the money rate increase,
or the money supplies increase, 2.8 percent. We saw the highest interest
rate since the Civil War, and that is highly restrictive monetary
policy. And I was forecasting then what would result now, and all
of it has come true and more. We saw the actual increase in real
dollars and the monetary suppply actually decrease by 7 percent, in the
first 2 months of this year an actual decrease in the money supply.

So when we talk about homebuilding, housing starts, again it is a
question of the mortgage payments that a person can fit into their
budget. And it is not just housing starts, it is investment capital, too,
to create the manufacturing capacity to compete with foreign produc-
tion in creating jobs and high-paying jobs in this country.

So I strongly say, too, that in this tax cut that we are talking about,
that it is very important that we pass it in a hurry and we pass it in a
sufficient amount that it is a true stimulant to the economy and that we
are not coming back here 6 months from now and saying, "I told you
so" again.

I support very strongly Senator Mondale's proposed tax credit as an
option to the personal exemption, and I have legislation of my own in
on that. But let us talk a minute about how we stop inflation. It seems
to me that one of the ways we stop inflation in a period when we are
utilizing a relatively small amount of our economic potential, 70 per-
cent of that, one of the ways you do it is by economic growth at a time
like this and not like the administration' says, of a slow growth for
the next 2 years and then an accelerating growth thereafter.

It seems like they have their timing very much reversed in that
regard. Would you agree to that?

Mr. MEANY. 'Well, the track record of the administration's spokes-men on economics going back for the last 6 years is very, very bad. I
have gotten to the point where I just do not want to believe anything
they say.

Xow, insofar as monetary and fiscal policy is concerned I make no
pretense to be an expert or even to be reasonably informed on it. But
Ido read and I remember. In February of 1969 we were told that the
4 percent--4.2-percent inflation rate was unacceptable. And in the
words of Arthur Burns, "The economy was overheated" and it had
to be slowed down.

Now we were told by the President, in fact, the President put it in
writing, that they were going to curb this inflation rate and tley were
going to slow down the economy, but-they were going to do it without
adding to unemployment,

Now at that time the unemployment rate for heads of families was
1.9 percent, and this is a very important rate, 1.9 percent. It is now 5.4
percent. This is the heads of families. Our total unemployment rate
was close to 8 percent.

Now Arthur decided to attack this problem on the basis of what he
learned in college 40 years ago, and he learned his lessons very well,
but he has not learned a damn thing since then. [General laughter.]
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Mr. MEANY. And he was attacking it on the basis of a classical infla-
tion and a classical inflation is too much money chasing too fewprod-
ucts. An oversupply of money chasing an undersupply of goods. In
o-ther-words, we did not have enough goods and this was not true at all.
We were producing at a rate in early 1969 far beyond anything we had
ever done, but Art hur did not seem to think that. He was told by the
President, the fellow on the great white horse, "We are going to cut
this unacceptable rate down."

Well, let me tell you that 4.2 percent rate would-look awfully good
today and so would the 3 percent unemployment rate, and so would the
1.9 percent rate for heads of families.

So when you talk, Senator, about what their predictions and their
prognostications are, I do not buy them. I am like the fellow who goes
to the races-I used to go to the races once in awhile-and before you
placed your little bet you went on past performances. And Arthur
Burns and company's past performances are bad, very bad.

Senator BENTSxwN. Do you say that with 1 year's experience repeated
40 times?

Senator DoLE. He is a nice fellow though, isn't he?
Mr. MEANY. I know him very well. He is a very nice fellow. I have

known him for quite a few years. I just wish he would mend his ways.
Senator RoTH. In my State of Delaware we have had considerable

unemployment, particularly in the housing area; both the housing
and the automobile industry. As I understand it, one person outof
seven really depends directly or indirectly on the automobile industry.

I will be very frank with you. I am not an economist, and I am some-
what confused by listening to various people. There are those who feel
that we ought to try to get the big-ticketed items started moving. Oth-
ers like yourself feel otherwise. There are surveys that show a conflict
in this area, that if there are large tax rebates for the upper-middle
class, they will buy big items, and other surveys say they will not.

Let me ask you this if I may: if we accepted pretty much your provi-
sions up to $20,000, do you think there is any desirability of sweetening
it above the $20,000 figure in the hopes that this will sell more cars and
other big items, which in turn, of course, would mean more jobs? In
other words, is the $20,000 figure where we limit tax cuts or should we
give a larger percentage to the over $20,000 bracket as an opportunity
to promote the sales of these big-ticketed items?

Mr. MEANY. Well, our proposal does not cut out the people above the
$20,000. This is a question of judgment, a question of trying to come
up with an equitable system. I repeat again what I said to Senator
Packwood that we do know that as a stimulus in the purchasing stream

-=-fthis country, if you give $150 to a family who is under $5,000, they
are going to spend every nickel. They may spend it all on food, but at
least they will spend it, and it will go into the purchasing stream that
keeps this economy going or should keep it going.

Now, Bill Simon talks about all of these things, and I notice where
Herb Stein said he did not agree with Simon, that he did not think
taxpayers should be looked upon as cows to be fed a certain way in
order to obtain a decided return. I think it is very significant. It
indicates that Herb is no longer on the team.

But the idea that you are going to stimulate the sales of this by
giving the bulk of your tax stimulus to people in the $20,000 to $40,000
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bracket because they are the people that buy appliances, buy washing
machines and so on and so forth-now, I did not see anything in
Simon's testimony to indicate that he made a survey to find out how
many of those people in the $20,000 to $40,000 class do not at present
have a color TV. Some of them have-I suppose a whole lot of them.
How many do not have washing machines, and so on and so forth.

SoI do not know how many would buy. I think it is purely specula-
tive. I do not know how many of them would buy. But I am not trying
to cut them out. I feel we should weight this to the people who will
spend the money and spend it in some way-because this is what it
needs.

Now, when you get to the housing question, we do have statistics.
We do know what is going on. We do know that there are hundreds of
thousands of people in this country ready to buy homes, and these are
people in those brackets in the $20,000 to $45,000 bracket. They are
ready to buy homes, but it is an old American custom, people buy
things on time. This has been perhaps--credit buying has been perhaps
the basis for the dynamic economy that we like to brag about in this
country, and this is not new. This goes back many years. People buy
furniture on time. They buy many things on time. But, when they do,
they look forward and say, well, how much are we going to pay each
month. It is that monthly payment for interest, principle, and taxes
that gets them down, because when you get the money up to 10 percent,
that monthly payment goes to $400 or $500. If you had 6-percent
money, it would maybe be $300, and that is what deters them from
buying the monthly payment not so much the price of the house
because they know that all prices are up.

There is nothing more basic to a family than a home ;, and when you
look at the whole housing situation, and you know that there is this
demand, this pent-up demand-it is there; the builders are ready. You
have got mechanics. The suppliers are ready. You can get all of the
lumber you want. You can get all the appliances you want, and the
only thing that is stopping it is the cost of hiring the money.

And this is something, as I said before, if there is one thing that
might start to turn this economy around, it would be the revival of
the housing industry. It could happen very quickly, and if there is one
single thing that might help that revival or bring it about, it is getting
the money down to 6 percent.

Senator RoTm. Thank you.
Senator HARTE [presiding]. All right, Senator Hathaway.
Senator HATHAWAY. Thank you very much for your testimony,

Mr. Meany.
There is just one question I wanted to ask you. If we passed the tax

refund and the tax cut, that will increase the purchasing power, of
course, to consumers throughout the country, but this purchasing
power would be eroded considerably if at the same time that the money
gets into their hands, prices o up. And one factor in prices going up

is wage increases. Now, I realize that you do not directly control all of
the affiliated unions of the AFL-CIO. Nevertheless, I think it is pretty
well recognized that your political strength with them is rat, and I
wonder if you will tell us whether you would exhort the-large labor
unions in particular from asking for wage increases that would erode
the purchasing power and lead to the higher prices.
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Mr. ME..,Y. I think the people who run these big unions, I think they
are pretty sensible. They are under pressure. of course, from their
membership, and their members' wives who go to the market, and they
come back and talk about the cost, and so on and so forth, but I do not
think any of them are prepared to price themselves out of the market.

Now, I am quite sure that the CISC, which is the construction in-
dustry group that was headed up by John Dunlop-I am quite sure
that that is going to be revived. There have been quite a few discus-
sions on it, and I am quite sure the building trades today with their
tremendous unemployment rates are certainly looking for work, and I
am sure they are going to be quite moderate in any demands they have
because of the fact that they are very practical people, and they know
the situation.

Now, the idea that this tax cut or anything Comitress may do is some-where down the road going to fan the fires of inflation, you know, that
we hear so much about. Well, I do not know whether that is true or
not, but I know that today the house is on fire, and the thing to do is
to put out the fire right now. If you do not, you will not have to
worry about inflation or anything else because when you look at the
situation, you look at our inner-cities, you look at approximately 40
percent unemployment rate for black teenagers, and you look at this
tremendous rate for the new young people coming into the work force,,
you look at the thousands of people in this counti-y, hundreds of thou-
sands of people, who are facing imminent foreclosure on their homes,
so when you look at it, you are looking at imminent disaster.

So the thing to do is to try to turn it around, and this is what this
stimulating tax cut is all about. I am sure that we can meet any prob-
lem that we have if our Government responds to the problems of the
people, and if this is going to fan the fires of inflation 3 or 4 years
from now, we will have to find a way to meet that, too, Senator, at
that time. But, the job now is to put out the fire.

Senator HATHAWAY. I agree with you on that. I am not talking about
wage and price increases 3 or 4 years from now. I am concerned about
what is going to happen, let us say, just for the rest of 1975.

Mr. M EAY. I do not think it is going to be a problem in 1975. 1 think
the recession we are in has a depressing effect, and I think the demands
are going to be quite moderate.

Senator HATHAWAY. Would you exhort them to hold the line?
Mr. MEANY. Well, we do that. We do it all the time. We have to do

it privately because under our structure we do not control, as you know.
We have an institution of 110 national unions and 60,000 local units,
and they are all autonomous, and we just cannot give them orders.

Senator HATHAWAY. Let me ask a question if I have time with
regard to the oil depletion allowance. Many of us who are supporting
the elimination of that feel that this is a vehicle that will not be vetoed
by the President, and that we may not find another vehicle like this to
attach the oil depletion elimination to, and therefore we are going to
press to put it into this bill. Furthermore as far ds any delay is con-
cerned, it seems to me that if we do not put it on the bill, we are going
to be delayed in conference with the House because they have it on the
bill. If it comes out of conference without it on the bill, there may be
a motion to recommit in the House, to go back to conference, and so we
are going to have a delay.
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If we do not have a delay in the Senate, we will have a delay on the
other end anyway, so if delay is inevitable, why not try to put it on
right here?

Mr. 21EANY. 'Well, that is a question of legislative strategy, and I am
sympathetic with those who want to eliminate the oil depletion allow-
ance, but I feel if it is going to delay this tax cut 2 or 3 months into
the summer that it is too big a price to pay at this time. After all,
Senator, we have lived with the oil depletion allowance for a long
time.

Senator HATHAWAY. Thank you. My time is up.
Senator HARTKE. Next to question is Senator Byrd from Virginia.
Mr. HARRY F. BYRD, Jr. Thank you, Mr. Chairman. I have no ques-

tions for Mr. Meany. His statement as always is clear and forthright,
qualities which I admire.

My concern about the proposal goes beyond the matters in the state-
ment by Mr. Meany. I am not yet convinced that it is logical or wise to
reduce taxes and to increase spending simultaneously and thus go into
unbelievably high deficits. I realiz-e that most economists disagree, and
practically all politicians disagree, and Mr. Meany disagrees.

Mr. MEANY. I am glad you separated me from the economists and the
politicians.

Mr. HARRY F. BYRD, Jr. I thought you deserved to be separated.
That is a question I will have to wrestle with for the next few days
and try to reach a decision. I am not yet convinced that what we are
proposing to do-piling up a deficit of $100 billion in 2 years-will
not lead to very serious trouble down the road. I would like to give
that more thought before making a firm decision on this proposal.

I want to make just one other statement. I am glad I could be here
when Mr. Meany testified. I would like to be here when the panel testi-
tifies, particularly when my friend Mr. Edwin B. Brooks, Jr., vice
chairman of the legislative committee, U.S. League of Savings Asso-
ciations, from the city of Richmond in my State testifies.

The Senate is now considering a very important piece of legislation,
S. 7, the Surface Mining Act, that will affect 8,000 jobs in my State.
I am very much concerned that we find some way to protect those jobs,
so I will not be able to be at this committee meeting all the time. I
will be going back and forth to the Senate so long as this S. 7 is on the
floor. But I do want to say to the upcoming panel that I would like to
be here and would be here except for that extremely important piece of
legislation affecting so many jobs in Virginia.

Thank you, Mr. Chairman.
Mr. MEANY. Mr. Chairman, may I comment to the Senator just

briefly on that, on deficit spending and tax cuts and so on?
I would like, to point out that this whole structure of ours runs on

borrowed money. Now, nobody gets excited when the A.T. & T. floats
a bond issue of $600 million. In other words, they go in debt for $600
million, and nobody gets excited, because they look at A.T. & T. and
they say, well, what kind of an enterprise is it? What kind of an es-
tablishment? Can they afford to borrow $600 million?

Now, we have got a proposal for a tax cut with varying figures. We
say $30 billion, some say $21 billion, and so on and so forth. Back 10
years ago we had a tax cut of $12 billion, and this was at a time when
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the Gross National Product in this country was about $740 billion.
Now it is about $1.5 billion. In other words, the enterprise is twice
as big now, and I do not quarrel with people who have these misgiv-
ings down the road. Certainly, I understand there are always two sides
to every question, -and I long ago learned that no matter how hard I
argue on a point, I always have in the back of my mind that
it, you may be wrong, the other guy may be right, so I do not want
to shut off any argument.

But I do say that the size of the National debt or deficit spending
in a time like this does not scare me too much. I have great confidence
that we can-

Mr. HARRY F. BYRD, Jr. Would the chairman give me just a few
seconds to respond?

I am glad you mentioned that tax reduction, but I think you were
referring to some years ago. It was only 3 years ago or less than that,
for calendar year 1972 and 1973, that the Congress reduced taxes by
$10 billion in one year and $11 billion in the other year for precisely
the same reason that we have considered doing it. now. Yet, we have
ended up here in the year 1975 with much more unemployment and
with double the inflation rate.

I think it makes the point that I am suggesting.
Mr. MEANY. Also with the same people running the show in 1971

that are running it today. That is our problem.
Senator BYRD'. The same people are running the show, and I am not

impressed-
Mr. MEANY. If we had the tax cut and you had fired Arthur Burns,

we might not be in this trouble today.
Mr. HARRY F. BYRD, Jr. Anyway, I am glad you raised that question

of the tax cut because I think that reinforces my belief that we may be
in much worse shape in a couple of years-just as we are in worse shape
now than we were 3 years ago.

Thank you, Mr. Chairman.
Senator HARTKE. Next, Senator Mondale. Oh. I apologize, Senator

Curtis, I am sorry. You are next after that, though.
Senator CURTIS. Mr. Meany, the House bill, as I understand it, would

call for a reduction in rates in certain low-income brackets for 1975,
but not in the years thereafter. I am concerned whether that is realistic,
and I wonder if you have any comment.

Mr. MEANY. Well, each year is a new year, and each 2 years is a
new Congress, and I do not think that is of any great significance. I
think if the situation calls for it, Congress would have to renew and
not limit it to any one year.

Senator CuRTIs. But you think for now that it is all right to reduce
the rates for the balance of this year, and do nothing in reference to
a subsequent year?

Mr. MEANY. I think it is all right to reduce the rates for this year,
and when next year comes around, we will look at the picture and see
what we recommend.

Senator CUris. But we probably should assume that the rate reduc-
tion wilt be permanent, would you not think?

Mr. MEANY. Yes, I think so.
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Senator CuRTis. Now, in reference to the proposal to allow a V$00
tax credit in lieu of the $750 personal exemption, is it your proposal
that the taxpayer have the option to claim either the exemption of
$750 or the credit of $200?

Mr. MEANY. Yes, it is up to the taxpayer.
Senator CuRTis. So it would not constitute a tax increase for any-

body, but it would if it was mandatory.
Mr. MEANy. No, it is optional. He takes this $750 exemption or $200

tax credit.
Senator CURTIS. I hear quite a few questions raised as to what to

expect if this tax proposal is enacted. If the Congress should enact this
bill in the manner and in the size as recommended by you, is it your
opinion that it will end the recession?

Mr. MEANY. Oh, no; I never said that.
Senator CURTIs. I did not say you did. I ask you, is it your opinion?
Mr. MEAN Y. It is my opinion that it should start us back on the road

to recovery.
Senator CuRTIs. But would it constitute a turn-around?
Mr. MrANY. I think it would; yes.
Senator CURTIS. Even if nothing else is done?
Mr. MEANY. Yes, even if nothing else is done. But I think in addi-

tion, other things should be done. I think we should not just depend
on this one. Again, I get back to the single most important factor in
our inflation spiral, and that is the cost of hiring money.

Senator CURTIs. That is all, Mr. Chairman.
Senator HARTKE. All right, Senator Mondale.
Senator MONDALE. Thank you, Mr. Chairman.
I was very pleased to see your very strong endorsement of the

proposal of an optional tax credit per exemption of $200 because I
think that is long overdue and much needed. I think we will hear two
arguments against it. One is that we can accomplish the same thing
by increasing the exemption. The second argument would be that we
ought to take this money that would be spent on the credit and instead
create an incentive for certain industries that are in trouble.

I think we are having a panel, shortly, testifying that we need some
kind of tax credit for home purchases. I take the administration's
tax relief proposal to be basically a decision on their part that we have
got to give money to people who are wealthier so that they can buy
certain things-refrigerators, cars, houses, whatever.

I-ow do you meet those two arguments and come out in favor of a
tax cut?

Mr. MEANY. Well, the argument on increasing the exemption, I do
not buy that because this accentuates the inequity already in the law.
As I pointed out in my testimony, the $750 exemption is worth $525
to the fellow at the top of the bracket. To the guy at the lower end,
it is only worth $105.

Now, if you increase the exemption, you widen that inequity, so I
would still think the optional proposal has a great deal of merit in
it. What was the other point you made?

Senator MONDALE. The question is, should we forgo the credit and
instead take that money and say we will give every family, say, $800
to buy a new house if they want to buy a house, in order to stimulate
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the housing market? That is the second argument, that we need to
take this same money and instead of bringing relief for general sales
and problems that the average family has, we will give them an in-
centive to buy a house, for example.

Mr. MEANY. No; I do not agree with that. Here again, you are doing
what Bill Simon is trying to do, get an incentive to buy a refrigerator
or TV set or something else like that. I think if you get the money
into the purchasing stream, and you get the economy back, I think
everything will benefit. I think if the housing industry comes back,
it will not be long after that that the automobile industry will come
back because all of these things have indirect effects as well.

Senator MONDALE. I gather that your key point is that your mem-
bership, your organization strongly objects to an otherwise favorable
House bill because it omits any relief for taxpayers of modest and
middle income who itemize deduction, and those are people basically
who own homes. I come from a State-

Mr. MEANY. Well, we favor the general picture of the House bill
except for two factors-one, the hole, which I call it, in the structure,
which your amendment is going to try to close, and this is the people
in the $10,000 to $20,000 bracket a great percentage of whom itemize,
and a great percentage of those who itemize get absolutely nothing
under the bill. That is the hole in the bill.

And then our other objection to the tax bill is that due to what
has happened in the last 60 or 90 days, the House bill does not go
far enough. So, we say that that loophole should be closed, but the
people in the middle-income bracket should get a better break, and
second that the amount should be raised. We have made certain pro-
posals to raise the amount to approximately $30 billion, and I do not
think that is a wild figure. Some economists are talking about $35
billion or $40 billion.-

Senator MONDALE. The Joint Economic Committee came out with
$35 billion, so that is $5 billion below what they recommended.

Mr. MFJANY. That shows how conservative labor is.
Senator MONDALE. YoU always have been.
One final point-it is a little'off this bill-but on two or three occa-

sions you mentioned the rising rate of delinquencies and foreclosures
on homes in this country. I believe this tax credit going to the very
people who own homes-since they itemize-would help bring some
relief to that desperate situation.

Mr. MEANY. Well, what is happening is we have unemployment
insurance benefits, and we have in some cases supplemental unemploy-
ment insurance benefits written into the collective-bargaining con-
tract. The supplemental benefits are running out. Some of them,
however, have already run out, and unemployment, the normal un-
employment insurance benefits have in some cases run out, and they
are going to be supplemented, I hope, by congressional action, further
congressional action. But, the point, is'that this is the first thing a
man takes care of-his home. He takes care of his home, and he takes
it out of that unemployment insurance benefit, and he pays the inter-
est on his mortgage, and so on and so forth.

Now, when he gets to the point where he does not have that lump
sum come, foreclosures are going to be widespread all over this coun-
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try. In fact, there are a great many-the foreclosure rate is up,and there are a great many banks at the present time who are
in the process or who are approaching foreclosure on a number
of their mortgages, but who are holding back, hoping for the situation
to change, because from their-own point of -view, they do not want
to foreclose and pick up a lemon that they cannot sell.

Senator MONDALE. I realize my time is up, but that is one of the
reasons I think we ought to reinstitute the Home Owners Loan
Corporation.

Mr. MEANY. Yes.
.Senator MONDALE. I have legislation to that effect.
Mr. MEANY. I did not include that in my testimony. I spoke on that

the other day in housing, but we are trying to confine this to the tax
question.

Senator MONDALE. Thank you very much.
Senator HARTKE. Senator Ribicoff?
Senator RIBICOFF. Mr. Chairman, having been absent chairing the

Government Operations Committee, where we just reported out a Con-sumer Protection Agency, it would be unfair for me to take the com-mittee's time and Mr. Meany's time and ask him questions. So, I
would forego any questions.

Senator HARTKE. All right. I am the last one.
I might say to the rest of the panel and the comnTittee members,

the chairman has asked me to announce that he would hope that wecould have any additional questions which are to be directed to Mr.
Meany be in writing, so we can pursue the rest of the witnesses thismorning. If there is no objection, after I finish my 5 minutes, we will
do that.

Is there any objection to that?
Senator DOLE. 'I just want to ask one question when you finish. He

does not have to respond to it now.
Senator HARTKE. Why do you not just go ahead and do it now?
Senator RInrcorr. I would be pleased to yield my 5 minutes to you,

Senator Dole.
Senator DOLE. I just need about I minute.
I agree with you, Mr. Meany, that the longer we wait the higherthe tax cut is going to need to be. I do not know how you arrive at$80 billion or how some of the others arrived at $35 billion. The point

I am making is it is incumbent on the Congress to move very quickly,
Am I riht, that the longer we wait the more it is going to take?

Mr. MFAY. That is the way we see it. That is the way our economists
see it, that it is getting worse and that it is getting to the point where
it is going to compound itself with unemployment feeding on unem-
ploy ment. We think the $80 billion tax cut now or within the next 6
or 8 weeks would certainly give us a start back, But, we have the fear
that if we wait until July, $80 billion will not be enough.

Now I say this is our ]udgment. I do not know how good it is. It is a
pretty hard thinqgto document.

Senator DOE . But you are not married to the $80 billion figure,
Mr. Mr.Axy. No,
Senator Dorx. Because I would assume that whatever the committee

might do, there would be efforts on the Senate floor to raise it in some
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areas. But there is a limit, according to other witnesses who have been
here. If you go beyond $21 billion or $30 billion you may, in effect, put
a further drag in the economy. I guess there has to be a rather fine
tuning operation.

In other words, there is a limit as far as you are concernedV
Mr. MEANY. I suppose yes; I am sure there is. I do not know where

it is; but at the present time we do not think $30 billion is too high.
Senator DOLE. Thank you. That is all I have.
Senator HARTHE. Mr. Meany, first I want to say, as usual your testi-

mony is not only informative but also entertaining. I think that is
good. I am sure glad some people in America can still laugh.

You have repeated this morning in substance what you recently told
the National Housing Conference, that the country may face, in your
words, an avalanche of home foreclosures reminiscent of the early
1930's when unemployment benefits start running out this year. This
;s a problem, of course, which does concern all of us greatly. I agree
with you that there is a great fear in the countryside about foreclosures.

It is for this reason that in the latter part of last week, there were a
group of us Senators including Senator Clark, Senator Cranston,
Senator Hathaway, and Senator Hart and we addressed a letter to
your favorite friend, Mr. Arthur Burns, the Chairman of the Fed-
eral Reserve System.

Mr. MEANY. Yes; I have read your letter.
Senator HARTHp. All right.
What itaays in substance in there is that we would like to suggest the

following proposal. This is to Mr. Burns for your consideration:
That the Federal Reserve Board, in its role of lender of last resort, impose

a moratorium on mortgage foreclosures, automobile repossessions, termination of
utility services, and tax sales of houses and automobiles. This could be accom-
plished either by the Federal Reserve Ssystem purchasing the mortgages or loans
which are in default, or by the Federal Reserve making an emergency loan to the
unemployed worker to be repaid when he has regained employment.

[The letter referred to follows:]

M zoE 7, 1075.
Hon. ARTHUR F. Buiqs,
Oharmn., Board of Governor8 of the Federal Reserve S yetem,
Federal Reserve Building, Waehington D.C.

Dz A Ma. CRIARMAN': There is no question that the nation has a severe unem-
ployment problem and that serious financial difficulties are being experienced by
unemployed workers. Our contact with constituents indicates that among the
primary anxieties of unemployed workers today are the fear of losing their
homes, automobiles and utility services.

Therefore, we would like to suggest the following proposal for your considera-
tion: that the Federal Reserve Board, in its role of lender of last resort, impose
a moratorium on

1. Mortgage foreclosures;
2. Automobile repossession;
8, Termination of utility services; and
4. Tax sales of houses and automobiles.
This could be accomplished either by the Federal Reserve System purchasing

the mortgages or loans which are in default, or by the Federal Reserve making
an emergency loan to the unemployed worker to be repaid when he has regained
employment.

Monetary and fiscal policies to stimulate the economy and to put people back
to work are urgently needed, but these are, of necessity, longer term solutions.
In the interim we need to protect the unemployed worker from losing his home,
automobile, utility services and credit rating.
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Accordingly, we would appreciate your consideration of this proposal If it
meets with your approval, then the best interests of the nation would be served by
proceeding immediately. Should you have suggestions or an alternative proposal,
we would be most interested in receiving them.

Senator VANCE HARTIHE
of Indiana.

Senator DioK CLARK
of Iowa.

Senator ALAN CRAisToN
of 0alifornia.

Senator WrLLIAM HATHAWAY
of Maine.

Senator PHILIP A. HAuT
of Michigan.

Senator HARTHE. I just wondered what your comment was on that?
Mr. MEANY. I would say, off hand, Senator, I have just seen this

this morning. I think every one of these objectives is a good objec-
tive. I think they all run to real problems--foreclosures, repossessions
and people having their gas or electric shut off and tax sales, and so
and so.

I think these all spell disaster, and we certainly agree with you that
something should be done about it.

Now, whether the Federal Reserve is the place-maybe they could
do it. But the only thing that bothers me about your letter is the last
sentence. You addressed Arthur Burns, and you said, "should you
have suggestions or an alternative proposal," I am afraid that Arthur
will have an alternative proposal, and that it will be the good, old
old-time religion, that he has been practicing for some time.

But, as far as the objectives, Senator, I am with you 100 percent.
How we do it I do not know.

Senator HARTE. Well, legally there is no question that the Fed-
eral Reserve Board, in my judgment, has this authority under sec-
tion 13 of the Federal Reserve Act, as the lender of last resort. And
Mr. Burns has indicated that he is willing to go in and possibly
rescue some big corporations from ultimate foreclosure.

Mr. MwAxy. Oh, yes.
Senator HARTKE. And they did walk in, of course, under that same

authority as lender of last resort to rescue some big banks. My judg-
ment is that if you can rescue big banks and big corporations, there
is no reason why you cannot help those of us who work for a living.

Mr. MEANY. I'buy that completely.
Senator FIAR E, All right.
One other thing. I know that we want something which is im.

mediate. What would you say about the possibility which I think has
merit which could be'put into effect immediately to absolutely elim.
inate the social security withholding tax for 1 month, and complete
remission of that tax. That would ttrow a little over $6 billion im.
mediately into the current spending stream. It could be accomplished
with practically no administrative costs whatsoever.

Mr. MEANY. I would want to take a good look at that one, Senator.
That is brandnew.

Senator HARTE. Will you take a look at thatI
Mr. MEANY. I sure will.
Senator I{ARTnK. What I think is unfortunate this time is I feel too

many people think that you can have a panacea here with just a tax

48-493 0 - 75 - 28
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cut or with any one of these proposals that are before us. My judgment
is that the country is in difficult times. But my judgment also is if they
would look at some of the reports which have been done in the past,
for example, the Committee on Unemployment Problems which was
headed by former Senator Eugene McCarthy. I had the opportunity
of serving on that committee. If most of those recommendations had
been implemented after that report was completed in about 1962, I
do not believe we would be in the shape we are in today.

In other words, the plans have all been there. It is just the fact
that no one has really taken the initiative to implement those pro-
grams which would prevent that.

Mr. MEAXY. Well. I think a lot of things have to be done. I have
testified this morning on taxes. We have a tremendous list of things
that could be done in housing. As I said earlier in the session. things
that could be done under existing law in housing, I mean, to reac-
tivate certain housing programs that for some reason or another this
administration has practically stifled-they have practically shut them
off. We think the whole Federal Reserve System should be overhauled.
We do not like this idea of a half a dozen or a dozen men sitting and
deciding what the money rate is going to be, and they do not report
back to anyone for 90 days. We think that the Federal Reserve

Chairman should be directly answerable to the Congress. So, a lot
of things could be done, not just one thing.

Senator HARTKE. In other words, it is not just a one-shot operation.
Mr. MEANY. No.
Senator HARTKE. I agree with you.
Now, one other thing I wouid hope you would look at too, and

maybe help us get some spirit behind it, and that is; we have a new
Budget Committee in the Senate and we would recognize the fallacy
of the present operation which considers no capital budget require-
ments, and has all of this operating expense.

Mr. MEANY. We have been advocating that budget change for 15
years.

Senator HARTKE. The net result of that is, instead of having a deficit
at the present time in your operating budget, you would have a surplus.

Mr. MEANY. I do not know. I am not too'knowledgeable on it, but
I think we are the only country in the world that operates under this
present type of budget.

SenatorHARTICE. I thank you for that.
I want to thank you for coming this-morning. Thank you for your

testimony.
Thank you Mr. Biemiller for staying so faithfully by his side,
Mr. MrArNY. Thank you.
Senator HART1rn. All right. Now we have a panel.
Mr. Budd Krones, chairman of the Realtors' Legislative Committee,

National Association of Realtors; Mr. Edwin B. Brooks, Jr., vice chair.
man of the Legislative Committee of the U.S. Leasme of Savings Asso-
ciations, accompanied by Mr. Arthur B. Edgeworth, director,
Washington operations; Mr, William F. McKenna, vice president and
general counsel of the National Savings and Loan League; and Mr.

-_Carl A, F. Coan, Jr., staff vice president and legislative counsel,
National Association of Home Builders,
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Senator HARTKE. Would the people who are going to talk, talk out
in the hall please. We cannot move very fast if we are going to have
16 people talking at the same time.

All right, gentlemen of the panel, who is going to proceed? Who
is first? My list says Mr. Krones, but you are a panel and you are in
control of the operation.

STATEMENT OF BUDD KRONES, CHAIRMAN OF THE LEGISLATIVE
COMMITTEE OF THE NATIONAL ASSOCIATION OF REALTORS, AC-
COMPANIED BY KENNETH KERIN, DIRECTOR, DEPARTMENT OF
RESEARCH; RICHARD TROTTER, LEGISLATIVE COUNSEL; AND
ALBERT ABRAHAMS, DIRECTOR OF GOVERNMENTAL AFFAIRS

Mr. KRo.;s. Thank you Senator Hartke. Thank you Mr. Chairman.
I am Budd Krones of Tucson, Ariz., I am chairman of the Legislative
Committee of the National Association of Realtors. With me I have
Ken Kerin, director of our Department of Research, Richard Trotter,
our legislative counsel, and Albert Abrahams, our director of Gov-
ernmental Affairs.

I am going to summarize our statement, but I would request Mr.
Chairman that the entire statement be placed in the record.

Senator HARTKE. Let me say to each gentleman, your entire state-
ment will appear in the record and summarizing will be of great bene-
fit to the committee.

Mr. KRONES. Before discussing the housing incentive proposal, I
would like to describe briefly to the committee the current status of
the housing industry. The key indicators of housing activity are ap-
pended to this report.. Despite recent improvements in the availability
and cost of mortgage credit, the housing industry has remained at a
dismal level of depression. Even as the general unemployment rate
statistic leveled off at 8.2 percent in January, unemployment in the
construction industry continued to climb, reaching 15.9 percent last
month. Housing starts statistics are discouraging; new home sales
have also remained sluggish. In December, 408,000 single-family
homes and an estimated 200,000 to 300,000 condominium units re-
mained unsold.

Later I will dwell upon and seek to explain at length the crucial
link that exists between sales of new and existing housing. I mention
it now to point up the weakening of both the new and resale markets.
After holding up well in the early months of 1974, activity in the
existing home sales in January is currently 19 percent below the level
of eight months ago.

On February 28, and again on March 6, the Wall Street Journal
indicated that the chairman of this committee wants to give a tax
writeoff on the purchase of new homes and automobiles to stimulate
those depressed industries. He indicated that the revenues for this
approach might be picked up by limiting a few provisions in the House
tax bill, but the overall size of any Senate tax cuts is likely to be about
$25 billion to $30 billion.

Earlier this year two other members of this committee, Senators
Vance Hartke and Mark Hatfield, in an effort to stimulate housing
production and sales, introduced a bill which would provide a 5-per-
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cent tax credit for the purchase of new homes. In our opinion a tax
credit proposal for investment in housing is an innovative and imagina-
tive approach and a positive means of helping to solve the current
economic recession. It has the virtue of aiming at those sectors of the
economy which are most depressed, and where the stimulus will be
most effective.

It appears obvious to us, if we are going to solve the severe eco-
nomic problem that concerns so many Americans, that the place to
start is by stimulating the most depressed industries. The difficult
question, of course, is how can we accomplish this goal?

I will continue on page three. Turning to the Lbng-Hartke-Hatfield
proposals, and specifically to S. 453, we would like to suggest certain
changes which should make this legislation more effective.

We believe that the amount of the credit in the case of new housing
should remain at 5 percent throughout calendar years 1975 and 1976
rather than being phased out more quickly. So that there is not an
abrupt, disruptive cutoff of the program we would suggest an appro-
priate reduction and phase-out of tax credit during 1977. Most econo-
mists have predicted that it is going to be some time before the econ-
omy will be turned around, and most expect the recovery to lack the
buoyancy of the previous periods of expansion. We would suggest
that this program should be given a reasonable period of time to
achieve success.

Furthermore, since the average price of new housing is nearly
$40,000, we would also suggest that the dollar limitation on the amount
of the tax credit should be increased from $1,250 to $2,000, allowing
the taxpayer some relief on the first $40,000 of purchase price.

It is difficult to predict the impact on new construction activity
that will be generated by this tax credit program. If the program
were put into effect right now. we could expect construction to begin
on possibly 800,000 to 900.000 new single-family homes during the
remaining 9 months of 1975. If condominiums are included, we could
expect some revival in multifamily construction as well. We antici-
pate a 5-percent tax credit, up to a maximum of $2,000 on a home
l)riced $40,000 or over, would entail a revenue tax loss in the range
of $1.5 billion to $2 billion.

At this point we would like to recommend another change to the
proposal which we feel is absolutely necessary for this type of tax
credit to be effective. It is well recognized that new houses are not
constructed or sold unless existing homes are sold as well. In other
words, a tax credit for new housing will not be effective unless there
is also a market for existing homes.

Recognizing that a totally new product is not being purchased by
the home buyer-when that person acquires an existing home, we would
suggest perhaps a tax credit up to 3 percent, not fo exceed a dollar
limit of $1,000 be included in the bill to be reported by the committee.
Since the average sales price of an existing home is $33,210, we esti-
mate a tox credit of 3 percent of the sales price for the purchase of
an existing home with a maximum credit of $1,000, for married tax-
payers filing a joint rettirn, would entail a revenue loss of slightly
less than $2 billion. This is not too different from the anticipated rev-
enue loss of providing a 5-percent credit to a maximum of $2,000 for



431

the purchase of a new home. The total cost of the combined program
would be in the neighborhood of $3.5 billion.

While there are substantial direct and indirect benefits to be de-
rived from including the existing home market in the tax credit for
housing program, there is a very real danger in omitting it. A tax
credit which applies only to new units would impair the marketability
of existing homes.

This would be self-defeating since the major wellspring of potential
new-home demand stems from owners of existing units. censuss figures
show that fully 55 percent of new home purchases in 1969 were by
owners of existing homes. These buyers must find a market for their
current residence before they can consummate the purchase of a newly
constructed unit.

It is worth noting that this inextricable link between the turnover
of new and existing homes was recognized just yesterday by the
House Committee on Banking, Currency and Housing, which voted
to include up to 20-percent existing housing in H.R. 4485, the Emer-
gency Middle-Income Housing Act. Like the bill before this commit-
tee, H.R. 4485 is intended primarily to stimulate the economy by gen-
erating employment, in the homebuilding industry. The Banking
Committee evidently feels that this objective can be best achieved by
assisting the sale of existing as well as new homes.

One of the most attractive features of the tax credit proposal is
that the Finance Committee could structure the concept in a way that
the allowable credit could be used as part of the home buyer's down-
payment. For these purposes, the credit could be made directly re-
fundable by the Treasury within a relatively short time period-per-
haps 60 days-to a lender making a mortgage on the home. All that
the home buyer need do under this arrangement is to prove a home pur-
chase and that his tax liability exceeds the credit.

We recognize that any program of this type, if not carefully de-
vised, has potential for some abuse. We, of course, urge that proper
safeguards, such as an appropriate recapture rule, be written into the
legislation in order to prevent individuals from benefiting from sham
transactions.

We believe that the tax credit for the purchase of new and exist-
ing housing will do more to accomplish the economic goals as set
forth by the administration and the Congress, than most, if not all,
other pending economic proposals. The revenue loss, although ap-
proximating $3.5 billion, is small compared with the losses associated
with general tax reduction. As late as last week, the Joint Economic
Committee was urging a $35 billion tax cut to stimulate the economy.

Most observers agree that in addition to tax cuts for low- and
moderate-income families, that tax incentives are also necessary to
stimulate our basic industries. We believe that a modest tax credit
for both new and existing housing will do as much as anything thus
far proposed to restore a sound and vibrant economy.

And Mr. Chairman, I would like to say something that a builder
said to me on Friday in Tucson. He said, you sell the old ones; give
us a chance to sell the new ones.

Senator HARTKE. I hear you. All right.
Let me just comment. Do you have any questions, Senator?
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Senator PACKWOOD. I would just as soon go all through the panel.
Senator HARTKE. All right. We will do that.
[Mr. Krones' prepared statement follows:]

STATEMENT OF BUDD KRONES, CHAIRMAN, LEGISLATIVE COMMITTEE, NATIONAL
ASSOCIATION OF REALTORS

SUMMARY
Before discussing the housing incentive proposal, I would like to describe

briefly to the Committee the current status of the housing industry. The key
indicators of housing activity are appended to this report. Despite recent im-
provements in the availability and cost of mortgage credit, the housing industry
has remained at a dismal level of depression. Even as the general unemployment
rate statistic leveled off at 8.2 percent in January, unemployment in the con-
struction industry continued to climb, reaching 15.9 percent last month. Housing
starts statistics are discouraging. New home sales have also remained sluggish.
In December 408,000 single-family homes and an estimated 200 to 300 thousand
condominium units remain unsold.

On February 28 and again on March 6, The Wall Street Journal indicated that
exists between sales of new and existing housing. I mention it now to point up
tho weakening of both the new and resale markets. After holding up well in

- -the early months of 1974, activity in the existing home sales in January Is cur-
rently 19 percent below the level of eight months ago.

On February 28 and again on M arch 6, The Wall Street Journal indicated that
the Chairman of this Committee wants to give a tax write-off on the purchase
of new homes and automobiles to- stimulate those depressed industries. He in-
dicated that the revenues for this approach might be picked up by limiting a
few provisions in the House tax bill, but the overall size of any Senate tax cuts
is likely to be about $25 to $30 billion.

Earlier this year two other members of this Committee, Senators Vance Hartke
and Mark Hatfield in an effort to stimulate housing production and sales, in-t_
troduced a bill which would provide a 5 percent tax credit for the purchase of
new homes.

In our opinion a tax credit proposal for investment in housing is an innova-
tive and imaginative approach and a positive means of helping to solve the
current economic recession. It has the virtue of aiming at those sectors of the
economy which are most depressed, and where the stimulus will be most effective.

It appears obvious to us, if we are going to solve the severe economic prob-
lem that concerns so many Americans, that the place to start is by stimulating
the most depressed industries. The difficult question, of course, is how can we
accomplish this goal?

A basic approach is to reduce taxes allowing the taxpayer the consumption
choice. Secretary Simon has suggested larger tax cuts for higher income groups.
Although all of us would like larger tax cuts, we are not sure that this ap-
proach is the most direct and effective way to stimulate America's depressed
industries.

You can argue as have some members of this Committee that the most direct
and effective approach to this problem area is to make it attractive for the
consumer to invesT in underconsumed products such as housing and automo-
biles. The spill-over effect these basic industries have on other industries is well
known. When housing and automobiles are depressed, many other-supplier in-
dustries are depressed at the same time.

We would suggest that this Committee adopt a tax credit which will encour-
age the consumer to invest in housing where presently his recession fears pre-
vent the purchase of big ticket items such as houses and automobiles. In our
opinion this approach is a sound and an immediate response to the present state
of our housing economy.

Turning to the Long-Hartke-Hatfield proposals, and specifically to S. 453, we
would like to suggest certain changes which should make this legislation more

-- effective.
We believe that the amount of the credit in the case-of new housing should

remain at 5 percent throughout calendar years 1975 and 1976 rather than being
phased out more quickly. So that there is not an abrupt, disruptive cutoff of
the program we would suggest an appropriate reduction and phase out of tax
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credit during 1977. Most economists have predicted that it is going to be some
time before the economy will be turned around and most expect the recovery to
lack the buoyancy of the previous periods of expansion. We would suggest that
this program should be given a reasonable period of time to achieve success.

Furthermore, since the average price of new housing is nearly $40,000 we also
suggest that the dollar limitation on the amount of the tax credit should be in-
creased from $1250 to $2000 allowing the taxpayer some relief on the first $40,000
of purchase price.

It is difficult to predict the impact on new construction activity that will be
generated by this tax credit program. If the program were put into effect right
now, we could expect construction to begin on possibly 800,000 to 900,000 new
single-family homes during the remaining nine months of 1975. If condominiums
are included, we could expect some revival in muhi-family construction as well.
We anticipate a 5 percent tax credit, up to a maximum of $2,000 on a home
priced $40,000 or over, would entail a revenue tax loss in the range of $1.5-$2.0
billion.

At this point we would like to recommend another change to the proposal which
we feel is absolutely necessary for this type of tax credit to be effective. It is
well recognized that new houses are not constructed or sold unless existing
homes are sold as well. In other words, a tax credit for new housing will not
be effective unless there is also a market for existing homes.

Recognizing that a totally new product is not being purchased by the home
buyer when that person acquires an existing home we would suggest perhaps a
tax credit up to 3 percent, not to exceed a dollar limit of $1,000 be included in
the bill to be reported by the Committee.

Since the average sales price of an existing home is $33,210 we estimate a tax
credit of 3 percent of the sales price for the purchase of an existing home with
a maximum credit of $1,000 (for married taxpayers filing a joint return), would
entail a revenue loss of slightly less than $2 billion This is not too different
from the anticipated revenue loss of providing a 5 percent credit to a maxi-
mum of $2,000 for the purchase of a new home. The total cost of the combined
program would be in the neighborhood of $3.5 billion.

A rough estimate for the actual number of single-family home sales in 1974
would be approximately 2.2 million units. There is no way to accurately gauge
the extent the housing market will expand beyond this level in response to this
innovative fiscal measure, but we do expect the response to be substantial and
immediate, with sales rising perhaps in the neighborhood of 20 to 25 percent in
the months ahead. This would translate into an additional 400,000 existing home
sales for the remaining nine months of 1975.

While there are substantial direct and indirect benefits to be derived from
including the existing home market in the tax credit for housing program, there
is a very real danger in omitting it.

A tax credit which applies only to new units would impair the marketability
of existing homes. This would be self-defeating since the major wellspring of
potential new home demand stems from owners of existing units. Census figures
show that fully 55 percent of new home purchases in 1969 were by owners of
existing homes. These buyers must find a market for their current residence
before they can consummate the purchase of a newly constructed unit.

It is worth noting that this inextricable link between the turnover of new
and existing homes was recognized just yesterday by the House Committee on
Banking, Currency, and Housing, which voted to include up to 20 percent exist-
ing housing in H.R. 4485, the Emergency Middle Income Housing Act. Like the
bill before this Committee, H.R. 4485 is intended primarily to stimulate'the
economy by generating employment in the homebuilding industry. The Banking
Committee evidently feels that this objective can be best achieved by assisting
the sale of existing, as well as new homes.

One of the most attractive features of the tax credit proposal is that the
Finance Committee could structure the concept in a way that the allowable
credit could be used as part of the home buyer's down payment. For these
purposes the credit could be made directly refundable by the Treasury within
a relatively short time period, perhaps 60 days, to a lender making a mortgage
on the home. All that the home buyer need do under this arrangement is to
prove a home purchase and that his tax liability exceeds the credit.

We recognize that any program of this type, if not carefully devised, has
potential for some abuse. We of course urge that proper safeguards such as
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an appropriate recapture rule be written into the legislation in order to prevent
individuals from benefiting from sham transactions.

We believe that the tax credit for the purchase of new and existingK housing
will do more to accomplish the economic goals, as set forth by the Adminis-
tration, and the Congress than most if not all other pending economic pro-
posals. The revenue loss, although approximating $3.5 billion, is small compared
with the losses associated with general tax reduction. As late as last week, the
Joint Economic Committee was urging a $35 billion tax cut to stimulate the
economy. Most observers agree that in addition to tax cuts for low and moderate
income families, that tax incentives are also necessary to stimulate our basic
industries.

We believe that a modest tax credit for both new and -xisting housing will do
as much as anything thus far proposed to restore a sound and vibrant economy.

NATIONAL ASSOCIATION OF REALTORS,
GOVERNMENT AFFAIRS DEPARTMENT,

Weehington, D.C.
STATEMENT

The National Association of Realtors is comprised of more than 1,630 local
boards of realtors located in every state of the Union, the District of Columbia,
and Puerto Rico. Combined membership of these boards is approximately
500,000 persons actively engaged in sales, brokerage, management, counseling,
and appraisal of residential, commercial, industrial, recreational and farm real
estate. The activities of the Association's membership involve all aspects of the
real estate industry, such as mortgage banking, home building, and commercial
and residential real estate development, including development, construction
and sales of condominiums. The Association has the largest membership of any
association in the U.S. concerned with all facets of the real estate industry.
Principal officers are: Art S. Leitch, President, San Diego, California; Philip
C. Smaby, First Vice President, Minneapolis, Minnesota; and H. Jackson Pontius,
Executive Vice President. Headquarters of the Association are .t 155 East
Superior Street, Chicago, Illinois. The Washington office is located at 925-15th
Street, N.W., Washington, D.C. 20005. Telephone: 202-628-50.

Mr. Chairman and Members of the Committee: The National Association of
Realtors welcomes this opportunity to testify on H.R. 2166 and especially pro-
posals to stimulate the depressed housing industry.

I am Budd Krones of Tucson, Arizona, Chairman of the Legislative Commit-
tee of the National Association of Realtors.

The National Association is comprised of more than 1,680 local boards of
realtors located in every state, the District of Columbia and Puerto Rico and
represents more than 500,000 individuals and business entities engaged in every
aspect of the real estate industry.

Before discussing the housing incentive proposals, I would like to describe
briefly to the Committee the current status of the housing industry. The key
indicators of housing activity are appended to this report. Despite recent im-
provements in the availability and cost of mortgage credit, the housing industry

_has remained at a dismal level of depression. Even as the general unemployment
rate statistic leveled off at 8.2 percent in January, unemployment In the con-
struction Industry continued to climb, reaching 15.9 percent last month. Recent
housing starts statistics are also discouraging. At the current rate we are pro-
ducing less than one-half of the two million plus units needed annually to meet
our nation's housing goals. New home sales have also remained sluggish. In
December 408,000 single-family homes and an estimated 200 to 800 thousand
condominium units remai-i unsold. A recitation of statistics on the decline in
building permits, down 48.4 percent since last year, and multi-family construc-
tion, down 62 percent, complete the vivid picture of the dimension of the
housing depression.

Later, I will dwell upon and seek to explain at length the crucial link that
exists between sales of new and existing housing. I mention it now to point up
the weakening of both the new and resale markets. After holding up well in
the early months of 1974, activity in the existing home market began to slide
by mid-year. Measured on a seasonally adjusted basis, existing home sales in
January are currently 19 percent below the level of eight months ago. The



continued decline in sales has been widespread, cutting across every region of
the country. Of the 140 real estate boards participating in the Realtor Existing
House Sales Series, nearly 70 percent experienced declining sales in January. In
a number-of these areas sales are down by one-third or more.

The Northeast region has experienced the greatest decline, with sales sliding
81 percent between May of 1974 and January of 1975. The North Central and
Southern regions experienced identical declines of 19 percent, while sales dipped
13 percent in the West.

On February 28 and again on March 6, The Wall Street Journal indicated
that the Chairman of this Committee wants to give a tax write-off on the
purchase of new homes and automobiles to stimulate those depressed industries.
He indicated that the revenues for this approach might be picked up by limiting
a few provisions in the House tax bill, but the overall soze of any Senate tax
cuts is likely to be about $25 to $80 billion.

Earlier this year two other members of this Committee, Senators Vance
Hartke and Mark Hatfield in an effort to stimulate housing production and
sales, introduced a bill which would provide a 5 percent tax credit for the
purchase of new homes.

In our opinion a tax credit proposal for investment in housing is an innovative
and imaginative approach and a positive means of helping to solve the current
economic recession. It has the virtue of aiming at those sectors of the economy
which are most depressed, and where the stimulus will be most effective.
Treasury Secretary William Simon made this point in recent testimony before
this Committee. Mr. Simon argued that the House was wrong to concentrate
its $21.8 billion tax-cut bill on lower-income families because they are less likely
to purchase the "big ticket" items such as automobiles, housing and home ap-
pliances which would provide the most effective stimulus needed to bring about
an economic recovery.

We sympathize with the action of the House with regard to relieving the tax
burden on low and moderate income families. If the major goal of a tax cut
is to revive the nation's economy, however, we believe that Secretary Simon
is correct in at least calling our attention to the fact that small tax cuts will not
stimulate the investment in those sectors of the economy most in need of stimulus.

It appears obvious to us, if we are going to solve the severe economic problem
that concerns so many Americans, that the place to start is by stimulating the
most depressed industries. The difficult question, of course, is how can we
accomplish this goal?

A basic approach is to reduce taxes allowing the taxpayer the consumption
choice. Secretary Simon has suggested larger tax cuts for higher income groups.
Although all of us would like larger tax cuts, we are not sure that this approach
is the most direct and effective way to stimulate America's depressed industries.

You can argue as have some members of this Committee that the most direct
and effective approach to this problem area is to make it attractive for the
consumer to invest in underconsumed products such as housing and automobiles.
The spill-over effect these basic industries have on other industries is well known.
When housing and automobiles are depressed, many other supplier industries
are depressed at the same time.

Raising the investment tax credit from 7 to 10 percent was an important
measure, but we cannot expect this tax incentive to stimulate such investment
activity unless businessmen also see some increase In the demand for their
products. The investment tax credit, in other words, puts the cart before the
horse.

It appears that consumers are just not psychologically disposed to purchase
housing and automobiles which, if purchased, would provide jobs and expand
the economy. From a priority standpoint it would appear that these basic in-
dustries should be the first to benefit from any tax incentives for industry.

What is needed most is to make it attractive enough to the consumer to pur-
chase homes which should quickly provide jobs and create a demand for the
many products which are related to housing construction and the equipping
of homes.

A bewildering array of strategies have been suggested to put the brakes on the
recession and bring about an early recovery. Fiscal policies which focus on
stimulating the housing sector particularly make sense. This is true for several
reasons. First, housing has led us out of past recessions and can be expected to
lead us out of this one. Over each of the last five business cycles, the upswing
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in housing led the general economic recovery by two to eleven months. Stirring
housing from the doldrums can provide a harbinger of recovery that should instill
confidence in other sectors of the economy. Housing is also an appropriate policy
focus just by its sheer size. Total private construction activity generally accounts
for one-half of all gross private domestic investment and half of that amount
is for residential construction.

Besides the direct benefits of stimulating home sales and new construction
activity, we can anticipate substantial benefits to accrue to n number of badly
depressed industries. The purchase of a home, whether It is new or previously
occupied, typically generates a host of ancillary purchases, such as appliances,
home furnishings, and other durable goods.

We would suggest that this Committee adopt a tax credit which will encourage
the consumer to invest in housing where presently his recession fears prevent
the purchase of big ticket items such as houses and automobiles. In our opinion
this approach is a sound and an immediate response to the present state of our
housing economy. Before turning to specific comments on the proposals before
the Committee, I would like to make one final point. This approach will not
correct the fundamental disequilibrium which constantly plagues and disrupts
the mortgage and housing market. At some later point in time, this Asso lation
would like to appear' before this Committee to discuss some of the proposals
(such as a tax incentive for savers, a tax credit for investment in mortgages,
etc.) which might help to correct the long-term problems associated with the
mortgage market.

Turning to the Long-Hartke-Hatfield proposals, and specifically to S. 453, we
would like to suggest certain changes which should make this legislation more
effective. Generally, this bill would enable a taxpayer to receive during the tax-
able year a 5 percent tax credit on the amount of this purchase price of a new
principal residence if the taxpayer acquires the residence during calendar year
1975. A lesser credit would be available during calendar year 1976. The credit
would be limited to $1250 in the case of a new principal residence during 1975
and a lesser amount during 1976.

We believe that the amount of the credit in the case of new housing should
remain at 5 percent throughout calendar years 1975 and 1976. So that there is
not an abrupt, disruptive cutoff of the program we would suggest an appropriate
reduction and phase out of the tax credit during 1977. We are suggesting this
timetable because most economists have predicted that it is going to be some time
before the economy will be turned around and most expect the recovery to lack
the buoyancy of the previous periods of expansion. We would suggest that this
program should be given a reasonable period of time to achieve success.

Furthermore, since the average price of new housing is nearly $40,000 we
also suggest that the dollar limitation on the amount of the tax credit should
be increased from $1260 to $2000 allowing the taxpayer some relief on the first
$40,000 of purchase price. It is our understanding that the Committee is con-
sidering a maximum tax credit of $2000. Since this amount correlates closely
with the median price of new housing, we would agree that the ceiling on the
credit should be set at this amount.

A major advantage of using the tax law to stimulate investment in housing
is that you avoid the many inequities and administrative difffculties--income
limits, purchase price limits, etc.-associated with so many government assisted
housing programs, The tax credit would not increase beyond the $2,000 ceiling
for homes above $40,000 but would still serve as a substantial Incentive for any
person investing in housing.

It is difficult to predict the impact on new construction activity that will be
generated by this tax credit program. If the program were put into effect right
now, we could expect construction to begin on possibly 800,000 to 0OO00 new
single-family homes during the remaining nine months of 107 If condominiums
are included, we could expect some revival in multi-family construction as well.
We anticipate a' 5 percent tax credit, up to a maximum of $2,000 on a home
priced $40,000 or over, would entail a revenue tax loss In the range of $15-42.0
billion.

At this point we would like to recommend another change to the proposal
which we feel is absolutely necessary for this type of tax credit to be effective.
It is well recognized that new houses are not constructed or sold unless existing
homes are sold as well. In other words, a tax credit for new housing will
not be effective unless there is also a market for existing homes.

Recognizing that a totally new product is not being purchased by the home
buyer when that person acquires an existing home we would suggest perhaps a
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tax credit up to 3 percent, not to exceed a dollar limit of $1,000 be included in
the bill to be reported by the Committee.

Since the average sales price of an existing home is $33,210 we estimate a tax
credit of 3 percent of the sales price for the purchase of an existing home with
a maximum credit of $1,000 (for married taxpayers filing a joint return), would
entail a revenue loss of slightly less than $2 billion. This is not too different
from the anticipated revenue loss of providing a 5 percent credit to a maximum
of $2,000 for the purchase of a new home. The total cost of the combined program
would be In the neighborhood of $3.5 billion.

A rough estimate for the actual number of single-family home sales In 1974
would be approximately 2.2 million units. There is no way to accurately gauge
the extent the housing market will expand beyond this level in response to this
innovative fiscal measure, but we do expect the response to be substantial and
immediate, with sales rising perhaps in the neighborhood of 20 to 25 percent in
the months ahead. This would translate into an additional 400,000 existing
home sales for the remaining nine months of 1975.

We expect spending for appliances, home furnishings and other durable
goods to be particularly high for sellers of existing homes. In addition to having
the extra cash provided by the tax credit, most will have realized considerable
equity from the sale of their previous residence. It is common for a seller not
to tie up all of these equity funds when he purchases a new home. And these
equities are substantial. Statistics from the 1971 Survey of Residential Finance
show that nearly 40 percent of the single-family homeowners have no mortgage
on their properties. For an additional 35 percent, the mortgage represents less
than 60 percent of the sales price. Unlocking of these equities that have built
up in the existing home market, could prove a strong stimulus to the durable
goods industry and to other sagging sectors of the economy.

While there are substantial direct and indirect benefits to be derived from
including the existing home market In the tax credit for housing program,
there is a very real danger in omitting it.

A tax credit which applies only to new units would impair the marketability
of existing homes.-This would be self-defeating since the major wellspring of
potential new home demand stems from owners of existing units. Census figures
show that fully 55 percent of new home purchases in 1969 were by owners of
existing homes. These buyers must find a market for their current residence be-
fore they can consummate the purchase of a newly constructed unit.

Ignoring the strong link between the new and existing home markets has
brought frustration to previous well-intentioned federal housing programs. It is
time that we recognize that we must break the log jam that is stifling transactions
in the existing home area before we can restore new home markets.

It is worth noting that this inextricable link-between the turnover of new
and existing homes was recognized Just yesterday by the House Committee on
Banking, Currency, and Housing, which voted to include up to 20 percent existing
housing in H.R. 4485, the Emergency Middle Income Housing Act. Like the bill
before this Committee, H.R. 4485 is intended primarily to stimulate the esonomy
by generating employment in the homebuilding industry. The Banking Committee
evidently feels that this objective can be best achieved by assisting the sale of
existing, as well as new homes

Existing and new home sales markets and the construction Industry have

entered their seasonal upswing. It would be desirable if the tax rebate plan were

enacted fairly soon so It could have4ts full impact during the spring and summer

months when the propensity to buy and build homes is at its highest.
One of the most attractive features of the tax credit proposal is that the Fi-

nance Committee could structure the concept in a way that the allowable credit
could be used as part of the home buyer's down payment. For these purposes the

credit could be made directly refundable by the Treasury within a relatively

short time period, perhaps 60 days, to a lender making a mortgage on the home.

All that the home buyer need do under this arrangement is to prove a home

purchase and that his tax liability exceeds the credit.
The downpayment feature clearly points out the ease of administering the

tax credit proposal. Clearly, there is no better way to administer a government
assisted housing program than through the tax law.

We recognize that any program of this type, if not carefully devised, has p-
tential for some abuse. We of course urge that proper safeguards such as an

appropriate recapture rule be written into the legislation In order to prevent

individuals from benefiting from sham transactions.
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We believe that the tax credit for the purchase of new and existing housing
will do-more to accomplish the economic goals,-as set forth by the Administra-
tion, and the Congress than most if not all other pending economic proposals.
The revenue loss, although approximating $3.5 billion, is small compared with
the losses associated with general tax reduction. As late as last week, the Joint
Economic Committee was urging a $35 billion tax cut to stimulate the economy.
Most observers agree that in addition to tax cuts for low and moderate income
families, that tax incentives are necessary to stimulate our basic industries.

We believe that a modest tax credit for both new and existing housing will
do as much as anything thus far proposed to restore a sound and vibrant
economy.

CURRENT STATUS OF HOUSINo MARKET

EXISTING HOME MARKET

In December the index of existing- home sales was 17.1 percent below the same-
month a year ago. Each region of the country shared in the decline, with the
steepest downturn occurring in the Northeast.

EXISTING SINGLE-FAMILY HOME SALES VOLUME INDEX FOR THE UNITED STATES

(Seasonally adjusted

Percent change
Volume index I yr ago

1974:
October .................................................................... 93 -7.0
November .................................................................. 91 -8.1
December .................................................................. 94 -4.1

1975:
January ................................................................... 87 -17. 1

SALES OF EXISTING SINGLE-FAMILY HOMES FOR REGIONS OF THE UNITED STATES, BY PRICE CLASS-1974

[Percentage distribution

Price class Northeast North-central South West U.S. total

999 or less ......................... 1.5 3.2 2.1 0.6 2.0
1,000 to 12,499 ..................... 1.2 2.6 2.1 0.5 1.8

$12,500 to $14,999 ..................... 1.8 4.6 3.7 1.0 3.1
$15.000 to $17,499 ..................... 2.8 6.1 5.0 1.8 4.3
$17,500 to $19,999 ..................... 3.9 8.1 6.5 3.6 5.9
$20.000 to $22,499 ..................... 4.3 7.3 5.9 4.7 5.8
$22,500.to $24.999 ..................... 5.4 9.4 6.9 7.2 7.4
$25,000 to $29,999 -------------------- 14.0 16.4 12.9 16.7 14.8
$30,000 to $39,999 ..................... 26.2 21.7 21.5 29.2 23.9
$40,000to $49,999 ..................... 16.8 11.1 14.4 15.5 14.1
$50,000 and over ...................... 22. 1 9. 5 19.0 19.2 16.9

Total .......................... 100.0 100.0 100.0 100.0 100.0

Median uice ......................... 35, 770 27, 650 32, 250 34, 750 32, 040

1 Weighted response.
Note: The median sales price of an existing single-family home for the United States was $32,040. North-central was

the only region with an average sales price below $30,000.

EXISTING SINGLE-FAMILY MORTGAGE DEBT AS PERCENT OF PROPERTY VALUE

[Percentage distribution]

1-unit homeowner Less than 40
properties . Nonmortgaged percent 40 to 59 Percent 60 or over Not reported

100 38.7 19.7 16.2 23.3 2.1

Note: Considerable equity has been built up In the existing home market. In 3 out of 4 homes owner equity exceeds
40 percent of market value.
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NEW HOME MARKET

Seasonally
adjusted

annual rates Percent
(in thou- change year

sands) ago

1974:
October ................------ - --------------------------------------------- 782 -43.3
November ..............-................................................... 730 -46.4
December .................................................................. 822 -36.0

1975: January ------------------------------------------------------------------ 661 -48.4

Note: Permits, which are a leading indicator of housing activity, took an unexpectedly sharp tumble in January, thus
dampening hopes of an edy recovery in housing.

HOUSING STARTS

Seasonally
adjusted

annual rates Percent
(in thou- change year

sands) ago

1974:
October ................................................................... 1,019 -33.8
November .................................................................. ,017 -39.3
December .................................................................. 874 -37.7

1975: January .................................................................. 987 -32.6

Note: Housing shrts in January rose slightly above the December level but we are still below an annual rate of 1,000,000
units and woefully beneath the 2,000,000-plus units deemed adequate to provide for new household formations and
replacements.

NEW HOME SALES

For sale at end Ratio, homes for
of period sale to homes

(in thousands) - sold

1974:
October ............................................................... 415 12.6
November .............................................................. 411 13.8
December .............................................................. 408 18.4

Note: The December performance in the new home sales market was disappointing. 408,000 new homes remained
unsold. At the December rate of sales, it would take 18.4 months to clear the market.

UNEMPLOYMENT RATES

Rate for contract Percent change Total labor Percent change
construcUon 1 yr ago force I yr ago

1975:
January ................................ 15.0 64.8 8 2 57.7
February ............................... 15.9 101.2 8.2 57.7

EMPLOYMENT IN CONTRACT CONSTRUCTION

Number
employed Percent change

(in thousands) I yr ago

1975:
January ............................................................... 3,587 -14.9
February ............................................................... 3,635 -14.5
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STATEMENT OF EDWIN B. BROOKS, JR., PRESIDENT, SECURITY FED-
ERAL SAVINGS & LOAN ASSOCIATION, RICHMOND, VA., AND VICE
CHAIRMAN OF THE LEGISLATIVE COMMITTEE OF THE U.S. SAV-
INGS ASSOCIATION, ACCOMPANIED BY ARTHUR EDGEWORTH, DI-
RECTOR, WASHINGTON OPERATIONS, AND PHILIP GASTEYER,
STAFF VICE PRESIDENT AND ADMINISTRATIVE OFFICER

Mr. BROOKS. Mr. Chairman, my name is Edwin B. Brooks, Jr. I am
president of Security Federal Savings & Loan Association of Rich-
mond, Va., and a vice chairman of the Legislative Committee of the
U.S. League of Savings Associations. With me are Arthur Edgeworth,
the associate director; and Phil Gasteyer, staff vice president and ad-
ministrative officer.

The U.S. League appreciates this opportunity to testify before the
committee and express our views with regard to the Tax Reduction
Act and various suggestions for tax changes to rejuvenate our
economy.

The savings and loan business, as the principal source of residential
mortgage credit in our country, is keenly aware of the dismal situa-
tion in housing and real estate. New home construction is at its lowest
level in nearly a decade, and far short of meeting our nation's hous-
ing needs. Building permits for future construction are at their lowest
point since they began keeping the statistics. Unemployment in the
construction trades has now soared to an appalling 22.6 percent, and
real estate sales have collapsed in many areas.

The price of new homes, reflecting materials and labor cots, have
gone up even faster than the cost of living in the past 5 years. While
economists continue to look to housing to lead our general economy out
of the recession, homebuilding and financing have suffered crippling
blows over the last 12 to 18 months.

On the brighter side, we have experienced healthy inflows of savings
dollars in the past 4 months, enabling our institutions to rebuild
liquidity levels and pay back some of last year's heavy borrowings
from the regional banks of the Federal Home Loan Bank System.
Our managers note, however, that much of our new savings is'in the
day-in, day-out passbook accounts category; it may represent parking
lot money and thus remain with us only temporarily.

Historically, consumers save more in periods of economic uncer-
tainty as they postpone major purchases and investments. While the
availability of savings funds for housing loans may not last indefi-
nitely, particularly if short-term market rates shoot up again as the
result of massive Government borrowings, there is adequate mortgage
credit available right now in most markets.

Though mortgage credit is available, homebuyers are not. Con-
sumer confidence has been seriously shaken by the double whammy of
inflation and recession. Families are unwilling to commit themselves
to new home purchases when they fear unemployment and prolonged
recession. This pattern is best demonstrated by the record overhang
of unsold and unoccupied new homes which now exceeds 400,000 units
nationwide. Until a significant portion of these units are sold, many
homebuilders will not undertake new construction, and unemploy-
ment in the building trades will not be relieved.
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Thus, we think it is particularly appropriate to explore the use of
the tax laws to stimulate new demand for the housing industry as sug-
gested by Chairman Long, Senator Hartke, Senator Hatfield, and
others. A tax credit of 5 percent-to a specified dollar maximum-
would effectively reduce the cost for home purchasers and thereby
significantly boost the demand for housing.

A tax credit has the advantage of being simple to implement and ad-
minister without the need for elaborate new Government machinery
during this emergency period. It is a clear and direct subsidy, so its
impact may be reviewed and measured with some precision. It is im-
portant too that the opportunity is limited in duration so that con-
sumers are encouraged to make home purchase decisions now, thereby
providing a quick start for a housing recovery.

The tax credit incentive appeals to us because it does not disrupt
the normal functioning of the housing markets by creating special
rates or special requirements for particular groups of homebuyers. A
tax credit for housing purchasers has the virtue of providing a selective
economic stimulus, targeted toward a sector of the economy which has
borne the brunt of our economic problems of the past year and a half.
At the same time, by providing stimulus to a sector which has unused
materials, unused capacity, and unused labor, it does not rekindle
inflation.

There are a couple of additional comments about this proposal that
I would like to make. The Hartke-Hatfield bill, S. 453, provides that
the home purchaser can elect to apply his credit to taxes paid in the
preceding year and thus receive a rebate from the IRS immediately
following consummation of his home purchase. This is an important
feature of any such legislation since, to be an effective stimulus, tax-
payers should not be forced to wait until tax forms are filed next spring
to take advantage of the new credit.

S. 453 also limits the credit to the purchases of new, principal resi-
dences. We would hope that the scope of any such tax change would
include purchases of existing homes as well. Many families wishing
to buy a new home must first sell their existing house, and any Federal
incentive to stimulate homebuilding will only be partially successful
if existing homeowners cannot sell their present residence to take ad-
vantage of the new construction program.

Before concluding, Mr. Chairman, I should like to briefly comment
on two other matters. The House-passed Tax Reduction Act raises
the threshold for the corporate income surtax from $25,000 to $50,000.
Senator Fannin, I understand, has cosponsored legislation to change
the $25,000 figure to $100,000. Like other businesses, savings associa-
tions-particularly the smaller institutions serving small communities
and neighborhoods--would derive significant benefits from such a tax
code change. Since the $25,000 level was established 25 years ago, it
would seem appropriate to update this provision of the Inte-nal
Revenue Code.

On another matter, the House bill-H.R. 2166-raises the invest-
ment tax credit for businesses in general from 7 to 10 percent. There is
presently a special section in the code--section 56(d) -which restricts
the allowable investment credit for domestic buiding and loan associa-
tions and mutual savings banks to 50 percent of that permitted other
corporations.
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While this special- limitation' is of very minor importance in terms
of revenue dollars, it does place thrift institutions at a considerable
disadvantage in developing new customer services, particularly in the
emerging area of electronic banking. We would ask that the committee
consider elimination of this special restriction on use of the investment
tax credit by thrift institutions.

I appreciate this opportunity to address the committee and invite
your questions.

Senator HARTKE. Mr. McKenna?

STATEMENT OF WILLIAM F. McKENNA, GENERAL COUNSEL AND
VICE PRESIDENT, NATIONAL SAVINGS & LOAN LEAGUE, ACCOM-
PANIED BY WILLIAM L. REYNOLDS, EXECUTIVE DIRECTOR,
NATIONAL SAVINGS & LOAN LEAGUE

Mr. MCKENwA. Thank you, Mr. Chairman and members of the
committee, my name is William F. McKenna, I am general counsel
and vice president of the National Savings & Loan League, a nation-
wide trade association having members interested in the savings and
loan industry. I am accompanied by William L. Reynolds, executive
director.

It is my privilege to testify for the national league with reference
to S. 453, a bill to amend the Internal Revenue Code of 1954, to pro-
vide a credit against tax related to the purchase of houses.

The national league favors in general the program contained in that
bill. It would provide for any individual taxpayer a tax credit against
his Federal income tax measured as a percentage of the purchase price
of his new principal residence, with a dollar ceiling being placed on
the total amount of the tax credit in the calendar year of the purchase.
That percentage would be 5 percent for a purchase in 1975, but not
exceeding $1,250, anl 2.5 percent for a purchase in 1976, but not ex-
ceeding $625.

As to married individuals, those percentages and ceilings would
apply to couples filing joint Federal income tax returns. If a married
person files a separate tax return, the respective ceilings would be
reduced for that person to $625 in 1975 and $312.50 in. 1976. To be
eligible for the credit, the taxpayer would be required to purchase a
principal residence on which construction or reconstruction was or is
begun between January 1, 1975 and December 31, 1976.

The National League believes that enactment of this type of legis-
lation is appropriate as part of the tax-reduction program agreed upon
in principle by the administration, the House of Representatives and
key members of the Senate. Its principal sponsor noted that it is in-
tended to supplement, rather than substitute for, a general tax cut.
The purpose of the bill is to encourage the purchase of newly built
houses as a principal residence for the individual purchaser.

Because its savings and loan association members specialize in fi-
nancing the construction and acquisition of housing, the National
League is interested in a program such as that contained in S. 453,
which would serve to stimulate the construction and purchase of hous-
ing in a way that could be fitted within the overall tolerances of Fed-
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eral deficits consistent with the adequate containment of inflationary
trends.

I do not deem it necessary to repeat for this committee the lugubri-
ous statistics that indicate the poor economic health of the housing
industry. My colleagues on the panel have already done so. It is en-
tirely fitting that some of the tax relief being planned be channeled
into a program that will help to revive that industry and restore it as
a healthy member of the economic community.

Toward that end, indeed, the National League would prefer to see
the dollar ceilings raised respectively to $2,000 for purchases made in
1975, and $1.000 for purchases made in 1976. This would represent a
5-percent credit in 1975 and a 2.5-percent credit il 1976 on houses
selling for up to 040,000--a sales price much nearer the current aver-
age in the nation than the $25,000 sales price that would mark the dol-
lar ceiling of the tax credits provided by S. 453.

We commend that provision in the bill that would enable the tax-
payer to obtain cash for the tax credit by applying it to his tax paid
for the preceding taxable year. While it would require the taxpayer to
reopen his tax returns for that, preceding year. it would proide a
means for him to obtain his credit in cash without awaiting the pas-
sage of the current tax year.

The bill does not answer all problems in the way of encouraging
housing purchases. The purchaser will have to have cash in hand from
some other source in order to make the downpayment needed for the
purchase, unless some arrangement acceptable to the seller can be
worked out to count the credit due toward the required downpayment.

Neither does the bill, in its present form, cover the situation where
the taxpayer may not be able to make use of the tax credit because his
tax bill for the years involved is not high enough to make it mathe-
matically possible for him to do so. Perhaps the committee could give
consideration to providing a negative tax payment in that event which
would enable the taxpayer to make economic use of the credit due him.

The bill itself does not indicate whether a taxpayer would be en-
titled to a carryback or carryforward for any portion of a credit not
usable in the taxable years concerned. But assuming this device is
available, it would still'not be as likely to induce a purchase as would a
negative tax payment. The latter arrangement should result in en-
larging the number of potential purchaser&

On the other side of the coin, the bill makes no provision for re-
capturing the tax credit for the Federal Government in the future.
As an offset to inflationary pressures in later years, the committee
may wish to consider adding a provision that would require the re-
cipient of the tax credit to repay a like amount to the Federal Govern-
ment in the event his later sale of the property results in a gain to the
seller.

If such a result ensues. it will likely be because inflation has again
driven up the sales price of housing. In that event, it seems only fair
that the taxpayer repay to the Federal Government the largesse it ex-
tended to him in order to help him to purchase the house in the first
place. By drawing spendable funds out of the economy, that repay-
ment, in itself, would be a desirable anti-inflationary measure at a time
when the taxpayer would have the wherewithal to afford it. If his sale

48-113 0 - 75 - 29
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of the house results in no gain to-him, he would be under no com-
pulsion to repay to the Federal Government the amount of the tax
credit he had received.

As an alternative for recapture of some of the funds extended as tax
credits under this program, the committee might wish to consider re-
ducing the tax basis of the purchase price of the principal residence by
an amount equal to the credit. Then, when and if the owner later sells
the house, taxable gain would be computed from that lower base for the
purchase price.

The taxpayer would then be required to pay taxes at a normal or
capital gains rate, as the situation dictates, on any resulting gain. This
arrangement would not result in recapturing the entire amount of the
tax credit, but only the amount of tax due at normal or capital gains
rates, employing the amount of the credit as the base to which the
appropriate one of those rates is applied.

Obviously, either recapture provision may reduce the number of
potential purchasers who would enter the program in the absence of
any provision for recapture of the credit; in whole or in part. But it
would offer a means of curbing unwanted speculation in* house trading
accomplished with the encouragement of the Federal Government.

Because the program covers only 2 taxable years, it would seem
advisable to add an express provision to the bill that would offer the
tax credit only for the purchase of one principal residence by one tax-
payer during the 2-year period. Such a provision would help to stem
the abuse of the program.

The National League has concern for the development of legislation
that will help to revive the housing industry without unduly contrib-
uting to inflationary thrusts. As a thrift institution that relies heavily
on savings funds for its working capital, a savings and loan association
suffers undesirable losses of savings funds through disintermediation
and nonitermediation when an inflationary boost in money market rates
makes returns payable to savers on their savings funds largely non-
competitive with potential yields on alternative investments.

The National League is, therefore, naturally sensitive about the need
for achieving a balance in legislative programs that will stimulate
recovery of the economy-particularly the housing industry-without
depleting thrift institutions of funds adequate to make residential
mortgage investments that are designed to enable potential housing
purchasers to acquire title to homes.

Having presented these remarks, however, the National League sees
great merit in the program for which provision is made in S. 453, and
recommends that program to sympathetic consideration by the
committee.

The National League appreciates the opportunity to present this
testimony.

Senator HARTKE. Thank you, Mr. McKenna.
And next, Mr. Coan.

STATEMENT OF CARL A. S. COAN, JR., STAFF VICE PRESIDENT
AND LEGISLATIVE COUNSEL, NATIONAL ASSOCIATION OF HOME
BUILDERS

Mr. COAN. Thank you. Mr. Chairman and members of the committee,
my name is Carl A. S. Coan, Jr., I am staff vice president and legisla-
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tive counsel of the National Association of Home Builders. I would
like to summarize my statement and ask that it be put in the record. I
would also like to ask that the date on the statement be changed to
March 12.

The legislation you are considering is vital to the Nation's economy
which seems to be in an ever-deepening recession, and to our industry
which is probably the hardest hit major segment of the economy. The
homebuilding industry has been experiencing almost a continuing
decline in activity for over 18 months now. Governmental policies led
to this situation and it will take governmental action to reverse it.

In 1974, we produced 1.35 million housing units-the lowest level
since 1967. In January of this year, our production level was at an
annual rate of 987,000 units, slightly above December. However, the
annual rate of building permits, which is the lowest ever recorded,
presages a continued annual production level of less than 1 million
units over the next several months.

For your information, I have attached a copy of the latest monthly
Housing Starts Bulletin, put out by our economics department. I
would like to call your attention especially to the last page, on which
are two charts vividly illustrating the decline in housing starts and
building permits from the levels reached in 1971, 1972, and the firit
half of 1973

This housing production level of the past year and a half has been
far below that needed to meet the housing needs of the American
people-an average of 2.6 million units a year from 1969 to 1978 called
for by Congress in the 1968 Housing Act: We need to produce at least
1.6 million to 1.7 million units a year just to take care of new household
formations. This makes no allowance for the homes needed to replace
the 600,000 to 700,000 units lost each year; nor the units needed to house
those now living in substandard housing.

As can be plainly seen, last year's production level was far below the
Nation's needs. We see little hope that this year's level will be even as
high as last year's, unless special governmental action is taken to
stimulate housing construction and encourage people to buy homes. As
things now stand, we do not anticipate much more than 1 million
housing starts this year without such assistance.

However, more than those seeking housing are affected by this
seriously depressed housing starts level. While the national unem-
ployment level is at 8.2 percent, unemployment in the construction
industry is almost 16 pe,'cenit. We estimate that unemployment in the
residential construction industry is in the neighborhood of 40 percent.
Thousands of those out of work in other industries are in that situ-
ation because of the sharp falloff in housing construction.

W1're all hear the talk about the tremendous budget deficit the
Federal Government is facing this year and next year. This is fre-
quently advanced as an argument against the enactment of new
programs which are directed at stimulating housing construction. Yet,
a return to the housing production levels of a couple of years ago
would go a long way toward reducing the projected deficit. Our
economists estimate that for each 100,000 single-family homes built,
approximately $800 million in tax revenues are directly or indirectly
generated for the Federal Government.

It is, therefore, essential that the committee move quickly to enact
legislation of the type embraced in H.R. 2166. Substantial tax cuts
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are needed now to stimulate the general economy. This, of course,
would benefit our industry, although special action is also needed for
its special problems.

We have no official position on the specifics of H.R. 2166; however,
we do believe that the proposal to raise the threshold at which the sur-
tax is imposed on small business corporations would be helpful. The
vast bulk of homebuilding firms are small businesses, and the reduc-
tion in taxation embraced in the surtax amendment would be helpful
to many of our members.

You should be aware that the investment tax credit proposals em-
braced in the bill would be of little direct assistance to most home-
builders. Most builders do not have a substantial investment in equip-
ment and machinery of the type that is covered by the investment
tax credit. Because of this, we supported a proposal advanced in
the House Ways and Means Committee by Congressman Helstoski
which would have given a tax credit to a homebuilder based on a per-
centage of his actual expenditures for material, labor, and subcontrac-
tors during the tax year.

While this proposal was not adopted, it still has merit and we
urge your consideration of it. It perhaps could be placed into effect
for a 2-year period-1975 and 1976-and the percentage be set at
5 percent rather than the 10 percent in H.R. 2166 for the regular
investment tax credit. This would be a significant incentive to the
small homebuilder, who today finds himself without much other
encouragement to start the construction of new homes. Attached is
an explanation of this proposal and a brief analysis of its potential
cost.

Among the proposals before the committee are S. 453, introduced by
Senators Hartke and Hatfield, and one advanced by the chairman,
Senator Long, which would provide a tax credit based on the per-
centage of the cost of purchasing a new home. The purpose of these
proposals is to encourage people to buy homes now, and we whole-
heartedly endorse them. Such an incentive will be of special significance
to the middle-income family which today frequently finds itself short
of funds to make the downpayment on a new home. the assurance that
tax cr-edit would return all, or a substantial portion, of the required
downpayment would help meet that problem.

We-recommend a few changes to the proposals. As we read S. 453,
it is unclear whether it would cover homes built under contract for
the prospective owner, or by an owner on his own behalf. Fairness
would seem to dictate that the credit be provided in these cases.
Condominium units should also be covered, since they represent a sub-
stantial percentage of the new ownership units constructed each year.

Another concern is what would be covered as a new home. S. 453
would cover only those homes whose construction began after Decem-
ber 31, 1974. This would automatically exclude the present large in-
ventory .qf newly built homes. According to the Census Bureau, there
were 401,000 new one-family homes for sale at the end of December
1974. We estimate that there were also about 250,000 unsold new condo-
minium units at that time. This large inventory, which has been moving
very slowly for several inonths now, presents a special problem to the
homebuilder because his capital is frequently tied up in it. --
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Unless incentives to buy apply equally to homes in the inventory, the
builder will not be in a position to start new construction activity. He
must first recapture the capital he has presently tied up in that inven-
tory. Therefore, it is essential that any tax credit proposal apply to all
newly constructed homes that have not been occupied and are sold
during whatever period of eligibility is established in the legislation.

It is only fair to tell you that while a tax credit based on the purchase
price of a new home would constitute a significant spur to buyers, it
alone will not be enough to turn around completely the present hous-
ing situation. One of the major problems confronting prospective home
purchasers over the past year and a half has been the scarcity of
mortgage money, accompanied by record-high mortgage interest rates.

Furthermore, the severe inflation of the last couple of years hasresulted in necessary price levels for new housing which, when com-
bined with interest rates at 8 percent or higher, have left more than
half of the American population unable to afford a new home. To
rectify this situation and to allow real earnings to catch up with cost
levels, it is essential that a large-scale program of shallow subsidies-
to bring mortgage interest rates down to 6 percent-be initiated. If a
6-percent mortgage program is combined with a tax credit based on
the purchase price, a definite upturn would be even more certain and
would occur much sooner.

A drop in home building activity, such as is now confronting us,
has unfortunately happened too frequently in recent years. Such ups
and downs in housing construction are neither good for our industry
nor for the home seeker. It is imperative that the governmental policies
which have led to these sharp swings in housing construction be
changed and that steps be taken to prevent their recurrence in the
future.

One of the proposals that we have advanced has been a tax incentive
for savers in those financial institutions which provide the bulk of
residential mortgage funds. These institutions now, as a result of sharp
disintermediation in times of tight money, find themselves unable to
provide mortgage funds at a price that the great bulk of the popula-
tion can afford. While we realize that such a proposal is not on the
committee's agenda at this time, we hope that when general tax legisla-
tion is considered later the committee will give the concept of a tax
incentive for savings serious consideration.

In conclusion, I should like to urge your fast action on H.R. 2166
as one of the major steps needed to turn the economy around. I should

-also like to reiterate our wholehearted support for such tax provisions
as you believe can be enacted at this time to encourage the construction
and purchase of new homes. A tax credit of a percentage of the pur-
chase price of a new home would certainly be most helpful in this
direction.

Thank you for the opportunity to appear here today.
[The prepared statement of Carl A. S. Coan, Jr., follows:]

PREPARED STATEMENT OF THE NATIONAL ASSOCIATION OF HoME BUILDERS

Mr. Chairman and Members of the Committee: My name Is Carl A. S. Coan, Jr.
I am Staff Vice President and Legislative Counsel of the National Association of
Home Builders. NAHB Is the trade association of the home building industry,
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with a membership totalling more than 72,000 in 603 associations throughout
the country. I appreciate this opportunity to appear before you today.

The legislation you are considering is vital to the nation's economy which
seems to be in an ever-deepening recession, and to our industry which is probably
the hardest hit major segment of the economy. The home building industry has
been experiencing almost a continuing decline in activity for over 18 months now.
Governmental policies led to this situation and it will take governmental action
to reverse it.

In 1974 we produced 1.35 million housing units, the lowest level since 1967. It
was 34.3% below the 2.05 million units produced in 1973, and 43.2% below the
2.37 million units produced in 1972. In January of this year, our production level
was at an annual rate of 987,000 units, slightly above December. However, the
annual rate of building permits for Jawary was at a level of only 661,000 units.
This level of building permits, which is the lowest ever recorded, presages a
continued annual production level of less than one million units over the next
several months.

For your information I have attached a copy of the late monthly Housing
Starts Bulletin, put out by our Economics Department. It analyzes the serious-
ness of the situation now confronting the home building industry and those
whom it serves and employs. I would like to call your attention, especially, to
the last page, on which are twb charts vividly illustrating the decline in housing
starts and building permits from the levels reached in 1971, 1972 and the first
half of 1973.

This housing production level of the past year and one-half has been far below
that needed to meet the housing needs of the American people, an average of
2.6 million units a year from 1969-1918 called for by Congress in the 1968 Hous-
ing Act.

We need to produce at least 1.6-1.7 million units a year just to take care of
new household formations. This makes no allowance for the homes needed to
replace the 600,000 to 700,000 units lost each year as a result of fire, conversion
to other uses, or Just plain wearing out; nor the units needed to house those now
living in substandard housing.

As ,can be plainly seen, last year's production level was far below the nation's
needs. We see little hope that this year's level will be even as high as last year's,
unless special governmental action is taken to stimulate housing construction
and encourage people to buy homes. As things now stand, we do not anticipate
much more than one million housing starts this year without such assistance.

This will mean that hundreds ot thousands of families who are seeking, or
who need, a new home will be unable to achieve that goal. It will mean that
those now living in substandard housing, or in crowded quarters, will have to
wait that much longer to achieve that goal of a decent home called for by the
Congress in 1949. It will mean that many young couples will have to double-up
with their families, because there will be no new home in which to move.

However, more than those seeking housing are affected by this seriously
depressed housing starts level. While the national unemployment level is at
8.2%, unemployment in the construction industry is almost 16%. We estimate that
unemployment in the residential construction Industry is in the neighborhood
of 40%. Thousands of those out of work in other industries are in that situa-
tion because of the sharp fall-off in housing construction. For each unemployed
construction worker, there is approximately one unemployed worker in such
industries as manufacturing, wholesaling, transportation and services who
depend upon home building.

We all hear the talk about the tremendous budget deficit the Federal govern-
ment is facing this year and next year. This is frequently advanced as an argu-
ment against the enactment of new programs which are directed at stimulating
housing construction. Yet, a return to the housing production levels of a couple
of years ago would go a long way toward reducing the projected deficit. Our
economists estimate that for each 100,000 single family homes built, approxi-
mately $800 million in tax revenues are directly or indirectly generated for the
Federal government. This, of course, does not take into account the decreased
cost for unemployment compensation and other assistance needed to maintain
those thrown out of work by the steep decline in home building activity.

It is, therefore, essential that the Committee move quickly to enact legisla-
tion of the type embraced in H.R. 2166. Substantial tax cuts are needed now
to stimulate the general economy. This, of course, would benefit our industry,
although special action is also needed for its special problems.
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We have no official position on the specifies of H.R. 2166; however we do
believe that the proposal to raise the threshold at which the surtax is imposed
on small business corporations would be helpful. The vast bulk of home building
firms are small businesses, and the reduction in taxation embraced in the
surtax amendment would be helpful to many of our members.

You should be aware that the investment tax credit proposals embraced
in the bill would be of little direct assistance to most home builders. Most builders
do not have substantial investment in equipment and machinery of the type
that is covered by the investment tax credit. Because of this, we supported a
proposal advanced in the House Ways and Means Committee by Congressman
Helstoski which would have given a tax credit to a home builder based on a
percentage of his actual expenditures for mateiial, labor and subcontractors
during the tax year.

While this proposal was not adopted, it still has merit and we urge your con-
sideration of it. It perhaps could be placed into effect for a two-year period,
1975 and 1976, and the percentage be set at 5% rather than the 10% in H.R.
2166 for the regular investment tax credit. This would be a significant incentive
to the small home builder, who today finds himself without much other encour-
agement to start the construction of new homes. Attached is an explanation of
this proposal and a brief analysis of its potential cost.

Among the proposals before the Committee are S. 453, introduced by Senators
Hartke and Hatfield, and one advanced by the Chairman, Senator Long, which
would provide a tax credit based on the percentage of the cost of purchasing a
new home. The purpose of these proposals Is to encourage people to buy homes
now, and we wholeheartedly endorse them.

S. 453 would give a credit of 5% on the amount of the purchase price, up to a
maximum of $1250, for a home acquired in 1975, and a credit of 2.5%, with a
maximum of $625, for a home acquired in 1976. Senator Long's proposal, as we
understand it, would provide a credit of 5%, up to a maximum of $2,000, for a
home purchased in either 1975 or 1976. Such an incentive will be of special sig-
nificance to-the middle income family which today frequently finds itself short.
of funds to make the downpayment on a new home. The assurance that the tax
credit would return all, or a substantial portion, of the required downpayment
would help meet that problem.

We recommend a few changes to the proposals. As we read S. 453, it is unclear
whether it would cover homes built under contract for the prospective owner,
or by an owner on his own behalf. Fairness would seem to dictate that credit be
provided in these cases. Condominium units should also be covered, since they
represent a substantial percentage of the new ownership units constructed eacli
year.

Another concern is what would be covered as a new home. S. 453 would cover
only those homes whose construction began after December 31, 1974. This would
automatically exclude the present large inventory of newly built homes. Accord-
ing to the Census Bureau, there were 401.000 new, one-family homes for sale at
the end of December, 1974. We estimate that there were also about 250,000 un-
sold, new condominium units at that time. This large inventory, which has been
moving very slowly for many months now, presents a special problem to the
home builder because his capital is frequently tied up in it.

Unless incentives to buy apply equally to homes in the inventory, the builder
will not be in a position to start new construction activity. He must first recap-
ture the capital he has presently tied up in that inventory. Therefore, it is essen-
tial that any tax credit proposal apply to all newly constructed homes that
have not been occupied and are sold during whatever period of eligibility is
established in the legislation.

It is only fair to tell you that, while a tax credit based on the purchase price
of a new home would constitute a significant spur to buyers, it alone will not
be enough to turn around completely the present housing situation. One of the
major problems confronting prospective home purchasers over the past year
and one-half has been the scarcity of mortgage money, accompanied by record-
high mortgage interest rates. While money has become more available in recent
weeks and interest rates have begun to fall, there is still a long way to go. Few
anticipate that interest rates will fall below 8% and they may soon start back
up again, if the projected borrowing by the Federal government contributes once
again to a tightening of the money supply.

Furthermore, the severe inflation of the last couple of years has resulted in
necessary price levels for new housing which, when combined with Interest rates
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at 8% or higher, have left more than half of the American population unable
to afford a new homeTo rectify this situation and to allow real earnings to
catch up with cost levels, it is essential that a large-scale program of shallow
subsidies, to bring mortgage interest rates down to 6%, be initiated.

Such legislation was reported out of the House Banking Committee yesterday.
and hearings are scheduled on similar legislation in the Senate Banking Com-
mittee next week. This legislation is essential to a large-scale upturn in housing
starts. If a 6% mortgage program is combined with a tax credit based on the
purchase price, a definite upturn would be even more certain and would occur
much sooner.

A drop in home building activity, such as is now confronting us, has, un-
fortunately, happened too frequently in recent years. Such ups and downs in
housing construction are neither good for our industry nor for the home seeker.
They are inefficient, contributing to higher costs, and very distressing to the
millions who depend on home building for employment. It is imperative that
the governmental policies which have led to these sharp swings in housing con-
struction be changed and that steps be taken to prevent their recurrence in the
future. To that end, we have called for changes in monetary policy, which has
been the principal captributing factor, and for the enactment of programs which,
in conjunction with a more equitable monetary policy, will result in a more
even level of residential construction.

One of the proposals that we have advanced has been a tax incentive for
savers in those financial institutions which provide tte bulk of residential mort-
gage funds. These institutions now, as a result of sharp disintermediation in
times of tight money, find themselves unable to provide mortgage funds at a
price that the great bulk of the population can afford. While we realize that such
a proposal is not on the Committee's agenda at this time, we hope that, when
general tax legislation is considered later, the Committee will give the concept
of a tax incentive for savings serious consideration.

In conclusion I should like to urge your fast action on H.R. 2166 as one of
the major steps needed to turn the economy around. I should also like to reiterate
our wholehearted -support for such tax provisions as you believe can be enacted
at this time to encourage the construction and purchase of new homei- A tax
credit of a percentage of the purchase price of a new home would certainly be
most helpful in this direction.

Thank you for the opportunity to appear here today.
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STARTS RATE ON UPWARD SWING
Private housing starts increased 12 9% at
a seasonally adjusted annual rate in Jan-
uary, to 987,000 units from 874,000
units in Decenber.

The singltl atily starts rate was up
9.9% to 743.000 units from 676.000
units, and the multifamily rate jumped
23.2% to 244.000 units from 19000
units. However, last month's multifamiy
rate was 61.5% below the rate in January
1974.

Regionally. the starts rate was up 1.6%
in the Northeast to 128,000 units from
126,000 units; the North Central jumped
30.4% to 300.000 units from 230.000
units; the South increased 12.3% to 373,
000 units from 332.000 units, and the
West remained unchanged at 186.000
units.

ACTUAL STARTS INCREASE
SLIGHTLY
Total public and private starts increased
1.4% in January to 56.000 units from
56.200 units in December. Total starts
for January include 800 public housing
units.

Private single family starts declined
26% to 39,700 units from 40,700 units,
while the multifaily sector increased
99% to 15,500 units from 14.100 units.
Single family starts were down 83% from
the 43.300 units registered in the same
month last year, and multifamily starts
were down 62.4% from the 41.200 units
for the same period.

Regionally. the Northeastdeclined
368% to 5,200 units from 8100 units
in December. and the North Central was
down 13.2% to l1,800 units from 13.600
units. These declines were partially offset
by a 12.9% increase in the South to
24.500 units from 21.700 units, and an
1&3% jump in the West to 13,600 units
from 11.600 units.

PERMIT RATE LOWEST ON RECORD
January building permits declined 19.6%
at a seasonally adjusted annual rate to
661,000 units from 822.00 units in Di-

member The January permit rate was the
lowest on record

The single family permit rate increased
a slight 1.9% last month to 495,000 units
from 486.000 units. However. the multi.
family rate plummeted 50.6% to 166.000
units from 338,000 units in December.

In the regions. the Northeast fell 65,7%
to 85.000 unJfrom 192,000 units; the
North Central was up 1.8% to 1681000
units from 165.000 units; the South de.
dined 16.7% to 209,000 units from 251,
000 units; and the West decreased 7.0%
to a 199,000 unit rate from 214,000 units.

Regional permits in January showed
the following changes from the same
month in 1974: the Northeast. down
69.3% from 209,000 units; the North
Central, down 34.1% from 25S.000 units;
the South, down 60,3% from 527.000
units; and the West. down 31.6% from
291.000 units.

ACTUAL PERMITS LOWEST
ON RECORD
Actual building permits issued in January
-the lowest ever recorded by the Census
Bureau-dropped 30.3% to 41,100 units
from 59,000 units in December.

Single family permits decreased 1.7%
to 29,400 units from 29,900 units; while
multifamily permits fell 59.8% to 11,700
units from 29.100 units.

Regionally, the Northeast fell 72.6%
last month to 4,000 units 4-eom 14,600
units in December; the North Central de
dined 22.9% to 8.100 units from 10.500
units; the South decreased 10.1% to 16,
100 units from 17.90 units; and the West
dropped 19.9% to 12.900 units from 16,
100 units.

MOBILE HOMES SHIPMENTS
STILL DECLINING
The seasonally adjusted annual rate for
mobile home shipments declined 0.9% in
December to 216,000 units from 211&000
urts in November.

Shipments for 1974 were 34. 5% below
the previous year's total, dropping to

371,400 units from 566.900 units. Mo-
bile home shipments in 1974 were the
lowest since 1968 when the total was
318,000 units.

IN SUMMARY
The drop in permits was particularly
sharp in multiple units. At e 130,000 unit
rate for structures with 5 units or more,
January multifamily permits fell 56%
from December, and were 77% below
January 1974.

The drop in permits was a shock. Per-
miss were expected to erode further but
few expected a decline to such low levels.

The current level of housing starts con-
tinues to be supported from the inventory
of unused building permits. January un-
used permits dropped 5,400 units to 236,
100 units from 241,500 units in Decem
ber-adding about 100.000 units to the
seasonally adjusted annual rate of starts.
Considering that unused permits have
dropped 126,900 units from 362,000
units in January 1974. they cannot be
counted on to give further support to
housing starts. The irventory of unused
permits is approaching the 1970 level.
when starts, at 1.4 million units, were
close to the 1975 projections.

The January permit rate cannot sup-
port more than an 800.000 unit level of
starts, wall belowzwhat was generally pro-
jetted The average permit rate for the
lat six months is only 786,000 units,
supporting no more than a 900.000 unit
rate of starts.

The net of theta data means that the
housing recovery will not occur as soon
as expected. It may well be mid-y-ear be-
fore any strength in production actually
begins, rather than at the end of the fist
quarter.
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put prohibited without written authorizatior.
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NEW HOUSING ACTIVITY. 1960 74
Total (In Thousnds ofUnits)
Prkte FHA FHA
s Public -..Jorw Houssl Slwts Bc sking Home Protect VA FmHA Moutil
Housing Single IWo 5 Pwet Units Units Units Units Hoff"

Yew Stars Total Pesily Faitay Iwad Startedi Stated
2  

Started Started Shpesents
1960 IM290 12521 9947 251.4 9980 22s1 352 746 36 1037
1961 13650 13110 9744 338.6 10642 1988 449 833 58 902
1962 1492.4 14627 991 3 471 4 11866 1973 622 778 11 7 1180
1963 16349 16012 10124 5w08 1334.7 162 549 710 137 1508
1964 1561.0 1528 970,5 5583 12858 1540 507 582 11 6 1913
1965 15091 14728 963,7 5091 12398 1509 367 494 144 2165
1966 11958 11649 7796 3862 9719 1291 293 368 199 2173
1961 1321.9 12916 8419 4477 11410 1419 378 525 215 2404
1968 15454 15076 899.4 6082 13534 1478 794 561 252 3180
1969 149S 14668 8106 6562 13237 1536 797 522 304 4127
1970 14890 14336 812.9 6201 1351 5 2335 1820 610 571 4012
1971 20845 20522 11510 901 2 19524 3009 2248 943 74 7 4966
1972 2375 23586 13092 10475 22189 1985 1724 1040 914 5759
1973 2057.5 20453 11320 9113 18195 734 886 861 633 5869
1974 13523 13375 8877 4498 10669 567 370 725 NA 3714

PRIVATE BUILDING PERMITS ISSUED &' REGION
in Thouands of Units

Private Seatonally Adjutd Annual Rain Private Parrnts Iaged. 1964.74
No. No. Prmest Distribu on North North

Date Total Esat Con. South West NE NC S 18 Yew Total Eat Cntel South West
1"74
JMn 1282 239 255 527 291 16% 20% 41% 23% 1964 12858 2434 2969 401.4 3542
Feb 1325 WI21 272 S48 30S 15 21 41 23 1965 12398 252 7 3105 407 5 2691
Mae 1410 198 311 561 350 14 22 39 25 1986 9719 2098 2509 331 1 1802
Apr 1296 181 243 516 357 14 19 40 27 1967 11410 2226 3098 3908 2178

ay 1120-171 2W0 396 303 15 22 36 27 1968 13534 2348 3501 4773 291 1
.ui 1106 166 246 396 298 IS 22 36 27 1969 13237 2158 3170 4705 3204
ijl 1017 145 228 371 267 14 22 37 26 1970 1351 5 2183 2874 5029 3429
Aug 900 124 216 317 243 14 24 35 27 1971 19524 3182 4291 7367 4779
Se 823 135 211 28 219 16 26 31 27 1972 22189 3333 4408 9054 .9 3
Oct 782 140 213 243 186 18 27 31 24 1973 1819S 271 9 361 4 7632 4231
Nov 730 129 175 225 201 18 24 31 28 1974 10659 1634 2353 3903 2769
Dec 822 192 165 251 214 23 20 31 26
1828 Percent OwrIsbutson
Jmn ONl N In me In 13% 5% 3M% 30% 1964 1000% 189% 223% 312% 276%
Feb 1965 1O00 204 250 329 21 7
Itt 1968 1000 21 6 258 341 185
Apr 1967 1000 195 27 2 342 191
May 1968 1000 173 259 353 21 5
Ain 1969 1000 163 240 355 242
Ail 1970 1000 161 21 3 37 2 254
Aug 1971 100 158 220 37 7 245
SaP 1972 1000 ISO 199 408 243
Ocs 1973 1000 149 199 41 9 213
Now 1974 1000 153 221 366 280
Dec

HOUSING STARTS BY REGION
(in Thouesen of Unitl

Priveig Seasonally Adjusted Private and Public Stars, 1962.74
No. No. Percent Distribution North North

Dote Total Eat Con. South West NE NC S W Yew Total Et Central South West
1974
Jn 1437 22 333 641 234 16% 23% 45% 16% 1962 14925 2739 2950 541 1 3825
Feb 1861 331 364 857 329 18 19 46 17 1963 16349 271 4 3359 5058 431 8
IW 1511 210 347 619 336 14 23 41 22 1964 15610 2027 3465 5898 3620
Apr 1560 206 347 6S 342 13 22 43 22 196S 1509 7 281 3 3687 5886 271 1
ily 1467 163 315 632 337 13 21 43 23 1966 11958 215,6 2973 4829 2000

Ain IS33 2 371 616 324 15 24 40 21 1967 13219 2236 3439 531 5 2210
A4 1314 158 337 5252 93 12 26 40 22 1966 15454 2364 3770 6337 2983
Aug 1156 17 294 645 20 14 2S 39 22 1989 14995 2129 3566 6029 3272
SeP 1157 191 267 442 237 17 2S 38 20 1970 14890 224,1 301.4 6289 314.5
Oct 1106 160 282 424 240 14 26 38 22 1971 20645 271 0 4399 8819 4898
Nov 1017 123 296 364 234 12 29 36 23 1972 23785 334 1 4453 10676 531.6
Dec 874 126 230 332 186 15 26 38 21 1971 20575 2784 4422.. 9057 431.2

1974 13623 NA NA NA NA
1715 Percent Oisrtiut'o
m t 1 15 300 373 In 13% US 3t 1S 1962 1000% 183% 198% 383% 256%

Feb 1963 1000 IS6 206 34 264
Mt 1964 1000 118 222 378 232
Apr 1965 1000 I& 244 390 110
May 1966 1000 180 249 404 17
JAn 1967 1000 1&9 26.0 402 119
hAd 1968 100 153 24.4 410 193
Aug 1969 1000 14.2 218 402 218
Sep 1970 1000 153 205 428 21.4
Oct 1971 1000 110 21 1 424 215
Nov 1972 1000 140 187 449 223
Dec 1973 100 0 t15 215 440 210

1-F HA Home Starts include relhabi tated units.
2-F HA Proect Sr Ian oclude rehebili ated u ts elier 1967.
3-Public Housng I defered by the Deleriment of Housing and Urban lOorent includes conventional, public. iaed, and turnkey. Elective Jnuary
1971. units are sho*n by month reorted, not mivonth started
Source. Bureau of the Censu. U. S. Depeiment of Cornrierce. Houenf Stlarts, teries C-20, Housing Produajo end Mortgege Credat.FHA. U. S. Depentisat
of Housing and Urban Devalopnent. Farmers Home Adim nattialionr. U. S Oernsmertmt of Agriculture. Mobsle Hores Minuacturers Asstoon.
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NEW HOUSING ACTIVITY BY MONTH. 1971.75
fIn Thousands of Units)

Total
Prslat. Plivta Houmim Starn
& Public
Housing Sile limh-

Dota Stat Total Faomly Family

1171
Jan 1148 1106 549 65,7
Feb 1046 1022 58.3 419
IAef 1693 1679 916 763
Apr 2016 201 1 1160 850
kev 2035 1965 (156 829
Ain 1968 1918 1169 769
Mu 1970 1943 1077 86.6
Aug 205,9 2045 111(7 928
Sep 175,6 1738 101 2 68.3
Oct 1818 1797 1029 769
Nov 176.4 1733 929 809
Dec 1563 1S21 80.4 71 8

1972
lbn "!509 1491 76.2 729
Feb (6.6 1522 763 75,9
Mr 2M08 2019 111.4 944
APi 2112 211 6 1(98 914
Mv 2279 2268 13S2 907
JAn 2263 2211 131.9 91(2
Jul 2075 2065 191 863
Aug 2309 2296 1313 974
Sep 2044 2010 1206 82.5
Oct 2182 2165 1(70 996
Nov 187.1 1857 974 884
Oc 152.7 150.5 712 773

(973

ion 1473 1466 771 695
th 1395 1380 736 £4.4
AW 201.1 2000 10%1 949

Aw 205.4 205.0 1201 846
IWy 2342 2340 131.6 1023
Jb0 2014 2026 1148 878
Jul 2012 2026 1147 878
Aug 1999 1972 1068 90.4
sea 1489 1484 845 619
Oct 1495 1471 860 61.1
Nov 1346 (13 706 628
0e 906 904 468 417

1974
ben 863 845 413 41 2
Feb 1096 1094 676 6(8
Mor 127.2 1248 76,9 480
Aoi 1609 (595 102.2 S7.4
hby 1499 1490 963 52.7
AJr, 1496 147.6 993 4862
Al 127,2 1266 907 369
Aug 1140 111.1 798 313
Sell 996 963 714 248
Oct 97.2 967 696 27.3
Now 756 751 579 172
Oc 5,2 649 407 14.1

1975
in K 88. 88.7 11M
Feb
Mer

Apr
MWy
An

Aug
Sep
Oct
Nov
Oec

Gov ininant Progansi
FHA FHA
Home Proew VA
Unts. Units_ Unlts
Started

1
Staatd

2
Started

237
185
239
271
24 5
280
250
293
251
24 6
24 I
27.1

241
195
236
192
(88
171
145
169
141
128
10.3
7.6

63
72
79
68
7.7
71
69
&5
51
41
5.3
25

27
a2
29
49
59
48
49
53
50
66
SS
s0

79
81
92

171
166
151
206
153
164
198
229
S&S

15

(I 6
83

141
99

116
148
11 7
133
14.1
lie
109
347

63
7.7

11.8

102
98
96
512
7.1
45
5,3
68
46

60
43
5.S
i8
43
37
17
16
20
15.
1I,
1s

46
47
69
85
83
93
92
94
87
81
91
74

7.5
80

106
85
94
96
94
99
89
8
80
S6

Psiblic
FmHA HoWsi"g
Uil Units
Started Started

41
43
60
61
65

(13
16
7.1
73
66
70
48

61
58
7.9
73.
8,6

119
62
8
77
78
80
57

&6 7 2
68 42
83 5,9
86 63

105 5.7
81 135
8.0 1.4
8 .Ao
56 a3
56 59
49 2.6
43 36

41
41
S7
6.8

76
66
67
63
63
71
68
5.4

2.1
18
2.6
2.9
40
90
16
18
10
38
37
NA

109
8.6
52
37
82

100
28
14
55
24
69
75

25
26
77
21
16

109
05
13
13
29
28
14

24
20
24
27
2.4
2.6
(.0
33
I8
27
28
1.8

13
1.4
22
t0
25
1.1
0.4
15
(7
08
22
1ll

Saesally Aduul ed Annual Rate
PrlManl wuminq I0oile
Hoint Peamit Home
Starts Inaed SIlipments

1828
1741
1910
(986
2049
2026
2083
2158
2041
2128
2182
2295

2494
2390

2334
2249
2221
2254
2252
2382
2481
2486
2421
2366

2486
2376
2309
2096
2313
2087
2120
2058
1861
1692
1721
1441

1437
I8s
I(11
1580
1467
1533
1314
1156
((57
1106
lol7
874

1668
1572
1722
1721
1971
t913

2079
2046
1987
2027
2092
2191

2238
2169
2106
2139
2067
2183
2195
2263
2393
2354
2234
2419

2267
2256
2121
1987
1902
2070
1814
1777
1666
1379
1361
1285

1292
1326
1410
1296
1120
1106
1017
900
823
782
730
822

NA NA 46 kA 12 11W? OI NA
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416
422
432
460
486
506
S26
534
sso
543
504
S26

566
675
593
601
569
682
$67
548
512
S76
637
621

632
626
703
539
6.v
600
61
543
4i9
4S8
490
456

469
449
475
435
451
441
380
370
316
248
218
216
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HOUSING TRENDS
l9lpg) SEASONALLY ADJUSTED ANNUAL RATES

I - - I I
_HOUSING BUILDING PERMITI

STARTS- -,SSUED-

- - -

1A 1L AL IW IL I iLLiL IL .. L IL
1971 1972 1973 1974 1975 1971 1972 1973 1974 1975

SOURCE: Bureau of the Census. US. Doarltnmnl of Commirce: NANO Economics Depariment

-2.6

2.A

-2.2-

' 2.0

1.6

-1.4

-1.2

-1.0

-0.8

0 .0

HOUSING INDICES
(Uts In hoa dnd

111 (2) Im 141 iS) 161 171 (MI ()
Unule U nde
Colstracion Hosin" Voamcy M1S
Enda*wiod* Completion New I-Fams Homet Ratl 1-Fam
One 2Uits Ona 2Units For Sa-Ed Fee Few Ceim
Unit or mwe Unit er mce Sold f period Sale Rent am 4O
381 541 802 617 * 485 22 0 5.3 $23.4
505 749 1014 692 666 294 1.0 S.4 25.21
640 947 1143 828 718 416 1.0 S6 27.91
583 1016 1174 840 620 456 1.0 S8 32.5(
519 676 930 759 500 408 NA NA 35.9

SesaoenIly Adjutd Annal Rat"
683 954 1026 823 433 446 1 2 SO 35.7

555 985 1026 890 474 450 - - 34.7
541 978 1018 873 516 459 - - 34.9
550 956 973 912 585 453 1.2 62 36.01
582 941 883 812 570 449 - - 35,7
603 930 882 79 509 441 - - 3S.71
808 909 1092 758 532 435 1.1 6,3 35,11
616 883 935 739 5I 431 - - 36.0(
610 853 899 607 457 433 - - 3571
509 808 882 624 800 414 9.2 6.2 36,2
57 7?0 922 712 412 409- - - 37.21
564 723 888 761 423 403 - - 37.21
519 676 836 746 364 401 1.3 10 37.51

1101 4ll 1(121 1(1 9141

e Pokl New Cemors
ly Homo Sold C-271

mC25 FMA Prike
ma 2035* Index
00 $22.462 1174
0 23.355 1212
70 24.217 1310
00 24.224 144.8
7D NA NA

70 24.314 1492

00 - -
)0
70 25.248 1520
70 - -
70 - -
00 25.625 157370 - -
0 - -
70 27.311 161.4
0 - -70 - -

70 NA NA

FlA 203b
Sae Mot.lecRates

Po e pe New HemesSold
es.fr'" FHANA FHLB8
$17.42 - 945%

17.87 - 7.74
18.71 - 7.60
19 57 816% 7.95
NA 860 992

2083 882 849

- 88 852
- 165 162
2098 162 164
- 867 867
- Sa0 874
2109 889 685
- 194 196
- 900 9.09
29.52 -893 919
- 179 917
- 175 927
NA 865 937

% Annual ots onote units unr c rn"stuOn test nImnth in ytr.Date evarlabla by quarter and year Only.
NA-Not available
Sou* (cOlS. 1-41 Cens0us Bureau. U. S. Dept. of CoMMnco. Houseon Conreptroon. Bras C22; lcol. 561 Ce us. Bureau. U. S Oept of Com
mruo. New OneFaitmly Hom.e SoW and Por Sot, eres C25; (cole 7.8) Cersu Bureau. U S. Dept. of Comnwce. Housing Vacancies. serws
41 ,I: (oot. 9) sanor as cols. 5-6: (coL 10) Div. of Rmnaarch and Statistcs. Housing Producton and Motgage Credt-FHA. U. & Dept. of Housng
rid Urban Omeopront. FHA T.ren of Piome Motga Otamctrjeia; tool. 11) Consus Bureau, U. S_ Dept. of Commerce. Pr lndex of Ntw

O*Fanmwdy Homes Sold. seen C27, fol. 12) lame as col. 10; Ict. 131 Office of Economc Analysi, Asl. Sacy for Policy Oavlopent and Re-
sarch. U. S Dept. of Houni and Urben Development. monthly news release. FMA-VA Mortgope Inver, ts Rates. (col 141 Federal Home Loon
Bank Board. montlty news raleea. Averae Contract Intseia Rowa
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HOME CONSTRUCTION TAX CREDIT

Units Units

It is estimated that housing starts in 1975 will consist of the following mix of units:
Detached homes ........................................................ 549 500 714,300
Townhouses ............................................................ 90,000 117,000
Condominium townhouses ................................................ 91,800 119,380
Condominium units in multifamily structures.: ............................ 58, 700 76, 320
Rental townhouses ...................................................... 30, 000 39, 000
Rental garden units ..................................................... 170,000 221,000
Rental midrise and high rise units ......................................... 10,000 13, 000

Total ............................................................ 1,000,000 1,300,000

ATTACHMENT

HOME CONSTRUCTION TAX CREDIT

While a substantial increase in the investment tax credit would rejuveriate
many sectors of the economy, it would be of little benefit to the home building
industry. However, a similar tax incentive could be provided to the builder,
which would help substantially to encourage an increase in residential
construction.

A 5% tax credit, based on a builder's actual residential construction costs,
including material, labor, and subcontractor costs, would have favorable impli-
cations for both economic and social reasons. It would serve to reduce unemploy-
ment, and it would make a significant contribution to the achievement of the
nation's housing goals.

The construction costs, known as "hard costs," that would form the basis
for such a tax credit are items that are easily ascertainable, since they represent
out-of-pocket, immediate expenses. The "hard costs" of one million dwelling units
in 1975 are estimated at $17 billion, based on the breakdown set forth below.

A 5% tax credit applied to this would reduce tax collections by approximately
$850 million. For each additional 100,000 units above one million, the reduction
would be about $85 million. However, each 100,000 additional single-family units
would yield $810 million in new tax collections, nearly a 10-fold gain. Thus, the
production of 1.3 million units in 1975, instead of the one million units now
estimated, would result in $2.4 billion additional tax revenue at a cost of $1.1
billion, or a net gain of $1.3 billion.

We estimate that the average "hard cost" of residential construction, by type
of unit, during 1975 will be the following:
Detached homes ----------------------------------------- $18, 200
Townhouses --------------------------------------------- 1,800
Condominium townhouses ---------------------------------- 14,880
Condominimum units in multifamily structures ------------------ 20,800
Rental townhouses --------------------------------------- 13,200
Rental garden units -------------------------------------- 15,50
Rental midrise and high rise units --------------------------- 1, 000

Senator HA RTKE. Senator Dole?
Senator DOLE. I know the hour is late. I think most of the state-

ments were similar. Now do I understand that the average estimated
cost of this credit would be about $2 billion, or is there any estimated
cost?

Mr. CoAx. Mr. Senator, based on the number of homes sold last year,
500,000 according to the Census Bureau, and the price distribution of
those units, we calculated, using the 5-percent credit that we under-
stand Senator Long has proposed, it would cost about $800 million.
Senator Hartke's proposal would be reduced proportionately, I would
say, to about $500 million to $600 million based on that sales level. So
if you were to double that new home sales level from last year to this
year, which would be a tremendous increase in view of the situation we
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are now confronting, under Senator Hartke's proposal the 1-year cost
would be about $1 billion.

Senator DoLE. What does it do for the poor person who cannot buy
a home but would like to rehabilitate the place he is in? Does he get
a tax credit?

Mr. COAN. Not as I understand it, Senator.
Senator DoLE. And is there any limit,? If I am going to go out and

build a $250,000 home, do I still get the -tax credit?
Mr. MCKENNA. Yes; you do.
Senator DOLE. So where would the benefit go then-to the upper

income person ?'Who buys homes?
Mr. KRONES. May I, Senator?
First of all, to answer your question about costs, we estimate, if

we include existing housing the cost would be about $31/ billion. The
people who get the benefit are the people who buy homes, and the peo-
ple who buy homes today are trying to stay under the $40,000 figure.
It is hard for them to do it with new housing.

Senator DOLE. I want to follow that up. Are those middle-income, or
below $10,000.

Mr. KRONES. That is one of the problems with the House bill, Sena-
tor. There are very few people today of $10,000, $15,000 a year income
that can afford to buy a home. We are probably talking $15,000 to
$25,000 a year and we are trying to then put the middle income, the
$10,000 to $16,000 family, into the existing home.

Senator DOLE. The point I was making is there has been so much
talk about the administration bill being designed for the middle and
upper income. And I am wondering if this tax cut would not have the
same effect. It is not going to be any great help to those who are earn-
ing $10,000 or less. It might work. I know there is support for it on the
committee, but it seems to me that you just. open up a Pandora's box.

Why not have a tax credit on frigidaires? Why not a tax credit for
automobiles? Why not a tax credit for campers? Why not a tax credit
on the rent you pay if you cannot afford to buy a home? Where do you
stop?

Mr. MCKVNNA. When you start, Senator-
Senator DOLE. No; I mean stop. I know where you want to start.
Mr. McKE NA. We want to start with housing because that is as de-

pressed as almost any industry we have at the moment. That is our
biggest problem. It is'not really that savings and loans have an interest
in housing. I agree, we are not permitted to invest in many of the other
things you are talking about.

Senator DOLE. It has been stated here that many people will put
their money into savings and loans. They are not going to spend it. In
fact, there are some figures that probably very little of it would be
spent.

Is that going to stimulate the housing market?
Mr. MCKENINA. Yes; it definitely would if they put it in there be-

cause that is where the money goes from savings and loans. It is true,
I think, as far as your comparison of the high- and the low-income
person is concerned. I thought about that too.

It seems to me that the more expensive a home the person buys, he
still gets up to a $1,250 tax credit under the bill but it is only a small
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percentage the higher the price of a house. So he is getting less per-
centage of his purchase price.

Senator DOLE. But based on the same theory that we have heard
from Mr. Meany and everyone else, why should he get any tax credit
if he is going to build a $100,000 home?

Mr. McKENNA. To encourage. him to build $100,000 home, I would
have to say.

Senator DOLE. Well, he could build a $101,250 home if we were going
to pay for the foundation, maybe.

Mr. McKENNA. That is true. It is a limited amount, and frankly,
our own league has been puzzled, as I said in my testimony, to try
to walk the chalkline, as it were, between measures that will help to
revive the economy, including housing, and measures that would not
go overboard on inflationary aspects of it.

So this, it seems to us, is striking a fair balance between the two.
Mr. BROOKS. Senator Dole, may I comment on that? I was talking

to our research director of the'U.S. League yesterday and he re-
minded me of the fact that in current times, the last four or five
recessions that we have had, it has always been housing that has led
the way out of the recession.

In other words, there could not be any recovery without a recovery
in housing. So, as the gentleman said, this would lead the way.

I think another thing we need to consider with the multiplier effect
of what goes into housing, that there would be a substantial recovery
in tax revenue. I do not have the numbers, of course, but I have done
some working with that, and that, of course, would-offset the cost we
are talking about, whether $2 billion or $3 billion or whatever.

Senator DOLE. Have there been any surveys made on what stimulus
would add or how many people would buy a home if they had a 5 per-
cent tax credit? Or do you just make the assumption it is going to be
a boon to the industry?

Mr. BROOKS. I have seen various estimates everywhere, I think, from
200,000 homes all the way up to 700,000.

Senator DOLE. Because, you know, it is about the same thing as the
motor companies rebating and they decided that it was not as great a
stimulus as they thought it might be. It has since been discontinued.

Did you have hearings on the House side? Has this been discussed at
all before now?

Mr. McKENNA. Not to my knowledge, Senator. This is the first bill
that has had a hearing on it.

Senator DoLE. My point is we are trying to get an emergency tax cut
bill through without a lot of additional items that might come later.

It seems to me this is similar to adding the oil depletion allowance.
Maybe it comes in a tax reform. Why did you not have hearings on the
JIouse side?

Mr. COAN. It was not introduced over there, Senator.
Senator DOLE. No one thought of it over there?
Mr. COAN. I presume not. Senator Hartke introduced the bill here

first in the Senate about a month ago and Senator Long had mentioned
the proposal last week, and we responded to the request to testify with
respect to it.

I would like to reemphasize what I said in my statement, that this
type of incentive alone will not do the job. It will be extraordinarily
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useful, but it is also necessary to get interest rates down. That is why
we in the.-National Association of Home Builders are backing legisla-
tion such as was reported out of the House Banking Committee yester-
day and will be considered in hearings before the Senate Banking
Committee starting next week. That legislation would provide a large-
scale program of temporary 6 percent interest rate subsidies. or a sub-
sidy down to 6 percent, for mortgages for middle-income home
purchasers.

Senator DOLE. That has more appeal to me than a tax credit because
it is possible that a tax credit will stimulate wealthier individuals and
they are already buying homes.

Mr. COAX. Well,'Senator, the average downpayment for the low- or
middle-income purchaser is in the neighborhood of 5 to 10 percent. If.
in fact, you give him a tax credit for 5 percent of the purchase price
of his home, you have covered a substantial part. if not all, of his down-
payment. And by the bill's being cut off at some point,. Senator Hart-ke's
at'$25,000 and 'Senator Long's proposal at $40,000, you are helping
predominantly the middle income.

Senator DOLE. If he is out of work, he still has to make the monthly
payments: We just heard Mr. Meany talk about foreclosures.

The proposal may have merit. But I am acting as a devil's advocate.
You trot a bill in here and you say, "Let us tack it on to this $30 billion
or $21 billion tax cut." Perhaps we need more than 30 minutes of
hearings to make a decision.

Mr. COAN. Senator, if you increase housing production by 200.000
units by such a proposal, you would increase the revenues to the Fed-
eral Government by about $11/2 billion plus. That alone would more
than cover the cost of the proposal.
* Mr. KRowEs. Plus one other thing, Senator. If we can encourage the
ownership of homes, these buyers will be buying the dishwashers, the
washing machines that Mr. Meanv was talking about earlier. There is
a filf-ring through that nothing stimulates the economy more than the
housing industry with the possible exception of the automobile indus-
try. It permeates the whole country. And on the resale side, 30 percent
of the sales in the resale market is uder $30.000 nationwide. Now that
is middle-income America.

In Senator Hartke's bill we have put a ceiling, or he has put a
ceiling so that the $100,000 house buyer is not getting the benefits
of $100,000 house. He has got a ceiling as to what his benefits
would be.

Senator DOLE. I understand that. I think you would have to have
a ceiling.

Mr. MCKBNNA. Senator, may I respond to one thing you said?
It seems to me this is a germane part of the bill, not necessarily

an add-on to it. What we are suggesting is that this become part of
the tax credit or the tax rebate proposal and it would serve to chan-
nel some of th-money into the housing market.
* Senator DoLE. What about the depressed auto industry?

Mr. MoKE:NzfA. There is another bill on that. As I said, I am not
prepared to comment on that.

Senator DOLE. I know, but if we add yours on, in fairness we ought
to add one on for autos, right?
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Mr. MoKENNA. That is probably permissible. That is up to you
people, for sure.

Senator DOLE. We have the depressed livestock industry. They
would like to have a little credit.

Mr. McKENNA. Well, I think what you necessarily must do is to
pick the elements of the economy out of the most depressed to see
what can be done to revive it.

Senator Dole. Well, I think housing is in that category, but cer-
tainly the auto industry and the chairman's home----

Mr. McK.-N;A. The chairman has a bill on that, too, as I recall.
Senator HARTRE. Did you want to say something?
Mr. BROOKS. I was just responding to Senator Dole. I think we

ought to keep in mind that a lot of loans today particularly by
S. & L.'s are made on a 95-percent basis, which means they require
5 percent down. So a 5-percent credit would be a no downpayment
comparable to the old no downpayment VA loans, and certainly that
was quite a stimulant at the time that they were in force. I think it
would be a psychological thing.

Senator DOLE. You would have to hold it awhile before you sold it,
would you not?

Mr. BROOKS. Yes; you would.
Senator DOLE. Is that in the bill? You just could not turn around

and sell it and make a profit.
Senator HARTKE. You can add that as an amendment, Senator Dole.
Senator Dom. OK.
Senator HARTKE. Senator Hathaway.
Senator HATAWAY. Thank you, Mr. Chairman.
Mr. Coan, yesterday we had a group of economists testifying before

us and they indicated that it did not make any difference what the con-
sumier spends his money for. And you seem to think that if you put it
into housing, it will help the economy that much better. I suppose all
of us have our provincial needs and. would advocate maybe giving
credit if they bought lobsters or if they bought automobiles, shoes,
paper, or whatnot.

How do you justify your thinking that a dollar into the housing in-
dustry is better than; a dollar into the clothing industry?

Mr. CoAx. Senator, I am not an economist.
Senator HATHAWAY. I might add that I was leaning that way until

I heard these economists testify yesterday that it would not make any
difference as far as the stimulation to the economy is concerned.

Mr. CoA. I am not an economist. I do know, however, that the home-
building industry is down 60 some percent from where it was 2 years
or so ago. I do know that it has historically been the one that has led
us into recessions by tight money policies and the one that led the
Nation out of recessions.

I do know that as I projected earlier, it produces approximately
$800 million in new tax revenues for every 100,000 homes that are
built. I do know that the multiplier effect is one for one throughout the
rest of the economy and that there are vast numbers of other industries
and their employees that depend upon the homebuilding industry. The
forest products industry is extremely depressed now because its major
single customer is the homebuilding industry. There have been sig-

48-493 0 - 75 - 30
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nificant lay-offs in the plants of such companies as those that manu-
facture appliances and furniture and carpeting which go into new
homes, and you are building a permanent, in effect, a permanent prod-
uct. You are building something for the future of this country which
will, once it is built, be here for years and decades subsequent to its
construction.

Furthermore, you are serving a dual purpose. You are providing
housing for people. We are not meeting the housing-n eeds of the people
of this country today. We are not even coming close to half of them.
There are approximately 1.6 to 1.7 million new household formations
every year. We-are building less than a million units a year at the rate
we are going now, and it may go down even lower unless something
ha ppens.

Senator HATHAWAY. I agree with that part of your argument. It is
a good social objective, but I just wonder if it is going to be any more
of an economic stimulus than, say, if the money is just distributed and
the people buy with it whatever they want to buy with it.

Mr. KERIN. Senator, I am an economist for realtors and I would
just like to comment about the size of expenditures at the time of home
purchase. No one really bothers to measure how much is spent when
you buy a house, but it is well known that considerable ancillary pur-
chases take place for home purchases for furnishings, carpeting, all
the other durable goods that go into a house. But I think you perhaps
will find one statistic which we did append to our report. of great inter-
est, and that is three out of four howeowners, their equity-in the house
exceeds 40 percent of the value. So when they do sell a unit and buy
another home, in the process of transactions they pull off some of that
equity and they do go ahead and make a considerable amount of
purchases to furnish that home and to upgrade their entire standard
of living and not just upgrade their housing standard of living.

And through a tax incentive to stimulate home transactions, you
can free up that equity and you get more than the 1-to-1 effect of a
$2,000 money-in-hand approach. And they spend $2,000. With freed up
equity, they could spend $3,000, or $4,000, or $5,000, or $6,000. This is
not possible if you just give a straightforward tax cut to someone and
put $2,000 in purchasing power in their hands and turn them loose
on the economy. We do not care what they spend it on. If they spend
it, we will be happy.

Senator HATHAWAY. That is a good point.
The second question I wanted to ask was, rather than have a tax

credit, why not just restructure the present tax and interest deductions
which, of course, favor upper income people, and make that deduction
into a tax credit, allowing the lower income-people a larger credit than
the upper income people?

Mr. MCKENNA. It seems to me, Senator, then you would not be
encouraging the construction of new homes but you would be spread-
ing that across all of the people who hold mortgages at the present
time. That is one deficiency I can see in it offhand.

Senator HATHAWAY. But it would be an increase for lower income
people, too. It would be something more than what they are getting
now.

Mr. MCKENNA. That is true. It would serve, of course, to give more
money to everybody who is paying interest on a mortgage.
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Senator HATHAWAY. Then we would achieve greater equity in the
tax structure as well as serving the purposes that you are recom-
mending.

Mr. McKENNA. Yes. I think, though, this particular bill is, as we
said before, only one attack on the situation. It is not going to solve
the whole problem by a long shot. But it does seem to me that this is
aimed at providing at least construction or substantial reconstruction.
The bill provides or an home, and it seems to me there from that flow
all of the benefits that Mr. Coan and the-gentleman from the group
has pointed out.

So it does seem to me-and the other thing that bothers us-
Senator HATHAWAY. Mathematically, you could do both.
Mr. MCKENNA. Well, if you can do both within the limits of infla-

tionary balance, fine. This is what bothers us. We have to agree with
what Senator Byrd said earlier this morning and I suppose there is
an outer limit beyond which we cannot go without putting the whole
thing down the drain, and we do not want to do that from an eco-
nomic standpoint. It does seem to me that these are couched in terms
and amounts that are feasible.

Senator HATHAWAY. Well, if, mathematically, it comes to the same
amount that you are advocating, then the inflationary effect would be
the same. -

Mr. MCKENNA. Correct.
Senator HATHAWAY. Thank you, Mr. Chairman.
Senator HAvmrK. Senator Packwood.
Senator PACKWOOD. Mr. Coan, on pages 7 and 8 you make reference

to shallow subsidies of 6 and 8 percent and you also make reference to
such legislation reported out of House Banking yesterday?

What did that bill do that came out of the House Banking yesterdayI
Mr. COAN. The House bill was originally introduced by Congressman

Reuss of the House Banking Committee. As originally proposed it
would have provided for a subsidy between the market rate on a mort-
gage and 6 percent.

Senator PACKWOOD. Who pays the subsidy?
Mr. COAN. TheFederal Government.
Senator PACKWOOD. Does the homeowner take it ? Is the credit above

6 percent against his income tax or does he get money?
Mr. CoAN. In effect, lie makes his monthly payment based on the

6-percent rate.
Senator PACKWOOD. Right.
Mr. COAX. And the Federal Government, HUD, would pay the dif-

ference between that and what the payment would be at 8- or 81/
percent.

Senator PACKWOOD. Much like the old subsidized 235.
Mr. COAN. It is quite similar to the interest subsidy of 235, except

it is a shallower one.
Senator PACKWOOD. How far? When you say shallow, you mean just

down to 6 percent?
Mr. COAN. Right.
Senator PACKWOOD. Now how long does this program extend, as

passed out by the House Banking Committee yesterday
Mr. COAN. It provides for a program of full subsidization for the

first 3 years.
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Senator PACGWOOD. Down to 6 percent?
Mr. CoAN. Down to 6 percent, 75 percent of the amount of the sub-

sidy the fourth year, 50 percent the fifth year, 25 percent the sixth
year, and none after the seventh year.

This is premised on experience under 235, where those families, who
receive assistance and were somewhat above the bottom of the income
scale, have demonstrated that over a period of time their incomes
have risen to the point where every year 60-some percent have their
subsidy decreased. About 15 or 16"percent have gone off subsidy en-
tirely since the beginning of the pro ram.

Senator PACKWOOD..What is the limit in the House bill of the maxi-
mum that is subsidized?

Mr. COAN. The maximum purchase price of the home would be
$38,000 and up to $42,000 in higher cost areas.

Senator PACKWOOD. Is that the maximum purchase price or is that
the maximum amount of the mortgage?

Mr. COAN. That is the maximum purchase price, Senator.
Senator PACKWOOD. If you buy a $50,000 house, nothing is subsidized.
Mr. CoAN. That is correct.
Senator PACKWOOD. That seems like a rather artificial cutoff, for

some particular reason.
Mr. COAN. Well, Senator, we tried to get it up to $45,000 and did not

succeed.
Senator PACKWOOD. All right, let me ask you another question. I have

been reading Dr. Rosen's statement and he comes down for opting for
the side of a one-shot downpayment as being more stimulative than the
mortgage interest. When President Meany testified I heard him make
the 6 percent statement, that we will get housing out of the doldrums.
If we were to have a permanent 6 percent subsidy, are you reasonably
convinced that absent depressions, you could keep the housing industry
at 2 million or more new starts a year if you had that guaranteed sub-
sidy year after year?

Mr. COAN. Senator, we prefer to see monetary and other policies of
the Government be so structured so that they are aimed at achieving a
permanent 6 percent mortgage interest rate. We would hope that this
would not be necessary through subsidization, except in times of spe-
cial need like we are now facing.

Senator PACKWOOD. Well, we have not been at, whatB. percent for
- how many years?

Mr. CO;N. We lost the 6 percent mortgage in the spring of 1968.
We all thought it was temporary then. However, if you go back and
look at the interest rate levels under FHA from its founding in 1934
up until that time, you will find that it fluctuated around the 5 percent
level and it stayed very level for many, many years through the 1930's,
the 1940's, the 1950's, and the early 1960's.

Senator PACKWOOD. And you have some degree of hope we will get
back there again just by the natural market play forces if the Gov-
ernment follows a rational fiscal policy?

Mr. COAN. I think it also has to follow a rational monetary policy,
Senator.

Senator PACKWOOD. But you have some hope they will?
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Mr. CoAX. Well, I think maybe the Congress might have to do some-
thing to bring about a more rational monetary policy, one that does
not rely solely on rationing credit through the price system.

Senator Packwood. Let me ask you this again, Car, because I am
not as optimistic as you are that we are going to get back by the natural
market forces to 6 percent. If we had the subsidized 6 percent rate,
there would be a tax credit that you would offset against your income
tax so the Government pays the difference.

Do you think that, in and of itself, and maybe these down payment
incentives, would be enough to stimulate a 2 million start a year in
the housing industry?

Mr. COAN. Yes, Senator, I do. We have lost a substantial part of the
population out of the qualified buying public as a result of what in-
flation has done to the cost of the product, as well as what has hap-
pened to interest rates going to 8 and 9 percent.

Senator PACKWOOD. And at 2 million starts a year, how much money
will that produce for the Federal Government?

Mr. COAN. Well, the figures we have are based on single-family
homes.

Senator PACKWOOD. Right.
Mr. COAX. And that is estimated at $800 million in tax revenues by

the production of those homes in the year of production.
Senator PACKWOOD. For each 100,000?
Mr. COAN. Each 100,000.
Senator PACKWOOD. So it is about $16 billion.
Mr. Co.,\. Well, let's say we increased from 1 million to 2 million.
Senator PACKWOOD. $8 billion.
Mr. CoAN. $8 billion. I do not know, Senator, if that activity would

produce quite that much money. It would be a little different-for apart.
ments and a little different for townhouses, but the difference is not
that much. You are still talking in that general range.

Senator PACKWOOD. Which is more than the subsidy.
Mr. CoAx'. It is extraordinarily more.
Senator PACKWOOD. Thank you.
Senator HARTKE. Gentlemen, we are faced with a vote on the floor.

My schedule this afternoon is all right. I have just cancelled a 12 and
12:30 appointment already.

The CHAIRMAN [presiding]. Well, Senator, why do you not con-
tinue with them as long as you want. I will read their statements
because I want to question these fellows myself. I think I am on their
side. I believe you are on their side, are you not?

Senator HARTKE. I am on your side.
[General laughter.]
TeCHArMAN. What I want-to know is if we are all on the same

side because my feeling is that if we gave a tax credit-
Senator HAIrKL Excuse me. I am going to go vote and I will be=

right back.
The CHAMMAN. All right. My thought is if we give a tax credit;

and-if we give a sufficient tax credit; and if we can do something,
to assure adequate funds at reasonable interest rates; if we can put to-
gether a package like that and we can stimulate enough new housing
units to satisfy what the market would demand under favorable con-
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ditions where labor cooperates-and I have talked to people in the
building trades who say they are willing to cooperate if the other
guy cooperates-if we can compel Mr. Burns to act as though he is
actually working for the Congress, which is where the Constitution
put it to begin with, or prevail upon him to cooperate; and if we
put a tax advantage in here for tax credit for new housing units and
really make it a very attractive package, it seems to me that we might
stimulate enough housing activity to where you look at the additional
employment, all the unemployment insurance money you would save,
all of the additional payrolls in the industry sulpplying materials,
the ripple effect for the fact that a man who is unemployed gets a
steady Job and buys himself an automobile and things-of that sort,
by the time you put all of that in, the government might make money
out of this thing. It might not cost us anything.

It seems to me that we ought to think about that.
Now, my calculations were to the effect that if we could stimulate

enough activity to move 100,000 additional housing units, that we
would actually break even; and that if we could move 150,000 addi-
tional housing units, we would make a big profit. Does that sound like
what you gentlemen were thinking?

Mr. COAN. Yes, Senator. I think that I earlier stated that we figured
that the cost of your proposal would be in the neighborhood of $1 bil-
lion. If we increased housing production by 200,000 new single-family
homes, we estimate that you have got about $11 billion in increased
tax revenues flowing out of that, not counting the other things in the
economy that you have talked about, such as the purchase of a car and
the saving of unemployment compensation and food stamps and things
of that nature.

The CHAMMAN. Well, Senator Hartke will be back in a few minutes.
I think I ought to go vote, but I will read your statement and come
back. I would like to interrogate this group this afternoon. I wonder
if you could be available around 2:30.

Mr. McKENNA. Yes, sir.
The CHAIRMAN. That would give you a chance to respond to Senator

_Hartke's questions when he comes back here, and that would give me a
chance to read what I have missed. And if Senator Hartke wants to
call the other witnesses, I hope he will. I personally would like a
chance to interrogate this group because I am very much interested in
the tax credit approach. I am not sure whether a 5-percent tax credit
is enough. It might be we ought to make it perhaps 10 percent on the
first $10,000 and 5 percent on everything above that.

I find a tremendous appeal in this. I talked to a man who is losing
money and having his health broken, too, by what has been happening
to the housing industry, and the point he made to me was he does not
need $1,000 tax refund. What he needs is a customer. And I think that
fits most of you gentlemen, does it not?

Mr. BRooKS. Yes sir.
Mr. MCKENNA. 1es; I will go along with that-
The CHAMMAM. All right. If you will pardon me, I am going to

respond to those five lights up there, and Senator Hartke will be back
shortly.

[A brief recess was taken.]
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Senator HARTKE [presiding]. We have a substitute for Mr. Krones,
is that right I

Mr. TROTrER. Yes, Mr. Chairman. I am Dick Trotter. I am legis-
lative counsel with the National Association of Realtors.

Senator HARTKE. Gentlemen, I am not going to take that much time.
I want to say first, that the basic concept which you are dealing with in
this bill which was introduced by me and Senator Hatfield, came out
of one of my staff members, Mr. Don Kiefer, who was formerly execu-
tive director of the Indiana Tax Study Commission. We do not claim--
that this has all of the answers, any more than you do. We do think
it is an approach which has some merit, which I think has quite a
great deal of sympathetic understanding in this committee, especially
from the chairman.

I would like to point out to Mr. Krones, there is no reason it could
not go for a longer period. We are not tied into that operation. There
is no reason that the amount has to stay at $1,250, that it could not be
extended to $2,000. That is a possibility. Also, there is no reason at all
why we could not have some type of provision for a utilization of a
tax-credit concept to use for existing houses and buildings in order
to free up some purchases.

What we are saying is, we think the principle is sound; the details,
of course, can be modified. I do think that some type of this concept is
going to be in this bill. So, I would hope that you would follow what
we are doing as we move on through and give us the benefit of your
advice and opinions as we go on through, with any of the new ap-
proaches that you think should be included, and with any of your
caveats as to what should be avoided.

I do think that one thing you have failed to accentuate, and you
have caught yourself on the defensive. I am going to tell you that for
your own-benefit. I do not think you need to bso defensive in trying
to accentuate a program which is going to basically help people who
are in need of work; it is gumng to elp contractors who hope to make
a profit and pay taxes. It will have a multiplier effect. I do not think
anyone can deny that. But there is another side to which I do not think
you people have addressed yourselves, and that is to the social benefits
of homeowning.

I feel that we have here represented-and I-do not know if you see
this--a basic difference of philosophy which, if you are on one side you
are not allowed to go on the other; if you are on the other side, you
are not allowed to come back; in other words, a confrontation.

Now, for example, I am not opposed to the tax-credit scheme which
has been advised on income tax by Senator Mondale. But the policy
which is being advocated there is in order to make his position attrac-
tive, he has to come out against anything else that anyone else has
done. In a confrontation, Senator Dole takes the same position. In
other words, and I say this by name because I think it is high time
that we address ourelves to the fact that there are two basic differences
of approach. One of them is an uninterrupted, free enterprise, non-
governmental interference operations of economics. There is not a
soul that I know of that, pushed to it at this -moment, contends that
that is going to work, that there is any return, if there ever was such
a thing; if there is going to be a return to that type of philosophy,
that is just out of the question.



4A

The other side of that coin is basically on an idea that you are going
to have the redistribution of existing material resources. That is the
basic concept of the Communist philosophies; and as much as I am
opposed to the concept of the so-called extreme free enterprise, Ayn
Rand, Allan Greenspan, as much as I respect and admire his judg-
ment, I think that he is out of the ball park. But I also think that'those
who want to go all the way the other way are out of the ball park.
I think too many people are looking for confrontation.

Now, I am not looking for consensus, but I do think there ought
to be some realization that the mere fact that you come in and help
the homebuilding industry to get on its feet, you should not be in a
defensive position. If there is no justification for an investment tax
credit in the homebuilding industry in which the benefit is going to
go for the biggest investment that a person makes in his lifetime-that
is the one single, biggest investment-then there is no justification for
an investment tax credit for business. Now you can not be on both
sides of the argument at the same time.

I happen to be-in the Senate-the only individual who has a con-
sistent policy on investment tax credit for business. I believe in it as a
matter of taxr principle. I think it is a good thing, and I am very much
opposed to the idea that you can go ahead and keep us competitive
when one-third of our plants are still pre-1940. All you have to do is
go into the hearts of these cities and see some of these buildings. They
ought to have been gone a long time ago. You have to have that big,
what-over that thing is, hit them in thehead, or put dynamite around
them and get rid of them and build a new one. There ain't anything
wrong with that.

Some of these people--I wish we would go to Singapore just-to see
what they have -done. Now, how they have done it is another thing,
but they have done it. It is a modern city and they have housing for
everybody. Part of it is public subsidy. Sure, you can move into public
subsidy. Let me say, I am not opposed to public housing. I am not
opposed to 235, 236 programs.

But I am saying here is a program which could be effectuated with-
out any red tape, without any bureaucracy. If it does not work it is not
.going to cost much. If it does work, it is going to have a big benefit.

So, I really. feel, if I have any criticism, I just criticize you for not
being aggressive enough in your program.

All right?
Mr. McKExNA. We do not like to get held in contempt, Senator.
Senator HARTKF. Let me. say that you do not have to get held in

contempt to be contemptuous, sometimes.
[General laughter.]
Senator HARTKE. Sure. I have a great deal of sympathy for what

you are saying, simply because we are the sponsors of that measure.
I equally endorse Senator Mondale's concept of a tax credit for in-
dividuals. But I would tell him equally that you walk into the market-
place and let him try to sell his tax credit and let me sell a $1,000
exemption, which I am for, and I guarantee you I will beat him every
day of the week because people can understand it. It is high time we
do something in the Government that people can understand, even if
there is just a little bit of difference in the effect of it.
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Now, I am just about through with my lecture.
One other thing that I would say with regard to the resale-there is

a 1 year resale provision in the bill. It also includes condominiums. The
question that was raised about-

Mr. CoAN. The contract, Senator?
Senator HARTUE. Yes.
You had another measure?
Mr. McKEN NA. The recapture?
Senator HARTKE. Yes; recapture. I think we had covered that. I

thought we had it in the bill. We intended to really obviate that diffi-
culty. I mean, I quite agree with your concern about that.

Mr. COAN. Senator, may I talk about the recapture a little bit?
Senator HARTKE. Yes.
Mr. CoAN. I think I must differ with Mr. McKenna on that. I do not

think that it does much good to tell someone you are going to give
them an incentive to go out and buy a home and to stimulate our
economy, and then 4 or 5 years later take it back.

Senator HARTKE. I am not for that either, I am sorry to say. I am
talking about the refundable credit question.

Mr. MCKENs A. Oh, from the year before?
Senator HARTIKE. Yes; I think we have covered that proposition. I

did not mean the recapture.
You do not give a child an ice cream cone and say, you know, as

soon as you have finished it, you have to give me one back to replace
it. I just do not approve of that.

Mr. McKEFNA. Senator, the only thing I can ask you on that is
please read the statement again, carefully.

Senator HARTKE. All right. We will read it carefully.
Now, I appreciate what you have said on that.
Senator Dole says what we are concerned with here is an emergency

tax cut. That is not true. What we are concerned with is an emergency
.restoration of the health of the economy, and let us get our feet back
on the ground and not get carried away into these programs as de-
fined from philosophy. I keep on trying to say this in different terms;
that what we need here is a way to get the country back onto its feet.
That is what we are trying to do.

One of the ideas of doing that is an emergency tax cut. I will say
to those people who think that an emergency tax cut is going to put it
back on its feet, or even to the extent that Mr. Meany says, it is going
to put us in the right direction, I am not so sure. My dear friends in
the National Association of Manufacturers are coping up, and I just
say to them, if they had looked at the Burke-Hartke bill a little bit
closer before they had gotten in a jam, they might not be in a jam.
But that is neither here nor there. That is a personal thing.

I have no other comments here.
I want to thank you gentlemen for staying, and I want to thank

you for your testimony.
Next time just do not be so quiet and so hesitant to toot your own

horn.
Senator Long has asked you to come back at 2:30. All right, come

back at 2:30 with Senator Long.
I have no questions.
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Mr. BRooKs. Thank you, Sen.tor.
Mr. COAN. Thank you very much.
Mr. MCKENNA. Thank you.
Mr. TROTHER. Thank you.
Senator HARTKE. Senator Brooke, I think, wants to introduce our

next witness. Is that right?
All right.. Senator Brooke?

STATEMENT OF HON. EDWARD W. BROOKE, A U.S. SENATOR
FROM THE STATE OF MASSACHUSETTS

Senator BROOKE. Thank you, Mr. Chairman.
Mr. Chairman, I appreciate the opportunity to appear before this

committee, and knowing your busy schedule, I shall be brief.
Members of this committee are well aware of the depressed condi-

tion of our housing industry. The annual rate of housing starts has
fallen over 60 percent since 1972. Building permits issued in January
were at tl lowest annual rate ever recorded. Unemployment in the
construction trades is at a rate of 15 percent. In some cities it has
reached 40 percent.

The depression in housing radiates through the economy affecting
wood products, furniture, appliances and related industries. At the
same time, of course, a turn around in the housing industry can go far
toward promoting general economic recovery.

To provide the stimulus for a significant increase in housing starts,
I have introduced legislation offering direct cash incentive payments
to the purchasers of newly constructed homes.

Your distinguished chairman, Senator Long, I am told has also
been considering this type of approach. I believe that when our col-
leagues have had an opportunity to consider the various proposals'for
stimulating housing production which are now before the Congress,
they will conclude that a program of direct cash payments to the buy-
ers of newly built homes would be the fastest, most effective and least
expensive way to increase housing starts.

Here is how the home purchase incentive program which is con-
tained in Senate bill 948 would work.

First, it would reduce the inventory of some 400,000 unsold, newly
constructed housing units. The bill provides that any person who
purchases any newly constructed home meeting size and price require-
ments within 4 months after the effective date of the program will be
eligible to receive a home purchase incentive payment in the amount
of $1,000. which amount can be applied against downpayment.

Second, to promote the sale of housing units presently under con-
struction, the bill provides for a similar $1.000 payment to any person
buying the home under construction at the date the program was
instituted and sold within 6 months after the effective date of the
program.

Third, to encourage new housing starts, the bill provides that any
person who purchases a new home started within 6 months and com-
pleted within 12 months of the effective date of the program will also
be eligible to receive a home purchase incentive payment in the
amount of $1,000. Homes purchased under the program could not
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have prices in excess of the median price of new homes constructed
in a geographic area. In order to be eligible, homes would also have
to be standard units of a size at least equal to a minimum size for
newly constructed units prescribed by the Secretary of HUD.

It is estimated that this program would cause an additional 350,000
housing starts in 1975, and could generate over 450,000 jobs. It would
have an estimated one-time cost of $850 million.

I support the public service jobs programs as a way of reducing un-
employment. But I think it is significant that the home purchase in-
centive program would generate jobs at far less cost than the public
service jobs program, or the highway program. The home purchase
incentive payment would, of course, be an even more powerful tool
for increasing housing starts, if the payment were to be excludable
from income for income tax purposes, a feature which your committee
may wish to consider.

With me is Dr. Kenneth Rosen of the Joint Center-for Urban
Studies of M.I.T. and Harvard.

DrRosen has worked closely with me and my staff in developing
the home purchase incentive program. He will-explain the economic
basis for the program and discuss the relative merits of a direct cash
payment received by the buyer at the time of purchase as opposed
to a tax credit payable after filing an income tax return.

Dr. Rosen is an economist at the Joint Center for Urban Studies
of M.I.T. and Harvard University. He has accumulated a substantial
reputation in the field of housing'finance and housing market anlysis.
He has prepared a number of papers on the cyclical problems of
housing. He has also developed an econometric model of the hous-
ing and mortgage markets which is used by both industry and govern-
mental sources.

Dr. Rosen will briefly ,discuss the-economic impact of several pro-
posals to aid the housing market.

Mr. Chairman, I am very pleased and proud, and honored, really,
to introduce Dr. Rosen to you.

Senator HARTKE. Thank you, Senator Brooke. I appreciate your
statement.

Dr. Rosen I

STATEMENT OF DR. KENNETH T. ROSEN, ECONOMIST AND PRO-
FESSOR, RESEARCH ASSOCIATE, JOINT CENTER FOR URBAN
STUDIES OF MASSACHUSETTS INSTITUTE OF TECHNOLOGY AND
HARVARD UNIVERSITY

Dr. ROSEN. Senator Brooke, Mr. Chairman, I really appreciate
the invitation to speak in front of this committee today.

Housing and mortgage markets are currently in a state of ex-
treme distress. The present housing slump is the most severe since
the 1930's. As Senator Brooke has said, housing is about 60 percent
below its previous peak.

Most economists, however, are forecasting a moderate recovery in
housing starts inA1975, due to large expected savings inflows into
thrift institutions. Nevertheless, building permit figures for January
indicate that this much forecasted recovery has yet to materialize. In
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previous housing recessions the return of savings flows to the thrift
institutions has led to a sharp increase in mortgage lending and a
rapid recovery in the housing industry. This recovery in housing
has in turn stimulated an economywide recovery. The present housing
and economic crisis is; however, of a substantially different charac-
ter. While it is true that the present housing decline was initially
caused by high mortgage interest rates, high down payment require-
ments, and the lack of mortgage credit, the housing industry is pres-
ently facing a far more serious problem.

The housing market in 1975 is facing a demand crisis, not a mort-
gage credit crisis. Not since the Great Depression has the effective
demand for housing looked so weak. This demand crisis, caused by
rising unemployment, falling real income, and a lack of consumer
confidence, has begun to feed upon itself and threatens to create a
depression-style collapse in economic activity. Because of this demand
crisis and because of the large builder inventories of unsold homes,
those who look for a sharp recovery in housing to lead to an economy-
wide recovery may be tragically disappointed.

A number of proposals to aid the housing industry have been dis-
cussed. I would like to provide a brief economic evaluation of these
plans.

There are four basic suggestions, of which I am aware, to stimulate
housing activity in the next year. They-are basically, first, a direct
cash payment of $1,000 to the household purchasing a new home;
a tax credit of between $500 and $2,000 to a household purchasing a
new home a direct mortgage loan at a temporarily subsidized interest
rate, usually to the 6 percent level. again for new home purchases; and
a tax exemption for the first $1,000 of interest income received from
a savings and loan association or mutual savings bank.

Turning first to the savings and loan interest exemption proposal,
this plan is aimed at increasing the flow of savings to mortgage
creating institutions. In 1975, however, the supply of mortgage money
will not be a problem. If anything, the thrift institutions will have
more savings than they can handle. Furthermore, even if a credit
crunch were again the main problem of the industry, the interest
exemption provision is a most costly method of alleviating this diffi-
culty. Tax revenue would be lost on the interest paid on the entire
amount of savings outstanding, rather than on just the return flow
that might be encouraged by this provision.

Examining next the proposal for a direct mortgage loan at tem-
porarily subsidized interest rates, we see that this plan is aimed both
at increasing the supply of mortgage credit and at stinmilating the
demand for housing. ITnder the Proxmire plan, the mortgage interest
rate would be subsidized to 6 percent for the initial 3 years of the
mortgage. The subsidy could then be slowly phased out, and ended
completely by the seventh year of the mortgage. Based on my econo-
metric estimates, this plan'would stimulate a considerable number of
housing starts, nearly 150,000 units. I estimate that the cost of the
program would be between $870 million and $1.97 billion, with the
cost depending on Government borrowing costs. In terms of costs
per housing start, this program is not the most effective mechanism
for fostering activity. Spreading the subsidy over a 3 to 6 year period
dilutes a considerable amount of the program's impact.
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Looking next at the direct cash incentive plan as embodied in Sena-
tor Brooke's Home Purchase Incentive Act of 1975, we find that this
program is aimed directly at the demand crisis confronting the in-
dustry. This plan provides a $1,000 cash payment to a person who
purchases either a newly constructed home from the unsold inventory,
or a new unit started within the next 6 months and completed within
the next 12 months. This payment should have a dramatic impact on
both the level of housing starts and on employment in the industry.
Again, with my econometric model, I estimate that it will stimulate
350,000 additional housing starts and nearly 460,000 new jobs in con-
struction and supporting industries. -

The reason this plan should have such a large impact is the unique
double multiplier effect it will bring forth. Since the $1,000 incentive
can be applied directly toward the down payment, it will relax the
wealth constraint which many households face. Economic studies indi-
cate that a 10-percent change in down payment requirements will have
a three times greater effect on housing starts than a 10-percent change
in interest rates. The household responds by matching the $1,000 Gov-
ernment payment with $4,000 to $8,000 of his own. This downpayment
will in turn be matched by a $25,000 to $35,000 bank loan. This double
multiplier effect is extremely potent. Each Government dollar would
bring forth approximately $12 in private investment.

In terms of total Government expenditure, I estimate that the maxi-
mum cost assuming that 60 percent of all new single family units
qualify, would be $850 million. This program has the advantage, how-
ever, of being a one-shot program which concentrates all expenditure
in the current year. There is no large budgetary trail stretching far
into the future with this type of plan.-This maximizes the stimulative
impact on both the housing market and the economy.

While this proposal may to some resemble the automobile rebate
plan, it is in fact derived from similar programs set up in Canada in
the 1963-1966 period, and in Norway in 1968-1975. Both these pro-
grams have attempted to stimulate housing activity in the winter
period, December to March, by providing a $500 direct payment incen-
tive. Both programs have been tremendously successful, with the sub-
sidy cost being more than covered by the reduction in unemployment
compensation payments.

A final suggestion to aid the housing market,, providing a tax credit
to the purchaser of a new home, takes a similar approach to the direct
payment incentive. While I will not discuss this specific plan that has
been introduced to the Congress, I have assumed for purposes of
analysis that the credit would amount to $1,000 per qualifying house-
hold. If we compare the tax credit with the direct incentive payment,
it appears that the direct payment approach would have several
advantages.

First, the direct payment would be paid to the household at the time
of purchase, while the tax credit would presumably not accrue to the
household's advantage until the household filed its 1975 tax return.
Thus, based on a notion of time preference, and because of inflation,
the household would find the tax credit somewhere between 15 and 20
percent less valuable than a payment at the time of purchase.

Second, even if it were possible to persuade the builder or banker
to advance the tax credit to the household, the direct payment approach
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would still be preferable. The economy needs the spending injection of
the Government now, and the advance by the builder or banker pre-
sumably would not be reimbursed until the nekt tax period.

Third, and I think this is my most important objection to the plan,
is that the programs we are talking about would be a tax credit based
on some percentage of adjusted gross income, and not a flat lump sum
payment. The income distribution effects of the credit would be worse
than those of a direct cash payment. Households with low- and
moderate-incomes might not be able to make full use of the tax credit,
and in fact, would nearly always receive a smaller absolute amount of
the subsidy.

Finally, the use of the tax credit mechanism would create a substan-
tial danger that it might becorvie an ongoing feature rather than merely
a short-term counter-cyclical stimulus.

I think you really only want to put a program in effect-that would
provide a stimulus in the next 6 to 12 months.

There is, however, a significant tax factor which must be considered
with respect to direct cash payments. It would be essential to allow
this payment to be excluded from income for tax purposes. It is
my understanding that such a provision would be under the jurisdic-
tion of this committee, and I would urge you to consider this matter
carefully.

To summarize, the housing market and the economy are facing a
demand crisis. The direct payment incentive, through its double multi-
plier effect and through its double payment would achieve a greater
stimulus per dollar, achieve a larger psychological impact on the
economy, and would better mesh Federal spending with current needs
than either a tax credit or a temporary interest subsidy approach. I
have attached this chart to my 'statement which summarizes the hous-
ing start and job creation impact, the program cost, and the investment
multiplier of these three programs.

Senator HAIMM&E. Thank you, Mr. Rosen. I see an awful lot of simi-
larity between what you are proposing here and the other proposals.
Senator Haskell I

Senator HAsKL. No; I thank you, Mr. Chairman.-Having gotten
here so late, I think I will keep quiet.

Senator HArKE. All right. Thank you, Mr. Rosen.
[Dr. Rosen's prepared statement follows:]

STATEMENT OF DR. KENNETH T. ROSEN, RrSEARCH ASSOCIATE, JOINT CENTER FOR
URBAN STUDIES OF M.I.T. AND HARVARD UNIVERSITY

Housing and mortgage markets are currently In a state of extreme distress.
The present housing slump is the most severe since the 1930's. As of December
1974 housing starts had declined 60.5 percent from their peak levels in 1973. Most
economists, however, are forecasting a moderate recovery In housing starts in
1975, due to large expected savings inflows-into thrift institutions. Nevertheless,
building permit figures for January indicate that this much forecasted recovery
has yet to materialize.

In housing recession since World War 11, a return of savings flows to savings
and loan associations and mutual savings banks has usually led to a sharp In-
crease in mortgage lending and a rapid recovery in the housing industry. This
recovery in housing has In turn stimulated economy-wide recovery. The present
housing and economic crisis is, however, of a substantially different character.
While it Is true that the present housing decline was initially caused by higb
mortgage interest rates, high down-payment requirements, and the lack of mort-
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gage credit, the housing Industry is presently facing a far more serious problem.
Thc housing market in 1975 is facing a "demand crisis," not a "mortgage credit"
crisis. Not since the Great Depression has the effective demand for housing looked
so weak. This "demand crisis," caused by rising unemployment, falling real
income, and a lack of consumer confidence, has begun to feed upon itself and
threatens to create a depression-style collapse In economic activity. Because of
this "demand crisis" and because of the large builder inventories of unsold homes,
those who look for a sharp recovery in housing to lead to an economy-wide recov-
ery may be tragically disappointed.

A number of proposals to aid the housing industry have been discussed. I would
like to provide a brief economic evaluation of these plans. There are four basic
suggestions, of which I am aware, to stimulate housing activity in the next year:
(1) a direct cash payment of one thousand dollars to the household purchasing
a new home, (2) a tax credit of between five hundred and two thousand dollars
to a household purchasing a new home, (3) a direct mortgage loan at a tempo-
rarily subsidized interest rate (6 percent level), again for new home purchases,
and (4) a tax exemption for the first thousand dollars of interest income received
from a savings and loan association or mutual savings bank.

Turning first to the savings and loan interest exemption proposal Sthis plan is
aimed at Increasing the flow of savings to mortgage-creating institutions. In
1975, however, the supply of mortgage money will not be a problem. If anything,
the thrift institutions will have more savings than they can handle. Furthermore,
even if a credit crunch were again the main problem of the industry, the interest
exemption provision is a most costly method of alleviating this difficulty. Tax
revenue would be lost on the interest paid on the entire amount of savings out-
standing, rather than on Just the return flow that might be encouraged by this
provision.

Examining next the proposal for a direct mortgage loan at temporarily sub-
sidized interest rates, we see that this plan is aimed both at increasing the supply
of mortgage credit and at stimulating the demand for housing. Under the Prox-
mire plan, the mortgage interest rate would be subsidized to 6 percent for the
initial three years of the mortgage. The subsidy could then be slowly phased
out, and ended completely by the seventh year of the mortgage. This plan would
stimulate a considerable number of-housing starts, nearly 150,000 housing units.1

I estimate that the cost of the program would be between 870 million and 1.97
billion dollars, depending on government borrowing costs. In terms of costs per
housing start, this program is not the most effective mechanism for fostering
activity. Spreading the subsidy over a three- to six-year period dilutes a consid-
erable amount of the program's impact.

Looking next at the direct cash incentive plan as embodied in Senator Brooke's
Home Purchase Incentive Act of 1975, we find that this program is aimed directly
at the "demano1 crisis" confronting the industry. This plan provides a thousand
dollar cash payment to a person who purchases either a newly -constructed home
from the unsold inventory, or a new unit started within the next six months
and completed within the next twelve months. This payment should have a dra-
matic Impact on both the level of housing starts and on employment In the Indus-
try. I estimate that it will stimulate 350,000 additional housing starts and nearly
460,000 new jobs in construction and supporting industries.

The reason this plan should have such a large Impact is the unique "double
multiplier" effect it will bring forth. Since the thousand dollar incentive can be
applied directly toward the down payment, It will relax the wealth constraint
which many households face. Economic studies indicate that a 10 percent change
In down-payment requirements will have a three times greater effect on housing
starts than a 10 percent change in Interest rates. The householder responds by

-matching the thousand dollar government payment with four to eight thousand
dollars of his own. This down payment will in turn be matched by a twenty-five
to thirty-five thousand dollar bank loan. Thus this "double multiplier" effect Is
extremely potent.

In terms of government expenditure, we estimate that the maximum cost,
assuming that,60 percent of all new single-family units qualify, would be 850

These figures, and those cited elsewhere in this statement, have been estimated using
an econometric model of housing starts and mortgage flows. The model Is described in
,Joint Center Working Paper No. 27, "A Model of Housing Starts, Mortgage Flows. and
the Behavior of the Federal Home Loan Bank Board and the Federal National Mortgage
Association," Kenneth Rosen and James Keari, May 1974.
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million dollars. This program has the advantage, however, of being a one-shot
program which concentrates all expenditure in the current year. This maximizes
the stimulative impact on both the housing market and the economy.

While this proposal may to some resemble the automobile rebate plan, it is in
fact derived from similar programs set up in Canada (1963-1966) and Norway
(1968-1975). Both these programs have attempted tostimulate housing activity
in the winter period (December to March) by providing a five hundred dollar di-
rect payment incentive. Both programs have been tremendously successful,' with
the subsidy cost being more than covered by the reduction in unemployment
compensation payments.

A final suggestion to aid the housing market, providing a tax credit to the
purchaser of a new home, takes a similar approach. While I am not aware of a
specific plan that has been introduced to the Congress, I have assumed for pur-
poses of analysis that the credit would amount to one thousand dollars per
qualifying household. If we compare the tax credit with the direct incentive
payment, it appears that the direct payment approach would have several ad-
vantages. First, the direct payment would be paid to the household at the time
of purchase, while the tax credit would presumably not accrue to the household's
advantage until the household filed its 1975 tax return. Thus, based on a notion
of time preference, and because of inflation, the household would find the tax
credit somewhere between 15 and 20 percent less valuable than a payment at the
time of purchase. Second, even if it were possible to persuade the builder or
banker to advance the tax credit to the household, the direct payment approach
would still be preferable. The economy needs the spending injection of the
government now, and the advance by the builder or banker presumably would
not be reimbursed until the next tax period. Third, the psychological impact of a
new government program to aid-the economy, rather than reliance-on the passive
indirect tax route, might be substantial. Also, if the tax credit were set on a per-
centage basis, and not some flat lump sum payment, the income distribution
effects of the credit would be worse than those of a direct cash payment House-
holds with smaller tax liabilities would receive smaller absolute amounts of
subsidy. Finally, use of the tax credit mechanism would create a substantial
danger that it might become-an ongoing feature, rather than merely a short-term
counter-cyclical stimulus.

There is a significant tax factor, however, which must be considered with re-
spect to direct cash payment incentives. It would be essential to allow this pay-
ment to be excluded from income for tax purposes. It is my understanding that
such a provision would be under the Jurisdiction of this committee.

To summarize, the housing market and the economy are facing a "demand
crisis." The direct payment incentive, through its "double multiplier" effect,
would achieve a greater stimulus per dollar, achieve a larger psychological impact
on the economy, and would better mesh federal spending with current needs than
either a tax credit or a temporary interest subsidy approach. The chart attached
to my statement summarizes the housing start and job creation impact, the pro-
gram cost, and the investment multiplier of these three programs.

ESTIMATED ECONOMIC IMPACT OF PLANS TO AID HOUSING

Direct cash In- Temporary mortgap
centive payment Tax I credit interest subsidy

(in thousands) (in thousands) (to 6 percent)

Additional housing starts (1975) ........... $350,000 !2g9 000 148000
Additional Jobs (1975)- .............. $457,000 349,000 192,Total program cost (expenditure or revenue;

los).'...................
loss).k ..... ... ........ .. $840,000,000 $758,000,000 $870, 000,000-$1, 970, 000, 000

Cost per additional housing start..-..... $2,400 $2,800 $5,900-$13,300
Cost per job .............................. $1, 800 $2,200 $4,500-13,300Additional Investment resulting ............. $10,500,000 000 $8,210,000 000 $4,400,000,000
investment multiplier ........................ 7 2.2-5.1

' Estimates based on discount for time preference, Inflation and psychological impact.
'Impact estimated st 40 percent of full life interest subsidy.
SEstmated using econometric model of housing starts and mortgage flows.
, Estimated using a conservative assumption of-1.3 Jobs per housing start.
a Assuming that 60 percent of new single-family units (and new units unsold) qualify under median price provisions.

2 See chart In appendix.
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Senator HARTKF. Our final witness this morning is Russell W. Lax-son, on behalf of the National Association of Manufacturers. I was
going to say good morning, bt-it depends on whether you call the
morning before or after lunch.

STATEMENT OF RUSSELL W. LAXSON, VICE CHAIRMAN, TAXATION
COMMITTEE, NATIONAL ASSOCIATION OF MANUFACURERS AC.
COMPANIES BY: EDWARD A. SPRAGUE, VICE PRESIDENT AND
MANAGER, FISCAL AND ECONOMIC POLICY DEPARTMENT, NA-
TIONAL ASSOCIATION OF MANUFACTURERS

Mr. LAxsoN. My name is Russell Laxson. I am a vice president of
--- Honeywell, but I am appearing here on behalf of the National Asso-

ciation of Manufacturers, as vice chairman of its taxation committee.
With me is Edward A. Sprague, who is vice president and manager of
the fiscal-and economic policy department of the NAM. We have sub-
mitted a written statement. I would like to make a few comments on
it, and I would like to make one comment on an item that I have dis-
covered since we wrote the statement, if I may.

Senator HA ITfKE. All right, go right ahead.
Mr. LAXSON. As you stated, Senator, we begin with the understand-

ing that the major objective of this legislation is to assist in moving
the country out of the current recessionary situation, rather than to
address long-term inequities or social problems, although I recognize
it is sometimes a little bit difficult to separate the two. In that context,

.- IS-93 0 - 75 - 31
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we endorse the provisions of-title III which liberalize the investment
tax credit and increase the corporate surtax exemption. In title I and
II, we believe a reasonable rebate program can be constructive, but we
do believe that the schedule at present is a little too bottom-weighted,
and we question the advisability of introducing a negative income tax
concept at this time.

As to title IV, we concur with what we understand your committee
has decided, and that is to delete the elimination of percentage deple-
tion on oil from this bill. We in NAM certainly do not disagree that
the subject should be carefully reviewed by the legislative bodies, but
we believe it should be considered in the context of our longer term
energy and fiscal problems, rather than as part of an antirecession
bill.

As to the investment tax credit, we are pleased that there seems to
be a generally favorable attitude toward the investment tax credit as
an effective means of stimulating machinery and equipment invest-
ment. The record from 1966 to 1971, in particular, in which the credit
was suspended, repealed, reinstated, seems to indicate that the vehicle
does have a positive effect on the level of capital spending. The rate,
of course, is important. The President's Labor-Management Com-
mittee has recommended 12 percent, which is the rate which NAM has
supported, and I understand Mr. Meany supported 12 percent this
morning. The proposed 10 percent rate' without adjustment of bases,
however, is a positive step in that direction. However, the temporary
nature of the increase in rate under H.R. 2166 is actually of more
concern to us than whether the rate is 12 percent or 10 percent. Even
though the credit has become an integral part of our cost-recovery
system, its on again-off again life has limited its full usefulness. Past
attempts to fine-tune the economy by moving it up and down have
seemed to just create a lot of uncertainty, order bunching, and this
sort of thing; and people trying to second-guess what Congress is
trying to do. And we think the permanent rate is important.

Extension of the full credit to utilities is something we support that
is overdue. H.R. 2166 also temporarily removes the requirement that
investment tax i-dredit cannot exceed 56 percent of the tax in any one
-year, but it removes that for utilities only." Many manufacturing com-
panies in this period of time are experiencing very low profit levels, and
expenditures they might otherwise make under the incentive of the
investment tax credit might not be made if the limitation is there. So
we believe that removing the limitation should be extended to all
companies.

H.R. 2166 provides that investment tax credit will be available on
multiyear projects as progress payments are made, rather than having
to wait until the project is completed and in service, before the credit
is available, as it is now. We think this is proper. There are some tech-
nical limitations put on that provision that we think are de minimus,
and should be removed.

We are supporting the increase in the surtax exemptions for cor-
porations from $25,000 to $50,000. It is our recommendation that even-
tually, it should go to $100,000. 83 percent of NAM's membership has
500 or less employees, so therefore, it is an organization of small busi-
pesses as well as large, and they are supporting this particular increase.
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Just a concluding comment about these title III provisions as it
applies to business. While we are generally in favor of these provisions,
we do not want to leave you with the impression that this is all we
think would be helpful in'reducing the obstacles to the necessary capi-
tal formation that is going to be so necessary in this country in the
years to come. Quite the contrary; we believe that Congress could well
g further to encourage a better climate in the investment community.

Lat er this year, when your committee is considering more basic tax
reform considerations, 'as we assume you will do, we would like to
come back and present our detailed program of cost recovery allow-
ances, to complement the investment credit and provide a truly up-to-
date and competitive cost-recovery system.

I had intended to make some comments on the individual parts of
this, but I would like to skip that, because I understand that the com-
mittee is considering putting a limitation on the applicability of the
investment credit in some fashion, dependent on a company putting
into effect an employee stock ownership plan. I am quite familiar with
that particular plan, but I think it would be a tragic mistake to put
this on this bill as a requirement. These plans, in certain circumstances
and in certain time frames, have constructive -.,plicabilitv, and are
going to be implemented. But there are other situations, in other types
of companies, where it would be entirely the wrong thing to do: and to
put a company's eligibility for investment down, to put a company s
eligibility for-investment tax credit dependent on that, would not'be
in order at all.

For instance, if a company was forced to put in a stock ownership
plan in order to get the investment credit, you are in effect abrogating
the negotiated contracts with the union. The union may not want one
of those plans. They may want a pension plan, a larger guaranteed
pension plan, rather than getting into the uncertainties'of stock owner-
ship in the company. So that I am very hopeful that what I have heard
as a possibility doesq not turn out to be so.

Senator HARTKE. Let me say, with regard to the ESOP, the stock
option plan-I think you should direct your attention more specifically
to the chairman.

Mr. LAxsoN.. To-whom?
Senator HARTKE. You should direct your attention more specifically

to the chairman, to Senator Long. I think this is his approach, on
which he feels very deeply, I want you to know that.

Mr. LAXSON. I understand that. I am sorry he is not here. I wanted
to get it into the record, though.

Senator HARTKE. Well, I would say it will get in the record. If
you want to submit additional statement on it, I am sure the com-
mittee would be more than glad to have it.

[The statement referred to follows:]

SUPPLEMENTARY STATEMENT BY RUSSELL W. LAXSON
It Is understood the Senate Finance Committee has approved an amendment

to the tax bill to require that any corporation will be not eligible for part of the
proposed increase in the investment tax credit unless it offers or establishes an
Employee Stock Ownership Plan for the benefit of its employees.

We are In accord with encouragement of ownership of equity securities among
American people. Many companies have plans of various types to accomplish this
among their employees. The ESOP is one such vehicle.
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However, each company in America, through voluntary action and/or collec-
tive bargaining, has arrived at a somewhat different mix of employee benefit and
employee security plans. There has been no specific government edict favoring
any one route versus another. To force companies to install an ESOP as a' condi-
tion of qualifying for the investment tax credit would work a distinct hardship
on many companies and in many instances would over the long term be a dis-
service to employees. It could cause installation of such plans under forced draft,
ill-thought out, which would upset company pension, profit sharing, or savings
plan arrangements to e raployee and company detriment.

And ESOP needs to be carefully structured. It is definitely not applicable to
every company in every situation. It has dangers and drawbacks as well as ad-
vantages. In addition, if ESOP's are to become a broadly-used vehicle in the
corporate finance and employee benefits field, it is our opinion the provisions
of the Employee Retirement Income Security Act would have to be amended to
require the level of company disclosure to the employee trust be equivalent in
all cases to that for security issues generally and that provision be made for
participation of the affected employees in stockholder activities.

We respectfully suggest that a rash of ESOP's, in effect mandated through
an investment tax eligibility provision, is likely to cause more confusion and
harm than constructive good. and that such a provision should not be added to
H.R. 2166.

Senator HARTKE. One other point I wan to make to you. When
-you come back with a permanent program, I am in favor of the in-
vestment tax credit, as I have indicated before, and have been con-
sistently. I do not believe it is still the best approach, and I would
hope that you would give some thought to a program which I intro-
duced at the time of the investment tax credit in 1962, and that is
when'we had the question of accelerated depreciation and everything
else; and that was a reinvestment depreciation allowance, which in-
stead of prdviding for benefits simply for an investment, it forces the
investment to be a modernization. In other words, it would not apply
specifically to the type of investment which ordinarily would have
occurred under normal circumstances. I will give a copy of that to you.

Mr. LAxsoN. I would very much like,,to look at it, and I would be
happy to comment on it.

Senator HARTi-. I want to thank you for your testimony. I am
going to let you go; it is 1:30 in the afternoon. I would suggest that
you follow the actions of the committee very closely, because it is quite
evident that we are going to move quite rapidly. And in addition to
that, once it is enacted into law, that is a bad time to try to make your
views known. Try to get them in ahead of time.

Mr. LAxsoN. All right. Thank you, sir.
[Mr. Laxson's prepared statement follows:]

STATEMENT OF RUSSELL W. LAXSON ON B1EALF OF THE NATIONAL ASSOCIATION
OF MANUFACTURERS

SUMMARY

TITLE Ill-BUSINESS TAX PROVISION

The NAM supporsa permanent increase in the investment tax credit to at
least 10 percent.

Making the credit available with respect to progress payments is a favorable
step, but we question the need to establish the two-year and seven-year limita-
tions with.respect to property on which progress payments are made.

Increasing the 50 percent income limitation for utilities will assist capital
investment in this hard-pressed sector. Theilmitation should be liberalized for
all taxpayers.



The $100 million ceiling on investment tax credit savings under the bill is
discriminatory and should be deleted.

Increasing the limitation on the cost of used property eligible for the credit
is desirable.

An increase in the corporate surtax exemption to $50,000 will help small busi-
ness to modernize and expand. We support an increase to $100,000 over the next
five years.

TITLES I AND I1-INDMDUAL TAX REDUCTION

The Administration's original rebate proposal-or at least the substitute
offered by Representative Conable of New York-is preferable to the rebate
provisions of H.R. 2168.

The NAM does not favor introduction of the "earned income" credit at this
time.

TITLE 1V

The proposed repeal of percentage depletion for petroleum should be deleted
from H.R. 2166. This matter should be considered only after a thorough analysis
has been made as to its effects on consumer costs and energy development.

STATEMENT

My name is Russell W. Laxson and I am Vice President of Honeywell, Inc. of
Minneapolis, Minnesota. I appear here on behalf of the National Association of
Manufacturers as Vice Chairman of its Taxation Committee. With me is Edward
A. Sprague, Vice President and Manager of the Fiscal and Economic Policy
Department at the NAM.

Our statement supports most of the provisions of H.R. 2166. In particular, we
endorse the provisions in Title III to increase the investment credit for all
taxpayers to 10 percent without basis adjustment and raise the corporate surtax
exemption from $25,000 to $50,000, -Teb-NAM favors an-across-the-board reduc-
tion in individual income taxes to stimulate the economy but not to cope with
every real or alleged inequity in the tax system. We believe that Titles I and II
of the-bAll should be modified to better reflect this objective. Lastly, we agree
with the decision of the Committee on Finance to defer consideration on Title
IV which would repeal percentage depletion for the petroleum industry.

Because Title III is of the most pertinence to the manufacturing community,
we will discuss its provisions first.

INVESTMENT TAX CREDIT PROPOSALS

We note with interest the increasing ah-reness of the investment credit'in
encouraging better economic performance. While we believe that some modifica-
tions should be made, the NAM supports the basic thrust of the Title III pro-
visions which are to reduce tax obstacles to productive investment and increased
economic activity.

Rate. The rate of the credit is obviously of primary importance. The Presi-
dent's Labor/Management Committee has recommended that the rate be raised
to 12 percent for all taxpayers. This would definitely increase economic activity
by encouraging new capital outlays and increasing employment in capital goods,
construction and other industries. This has been the case generally since the
enactment of the credit in 1962.

When one examines the record of the 1966-1967 suspension period, the 1969
repeal of the credit, and the 1971 reinstatement of the credit and enactment of
ADR, such results become even more apparent. Loss of the credit has been
followed historiclly by slackening economic activity and also by lower corpo-
rate tax revenues. Renewed availability of the credit has been followed by an
increased pace of industrial production and larger corporate tax revenues.

The NAM supports-a -permanent 12 percent investment tax credit without-
accompanying restrictions. This would be very beneficial to the economy. The
proposed 10 percent rate in Title III of H.R. 2166 is a positive step in that
direction.

The extension of the full benefit to all taxpayers, including utilities which are
currently limited to 4 percent, Is overdue. The capital shortage in the utility
industries is severe, and the substantial increase in the rate would be a move
toward a less restrictive government policy on capital formation in this vital
area of our economy.
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The temporary nature of the increase in rate under H.R. 2166 Is cause for
some concern. Even though the credit has become an integral part of our cost
recovery system, its on-again, off-again life has limited its full usefulness.
Business is leery of making long-range investment decisions based on a ques-
tionable availability of the credit in whole or in part.

Past attempts to "fine tune" the economy by varying the availability of the
investment credit probably have been de-stabilizing on balance-that is, they
have produced wider swings in net new investment than otherwise would have
occurred with a stable policy. The problems of order bunching, etc., that would
attend a step-down in the credit can be avoided and the credit's beneficial
effect maximized by enacting a permanent increase in the credit to at least
10 percent across the board. Recognizing the desire to enact H.R. 2166 swiftly
and without prolonged debate, we believe that it is imperative that the increase
rate be made permanent at the earliest possible opportunity this year so that
business can be assured of-its continuity and not be forced to "second guess" the
Congress as the provisions of H.R. 2166 expire.

Progress Payments. The NAM supports the proposed availability of the
credit as progress payments are made on qualified property. The underlying
policy of a modern- cost recovery system should be to recover quickly the tax-
payer's invested capital, not to spread that recovery out over-a long period of
time, thereby sanctioning the eroding influence of inflation on our capital
base. Whereas, the existing credit becomes available in the year in which the
property is placed in service, H.R. 2166 would allow the credit to be taken
as progress payments tre made prior to placing the asset- in service. This is a
very favorable step in the direction of a cost recovery policy which recognizes
the importance of rapid recovery of investment capital.

While we question the need to phase in this-provision over a five-year period,
the principal problem with this progress payment proposal is the limitations
on property to which it applies. The bill would allow the credit on progress
payments only with respect to property with at least a two-year normal construc-
tion period and a seven-year estimated useful life. Such limitations are in-
herently arbitrary and will discriminate against property which falls Just
outside the rules. In actual practice, it is not likely that progress payments will
be made very often on property which can be fully constructed in less than
two years and which have useful lives of less than seven years. Therefore, to
avoid arbitrary discrimination and the problems of making determinations
regarding the two and seven-year rules, we urge the deletion of these limita-
tions. The credit should be made available as expenidtures are made on any
qualified property. We believe that-the direct revenue consequences of removing
these limitations would l e minimal.

Income Limitation. With respect to the 50 percent income limitation on the
existirtg credit, the proposed increase for utilities would be a step in the right
direction. It is generally desirable that productive investment continue at a
steady pace without substantial swings. Yet. the 50 percent income limitation
prevents the full availability of the credit in taxable years in which profits
fall below the level at which the taxpayer can utilize the credit fully. Although
the market situation may suggest that modernization or expansion is necessary
for the near future, the 50 percent income limitation in effect discourages new
investment particularly in times of general economic slack and declining profits.
such as the present. Liberalizing the limitation or repealing it altogether for all
taxpayers would remove this problem.

$100 Million Ceiling. One additional problem is the $100 million ceiling which
would be established on the additional annual tax savings which would flow
to any utility by reason of the credit changes within Title III. By limiting the
savings to $100 million, H.R. 2166 would ignore the benefits of increased invest-
ment in productive property beyond the ceiling. There is no Justification for this
discriminatory provisdon and it should be deleted from the bill.

According to the Ways and 'Means Committee report, the purpose of the $100
million limitation is to prevent an "unreasonable benefit to any single com-
pany" in view of the proposed larger increase in the rate of the investment
credit-from 4 percent to 10 percent-for qualified public utility property.
However, the proposed rate adjustment for the utility sector is a redressing
of an unjustified penalty under existing treatment not an excuse for creating
a new penalty. To be sure, the proposed limitation would effectively restrict
tax savings of the American Telephone & Telegraph Co. because of its large
construction and investment program. The real victim of this restriction, how-
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ever, would not be the corporate structure but the approximately four milllion
employees and stockholders of the AT&T system whose earnings capacity would
be diminished relative to what it would be with the full credit availability, and
the millions of AT&T customers, including the manufacturing community, whose
communications services would not be improved as much as they could be
with the full credit availability.

Thus, we do not view this as a small matter of what is- a reasonable benefit
but as an unnecessary disadvantage to millions of people; one which also would
establish a bad precedent for application elsewhere.

U8ed Property. The NAM favors the increase from $50,000 to $75,000 of the
cost of used property which is subject to the investment tax credit. The fact that
property is used does not mean that it is no longer productive. In fact, we would
favor a larger increase in the allowance because, in many cases,. used assets are
the only type available to an interested" buyer.

CORPORATE SURTAX EXEMPTION

An increase in the existing $25,000 corporate surtax exemption is long overdue
as a relief measure for small business corporations. The proposed increase to
$50,000 in Title III of H.R. 2166 would certainly be a favorable move. This change
should be made permanent and the exemption should be increased even further,
for example, as provided in S. 944 by Senator Tower. If necessary because of
revenue impact, the additional $50,000 could be phased in over a five-year period.

Small businesses in the 1970's continue to present tremendous economic oppor-
tunity to the young, the innovative, the minorities and the adventurous among us.
Of the more than 12 million business enterprises in the United States, the vast
majority would be labelled as small businesses by any reasonable classification
system. For example, using business receipts of under $500,000 as a cut-off point,
there are over 9.2 million small proprietorships, 830,000 small partnerships, and
1.4 million small corporations, according to the most recently published IRSbusiness income statistics. By our own definition-that is, firms with 500 or lessemployees-83% of the NAM membership is small business. Such firms are bothsuppliers of, and customers of, large corporations and are obviously an important
segment of our economy.

It is generally agreed that the accelerating inflation of the past seven yearshas had a particularly damaging effect on small businesses, which havq limited
access to capital markets in any event. This has diminished the value of existing
small business tax relief provisions, particularly the corporate surtax exemption.

The simplest and most appropriate form of relief for this situation would be
an increase in the exemption level set back in 1950 at $25,000. It was anticipated
then that most small businesses would be subject only to the 22 percent normaltax because such companies generally would not realize taxable income of more
than $25,000.

However, this is no longer accurate. Inflation since 1950 has savagely attackedthe value of the exemption, particularly during the last five or six years. Inaddition, the Tax Reform Act of 1969 phased out the use of multiple surtax
exemptions for affiliated companies in order to remove a "loophole." Unfortu-nately, in attempting to remove a very specific type of alleged abuse, the Actincluded a sweeping provision which has unjustifiably forced many small com-
panies owned by the same family members or associates to split one exemption
among unrelated businesses where before they had two or more. In so doing,
the Act further reduced the value of the exemption for many firms.

Jumping from a 22 percent rate to a 48 percent rate on all profits above $25,000
is a sobering prospect for the small corporate businessman. A larger surtaxexemption would be most beneficial to thoge firms which are struggling to grow
through the $25,000 to $100,000 taxable income range. This change would provide
the breathing room for which the exemption was originally enacted.

An increased surtax exemption should not be viewed as the only tax relief
needed by small businesses. A number-of needed structural changes in the costrecovery area and a general lowering of tax rates for all business should be
priority items for consideration during general tax reform sessions later this
year.

INDIVIDUAL TAX REDUCTIONS-TITLES I AND I

Under Title I of H.R. 2166 Individuals would receive a limited rebate 6f their1974 tax liability. Title II would increase the standard deduction and the Income
allowance and initiate an "earned income" credit for low income individuals. The
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direct revenue impact of theee two Titles would be approximately $16% billion
for 1975. The Ways and Means Committee report clearly indicates that Title II
of the measure should be made permanent by later legislative action.

As brought out by others, the House-passed bill Is extremely bottom weighted-
that Is, the benefits of tax relief are heavily concentrated in the lower Income
brackets. An analysis by the AFL-CIO indicates that even in the $10-$20,000
middle income range almost half of these taxpayers would receive no benefit at
all from Title II of the bill. Title I would affect all taxpayers, but the relief is
so marginal relative to income in the upper brackets as to provide no significant
incentive either to spend or produce.

This Is certainly not to deny the hardships that inflation and recession work
on low income groups. We only point out that a host of rapidly growing govern-
ment transfer payment and other programs are, to a large extent, designed to
address the needs of these groups, and that a tax bill specifically designed to
help get the economy moving again is a doubtful vehicle for introducing new
plans for income redistribution. "Blumpflation," to use the new idiom, has hurt
all income groups, and tax relief to alleviate it should be spread across all

-Income groups.
To redress this imbalance in the bill, we favor the Administration's original

rebate proposal or at least that of Representative Conable (R-N.Y.) of the Ways
and Means Committee. The latter would substitute a somewhat larger and more
evenly divided rebate, to a maximum of $480 per taxpayer, which, however,
would still offer relatively more benefit to low and middle income taxpayers.
If it were necessary to make adjustments to offset the additional revenue cost
of this approach, we suggest deletion of the provision in Title III for a new
"earned income" credit, which, in effect, represents an untried experiment in the
negative income tax'and does not appear appropriate as part of this bill.

A number of questions have been raised as to the method of distribution of
tax reduction. The bill represents a compromise between the rebate and lower
withholding rates approaches.

It is probably wise to use the rebate of 1974 liabilities in part because by defi-
nition this is a temporary measure, and a stimulative tax policy toward personal
consumption expenditures may not be appropriate in the future. Some permanent
relief from the unintended and unlegislative effect of inflation pushing individ-
uals up the rate structure must be provided,. however, at some time. As the
provisions to increase the standard deduction and low income allowance are not
adequate for this purpose, some further consideration must be given to. this
very serious problem for all taxpayers, presumably in the tax reform considera-

- tion later this year.
REPEAL OF PERCENTAGE DEPLION

While much of H.R. 2166 has elicited support from a broad cross section of the
country as being necessary and needed tax reduction, the proposed repeal of
percentage depletion for petroleum, Title IV, has thrown a. most unnecessary
point of controversy into a bill which should be passed swiftly.

The NAM has supported a reasonable system of depletion for all extractive
industries including oil and gas. We certainly do not object to a careful review
of the depletion provisions, measuring their cost and effectiveness in the context
of our overall energy needs. Most certainly, however, percentage depletion
should not be dismissed as a "loophole" without thorough analysis of the effect
on consumer costs and development of new energy sources.

Consideration of overall tax energy policy is being undertaken by the Ways
and Means Committee right now and presumably by this Committee shortly-.
afterwards. These are obviously more appropriate forums for a rational discus-
sion of percentage depletion. Therefore, we urge that Title IV be dropped from
H.R. 2166.

Senator HARTKE. All right.
We will stand in recess until 2:30.
[Whereupon, at 1:30 p.m., the subcommittee recessed, to reconvene

at 2:30 p.m. the same day.]

AFTERNOON SESSION
The CHAIRMAN [presiding]. Let me just say that I have read the

statement, and I find tremendous appeal to it. I personally think that
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we ought to do something along the line of what you are suggesting,
but the one key ingredient it seems to me is that this should not be
passed as a substitute for proper credit policies in the Federal Reserve
and elsewhere in Government. I would like to know if some of you,
Mr. McKenna and others, might be able to suggest to us how we might
be able to gear.this to some measure to make adequate credit available
on reasonable terms.

I 'think you are suggesting a 6-percent interest rate; are you not,
M r. McKenna ?

STATEMENTS OF MESSRS. BUDDE KRONES, EDWIN B. BROOKS, JR.,
WILLIAM F. McKENNA, AND CARL A. S. COAN, JR.-Resumed

Mr. MCKENNA. No, I did not hap pen to, Senator, but I think the
point is that we can go ahead with this program. Of course, the tax
credit itself does not specify anything about the terms of the mortgage.
That is one of its advantages, that you let the market set the rate;
more or less, one way or the other.

It does have the advantage, as has been pointed out, of being neat,
quick, and not needing any additional bureaucratic arrangements and
being almost an automatic operation, as long as the IRS will come
through with the rebates in a reasonably short time.

I do not believe I suggested 6 percent, sir.
Mr. COAX. Senator, Carl Coan from the National Association of

Home Builders. We support and feel very strongly there is a need
to get interest rates down to a level at which the great bulk of our
population, especially the lower and middle-income, can afford.

However, at the same time, we think that the proposal for the
credit is good, desirable, and would be very useful to spur homebuild-
ingand to encourage people to buy homes now.

The CHAIRMAN. Well, I am reluctant to trespass on the jurisdiction
of the Banking Committee, certainly not without their acquiescence.
I would welcome the opportunity to work with them in the interest
rate area. I would just hope that there is someone available to work
with us and advise how this matter on interest rates can be resolved.-

Now, if you pass some bill to try to make credit available to home-
owners on reasonable terms, it is entirely possible that Mr. Arthur
Burns will ask the President to veto the bill, and the President will
veto it. Ordinarily, I do not like the idea of sending a bill out with an
amendment on it that the President does not like, in order to try to
make him sign something he does not want to sign; but it looks like
there is going to be a lot of precedent for that. We have had testimony
to that effect already from those who would like to repeal the deple-
tion allowance, and if we are going to do business in that fashioni-
maybe we ought to consider putting something on this bill to try to
do something about the credit situation.

I just wondered if you gentlemen could suggest how we might do
that. As far as I am concerned, I would welcome an amendment gener-
ated by the Banking Committee, and if the Senate passes the amend-
ment on this bill, it would be all right with me for them to do the
conferring on that amendment with their colleagues over in the House.
I would be willing to abide by whatever judgment the two Banking
Committees recommended to us in that area, so long as we had some-
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thing that would insure that interest rates are available on reasonable
terms for those who want to buy a home.

Do you people have anything to suggest in that respect?
Mr. MCKENNA. I was going to say, Senator, as you probably know,

the Banking Committee on the Senate side at least is about to resume
hearings on a series of bills, something like nine they have up for
hearing, that does touch directly on the questions of interest rates.
They are holding hearings, I believe, March 17 to 20, and as those of
us who testified on this bill noted, we think this bill is fine. It obviously
is not going to solve all the problems of the country, but it is fine as
far as it goes, and it seems to me the place to tackle those others is
before, as you said, the Banking Committee itself.

Mr. BROOKS. Senator, I am Ed Brooks from the U.S. League of
Savings Associations and the president of a savings and loan in Rich-
mond. Of course, interest rates are declining now. Take in the case of
my own association. We dropped our rates a couple of times even
within the last month, now that we find that money is coming in.

I like the $1,250 or $2,000 and 5 percent aspect of this thing, because
it seems to me one of the big factors about it all is the lack of consumer
confidence. It is a psychological factor that is involved here. The
potential home buyer is just scared, and ii we could get this thing
started with some sort of subsidy like the $1,250 or whatever, I think
that it will help housing to lead the way again out of recession by the
number of jobs it creates.

Also, as I mentioned in my testimony, there is need for tax incentive
to savers, too. We proposed that, and we were for it last time in the
last Congress, and we certainly are again-something, perhaps that
would be aimed strictly toward the housing market, maybe generally
tailored for those institutions more in the mortgage loan business.

The average saver, we have-by the way the ratio is 5 to 1, about
five savers to every mortgage holder, and they are not wealthy because
the average income is around $13,000. The average savings account is
$2,250, and 25 percent of our savers are retired and on modest incomes,
and this would generate, it has been estimated, somewhere right around
$18 to $20 billion in mortgage loans in and of itself, which would help
stimulate and help housing again to lead us out of this recession.

The CHAIRMAN. It seems to me that your people in the housing and
lending areas of that industry ought to find some betteF-answers than
we have now to keep the housing industry from going down for the
nine count every time the economy finds itself in trouble in one respect
or the other. As I understand it, Canada has flexible interest rates. I
do notknow exactly how their system works, but I think I get the idea
that the more inflation you have, the higher the interest rate goes, and
I would feel rather-oriy for a couple that bought a home where they
are paying 9 percent interest, if you look at the points they are paying
and all that, and then have that couple experience an actual stable price
level over the next 10 or 15 years.

It seems to me if they are paying that level of interest rate against
a stable price level, it would be murder. Now, if you have about 3.or
4 percent inflation every year, then when one discounts the erosion
of the principal, that really is only giving a person a net interest rate
of about 6 percent over and above inflation, it seems to me. I see you
nodding your agreement with that.
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I have thought. perhaps there ought to be some device working
slightly different from that, but you have an adjustment factor. You
could say, for example, that there would be no increased cost if the
annual rate of inflation stayed within 2 percent, but that if it went
above that, perhaps we might add to the principal 1 percent for every
2 percent that the cost of living went up beyond that 2 percent base;
for example, so that if price levels stayed constant, the interest rate
would be reasonable, and so that if the price level went up, the home-
owner would pay more, but presumably he would have more income to
pay it with if he had wage increases to go along with the increase in
principal.

I think we need some additional device, and I find myself thinking
that the Banking Committee must not be as imaginative as these tax-
writing committees. We have found all sorts of ways to bring about
results that we want if we know what results we are trying to achieve.
You see us talking in this committee about a refundable tax credit.
There is one already in the bill and you would be surprised what &-
dandy device that is to do just about anything you want to do. I think
you could almost make water run uphill with that one. [General
laughter.]

The CHARMAN. We have generated that provision without any help
from the Treasury. I find that in some connection or another Treasury
has recommended a refundable tax credit without knowing that is
what it was they were recommending, in connection with some other
bill they wanted enacted. It is just amazing how people are willing
to use a new-gimmick if it is for their purpose, and how much they
abhor it when somebody else uses it for his purpose.

The House has now finally caught up with the Senate. We sent
them a refundable tax credit three different times and they would
not have any part of it, but now that they finally sent us one, we willnow move ahead and find ways to develop that device.

As long as r-have been a member of this committee, and as long as
I have been chairman, we have" proceeded with the investment tax
credit concept that Treasury held out against for so many years, but
you take the tax credit and the refundable tax credits and the acceler-
ated depreciation and the double declining balances and all the dif-
ferent things wehave generated on this committee, not all ourselves-
some of them generated down in the Treasury-but some of it was
strictly our own ideas, you would wonder what is the matter with
those people over in the Banking Committee ? Cannot they figure out
some way to meet this problem ? Or better yet-cannot youI

Mr. KRoNE8. Bud Krones, Tucson, Ariz., Senator. I think we are
talking about two things here. We are talking about something to g.et
the show on the road and stimulate the economy. This is why we are in
favor of your proposal, the $2,000, and this is why we are asking to
include existing housing because so many of existing home buyers
must sell before they can buy a new house, and the overall effect will
be great. So far as interest subsidies are concerned, without giving it
too much thought, it would seem to me that this is an ongoing thing.
Your proposal has a 2-2%-year limit. I do not know what the ramifi-
cations would be if it were a 6-percent subsidy for 15 or 20 year. Are
we opening up a pandora's box? That I do not know at this time.
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The CHAIRMAN. All I say is that we ought to be able to develop
whatever techniques it takes to turn on the housing spigot when we
need it, and I do not think that the housing industry should take the
horrible beating that has occurred every time the economy goes on
the fritz, that the housing industry gets it in the neck first.

Mr. CoAN. Senator, we agree witt you. I think part of the problem
is that we are very dependent on onething, and that is-or one thing
with two parts, and that is money, both supply and cost. You can have
all the money in the world at 10 percent, and you are not going to build
many houses. This is one of the things that concerns us, that there is a
loosening of money taking place that is resulting in more money com-
ing into the savings and loans and the mutual savings banks, which
are the primary sources of single-family residential mortgages, an
overwhelming source of it, but the question is, what will that money
cost?

At 81/ or 9 percent or even 8 or 8 percent, when you measure that
against the cost of producing the product, it just is not possible for
a significantly large enough segment of the population to afford. Now,
a lot of our trouble started back in July. July 5, 1973, when Arthur
Burns and the Treasury and others decided to do a couple of things
with respect to what is known as reg Q. In fact, they drove up the
cost of money to the savings institutions causing massive disintermedi-
ation in them. If you look at the start rates in the statement we have
given you. you will see that things have been on a downward slide
ever since August of 1973 as far as homebuilding and housing starts
are concerned.

We have got to get interest rates back down again. In an S. & L. you
take the money today on a 6-year certificate of deposit arrangement at
7 4 percent, and cannot loan that money back out at anywhere near
what most people can afford. So these are some of the'things-the
Banking Committee is working on them. From our point of view any-
way, we are pleased with the effort and the direction which they are
talking, but there needs to be a basic restructuring of the way we deal
with our money supply in this country. We have to get away from this
concept that the Fed is following, that if there is some type of infla-
tion, we are raising the cost of credit because of the likelihood there istoo much credit. We are rationing it by rice, and that just does not
work. It raises everything, it drives up the cost of carrying the debt for
the Federal Government and everything else.

Some type of credit allocation-:and that is necessary when you have
to restrain the amount of credit-maybe is necessary. But something
has to be done, we believe, to get interest i rates do wn in general for
mortgages close to the 6-percent level. Once Nre do that. there will be
little need for subsidy except for those families who have been his-
torically served by 235. 236 and public housing. the low- and moderate-
income, who do need .iome type of help and who will only get it through
that fashion. That will not get it from the marketplace.

The CHAIRMAN. One thing that bothers me, though, is that lenders
sure have a poor piece of paper against the 1'2-percent inflation factor
if all they are drawing is 6 percent interest.

In other words, a lender would owe a tax on interest income of 6
percent and against ordinary income like if he had no offset against
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it, that. would mean he would owe perhaps a tax of half of that 6 per-
cent income, so he makes 3 percent, and meanwhile the value of that
piece of paperi he is holding has declined by 12 percent, so he pays
the Government a 3-percent tax for the privilege of losing a net of
6 percent, and after tax. he has lost 9 percent, if you look at tle erosion
of his principal.

Now, that does not seem to me to he a very good deal for a man who
holds that piece of paper.

Mr. Co.%.X. WYell, the piece of paper he holds carriers an interest
rate which is considerably below that, actually below that rate of in-
flation of say 12 percent. I think a 12-percent rate of inflation is an
anomaly in our country, and I wonder how much of it. was caused by
the fantastic increase in interest rates that permeated throughout the
economy.

In other words, we ieacted to a 6- or 7-percent rate of inflation by
letting interest rates shoot sky high and wound up with a 12-percent
rate of inflation.

Mr. MCKENNA. Senator, I was going to say with reference to your
suggestion on the variable interest rate, that there is a great deal of
action on that topic at the Federal Home Loan Bank Board level as
far as savings and loan associations are concerned, and they are try-
ing to work out a formula that will satisfy the Members of Congress
that there is an absolutely objective approach to the variance in the
rates. It would have the advantage that you pointed out, that as infla-
tion went up, the rates would go up; as inflation came down or de-
pression came along, the rates would automatically go down as well.
They would have to go down with it.

It seems to me, if I may say so, sir, you mention the Senate Banking
Committee. I think they were quite innovative when you used to be on
that committee several years ago, and I think also that you have done
your bit to help out in the situation of controlling interest rates when
you moved into the city-Corp floating note rate area and enabled us
to get some legislation on the books so that the Federal Reserve at
least has authority to control those rates.

This has been one of our problems in the financial field; that we do
not set the rates of what we pay for money. We have to pay whatever
the market demands, just like everybody else does, and it is very hard
for us. While 6 percent may be a good rate on a mortgage, it is hard
for us to make that if we have to 7 and 8 percent for our money.
It is the dilemma that you pointed out.

It seems to me that really-and I know it may be an old stock
answer, but it is a very good answer-that if we can get more fiscal
control and more monetary control so that we can get the general levels
of monev rates down, we are all a lot better off. Certainly Lhe thrift
institutions are.

Mr. BROOKS. Senator, I am really intrigued with your $40,000 limit,
that is, per house 5 percent times that, because it seems to tie in to me,
as I mentioned to Senator Dole this morning, the 5-percent downpay-
ment on the 95-percent loans are made by the thrift institutions in
this country, which means, that these people would not have to make
a downpayment essentially, and I think that would be a terrible stim-
ulus to just get this thing started.
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Another aspect of this, to bring interest rates down, it would seem
to me, if we could just get this tax incentive for savings, it would
stabilize the savings and the thrift institutions. It would certainly, I
think, help to ameliorate the feast or famine aspects of it, and it would
certainly help to bring market interest rates down.

The CHARMAN. Do you think that we can feel reasonably assured
that, if people make no downpayment because of the tax credit, that
they would not just walk off and leave those homes on our hands?

Mr. KRONES. Senator, I think the proof they will not is the VA
program, where the rate of foreclosure on the VA program, no money
down. is no higher than anywhere else, and we can sell VA homes up
to $60,000 today with no money down, if somebody can qualify.

The CHAMMAN. It seems to me that every American just by virtue
of being a citizen of this country and the contribution that we expect
of him and ask of him, is entitled at least once in a lifetime to be able
to buy a home on reasonable terms; to help him buy it and to help him
have it at the lower interest rates we can contrive for him.

Mr. BRooKS. Well, Senator, you asked in your previous question if
they would walk away and leave it. I have been in the lending busi-
ness some 20 years, and we made no downpayment VA loans. We have
been making a lot of 5-percent downpayments, and we have never
had a problem with anybody walking off and leaving. It is their home;
it ties in with what you have just said. They appreciate the fact of
having an opportunity to own their home, and that is the last thing
they are going to let go.

The CHAIRMAN. Well, it seems to me as though if we are going to
do this 5-percent thing, we ought to have a condition on it.: it is one to
a customer, you know. It is a one-shot deal, that we will help you one
time to buy a home.

Now, I have talked to some of the people in the building trades
industry and the labor organizations, and they indicate they are willing
to cooperate, if everybody else will, to help project the principle that
you will never have a better buy than you will get on a home now if we
can put this package together.

Mr. BROOKS. I think they will push it. My institution participated in
the Ginnie-Mae, Freddie-Mfack. We took all the commitments we could
get. We sold them out within a few hours to the builders, and they are
cooperating.

I think if this tax credit on top of that would go through, I do think
it would be a shot in the arm to get things started.-

The CHAMMAN. Senator Dole?
Senator DOLE. Mr. Chairman, I raised some questions earlier this

morning. This applies only to single-family dwellings; is that right?
There is no credit, if it is a condominium?

Mr. COAN. Senator Hartke indicated that his bill was intended to
_cover condominiums.

Senator DOLE. I am thinking about the energy savings. That is an-
other problem. Single-family dwellings sort of exacerbate the energy
problem. We have heard much talk about benefits to the poor. Every
witness is talking about what we are going to do for the poor. Yet I
do not see this tax credit doing anything for low-income people of
America. And I asked the question': What credit does someone who
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owns a brokendown house get if they wish to rehabilitate a house? I
understand this does not apply to renovations.

The CIHAIRfMAN. Bring in your amendment, Senator. You know,
usually my attitude about almost any bill is that I will vote for your
bill if you will take my amendment.

[General laughter.]
Senator DOLE. I am willing to do that.
And then finally the cost. Housing is a depressed industry, and

certainly I understand that.
But so is the automobile industry, and so are campers and house

trailers and things of that kind, and people live in those places. You
do not have to have a house to live in; you may live in a trailer. I do
not know whether your tax. credit, would apply to trailers, and the
cost as I understand'it would be $2 billion?

Mr. COANX. $2 billion. Depending upon what the cutoff or the limit.
would be for the credit. it, would run between $600-$700 million to $1
billion or so for new homes. But as I said, Senator, the increased reve-
nue, we think, that would flow into the Treasury would more than
offset-

Senator DOLE. But do you actually think the low-income group, as
defined by all of these other witnesses when they discussed tax cuts,
would tale advantage of this tax credit?

Mr. COAN. No, Senator, I do not think that the low income would
really benefit from this.

Senator DOLE. So this is for the upper and middle income.
Mr. COANX. This is for the, middle-income home purchaser. As we

stated in our testimony, NAJB, that is, we think that there is a
need at, least for a short-term, or a year or two effort, to put money out
at 6 percent. The two of these combined would reach down to the level
of families who are not able to buy homes today. These are the people
who up until very recently have always been considered to be in a
position, as far as earnings are concerned, to buy a home, not the
most expensive home, of course, but to buy a home.

The CRARMAN. I would like to 'ive my reaction to that, because
I have been thinking about, it myself some and looking at what you
people could generate and what I could generate myself. First Vith
regard to automobiles. If this works, in every community in America
we have unemployed carpenters, bricklayers, electricians, plumbers
plasterers. paperhangers who would move out of those union halls
where they are sitting around hoping for a call on the construction
jobs. You would have teamsters, truck drivers, all these various people,
and that is just the first line of employment. That is not going the next
step to look at, the fellow at the lumber yard or the sawmill or the
wallboard factory, and all of that, or the'roofing factory that makes
the shingles, all of that sort of thing.

So you take all of these people and put them back to work. Now,
ever, one of those fellows, particularly in the construction trades, is
a skilled worker making good pay. With those men back on regular
jobs, that makes all of them customers for automobiles, where they
sure are not customers now. Their automobile is for sale because it is
all they can do to stay ahead of the follow who is trying to collect
the note on the car. All of those people become consumers again.
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Now, the poor benefit from all of that because the great number of
those people have exhausted their unemployment insurance benefits.

And then in addition to that, if this thing works, and we are able
to get about 150,000 additional housing starts, we may find that the
additional social security taxes, the additional unemployment., the
savings on unemployment insurance, and the additional money gen-
erated for the unemplo yment insurance trust funds, the additional
income taxes on these salaries, the additional withholding, the addi-
tional taxes on profits paid by people in nill endeavors connected
directly or by the ripple effect of all of this, with enough additional
business activity, we would make money at this.

Now, I do not know if we can stimulate that many additional hous-
ing starts, but, that is a distinct possibility. And that is different, it has
a far greater multiplier effect than some other things that I am
strongly for.

For example. I am for increasing what we would do for the working
poor. I do not think we ought to pay this out by way of people who
are drawing welfare. I think we ought to be worried about welfare,
food stamps. and unemployment compensation, but the poor soul
who is out there working for low income, we ought to make a better
deal for him. if especially he has children.

But this proposal bas the potential of generating more revenue for
government than it costs the government. You cannot say that about
these other proposals. You might be able to say that about the invest-
ment tax credit because there is a big multiplier effect in that one,
but right now it looks to me like we need customers a lot worse than
we need more new machinery.

Senator Doma. Would the chairman yield?
The. CITATRAN. Yes.
Senator DoLE. I think you could probably work that around and

say the same thing with the automobile indiistry. Go up that line to
the worker and the supplier and the salesman and the dealer, and then
he is going to start buyin houses. You know it works both ways, and
then you would not need tfis program.

But I think there probably is some merit to the program. I said that
earlier. I am just trying to find out how we can make certain it is
going to work and thiat somebody does not get the credit and unload
the home and make the profit. Perhaps there ought to be a combined
tax credit and a small rebate program for the builder. Then you get a
double benefit, if you are really looking for incentive.

The CHAIRMAN'. Well, I have got two more points, Senator, that
ought to be considered. One of them is that there are very few States
that have automobile manufacturing plants. Every State out of 50
has homebuilders, so it potentially can benefit every community di-
rectly because that is an industry that exists in every community in
America.

And point No. 2 is, if I might be permitted to quote from the New
Testament, I find these words, "Ask, and thou shalt receive," and I
think sometimes it is a mistake to give something to somebody that
does not ask for it. These people are here asking for it.

Senator DOLE. They do not want it. Mr. Woodcock said they did not
want it.
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The CHAIRMAN. Well, that is what I had in mind. Why do you want
to force it on somebody that does not want it? That seems to me as
though it is more likely to work with the fellow that, does want it
than the man that does not; but those people testified-and I think
correctly-that when the economy is moving, the automobile industry
will prosper, and the automobile labor will prosper with the automo-
bile industry. " "

But the housing industry, when it is going full blast can do as much
as any industry in America to get the economy going. How does the
housing industry compare with the automobile industry in the per-
centage of the labor force involved?,

Mr. COA'N. Senator, I do not know. The labor force is about 4 mil-
lion in construction. For each 100,000 new single-family homes con-
structed, there are 187,000 man-years of employment generated, both
directly in construction and indirectly in the various supply and
manufacturing industries. Now at your 1 million home level, you are
talking about, about 2 million man-years would be generated. At the
2 million level, you are talking, aboit a 4 million man-year situation.
We had 2 million homes phis in 1971 and 1972 and 1973. Last year we
dipped down to 1.35. Also, homebuilding is down 60-some percent
from its peak. I do not think automobiles are. Now I have got nothing
against automobiles.

Senator DOLE. I do not either.
Mr. COAX. I just think we are hit harder and longer.
Senator DoLE. Well, we have a vote now, but one-sixth of the labor

force is involved in the production of automobiles. I am not suggest-
ing I am against the amendment. I want to make certain it is going
to help the housing industry. I have too many friends that have al-
ready gone broke in it.

Mr. KERIN". Mr. Chairman, as far as looking at the multiplier effect
and also at, its role in the economy, about half of all gross private
investment-this is what people always seem to look at when they are
looking at trying to swing the economy upwards, is to get investment
going-about half of all domestic investment is in construction and

alf of that is in residential housing. So it is a major sector as far as
the GNP is concerned. As far as the multiplier effect, in each one of the
last five recessions, it has been housing that has led the way. It has
been one of the key movers and sort of the harbinger of recovery. New
permits generally start to lead the upswing and get us off that trough
sooner than pretty much any other type of activity. New permits
usually revive from 2 to 11 months before the general upswing starts.

So, 'I think, looking at past history and looking at the size of the
housing sector, if you can get this going and get the psychology right
in housing through the multiplier effects, and the multipliers are quite
large in housing, larger than elsewhere, I think we can get the general
recovery underway sooner than it would have without this program.

The HAUMAN, I would like to ask Dr. Rosen to come back up here.
I would like to ask him one question.

Is Dr. Kenneth Rosen here?
Dr. Rosen, I want to ask you this-how does a stimulus for new

housing compare with a tax rebate or tax cut in termsof expanding
employment

48-493 0 - 75 - 32
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STATEMENT OF MR. KENNETH ROSEN-Resumed

Dr. RosEN. If you directed a portion of the tax rebate, let's say $1
billion, to a direct cash payment to stimulate new home purchases, you
would probably have four times the impact.

The CHAIRMAN. How much?
Dr. RosE-. Four times the impact. The normal multiplier is around

one-and a half to three. The multiplier for a direct cash payment for
a new home purchase is around 12.

The CIAIRUAN. So you think that the niultiplier in the housing in-
dustry is 12 compared to the normal 3 multiplier in just an ordinary
general tax cut.

Dr. RosEN. Right. Let me explain why.
The CHAIrrAN. Yes, please explain why.
Dr. ROSEN. There is a double multiplier effect when you aid new

housing as opposed to an ordinary tax rebate because the'Government
puts up $1,000, the individual puts up approximately $4,000, and banks
would loan $25,000 to $30,000. So it is really a double multiplier effect
with the housing industry versus any other section of the economy, and
right now there is plenty of mortgage money coming back into the
banks because of savings inflows. You really 'do not have a mortgage
credit crisis, you have a demand crisis, and direct cash payments to
purchasers of new homes is the way to stimulate demand very rapidly.

The CHAIRMAN. Would you answer this question? To what extent
would a tax credit for resale housing stimulate the economy? In other
words, a house that one has owned is resold.

Dr. ROSEN. Well, basically, I recognize there are linkages between
the new market and existing market, but the employment effect would
be substantially less. It is very hard to estimate exactly what it would
be.

Senator DOLE. Would the tax credit apply to the resale?
The CHAIRMAN. We can easily enough do it. I have been consider-

ing proposing that we have a lesser tax credit, perhaps a 21-percent
tax credit for resale, so that if a family wants to move from their
home over into a larger home because they have an addition to their
family, that they should have a 21/ 2-percent tax credit, which would at
least be enough to cover the closing costs and the paperwork to move
from one house over into the other.

How would you look upon that?
Dr. RosEw. I think it would be worthwhile. There is one problem

with that. It would substantially increase the cost because people who
move from one old house to another old house would also get the
credits. So only if you made it for somebody moving into a new house
from an existing unit do I think, would you get the maximum.

Senator DOLE. An old house to a newer old house?
The CH rMAN. Well, Doctor, it also would have the stimulating

effect. When a family moves into a larger home, usually before they
move they are going to paint the walls, they are going to repair the
house, they are going to take out the old refrigerator that does not
seem to be working very well and maybe replace it and replace the
old range with a new range. The old rugs-would never fit so they have
to buy new rugs. The wife moving in does not like the old drapes, does
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not like the old curtains. So that all of these things have to be replaced
and by the time you get through with all of that, there is an awful lot
of additional consumer purchasing in there. And since they are mov-
ing from a home that they previously owned, let us say, into another
home, they have some equity to start with.

Dr. RosEN. I agree with you and I think it would be worthwhile.
However, I am saying it would more than double the cost of a program
like this and you have to realize that the effect on decreasing unem-ployment would be nowhere near as great as directing a larger share
of the money into new housing. But if you did it like 75 percent for
new and 25 percent for existing housing, which is somewhat on the
order of what you are thinking about, it would be more acceptable.

The CHAIRMAN. It seems to me you still have a larger multiplier
effect than you do by just a willy-nilly tax cut.

Mr. RosF.. Yes, sir.
The CH1AIR'M.AX. I mentioned this before. I was talking to a developer

who has had his health injured by this setback in the economy, and
that man told me when he talked about the tax cut, "Well, I just hope
that they do not proceed to give that money to somebody who is not
going to spend it because I do not need the tax cut for myself. What
I need is customers."

And I think that is true of the entire housing industry, the auto-
mobile industry, and a great number of other industries.

Mr. RosE.N. I think the advantage of doing it for housing is that
housing is geographically dispersed. In every city in the country there
are houses built. In automobiles you would concentrate it, more on
certain sections of the country.

It seems to me you should spread out the effect geographically as
much as possible to get the economy moving every place.

The CHAIRMANX. That is one thing that concerns me. I would be a
little embarrassed to go back to my home town of Baton Rouge or
New Orleans or Lake Charles and Monroe, La.. and have those people
say, "Well, Senator, we sure do appreciate all those jobs you provided
in Detroit. Tt, is too bad you could not have done something for us
down here."

With your encouragement I am going to persevere in this effort.
Thank you very much. gentlemen.
[Whereupon, at 3:10 p.m, the committee adjourned, to reconvene

subject to the call of the Chair.]
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STATEMENT BY SENATOR JOHN G. TowER
I come before this committee to support the provision in Title III of H.R. 2166

which would increase the existing $25,000 corporate surtax exemption to $50,000.
This would help to provide much needed tax relief to small corporate businesses,
and I hope that at least the $50,000 exemption figure will be enacted.

I encourage this committee to extend the proposed relief even further. On
March 5th of this year, I Introduced S. 949 along with my distinguished colleagues
Mr. Buckley, Mr. Fannin, Mr. Garn, Mr. Humphrey, Mr. Laxalt and Mr. Thur-
mond. This bill would increase the surtax execption to $100,000 immediately.
Such an increase is justified by the economic facts of life facing small business,
and I believe that H.R. 2166 which is before this committee is an appropriate
vehicle for such an increase. The direct revenue impact of a $100,000 exemption
would be approximately $2.3 billion which is $1.1 billion above the estimate for
the $50,000 exemption. It is important to keep in mind that the effect of the ex-
emption would be to increase funds available for investment by small corpora-
tions, and the increased employment and economic activity would generate addi-
tional revenue over a period of time.

According to the most recently published IRS business income statistics, there
are over 12 million business enterprises in the United States today. By any rea-
sonable classification system, the vast majority of these firms would be classified
as small businesses. For example, applying a test of annual business receipts of
under $500,000, there are over 1.4 million small corporations, 830,000 small part-
nerships and 9.2 small proprietorships. Large corporations depend on such firms
to be both suppliers and customers. Obviously, small business is a very crucial
segment of our economy. National policy should encourage the creation and
growth of such firms.

Tax policy has a very substantial impact on the ability of business in general-
and small firms in particular-to generate needed capital for growth and ex-
panded employment opportunities. I am gratified to see that the tax relief meas-
ure now being considered by this committee recognizes the importance of tax
relief for businesses as well as for individuals. Too often we tend to overlook the
favorable impact which lower business taxes can have on the ability of firms to
generate needed capital.

As general tax reduction is considered by the Senate, we should keep in mind
this passage from the report of the President's Task Force on Improving the
Prospects of Small Business reported:

The inhibiting effect of high income tax rates on small business has long been
recognized. New and growing small businesses often cannot meet their initial
and early costs and, at the same time, pay out a high proportion of earnings in
income taxes. A high income tax depletes the internal funds for additional in-
vestment on which the small business must mainly rely. Measures that permit
increased retention of earnings, on the other hand, help to finance growth, ease
the climate of borrowing, and foster the establishment and healthy expansion
of small concerns.

If a small business is a corporation, it faces a special tax problem. As you
know, corporate income is subject to a split rate-the 22 percent normal tax on
all Income and the 26 percent surtax on all incomes in excess of $25,000. In addi-
tion, corporate income is taxed at individual rates when dividends are paid.
This double taxation burden is not faced by other types of small businesses.

Over the years, the Congress has extended some tax relief to the small cor-
porations. For example, during the period when corporations were subject to a
graduated income tax, the first $25,000 of taxable income was generally taxed at
much lower rates than income in excess of that amount. When the split rate for
corporations was established by the Revenue Act of 1950, the $25,000 surtax
exemption was adopted, and it has continued in use to the present day.

(497)
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Prior to the Revenue Act of 1964-Public Law 88-272-the corporate normal
tax rate was 80 percent and the surtax was 22. percent for a very high combined
rate of 52 percent. The Revenue Act of 19(4 provided for the reduction of tile
combined rate to 50 percent for 1964 and to 48 percent for 1965. In so doing, that
Act also provided for the "reversal" of the split corporate tax rate so that the
normal rate was reduced to 22 percent and the surtrx changed to 28 percent for
1964 and 20 percent for 196,5 and subsequent years.

The major reason given for the reversal of the rates was to benefit small busi-
nesses. The report of the House Committee on Ways and Means which accom-
panied H.R. 8363, the Revenue Act of 1964, cited the importance of small busi-
nesses in maintaining competitive prices in the economy, and it noted the difficulty
small businesses may have in gaining access to outside sources of funds to finance
their expansion. The committee noted that sma!l businesses traditionally find it
necessary to expand largely out of income remaining after tax. The Senate
Finance Committee noted similar reasons for the rate reduction and reversal.

Few would question that-the exemption level of $25.000 is woefully inadequate
today. Since 1950, inflation has savagely attacked the relief value of the exemp-
tion, and this is particularly true of the last five or six years. In addition, the
mounting financial burdens Imposed on small corporations by social security taxes,
federal related OSHA expenses, pension plan requirements, pollution abatement
requirements, government paperwork in general and other factors have also
sapped the ability of the small business sector to generate sufficient capital.

One particularly troublesome factor was the provision of the Tax Reform Act
of 1969 which phased out the use of multiple surtax exemptions. Unfortunately,
instead of surgically removing the possibility of alleged abuses, such 'as setting
up multiple corporations with the same general line of business, the Act has
slashed away all multiple exemptions, thereby forcing different types of busi-
nesses which are owned by the same family members or associates to split one
exemption where before they had two or more. In so doing, the Act further
reduced the value of the exemption for many firns.

The combined effect of these factors has been to reduce drastically the value of
the exemption. Nowadays, jumping from a 22% rate to a 48% rate on all profits
above $25,000 is a sobering prospect for the small corporate businessman and one
which should not have to be faced in the early and growing years of the business.
Double taxation of the income is difficult enough to bear without seeing the value
of the prinlepal relief mechanism being diminished.

The simplest and most efficient method for overcoming this difficulty is an
increase in the corporate surtax exemption. This change has not been compli-
cated to draft. It would not require massive new regulations for its implementa-
tion. It would not tend to encourage any litigation over its intention or applica-
tion. It would simply recognize the need to update the relief provision which is
extended to small and growing corporate businesses to help to overcome their
special tax problem.

Some have suggested that small businesses might be more equitably aided if
a real graduated tax were imposed on corporations so that businesses would
gradually become subject to higher taxes as they grow and expand. I do not
agree. A very significant problem would he the penalizing of success. The basis
for providing relief for small businesses is a desire to encourage their creation.
survival and growth. By treating firms less favorably as they grow, a graduated
corporate tax would subsequently penalize the very firms which it was enacted
to aid. In effect, this approach would improve the earnings picture for small
corporations and simultaneously discourge the productive investment of those
earnings for expansion and growth.

Another result would be to penalize the employees of larger firms. Business
which did not qualify for the provisions would incur greater tax costs. As a result
employees could well be denied increased benefits or wage adjustments simply
because their employer was too large to receive the treatment accorded smaller
employers.

In addition, a graduated tax on corporations means that a heavy penalty
would be Imposed on businesses with fluctuating incomes as compared to busi-
nesses with more stable levels of income but with the same total income over a
period of years. A graduated tax also means that tax burdens will vary as do the
characteristic sizes of business units in various industries and I do not believe
in such arbitrary standards for the allocation of tax burden. Finally, gradu-
ated tax rates would encourage the division and reorganization of corporations
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for tax reasons rather than for sound business reasons. The principal advantage
of raising the surtax exemption is that an effective rate reduction could he
achieved without tampering with the normal rate structure through statutory
reductions.

OFFICE OF TELECOMMUNICATIONS POLICY,
EXECUTIVE OFFICE OF THE PRESIDENT,

Washingon, D.C.
ion. RUSSELL B. LoNO,
Chairman, Senate Finance Committee, Dirksen Senate Oflce Building, Wash-

ington, D.C.
DEAR MR. CHAIRMAN: While the Office of Telecommunications was not asked

to testify on Il.R. 2166, the Tax Reduction Act of 1975, 1 am enclosing a letter
to Secretary Simon which sets out our view of Section 301(c) of the bill. I will
appreciate your consideration of our position and for the possille inclusion of the
letter to Secretary Simon as part of the record if you so desire.

Sincerely,
JOHN EOER,
Acting Director.

Enclosure.
OFFICE OF TELECOMMUNICATIONS POLICY,

EXECUTIVE OFFICE OF THE PRESIDENT,
Washington, D.C., March 3, 1975.

Hon. WILLIA E. SIMON,
Secretary of the Treasury,
Department of the Treasury, Washington, D.C.

DEAR MR. SECRETARY: I understand that you will be appearing this week
before the Senate Finance Committee to present the Administration's position
on H.R. 2166, the Tax Reduction Act of 1975. We are particularly interested in
the provisions of Title III of the bill insofar as they propose revisions to the
investment tax credit available to the nation's telephone utilities.

Sections 301(a) and (b) are in accord with the Administration's proposal that
utilities be treated on a parity with other businesses. This gives appropriate
recognition, in our Judgment, to the capital-intensive nature of the telephone
industry, and to the importance of encouraging additions and improvements to
our communications infrastructure that will support general economic resurgence.

Section 301(c) of the House-passed bill, however, places a "cap" of $100
million on the increase in investment tax credit that may be taken by any one
group of affiliated utility conmpanies. This limitation will apply to only one
taxpayer, the American Telephone nnd Telegraph Company.

In our view, Section 301 (c) detracts from the effectiveness of a tax reduc-
tion bill otherwise designed to stimulate new investment and insure the con-
tinued modernization of existing telephone company facilities.

We would urge that public utility investment tax credit policy should be neutral
on questions of market structure and that Section 301(c) be deleted from the
bill.

Sincerely,
JOHN EAGER,
Acting Director.

STATEMENT OF THE UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION ON TAX
REFORM FOR UTILITIES, SUBMIT'rED BY THOMAS HOWARTH, DIRECTOR OF
GOVERNMENT RELATIONS

SUM MARY

The United States Independent Telephone Association (USITA) is the na-
tional trade association of the Independent (non-Bell) segment of the tele-
phone industry In the ITnited States. The Independent telephone industry con-
sists of 1,697 operating telephone companies serving over 25 million telephones
through 11,100 exchanges in over one-half of the served geographical area of
the nation. These companies, together with the operating companies of the Bell
System, provide exchange and interexchange telecommunications services through
the integrated facilities of the telephone network.
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The Independent telephone companies, 'along with, other utilities, are faced
with a very serious problem In raising capital to finance modernization and ex-
pansion, which problem has caused substantial cutbacks in construction pro-
grams and accompanying reductions in the labor force. Unless the trend Is re-
versed, the nation's economic growth will be retarded and the public's safety
and welfare will be Jeopardized. Therefore, substantive tax revisions are needed
for industry in general and utilities in particular. Specifically, we support the
following tax proposals:

(1) An Increase for 1975 in the investment tax credit to 12 per cent for all
taxpayers, including utilities.

(2) An increase in the investment tax credit on a permanent basis to 10 per
cent for all industries, including utilities. This will eliminate the gap between
utilities and other industries as recommended by the President.

(3) The complete elimination of the 50 percent limitation on the investment
tax credit for utilities.

(4) A reduction in the corporate tax rate from 48 percent to 42 percent.
(5) The optional deduction by all industries, including utilities of, dividends

on new preferred stock.
(6) The tax-free reinvestment of cash dividends by the utilities' shareholders

(the "Citizens Utilities" plan) to stimulate new equity investment.
More detailed information supporting our position on the various tax pro-

posals follows in this statement.
INTRODUOTION

The present recession, coupled with double-digit inflation, high interest rates,
and a tight money market, has had a most severe impact on the telephone in-
dustry along with other utilities. As a consequence, it is imperative that some
badly needed tax revisions for utilities be enacted by the Congress. Otherwise,
there will be further cutbacks in construction programs to the detriment of
the nation's communications service and, in turn, to the safety and welfare of
the general public.

These tax revisions, along with regulatory changes, are needed to overcome the
great difficulties that exist in attracting the massive amount of capital that is
required for expansion and modernization. We must point out that these diffi-
culties are being compounded day by day. For example, from the market high in
1973 to December 31, 1974, the stocks of the six Independent telephone companies
listed on the NYSE declined an average of 49.9 percent, which is greater than
the decline of 43 percent for other utilities during the same period. This has
created a situation in which bond ratings have been downgraded and equity
issues are being sold below book value. A recent issue by our largest Independent
telephone company sold for 28 percent below book value, an impossible situation.

The result is that for the first time in 27 years, the budget for new construc-
tion of the Independent telephone industry for the year (1975) will be less than
for the previous year. While the industry has shown an annual average construc-
tion growth of 12.2 percent over the last decade, the forecast for 1975 indicates
a decline of close to 7 percent, thereby making the decline close to 20 percent over
normal growth. Reducing this to a dollar amount shows that the cutback in 1975
construction amounts to around $400 million for the Independent telephone in-
dustry. Unless this trend can be reversed, it will inevitably lead to degradation
of service, serious damage to our economic system and Jeopardy to the public's
safety and welfare.

The construction budget for the Independent telephone industry is porJected
at $2.4 billion for 1975. As stated previously, the capital-raising position of our
industry has been seriously weakened. Therefore, a strong and immediate stimu-
lus is clearly needed. Such an incentive would immediately provide the telephone
utilities with increased cash flow, strengthen their capital structures, and im-
prove return on equity and interest coverage. We urge you to pass the following
tax reform measures for utilities.

INVESTMENT TAX CREDIT

Rate

The Independent telephone industry supports any temporary increase in the
investment tax credit which is deemed in the best interest of the economy. How-
ever, on a permanent basis, we strongly recommend an increase to 10 percent
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for all industries, Including utilities. In making the rate for all industries the
same, the present discrimination against utilities would be eliminated. It is
clearly evident that the real competitive factors today are sources of funds
rather than business-type competition. Furthermore, utilities are suffering from
lack of investor interest to an even greater extent than are other industries.

Limitation

The present 50 percent limitation on the investment tax credit has never had
any logical basis except for protection of the revenue. It discriminates against
those companies which do most to carry out-the objectives of the Congress in
making the investment tax credit available. Due to the capital intensiveness
of the telephone industry as a whole and the rapid expansion by many com-
panies in particular, full use of the credit is nullified by the limitation. As far
as the Independent telephone industry is concerned, relief In this area is as
critical as an increase in the rate.

We strongly recommend that the limitation on the investment tax credit for
utilities be eliminated completely. For example, in 1975 if the investment tax
credit rate is raised to 10 percent and the limitation raised to 75 percent, an
additional credit of $78.7 million could be utilized by the Independent telephone
Industry. On the other hand, if the limitation is removed entirely, the amount
would be $87.8 million, an increase of only $9.1 million. This is a very small
amount considering the fact that the Administration Is recommending a tax
(.at of $4 billion in the investment tax area, yet it is a very significant amount
to the financial health of hundreds and hundreds of small and medium-sized
telephone companies. Even with the limitation removed entirely, there would still
be $39 million in credits unusable by the Independent telephone industry due
to insufficient earnings. Another relationship we would like to point out is that
the $87 million in usable credits (at the 10 percent rate and with the limitation
removed represents only 3.6 percent of the funds needed to finance the Independ-
ents' 1975 construction program.

Accounting Treatment

A normalization requirement for additional benefits that might be granted
tnder the investment credit, either through increasing the rate or eliminating
the limitation, should be proposed on a similar basis as provided by Congress
in recent years. The logical basis of this action is well understood and will not
he developed further here. In addition, the benefits that are granted under
present law for the investment credit should be required to be normalized for
regulated companies. The problems that "flow through" rate making creates are
becoming better known to the companies and to the regulators as well as time
goes on.

TAX DEDUCTION FOR DIVIDENDS ON NEW PREFERRED STOCK ISSUES

We support the Administration's proposal to allow the optional tax deduction
of dividends paid on new issues of preferred stock by corporate taxpayers, in.
cluding utilities. There is a precedent for this treatment as to pre-1942 issues.
The thought in that prior action is still relevant; preferred stock dividends have
many of the characteristics of debt securities on which interest is deductible.
Such a proposal would strengthen the financial health and future growth capa-
bility of the capital-intensive utilities by expanding the market for preferred
beyond corporate and fund holders and thus permitting a more favorable debt-
equity ratio to develop.

REDUCTION IN CORPORATION TAX BATE

We support the Administration's proposal to reduce the corporate income tax
rate from 48 per cent to 42 per cent or to any rate that would facilitate capital
expenditure, stimulate the economy and create jobs. As to utilities, the bulk of
this tax reduction would be offset by a decrease in the investment tax credit
that could be utilized.

DEFFERRED TAXATION-DIVIDEND REINVESTMENT

The 1969 law prohibits the issuance of common stock which permits taxpayers
to choose income while other taxpayers are allowed in effect to plow back their
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dividends tax free and realize them, if at all, at a later date through capital
gains. Under this post-1969 rule, utilities are forced to choose between appealing
to the widows' market that requires high dividend rather than to appeal to
more wealthy investors who are looking for capital -gain opportunities. It is
most unfortunate that this latter group is essentially barred from investing
through the restrictions that the tax law places on the investment marketing
mechanisms. The 1969 law inhibits a more broad marketing of stock of utilities
and practically inhibits corporate level earning retention for internal growth.

Rather than reversing the 1969 prohibition on two classes of common stock, we
strongly urge that the law be amended to permit the deferred taxation of divi-
dends on common stock directly reinvested by stockholders in the common stock
of-the utility paying the dividend. This would be similar to the Internal Revenue
Service's 1956 Citizens Utilities ruling.

CONCLUSION

The common goal of the Administration, the Congress and the business com-
munity is to reverse the nation's serious recession by stimulating the economy
and in turn creating jobs to relieve our critical unemployment posture. This is
also the goal of the utilities.

However, in addition, the utilities have the obligation and, in fact, are required
by regulation to provide service to the American public, which is not the case
for other industries in general. Furthermore, if we are to achieve our goal of
stimulating and expanding the economy, the utilities must be ready to accom-
modate this expansion. If not, the nation's economic growth will be stalled and
the public's welfare and safety will be jeopardized.

To meet this obligation, utilities require massive amounts of capital; and, to
reiterate, the utilities' capital-raising position is deteriorating day by day. There
are only three sources of capital: internal, borrowed and equity capital. The
utilities' internal capital growth has practically come to a standstill due to infla-
tion and regulatory lethargy; most utilities have reached the limits of their
debt-carrying capacity; and raising new equity capital is almost impossible when
the stocks of nearly all utilities have to be marketed below book value.

All of the tax proposals in this statement will assist the utilities in improving
their capital-raising position in one or more of the three categories listed and,
in turn, improve the basic financial health of all utilities. We respectfully urge
your immediate consideration.

STATEMENT OF THE NATIONAL RErmED TEACHERS ASSOCIATION AND.T-HE AMERICAN

ASSOCIATION OF RETRED PERSONS
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I. IN GENERAL: AN EXPRESSION OF SUPPORT

Our Associations wish to express support for H.R. 2166, the Tax Reduction
Act of 1975, and its objectives. The $21. billion revenue less projected for the
bill I is greater than that for which the Administration's tax relief proposal
provides. We believe, however, that the Administration's budget, of which its
tax proposal is a part, is not sufficiently stimulative to accomplish the most crit-
ical objectives at the present time-putting people back to work and restoring
a healthy rate of growth in real output.

1 In view of the Committee's decision of March 4 to defer consideration of the House-
passed amendment to eliminate the depletion allowance, we shall rescind from any dis-
cussion of the merits of that Issue.
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In view of the continuing high rate of inflation (that has substantially eroded
purchasing power), higher energy costs (and their inflationary impact), and
the rapid rates of increase in social security and income taxes (which together
with inflation, more than offset the higher wages and salaries received by the
worker attempting to keep up) a reduction in federal taxes is certainly indicated.
Last year, all measures of real income and earnings declined.' The 3 percent
decline in real disposable income-the most comprehensive measure of earnings
and other types of income for the entire economy-was almost twice as large
as that which occurred during any other post-war recession.3

II. QUALIFICATIONS

Our Associations' support for H.R. 2166 is not, however, without qualification.
63.6 percent of the $8.1 billion rebate with respect to 1974 taxes is intended for
the benefit of taxpayers with AGI between $7,000 and $20,000. While this group
was confronted by the largest percentage increase in taxes last year, the absence
of a negative tax aspect to the rebate (eligibility is contingent upon actual tax
liability) will mean that the poor and non-poor aged living on nontaxable income
will not share to any extent in the intended relief. Even the Administration's
proposal would have provided an $80 payment for these groups.'

While the cost-of-living in 1974 rose about 14.5 percent for intermediate and
higher budget family units because the items which constitute a relatively larger
share of these groups' 'budgets-housing, transportation and taxes-rose faster
than other items, the cost of living of the lower budget group rose by 14 percent."
Moreover, economic forecasters are predicting that lower budget families are
more likely to face 1975 cost increases higher than those faced by families at
higher income levels (thus repeating the 1973 cost-of-living experience) since
food, which constitutes a disproportionately larger share of their budgets is
expected to rise faster in price than Other items.'

Because of the higher rates of inflation with respect to necessaries such as food,
the poor and fixed income aged have, over the last three years, suffered a rela-
tively greater loss of purchasing power than other groups.' Since the purpose of
the intended tax relief is to stimulate demand to create Jobs, a proportionate
share of the relief dollars should be placed in the hands of those most likely to
spend them-the poor and the aged. We do not believe that this can be readily
and efficiently done in the absence of a tax rebate with a negative aspect.

Certainly, it would be possible to channel increased income to some of the poor
and fixed-income aged who have no federal tax liability through existing pro-
grams such as Aide to Families with Dependent Children and Supplemental Se-
curity Income. But these programs do not reach all of the poor nor do they
reach all of the aged who are not poor but have no tax liability. Indeed, the Sup.
plemental Security Income program is, according to the Joint Economic Com-
mittee, presently providing benefits to less than 4 of the estimated 1.2 million
eligible individuals.

Although our Associations have consistently urged welfare reform (taking
into account what has already been done with respect to the substitution of the
S81 program for the former federal-state adult assistance programs), we cannot
realistically expect comprehensive welfare reform, despite the need therefore,
to be achieved in the near future. Too many other items are competing for prior-
ity attention in the Congress.

Our Associations are aware that the $8 billion individual income tax reduc-
tions of title II of the bill (which includes an increase in the low income allow-
ance and the percent standard deduction, and a refundable earned income credit)
would reduce the federal income tax burden with respect to aged taxpayers and
remove many of them from the tax rolls. In 1971, however, only 4.5 of the 6.8
million returns filed by the aged were taxable returns; only about 5.8 million

2 See Table I in the Appendix, p. 8.
3 See Table II in the Appendix, p. 9.
' It was not that the poor and the fixed income aged had suffered the most from the

impact of inflation but that these groups would suffer even more from the Administra-
tion's energy program that was apparently the motivation behind this $80 payment
proposal.

'See Staff, Joint Economic Committee, "Inflation and the Consumer in 1974," 94th
Cony., 1st Sess. 9 (Feb. 10, 1975) (hereinafter referred to as Joint Eco. Staff Study).

Sd. at 10.SSee Joint Eco. Staff Study at 4.
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aged persons (66% of 8.7 million) had some federal tax liability. It should be
clear that the aged who are taxpayers are a distinct minority within their own
age group and a very small minority within the population as a whole. There-
fore, the tax reduction which they can expect to receive under H.R. 2166 will be
disproportionately small.

IMI. PROPOSED AMENDMENTS

Our Associations recommend for consideration by the Committee the follow-
ing amendments.

First, the earned income credit should be made permanent. Our Associations
are committed to the lessening of the regressivity of the payroll and self-employ-
ment taxes. The earned income feature of this bill would provide such relief
indirectly by integrating the federal income tax with the payroll and self-
employment taxes.

Second, a negative aspect to the rebate intended to be provided with respect
-to 1974 taxes should be incorporated. The Committee might consider setting
the minimum rebate at $100 instead of the "lesser of $100 or the taxpayer's 1974
tax liability" for which the bill presently provides.

IV. THE BUDGET DEFICIT AND JUSTIFICATION FOB PROPOSED AMENDMENTS
Our Associations recognize that the Administration's fiscal 1976 budget con-

tains a projected deficit of $52 billion-a deficit that is unrealistic insofar as it
assumes acceptance of the proposed 5 percent limitation on cost-of-living adjust-
ments in the primary retirement and welfare systems and the curtailments in the
Medicare and Medicaid programs. On the other hand, we also recognize that
if the economy, were- operating at full potential with "full" employment, this
budget would not produce a $52 billion deficit but a $12 billion surplus.

While the amendments which our Associations are proposing to H.R. 2166
would increase the projected deficit for fiscal 1976, we would prefer an even
greater deficit this year, if incurring such a deficit would mean a more rapid
return to a full employment economy. We are convinced that highly stimulative
macroeconomic policies must be pursued for the purpose of restoring and sustain-
ing a rate of growth in real output in excess of the low rates that the Adminis-
tration's budget contemplates for this and succeeding fiscal years (roughly 5 to 6
percent per annum). We would be willing to trade an even greater deficit this
year for deficits and rates of unemployment lower than those projected by the
Administration for succeeding years.

Certainly a $52 billion deficit is a cause for concern. But the far greater eco-
nomic losses that result from a continuing recession are even more serious. High
rates of unemployment mean successive budget deficits and lost output. This
latter consequence means that the pie which we all must share will be smaller
than it-might otherwise have been. A loss such as this is never really retrieved.

Our Associations are fully aware that if highly stimulative macroeconomic
policies are successful in revitalizing the economy, the type of inflation that
results from excess aggregate demand would again become a problem. Indeed,
even as the volume of idle resources is being reduced, shortages will emerge in
particular sectors and create inflationary pressures before full employment is
reached. But certainly, considering the excess capacity within the economy at
the present time, this type of inflation is not likely to be the type with which
we will be immediately confronted. Instead, we must contend with the type that
results from excessive concentration of market power in particular markets.
With respect to this type of inflation, a mechanism more appropriate than macro-
economic policies must be perfected and utilized. No economic program that
attempts to deal with inflation while ignoring recession or with recession while
Ignoring inflation will be successful. A comprehensive economic program must
deal with both.
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TABLE I-ANNUAL RATES OF CHANGE FOR SELECTED MEASURES OF INCOME AND EARNINGS'

1965-69 1970 1971 1972 1973 1974 1973: IV 1974: I 1974: II 1974: III 1974: IV

Real disposable income ---------------------------- 4.0 3.1 4.5 6.9 3.8 2-3.0 0.7 -7.9 -4.4 -0.4 NA
Real per capital disposable income ------------------ 2.8 2.0 3.5 6.0 3.1 '-3.7 0 -8.5 -5.0 -1.1 NA
Real adjusted hourly earnings, private nonfarm ------- 2.9 0 3.2 3.1 -1.1 -3.4 -2.7 -6.6 -1.4 -2.8 -2.8
Real adjusted weekly earnings, private nonfarm ...... .7 -1.6 3.;L 3.7 -2.0 -4.6 -4.0 -8.1 -2.7 -1.1 -6.3
Real spendable weekly earnings- ------------- --. 4 -1.2 4.4 4.4 -3.4 -5.3 -4.6 -8.4 -3.6 -2.2 -6.9
Real compensation per manhour, total private 2.9 1.1 2.8 3.5 -2.0 -2.0 -1.3 -4.5 -1.6 -2.5 -2.8

1 Percent changes for annual data are based on 4 quarter changes. from 4th quarter to 4th quarter; Earnings expressed in 1967 dollars for a worker with 3 dependents.
percent changes for quarterly data are based on quarterly averages expressed at compound annual Source: Bureau of Labor Statistics. Department of Labor, and Bureau of Economic Analysis, De-
rates. atet Cmec2 Percent changes from 3d quarter, 1973 to 3d quarter, 1974, the most recent quarter for which partment of Commerce.
data were available at press time.

01
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As the following table shows, the decline in real disposable income during
the current recession is almost twice as large as that which occurred during
any other post-war recession.

TABLE II.-CHANiGES IN INCOME AND TAX BURDENS DURING POSTWAR RECESSIONS

Taxes as a percent of personal incomePercent
decline Including Government Excluding Government
in real transfer payments transfer payments

disposal
Recession years income I Peak Trough Peak Trough

1948-49 ............................. -1.9 10.4 9.5 11.0 10.1
1953-54 ............................. - -. 7 14.2 13.2 14.9 14.0
1957-58 ----------------------------- -1.3 13.8 13.4 14.7 14. 4
1960-61 ............................. -. 7 14.6 14.5 15.7 15.8
1969-71 ............................. -. 8 18.1 16.9 19.8 18.8
1973-74 --------------------------- -3.1 17.8 18.4 19.9 20.8

I Percent changes based on those quarters during which peak and trough months occurred, as defined by the National
Bureau of Economic Research

Source: Bureau of Economic Analysis, Department of Commerce.

THE ASSOCIATION OF THE BAR
OF THE CITY OF NEW YORK,

New York, N.Y., March 10, 1975.
Re Alternative approaches to a minimum tax.
MICHAEL STERN,
Staff Direotor, Scnatc Financc Committee,
Senate Omce Building, Washington, D.C.

DEAR SIR: Ever since January. 1969 when Secretary of thMe Treasury Barr stated
that there were 154 persons who had adjusted gross incomes in excess of $200,000
who paid no Income taxes, there has been a substantial amount of discussion
both In the press and Ih Congress about tax )references. In general, there are
two major problems:

(1) Do certain of the provisions in the Internal Revenue Code which permit
taxpayers to reduce their income taxes by reason of making certain investments
produce benefits to society that justify the reduction in taxes?

(2) Even if the benefits that society obtains from these preferences justify
their cost, should not all taxpayers, particularly those in the higher income level,
pay some Federal income taxes?

Since 1969, Congress has treated the first problem directly by amending the
applicable provisions of the Code and thus reducing the benefits of depreciation,
depleflon and capital gains. With respect to the second problem, Congress insti-
tuted the minimum tax, which caused taxpayers who were paying very little tax
to have their tax liability increased. This Committee takes no position upon the
question of whether the changes that were enacted were sound and whether
even more drastic changes should have been enacted. It does, however, agree with
the analytical approach that Congress took of treating these problems separately,
and is concerned with proposals which, in an attempt to make more effective the
solution of the second problem, would in effect impose an excise tax upon all tax
preference items by eliminating the deduction for income taxes paid from the
computation of the minimum tax.

If it is the consensus of Congress that the minimum tax in its present form does
not adequately solve the second problem, consideration should be given either (I)
to making the present system more effective by expanding the list of tax pref-
erences, reducing the $30,000 annual exclusion and increasing or making progres-
sive the rate of tax on tax preferences: or (i1) to the adoption of a minimum tax-
able income system similar to that considered by the Ways and Means Committee
during the last session of Congress. The Committee believes, however, that if the
present system of Imposing a minimum tax on tax preferences is retained, It
would be Inappropriate to eliminate the deduction for income taxes in an attempt
to solve the second problem for the following reasons:

1. It would amount in effect to an across-the-board excise tax on the use of
certain tax preferences. The result would be a non-selective reduction in the
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incentives afforded by such preferences. It is submitted, however, that the
desirability of reducing or eliminating any preference should be selectively con-
sidered in connection with the first problem so that reduction or elimination
occurs only if and to the extent that it is believed that the benefits resulting
from the incentives afforded by such preferences are outweighed by the loss of
revenue. It makes no sense for Congress to offer preferences to taxpayers to
encourage them to divert resources to certain areas and simultaneously to tax
all such persons equally for doing what Congress intended.

2. If the deduction for taxes paid were eliminated the minimum tax would
apply equally to all persons who make the investments which Congress wishes
to stimulate rather than merely to those persons who unduly eliminate or reduce
their income tax liability by the excessive use of preference items.

3. Elimination of the deduction for income taxes would not help solve the
second problem because it would not increase the tax burden on those taxpayers
who already pay little or no taxes because of the excessive use of tax preferences.

4. If the deduction for income taxes were eliminated and the minimum tax
made equally applicable to all taxpayers with tax preferences (whether or not
their preferences are inordinately large in proportion to their incomes), it would
be difficult to use significantly increased or graduated minimum tax rates because
their general application might reduce the incentives and benefits resulting from
the creation of the tax benefits below the level desired by Congress.

Fortunately, in the last session of Congress, the Ways and Means Committee
again ultimately reverted to the policy of analyzing these two problems sepa-
rately. Thus, it reviewed the desirability of specific tax preferences while attack-
ing the second problem by adopting a minimum taxable income system. This
Committee is not expressing a position upon whether the system adopted by the
Ways and Means Committee with respect to handling the second problem is
the proper one since this problem could equally be dealt with by utilizing the
existing minimum tax system or other alternatives. If, as we have said above,
it is the consensus of Congress that the present minimum tax is not adequately
solving the second problem, the rate could be made progressive and/or the
$30,000 annual exclusion could be reduced, so long as regular income taxes
paid are subtracted from the preferences. Additionally, if Congress so decides,
-additional items could be deemed to constitute items of tax prefernee.

In summary, it is the Committee's view that Congress should continue its
policy of treating the two problems separately. There should be a continuing
review of the first problem of whether the loss of revenue resulting from tax
preferences is Justified by the benefits that society obtains. The second problem
should be dealt with by either a minimum taxable income system or a more
effective minimum tax system with Congress, It it deems it desirable, instituting
a progressive rate. In the latter case, however, taxes paid for the current
year should remain deductible; it Is the deduction for income taxes paid which
results in the imposition of the minimum tax only on those persons whose use
of tax preferences is disproportionately large as compared to the taxable income
upon which they in fact pay income taxes.

Very truly yours, ROBERT H. PREISKEL,
Chairman, Committee on Taxation.

STATEMENT OF JOIIN R. MAXTON, PRESIDENT, AMERICAN MACHINE TOOL
DISTIBuToRs' ASSOCIATION

This statement on H.R. 2166 Is submitted by the American Machine Tool Dis-
tributors' Association (AMTDhA) to urge the Senate Committee to take prompt
action in amending and acting upon H.R. 2166.

We commend the Committee for its decision to postpone action on the House
proposal to eliminate percentage'depletion. In our view this postponement wai
most advisable not only to expedite the badly needed tax reduction legislation
but also to make certain that repeal of percentage depletion is not inimical
to the national interest and the energy program to make the United States less
dependent on foreign oil. Tax policy must encourage capital formation
for exploration and development of natural resources, and it must recognize

'the capital shortages and the great risks involved in all investment by private
industry.

The AMTDA is a national trade association with 255 machine tool distributor
members and 123 machine tool builders with membership as marketing associates.

48-493 0 - 75 - 33
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Between 60 percent and So percent of all mnachine tools sold IlII the United Stlt6-'s
are distributed and serviced by machine tool distributors.

Machine tools are the indispensable production tools of industry. Practically
every metal product made for commercial and defelvse purposes is produced
on machine tools. The U.S. Government and tile governments of all Industrial
nations recognize that machine tools and the machine tool industry are absolutely
essential to increased productivity and to the nation's economic health and an ade-
quate defense capability.

Machine tool distributors are smanli businesses with sales beginning In tile $1
million range and running as high as $25 million for a very few distributors.

Thus, these distributors and the AMTDA which represents them are not only
concerned about the present bias in the U.S. tax structure against investment
in productive facilities such as machine tools, but also with the disincentives and
deterrents to small business investment and efficient operation that are built into
the Federal Income and estate tax structures.

For many years the AMTDA has urged the Congress to eliminate the restric-
tions on capital recovery tax allowances by providing realistic depreciation de-
ductions and Investment credits. Realistic capital cost allowances are absolutely
necessary to stimulate investment in technologically advanced productive equip-
ment and thereby rid the United States of its high level of industrial obsolescence
which is the highest of any of the leading industrial nations. Only by increasing
this investment can the United States continue competitive in world markets,
and provide-the millions of new jobs required by an ever increasing labor force.

For many years the AMTI)A has also urged the Congress to recognize through
changes In the tax rate structure, the surtax exemption and other areas of the
income and estate tax statutes the extraordinary risks faced by small business-
men. They do not have access to the capital markets, and they live with an uin-
certain continuity in their businesses due to tie liquidating effect of the high
estate tax rates ol small business ownership.

We recognize, of course, that all these critical tax problems facing small busi-
ness cannot be dealt with ill an emergency tax bill aimed only at (1) inmedi-
ately countering the hardships due to inflation and recession, and (2) stimu-
lating consumption and production to move out of the current recession. Ac-
cordingly, we are not pressing for major revision for small business at this time
because we are also genuinely concerned with the immediate revenue loss al-
ready built into H.R. 2166 and the tremendous deficit financing that will be
required. This financing could mean that the Government will once again largely
preempt the capital markets and shut off industry from the capital sources and
formation so necessary for investment in productive facilities. It could mean
more inflation and fewer production facilities to fight inflation.

However, we are convinced, as we shall lint out in this statement, that if
there is to be tax reduction at this time, certain minimal relief provisions beyond
the increase in the surtax exemption must be included In this tax bill to counter
the hardships on small business and assure its economic recovery.

We are encouraged that the President, the Ways and Means Committee and
the House have all acknowledged in their tax proposals the tax bias against
investment In productive facilities, and that the Ways and Means Committee
and the House have also recognized the need for rate reduction by increasing
the corporate surtax exemption.

However, neither of these proposals in H.R. 2166 goes far enough to accomplish
the objectives sought-the elimination of existing tax deterrents to capital in-
vestment, and the assurance of the health and survival of small business.

THE INVESTMENT CREDIT SHOULD BE INCREASED TO 12 PERCENT

The Investment credit should be increased as President Ford proposed to not
less than 12 percent. It should also be enacted on a permanent, not a temporary.
basis to permit the longer range planning so essential to plant modernization
and replacement of facilities.

As a temporary measure, it will not be'fully effective to stimulate investment
in machine tools-and other machinery requiring advance planning and engineer-
ing and long lead times between order and delivery dates. Further, the history
of the investment credit since its adoption in 1962 makes it clear that it should
not be "temporary," and that it cannot be turned on and off as a contracyclical
or "fine tuning" device without major disruptive effects on Industry and the
national economy.
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U.S. business has substantially reduced its 1975 spending programs from the

$125.4 billion reported last fall to the Comnmerce Departnent to $118.9 billion.

estimated in January. Only the immediate enactment of a 12 percent credit will

reverse this trend.

THE EFFECTIVE DATE OF TIlE CREDIT SHOULD BE OCTOBER 8, 1974

The investment credit increase should be effective for property placed in serv-
ice on and after October 8, 1974, If ordered on or after that date. It was on
October 8, 1974, that the President requested legislation increasing the invest-
ment credit. Following the President's request, the Secretary of the Treasury
asked that the increased credit be made applicable to all equipment ordered sub-
sequent to the President's message. It would be most unfair to deny the credit
to those who ordered equipment and placed it in service in response to tile Presi-
dent's request prior to January 22, 1975, the effective date now provided in
H.R. 2166.

THE SURTAX EXEMPTION SHOULD BE $100,000

The surtax exemption should be increased to $100,000, not just to $50,000 as
proposed In H.R. 2166. This should be done to minimize the impact of inflation on
small business. An increase in after-tax earnings is so essential for moderniza-
tion and increased productivity in the case of small business which must rely
heavily on internally generated funds.

THE EARNINGS ACCUMULATION CEILING SHOULD BE NOT LESS THAN $150,000

One of the most inequitable provisions in the Internal Revenue Code (IRC) is
the penalty tax on accumulated earnings over $100,000. This falls heaviest on
small business and presents little or no problem for the large publicly owned
companies. It is a serious deterrent to effective long-range planning and to capi-
tal Investment in productive facilities so necessary to keep small business com-
petitive. Its strict enforcement by revenue agents faced with the task of apply-
ing difficult and even subjective tests of "reasonableness" has persuaded many
small businesses to avoid this annual tax risk and liquidate or merge. This, of
course, results in more economic concentration, and works directly at cross pur-
poses to the antitrust laws.

The ceiling on earnings accumulation should be increased to not less than
$150,000. This revenue loss will be minimal. Further liberalization of the ceiling
and other provisions of Sections 531-537 of the IRC imposing the penalty tax
should be adopted In the next tax revision bill.

THE FIRST-YEAR DEPRECIATION ALLOWANCE SHOULD BE INCREASED

To encourage small business to modernize its facilities and become more com-
petitive, the additional first-year depreciation allowance specifically provided
now for small business In Section 179 of the IRC should be increased from 20
percent of the first $10,000 of investment to 20 percent of the first $15,000. This
increase is warranted simply because of the effect of inflation on prices and
costs.

THE INDIVIDUAL TAX REDUCTION PROPOSALS IN H.R. 2166

Secretary Simon in his testimony before the Senate Finance Committee on
March 5, 1975, made a most effective case with which we fully agree for the
enactment of President Ford's proposals for 1974 tax refunds to individuals in
the amount of $12.2 billion. He opposed as we do the restructured tax refunds
and tile "expected" permanent individual tax reductions provided in H.R. 2166
amounting to $16.2 billion.

We believe that the President's tax refund proposals adequately recognize the
hardships of the lower income group. We also concur in Secretary Simon's posi-
tion that more of the total tax refund should go to the middle and upper-income
taxpayers if the purpose of the tax reduction as represented is to stimulate
consumption and the economy and not simply to effect a redistribution of income
through the tax structure. We believe that the income tax structure is already
too progressive, and that tax reduction should be more proportionate than that
proposed in H.R. 2166.
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We agree- with Secretary Simon's conclusion that, realistically viewed, the
individual tax reductions of H.R. 2166 will be permanent, that there will be no
revenues to fund them, and the result will be a wholly unacceptable level of
deficits and acceleration 6f inflation over the long run.

TAX REDUCTION FOR BUSINESS IN II.R. 2166

In his statement to the Senate Finance Committee on March 5, 1975, Secre-
tary Simon also made a most effective case for increasing the investment credit
to 12 percent as proposed by President Ford instead of limiting it to 10 per-
cent as provided in H.R. 2166.

He pointed out as the machine tool industry has done so many times before
this Committee, the two major problems of business taxation that have become
of increasing concern to both government and business. These problems are first,
the overstatement of operating proflts-the "phantom profits" resulting from
the impact of inflation on depreciation and inventory accounting, and second, the
heavy anti-investment bias which stems from the two-tier double taxation of
corporate earnings.

Secretary Simon emphasized the need for a U.S. tax policy that does not
discourage investment in industry by inadequate capital cost allowances, and
by imposing a tax on overstated "phantom profits" at the corporate level and
then still another tax on part or all of those profits at the shareholder level.

THE BASIC CASE FOR MORE REALISTIC CAPITAL RECOVFRY TAX ALLOWANCES

The baslc case for more realistic and liberal cost recovery tax allowances is
very simple and it must be understood: No government can or should expect
business to inve t in production facilities if the after-tax cost is so great and
the cost recovery period so long and uncertain that business bas no assurance
of recouping its cost and realizing a reasonable return on its investment.

The necessity for determining and reporting income and the cost of producing
it on an annual basis does not alter the fact that in a very real sense there is no
profit, no asuranee of profit, nothing but risk until the cost is completely
written off against income. A persuasive case has been made by a number of
leading economists for a complete writeoff of machinery and equipment in the
first year.

Unfortunately, under our tax system, the after-tax cost has been so great,
(he cost recovery periods so long, and the constant threat of adverse tax legisla-
tion so fraught with uncertainties, that businessmen hiive not been able to
assume this risk. They have not been able to plan or invest adequately to meet
the bottlenecks, the shortages, or-the productivity rate that, would have avoided
or at least minimized our double-digit inflation and the present recession.

FOREIGN TAX SYSTEMS ENCOURAGE INVESTMENT

In contrast, under the tax systems of our major foreign competitors, facility
investment has been encouraged, not stifled. In these foreign tax systems the
After-tax cost is much less, the writeoff period much shorter, and they do not
rely as heavily as the United States does on the income tax that puts such a
lnalty on efficient low-cost production-on profits needed for reinvestment and
facility replacement.

TAX BIAS THIIRIVES ON ECONOMIC ILLITERACY

Unfortunately, too niany members of the Congress have insisted, except in brief
periods of national emergency, on the understatement of capital costs and the
overstatement of taxable income. They take this position not only to increase
the revenues at the expense of business, but also to respond to those voters who
simply do not understand that their jobs depend on a continuous and tremendous
capital investment in modern industrial facilities-about $65,000 on the average
just to provide one job in capital, intensive industries.

Economic and tax illiteracy is rampant in this country and incredibly high
among the low and middle income voters. It is a real threat to our economic and
governmental system.

Somehow or other responsible industrial and government leaders must be
articulate enough to educate the public. They must also persuade the misin-
formed and dissident tax reformers (and particularly the press) who persist
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in confusing cost allowances with relief provisions, that the only way the
United States can achieve competitive productivity-the only way it can over-
come its highly inflated material costs and the highest labor rates in the
world-is by private (not government) investment in the most modern and
technologically advanced productive facilities available. They must explain
that to get this investment the tax bias against it must be eliminated.

Principally because of this economic illiteracy and the invidious "rhetoric of
tax reform" ("loopholes," "windfalls," "preferences," "tax expenditures"), the
United States has continued year after year to have (1) the highest percentage
of overage obsolete production facilities, (2) the lowest investment in modern
facilities in relation to GNP, and (3) the smallest tax allowance for capital
costs of any of the principal industrial nations. No crystal ball was needed to
predict that productivity increases in the United States would be the lowest
of any of the major industrial nations, and this has been precisely and con-
tinuously our predicament since 1960.

Even with the 12 percent increase in capital outlays in 1974 which is princi-
pally the result of the reinstatement of the investment credit and the adoption
of the ADR in 1971, it will take many years, even with a 12 percent investment
credit, to reduce the unacceptable 60 percent level of obsolescence in our indus-
trial plant and overcome the devastating effects of the long-standing bias in our
tax system. It must be borne in mind that due to inflation there was not real
increase in 1974 capital outlays. The United States stood still while other in-
dustrial nations forged ahead. Our biased tax structure requires U.S. industry
"to do a lot of running just to stand still."

A 12-PERCENT CREDIT 15 REQUIRED TO MAKE THE UNITED STATES COMPETITIVE WITH
OTHER NATIONS

Experience has proved beyond a doubt that a 7 percent credit (which has
-been on and off the books since 1961) will not induce or secure the requisite
investment, particularly when it does not have the permanence that the Govern-
ment originally promised. The after-tax cost and risk of facility investment are
simply too great, particularly with the Asset Depreciation Range adjustment
limited to 20 percent instead of 40 percent as has been repeatedly recommended.
Only with a credit increased to the 12-15 percent range and a liberalized ADR
that will make U.S. tax allowances comparable with those of the other leading
industrial nations can the United States attain the requisite productivity to be
competitive.

Other nations have learned this lesson. World economic conditions have dete-
riorated drastically since 1970 due In large part to a slowed investment and
productivity rate. This has prompted other nations to increase their cost recovery
allowances very substantially to get the technologically advanced facilities that
will overcome their spiraling material and labor costs and increase their pro-
ductivity. They have succeeded and the. United States has failed.

Actually, in view of our much higher labor costs and our greater reliance
on a progressive income tax that puts such a terrific penalty on efficient low-
cost production, capital cost tax allowances in the United States must be higher
(instead of lower, as at present) than those of our foreign competitors if we
are to have a comparable increase in investment and productivity.

Of course, no one would claim that our double-digit superinflation, our deep-
ening recession, the lack of real growth in GNP, the billions of dollars of deficits
in international payments and trade, and all the other adverse economic factors
facing the United States today are attributable to the U.S. tax bias against
saving, capital formation and facility investment. But the evidence is now very
clear, indeed, that this tax bias against investment is a principal cause, that the
repeal of the investment credit in 1969 is a direct and immediate cause, and that
the two-year delay until 1971 in restoring the credit and adopting the ADR
greatly reduced productivity and thus intensified the double-digit inflation we
have been enduring In 1974 and 1975.

THE INVESTMENT CREDIT I8 NOT A TAX SUBSIDY

One final word must be said to those who erroneously charge (1) that the in-
vestment tax credit is a subsidy because it is a tax allowance that does not
reduce basis, and (2) that the ADR allowance is also a subsidy because it is
too liberal a standardized cost.
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An effective rebuttal is not difficult because those who charge "subsidy" have
the impossible burden of proving that these allowances are (1) not properly
warranted to make up for the inadequate capital cost tax allowances of the past
(the question is really only one of timing), and (2) that they are in excess of the
actual facility costs incurred over the period of use in producing the income
taxed.

They cannot sustain this burden because, as Secretary Simon pointed out t
this Committee on March 5, the evidence is clear that the capital costs of pro-
ducing income have been grossly understated for tax purposes year after year
and income has been overstated and overtaxed.

CONCLUSION

We would urge the Committee and the Senate to approve the 12 percent credit
and the increase in the first-year depreciation allowance. This will make a begin-
ning on a new and more capital conscious tax policy.

We would also urge the Committee and the Senate in the interest of small
business which is the national interest to approve the increase in the corporate
surtax exemption to $100,000 and the increase in the earnings accumulation
ceiling to $150,000. These changes will remove sonic of the hardships and bias
from the tax laws.

JOHN R. MAXTON,
President,

American Machine Tool Distributors' A88oclation.

THE LOCAL AND SHORT HAUL CARRIERS NATIONAL CONFERENCE,
Washington, D.C., March 5, 1975.

lion. RUSSELL B3. LONG,
Chairman, Finance Committee,
Washington, D.C.

DEAR MNR. CHAIRMAN: As your committee begins hearings today on H.R. 2166,
a bill passed by the House of Representatives on February 28, which contains
a provision boosting the investment tax credit and existing depreciation write-
off incentives for transport carriers from 7 to 10 percent, the Local and Short
Itaul Carriers National Conference wishes to express one area of concern.

Present law makes these tax incentives available to the nonregulated segment
of the motor carrier industry as well as to the regulated segment. The House-
passed bill (H.R. 2166) would continue that, as we understand it.

Unfortunately, some of the proposals we have been made aware of in recent
months concern themselves only with regulated transport carriers. They com-
pletely ignore a very large and vital segment of the for-hire motor carrier
industry-namely the nonregulated motor carrier operating, for-hire, in the
commercial zones and therefore exempt from regulation.

This segment of the industry serves an extremely vital transportation func-
tion in the pickup and delivery of freight in the densely populated urban areas
and is perhaps the most important link in the transportation chain. The over-
whelming majority of these carriers are small family-owned businesses with a
high degree of vulnerability to changes in the economic and regulatory structure.
That their particular operations are confined within the commercial zone areas
does not lessen the essentiality of the services they render to the nation's ship-
ping and consuming public.

If the investment tax credit and depreciation write-off incentives are retained
only for regulated carriers, these small non-regulated companies would be placed
at a distinct, relative disadvantage by being denied a money-saving privilege
which their immediate competitor next door would enjoy simply by virtue of
possessing a certificate of operating authority.

The Local and Short Haul Carriers National Conference urges that the in-
vestment tax credit and existing depreciation write-off incentives be retained
for both regulated.and non-regulated motor carriers.

As information, the Local and Short Haul Carriers National Conference is a
non-profit trade association, an affiliate of American Trucking Associations, Inc.,
representing the national interests of for-hire local cartage and short haul
'motor common carriers of property that operate by authority of certificates of
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public convenience and necessity issued either by the Interstate Commerce Com-
mission or by the state public utility commission, which certificates have been
registered with the Interstate Commerce Commission. The Conference also rep-
resents for-hire motor carriers of property which operate solely intrastate or
within commercial zones of a municipality and which do not come under Federal
economic regulation by the ICC. The Conference is the only national organization
dedicated- solely to the Interests of the local and short haul carrier.

Your consideration of our concern will be appreciated. We respectfully request.
that this letter be incorporated in the official record of the hearings.

Sincerely,
FRED G. FAVOR.

STATEMENT OF J. EDWARD DAY, SPECIAL COUNSEL, CONSUMER ELECTRONICS GROUP,
ELECTRONIC INDUSTRIES ASSOCIATION

PROPOSED TAX CREDIT FOR PURCHASERS OF U.S.-MADE TELEVISION RECEIVERS

Mr. Chairman and members of tile Committee: My name is J. Edward Day. I
am Special Counsel for the Consumer Electronics Group (CEG) of the Electronic
Industries Association. The Consumer Electronics Group represents the great
majority of companies which manufacture television receivers in the United
States.

We urge that the pending tax reduction bill be amended to provide an income
tax credit for purchasers of U.S.-made television receivers parallel to that being
proposed in S. 452 and S. 453 and elsewhere for purchases of new automobiles
and houses.

The U.S. television manufacturing industry is fully as depressed as the auto-
mobile manufacturing industry. Moreover, the current radical decline in televi-
sion sales follows ar. extended period of economic difficulty in the industry.

In making our con-parlsons, we have used the five months ending February 28,
1975, and the five months ending February 28, 1974. Comparing the latest of these
periods with the period a year earlier, U.S. sales of television receivers have de-
clined approximately 29 percent, and average employment of hourly employees,
as determined by an informal survey of a cross section of leading companies, has
declined approximately 33 percent.

Using these same periods, the decline in sales of domestically manufactured
automobiles has been 23 percent.

On television sales, figures for the first eight weeks of 1975 compared with the
first eight weeks of 1974 are even worse than those for the five-month period re-
ferred to above-showing a decline of over 34 percent in television sales.

Television receivers, like automobiles, are -a product into which consumer
spending should be directed to the maximum extent feasible in order to stimulate
the overall economy. Increased sales of television receivers will create jobs and
play a major part in improving the national economic picture.

Television receivers are a particularly appropriate candidate for this tax
credit since television receivers have shown a decline in price over the years in
relation to the Consumer Price Index. Television receivers first entered the Index
in 1950 at 159.7 based on a 1967 standard of 100 for all items. The Consumers
Price Index had risen to 147.7 by December 1974, but on that date television
receivers were only 98.9.

Since 1950, television set prices have declined from $375 for a small round
screen 10-inch monochrome table model to under $75 for a solid-state deluxe
square corner monochrome set. Twelve-inch color sets can now be bought for as
little as $200. During this period since 1950, the value of the dollar has decreased
to nhniit ,ne-half, nnd wages have more than doubled.

Television manufacturing has also achieved major breakthroughs in savings in
use of energy In the last two or three years. The introduction of solid state
has brought dowh wattage use In a dramatic manner.

We urge a tax credit of 20 percent of the retail purchase price of a new
domestically-produced television receiver in 1975 (retroactive to January 1)
and for 1976. The rebate would be limited to a maximum of $100 in each year.
We propose that the legislation provide that the rebate could be claimed immedi-
ately by providing proof of purchase and sales price to the Internal Revenue
Service. The Internal Revenue Service would then send a refund check. At the
taxpayer's option, the rebate could be claimed as a tax credit at the time of filing
the taxpayer's next income tax return.
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We are not trying to get a free ride on a program which has been proposed for
houses and automobiles. We heartily endorse that program, and we are satisfied
that the situation on television receivers fits 100 percent into the criteria which
have caused houses and automobiles to be singled out for the tax credit pro-
posal. Television receivers sales demand is not a by-product of new housing
starts. We have our own separate contribution to make to increased employment
and economic improvement. Inclusion of television receivers in the tax credit
program will extend the benefits of the program to families in lower income
brackets who have no chance of buying a house and who may find it beyond
their means to buy a new car.

Television Is no longer a luxury. It is an established part of life in nearly every
American family. Yet television manufacturing is a severely depressed industry.

Americans can well be proud of the accomplishments of the U.S. television
manufacturing industry in rapid technological breakthroughs, price reductions,
energy conservation and provision of education and entertainment for the entire
population.

We urge that the tax credit be enacted for all three of these major items of
consumer purchases-houses, automobiles and television receivers.

TESTIMONY OF ROBERT M. WOLETZ. COCHAIRMAN, GOVERNMENT AFFAIRS COMMITTEE,
OF TIE NATIONAL OFFICE MACHINE DEALERs ASSOCIATION

Mr. Chairman. Members of the Committee: My name is Robert M. Woletz. I
am Co-Chairman of the Government Affairs Committee of the National Office
Machine Dealers Association (NOMDA).

NOMDA is an organization representing al)proximately 10,000 office machine
dealers throughout the United States. We are small businesses, selling and
servicing a wide variety of products used in the office, including typewriters,
adding machines, calculators, bookkeeping machines, dictating machines, photo-
copiers, duplicating machines, and cash registers.

The difficulties we face as small luMsinessmiten in this industry perhaps can best
be understood Ny the Committee if you are aware of the fact that we are unable
to handle newv equipment from the large U.S. office machine manufacturers. No
independent small business is able to sell a new IBM typewriter, a new Xerox
photocopier, or a new (ash register produced by National Cash Register. We have
to obtain other products to compete with these giants because all of them sell
through their wholly-owned sales outlets.

We do not believe that it takes a tax expert to appreciate the fact that the
small independent dealer does not have the tax and accounting flexibility that is
available to large corporations. Thus, in addition to our difficulties in competing
with large corporations head-on, we are forced to do so under tax provisions that
make it extremely difficult for the small business to survive, let alone succeed,
when in competition with a company like IBM.

There are an enormous number of provisions of the Internal Revenue Code
that should be amended in the interests of tax reform and equity, and which
would benefit small business. Without going into all of these at this time, however,
we would like to discuss two provisions of the loune-mssed legislation that we
believe involve the most clearcut issues, easily understood, which would bring
immediate relief, and would not involve extensive statutory or administrative
change, or possibly even litigation, to make clear.

CORPORATE SURTAX

The House bill would increase the exemption from the corporate surtax from
$25 thousand to $50 thousand. As the Committee knows, at present all corporate
profits are taxed at a rate of 22 percent. Beyond this. however, all corporate
profits above $25,000 are taxed at an additional surtax rate of 26 percent, which
results in the popular shorthand that the corporate tax rate in the United States
is 48 percent.

The House action is a move toward tax equity and tax soundness, but it Is
woefully short. The $25,000 limitation, with varying rates of surtax and basic
tax, goes to pre-World War II days. For example, the Revenue Act of 1938 ap-
plied a 19 percent tax to corporate profits over $25,000. However, $25,000 in 1938,
adjusted for the Gross National Product implicit price deflator, would amount
to $102,752 in the fourth quarter of 1974. Thus, by this standard, the House action
does not even bring the surtax exemption half-way to what it would be were
it simply adjusted for inflation. In professional tax terminology, I understand,
this tax on inflation is called a "hidden tax." I can assure the members of this
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Committee, however, to the small business that has been hit by this tax, it is
very far from hidden. The impact of the surtax on corporate profits above
$25,000, combined with the inflation we have undergone, is crippling the ability
of small business to generate the internal capital necessary for expansion, mod-
ernization, and indeed in these troubled times, survival.

Unlike large corporations, small business cannot raise funds by the issuance
of bonds or debentures on national capital markets. We are restricted essentially
to two sources of capital: bank loans and retained earnings.

Anyone who has tried to obtain a bank loan in recent years does not need to
be told how difficult that is. In addition, even when such loans are available at
extremely high rates, it is risky both for the small business and bank in many
circumstances because of the uncertainty of the economic situation that faces
the country. In the absence of bank loans, the small business can only turn to in-
ternally generated funds. The effect of the imposition of the corporate surtax
at the $25,000 level is to require the small business to generate, in effect, $2.00
profit for every dollar it may reinvest. This may have been reasonable in pre-
World War II days, but it is not reasonable today.

The effect of the House legislation increasing the surtax exemption from
$25,000 to $50,000 would be to reduce the tax bill on every corporation by only
$6,500. Our proposal, to increase the exemption to $100,000, would mean only an
additional $19,500 in internally generated funds would be available to small
business. It is true that acceptance of this proposal would cut the tax bill of
every corporation in the country by that amount. Critics of the proposal have
pointed out that some of the largest corporations in the country do not need a
tax cut. While this may be true, we do believe that it should be obvious that the
economy as a whole would benefit far more from the additional $19,500 that is
available to thousands upon thousands of small businesses to invest in their
business than it would lose from an additional $19,500 reduction in the tax bill
of a comparatively few giant corporations.

I would like to emphasize that this proposal does not mean forgiveness on
these profits. The money would have to be reinvested in the business in order to
escape additional taxation beyond 22 percent. If the profits are used either to pay
managerial help, or to declare dividends to stockholders, then of course they are
taxed at the personal rates of the individuals involved above and beyond the
existing 22 percent corporate tax. Thus, in a very real sense, the $19,500 reduc-
tion in the tax bill would be available to small business only to the extent that
it was used to expand and modernize that business, and create more jobs for
Americans.

Small business means jobs for Americans, far more than does big business.
According to the Department of Commerce, for the year 1973 (the last year for
which data is available), more than 24 percent of the entire work force in this
country was employed by firms employing fewer than 20 workers. Firms employ-
ing fewer than 50 workers accounted for 39 percent of the work force, and more
than half of the work force in 1973 was employed by firms whose total employ-
ment was fewer than 100 workers.

While large layoffs in large corporations understandably make the headlines,
the fact that a majority of Americans work for firm's employing fewer than 100
workers, and the fact that these firms do not have the resources of the giant
corporations, demonstrates quite graphically, we believe, that the funds for in-
vestment to create new jobs and to protect existing ones are most drastically
needed in the small business sector.

The Treasury Department in testimony elsewhere has attempted to controvert
these facts by an amazing rhetorical statement of the "trickle down" theory of
economic well being. According to Assistant Treasury Secretary Frederic W.
Hickman, capital is needed in the large business sector, and if this sector is
healthy, then presumably the funds spent by them will "trickle down" to benefit
small business. Not only do the facts of employment and the other problems of
small business refute this, but so do the headlines that are otherwise so mislead-
ing. The new automobiles that we have seen stored In every available parking
space in Detroit and elsewhere throughout the country were unsold, not because
the auto manufacturers did not have th6 capital to produce them, but because
people did not have the money to buy them. Most of the people who work in this
country work for small business. Most of the business failures in this country
are small business. The impact of the corporate surtax it percentage terms is
greatest on small business. In short, the way to get the products of the auto
industry and other industries sold is to put more money in people's pockets. The
way to do that is to increase employment. And the way to do that is to stimulate
small business.
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INVESTMENT TAX CREDIT

We endorse the increase in the investment tax credit from 7 to 10 percent,
but believe the credit should apply to assets with a useful life of 3 years rather
than the present limitation of 7 years. Such a permanent provision would con-
tribute significantly to keeping American business efficient and productive by
encouraging the use of modern equipment. In addition, of course, the economy
would be stimulated by the manufacture and distribution of eligible assets.

Because of the seriousness of the current economic situation, we believe that
the House bill is deficient in not providing for a.12 percent investment tax credit
for the year 1975. This stimulant to the economy would have immediate beneficial
effects in spurring investment and employment. It can be done expeditiously
without extended legislative or administrative change. It could provide a "shot
in the arm" that our -onomy desperately needs right now. Every week that goes
by without it adds further to the downturn that we are in, and we urge its
adoption as soon as possible.

Mr. Chairman and members of the Committee, in the interests of brevity we
have not gone into detail at this time on the extensive revisions of the-Tax Code
which are needed, not only for small business but for the entire economy. The
measures we have proposed are simple and direct. They will help small business.
but they will also help the entire economy by making available the funds needed
for investment in job producing expansion. Our continued existence, and the
jobs which depend upon our existence, need the adoption of these measures.

STATEMENT OF JOIN C. DAVIDSON IN BEIIALF OF THE TAX COUNCIL

I am John C. Davidson and submit this statement in behalf of The Tax
Council of which I am president. 'The council is a tax policy organization sup-
ported by business memberships.

We appreciate the opportunity to express our views with respect to H.R. 2166,
the Tax Reduction Act of 1975, as passed !by the House of Representatives.

SUMMARY OF RECOMMENDATIONS

In the interest of fairness, and to better serve the public interest in capital
Information and the expeditious enactment of this legislation, we recommend
that:

1. The tax rebate or alternative tax cuts be spread uniformly through all tax
brackets without discriminating against those in the middle and higher brackets.

2. The investment credit be increased to 12 percent as recommended by the
administration, provided It is the intention to make the increase permanent in
later legislation.

3. The $100 million limitation on benefit from the increased credit, obviously
directed at a single company, be deleted from the legislation.

4. Repeal of depletion be deleted from the legislation.
1. Fairnes.v in personal income tax cuts

Two notions have dominated the dialog on personal tax cuts this year, result-
Ing in a political obsession with avoiding evenhanded distribution among tax-
'payers of the cuts to be legislated.

The first is that the hardships of inflation, and then recession, are largely
visited on the lower to low-middle income groups, so tax cuts should be largely
confined to this area.

The second notion involves the fact that Income taxes as a percentage of total
income increase as income increases. Applied to inflationary increases in income,
this phenomenan has been bandied about as a discovery of great significance for
tax policy. The discovery seems to have come first to people primarily concerned
with the unfairness and bad economics of steeply progressive rates of tax. The
percentage increase in tax burdens from increasing incomes, however, may be
the greatest at lower income levels where exemptions, allowances and deductions
protect the bulk of income from tax. This has been used as another reason for
concentrating tax cuts at the lower end of the scale.

The notion that hardships of inflation and recession fall largely down the
income scale is ridiculous. Leaving out the extablished rich, there are no income
levels at which many people have not been badgered by these forces of economic
evil. The top career people in all branches of the Federal Government offer a
conspicuous example of frozen incomes, but in the private sector a great many
incomes 'hnve ben substantially reduced. There is-no practical way by.which
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tax cuts can be confined to or tailored for those who have suffered the most, so
the only answer is to spread the cuts uniformly up through the income brackets.

The notion about inflation also provides no basis for concentrating tax cuts at
the lower or any other income level. The injustice of inflation is not what-It does
to those whose inconies have been responsive to inflationary forces, but is to
those whose incomes have lagged far behind inflation or actually decreased.
Actually, catchup pay increases, whether or not directly tied to price increases,
have become the strongest force for continued inflation and, if not abated, in-
evitably will lead the economy into a new round of escalating inflation as we
move out of recession. However, there is no practical way by which tax cuts can
be confined to or even tailored for those who have suffered the most inflation,
so the only fair solution is to spread cuts uniformly up through the income
brackets.

Apart from the deficiencies of these contemporary notions about tax cutting,
there is the continuing reason for not discriminating against people up the
income line when cutting taxes. Here are the people who work the hardest and
the )ongest hours and who contribute the most to all phases of our national
progress. Yet, these people are severely penalized by bearing the brunt of the
steep progression of the rate structure as shown by the chart below." It is only
fair that they receive at least a proportional share of all tax cuts.

I Source: Page 34 "A Program for a Stable Capital Conscious Federal Tax Policy,"
revised November 194, The Tax Council.

Reform and Reduction of Personal Income Tax Rates

ToelgS Ie 6t09t ThoeuwM YS OM 00|I

*Oi *ipe W P#19SEA gpID0*00TETX ONgTHE TAX COUNCIL.
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2. Rate of investment credit
The administration recommended an increase in the investment credit to 12

percent for 1 year, while as incorporated in H.R. 2166 the Ways and Means
Committee increased the rate to only 10 percent for 1 year but with the intention
of making the increase permanent in later legislation.

Only a few short months ago, it was nearly universally recognized that the
public interest was being adversely affected by too little capital. This condition
will be with us again even as unemployment peaks as one of the consequences
of financing the huge Federal deficits projected for fiscal years 1975 and 1976.
As the economy turns from recession to renewed growth, the shortage of capital
seems certain to become an even greater national problem than it was before
the recession. That is when the need for the higher rate of credit will be
maximized.
8. $100 million limitation on investment credit

Beamed at the American Telephone & Telegraph Co., H.R. 2166 provides that
a single utility company can receive no more than a $100 million tax saving from
the increased rate of credit.

The smooth functioning of all phases of American life including government
are dependent on the effective operation of the Bell System.

To say that tax savings available to other businesses should be denied to the
Bell System because it is so large is like saying that Federal employees should
receive smaller salaries because the Federal Government is so big.

As regards bigness, the Federal Government is like the man who lives in a
glass house.
4. Repeat of depletion on oil and gas

The Committee on Finance deserves applause and support for its decision to
delete the depletion repealer fiom the emergency tax cutting measure, H.R. 2166.

AMERICAN PAPER INSTITUTE,
New York, N.Y., March 11, 1975.

Hon. RUssEmL B. IVNG,
Chairman, Committee on Finance, U.S. Senate, 2227 Dirksen Senate Offlce

Building, Washington, D.C.
DEAR SENATOR LONG: On behalf of the American Paper Institute I am en-

closing a statement outlining our views concerning tax legislation currently
under consideration by your Committee. We will confine our comments to pro-
posals dealing with the investment tax credit. In summary we:

1. Support the increased rate,
2. Support a permanent increase in the investment tax credit,
3. Support the new concept of accelerated availability of the credit through

"Qualified Progress Expenditures,"
4. Support extension of the credit to all items ordered in 1975,
5. Support removal of the limitation on use of the credit, and
6. Support extension of the credit to manufacturing buildings.
We appreciate this opportunity to submit our comments and hope this in-

formation will be helpful in your Committee's discussions.
Sincerely,

EDWIN A. LOCxE, Jr., President.

STATEMENT

The American Paper Institute is the national trade association of the pulp,
paper and paperboard industry. Its 200 member companies provide more than
90% of the nation's production of these products. The paper industry ranks with
the 10 largest industries in the United States. Last year (1974) it produced
61 million tons of paper and paperboard, and the net sales of the paper and allied
products companies amounted to an estimated $80 billion. The industry em-
ploys about 700,000 people and last year its outlay in wages, salaries and bene-
fits came to nearly $9 billion. It operates in virtually every state in the Union.

- Recommendations

INCREASE IN THE INVESTMENT TAX CREDIT RATE

We strongly support a. proposed increase in the investment tax credit. In the
event your Committee recommends a total tax relief bill exceeding the approxi-
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mately $21 billion tax reduction currently under consideration, we urge that
business share at least ratably in this increased tax reduction in the form of
a higher investment tax credit of at least 15%. -

PERMANENT INCREASE

The magnitude of long-term capital needs in the paper industry argues
strongly for a permanent increase in the credit to stimulate the required invest-
ment. Volatility of the investment tax credit over the past decade has greatly
limited its usefulness in long-term planning.

SUPPORT AVAILABILITY OF CREDIT ON "QUALIFIED PROGRESS EXPENDITURES"

We strongly support the new concept of allowing the Investment credit as
expenditures are made or construction occurs. This would be a significant im-
provement over the present law which defers application of the credit until
an asset is "placed in service." Such an amendment would be particularly stimu-
lative in long leadtime industries such as ours.

APPLICABILITY OF CREDIT TO ALL ITEMS ORDERED IN 1975

Under the existing. provisions of the Ways and Means Committee bill, the
impact of the proposed increase in the credit on the demand for capital goods
and greater productivity in employment will be diluted by the discrimination
against capital facilities requiring three years or more for completion. Much
of the cost of the facilities in our industry ordered In 1975 would not qualify
for application of the increased credit.

If the proposed changes in thc investment tax credit remain on a temporary
basis, we strongly urge that the transition rules include the provision that the
full increase in the credit be applicable to all items ordered in 1975, whether
constructed or acquired, regardless of when placed in service.

REMOVE LIMITATION ON USE OF CREDIT

We strongly urge elimination of the tax liability limitation on use of the
*investment tax credit in any one year. The Ways and Means Committee has
already adopted this position for public utilities and we urge its extension to all
industries.

EXTENSION OF CREDIT TO BUIWINOS

We urge extension of the Investment tax credit tW industrial buildings housing
or used in connection with manufacturing facilities. All manufacturing plants
require structures and related utility systems, whose economic and obsolescence
aspects are more similar to industrial machinery and equipment than to resi-
dential buildings. Moreover, this would also ease the audit burden of attempting
to distinguish between buildings and machinery and equipment.
Basis for recommendations: Paper industry capital needs

The rationale for an increase in the investment tax credit rests in large part
on the current need for a balanced fiscal program to encourage both consumption
and capital investment. An increase in the credit would provide both short-run
and long-term stimulus to the economy and, by increasing productivity, would
be anti-inflationary.

There is no doubt that unless the future supply of capital is greatly expanded,
we will continue to have difficulty employing our growing labor force and return-
ing to a full employment economy.

The long-term capital needs of this industry include very substantial capital
investments for the following:

1. Energy Conservation Programs, Including Capital Expenditures for Fuel
Conversion Facilities and Fuel Conservation Devices;2. Corporate Expenditures for Employee Health and Safety Measures in Com-
pliance with the Occupational Safety and Health Act;

3. Non-productive Environmental Controls.
The Council on Environmental Quality, in its fifth annual report for 1974,

shows that pollution abatement expenditures by the paper industry ranks fifth
among major industries. The pulp and paper industry's total cumulative invest-
ment in pollution abatement facilities amounted to $2 billion at the end of 1978,
with an annual operating cost In 1978 of $145 million. About $1 billion more will
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be spent through 1975 to meet existing regulations. In addition, regulations to
Implement Air and Water Control legislation already enacted indicate an added
outlay of $7 billion in the decade ahead. All told, the industry's outlays in the
1974-1984 period amount to $8 billion. This amounts to 30-40% of the total
capital outlays that will be required to meet growing pulp, paper and paperboard
needs.

4. Impact of Inflation.
Inflation's impact on our industry is shown dramatically by cost comparisons

on a per ton of output basis. Comparing dollar outlays for primary facilities with
tonnage changes in capacity API estimates that the average outlays per ton
for plant and equipment (excluding pollution abatement) rose nearly 90%
between the mid-1960's and 1973.

5. Need to Expand Capacity To Meet Growing Worldwide Demand.
The impact of both inflation and required non-productive capital investments

on our industry is best illustrated by a comparison of total capital expenditures
with capacity increases in tons. In 1973 capital expenditures were approximately
$1.9 billion, or 35% ahead of capital spending in 1972, while the increase in ton-
nage capacity was only. approximately 2.5%. In 1974 expenditures rose to $2.65
billion, or 39% ahead of 1973, but the increase in capacity was only 2.5%. Sonie
of this reflects the long lead nature of our investments as well as the impact of
inflation and higher pollution outlays on capital requirements.

Although profits and cash flows improved significantly in 1974, they are not
providing sufficient buying. power for expanded capital outlays. Managements
are cautious because in many cases profits were artificially high because of tempo-
rary and illusionary inventory profits and in all cases the cost of replacing
equipment is much higher than the allowable depreciation. The cost of capital
equipment has been escalating to the point where some companies will have to
stretch out programs to conform with forecasts of available cash flow. Thus while
they may spend the dollars originally anticipated, the tonnages they will add will
show smaller increments In some cases. Given the current fairly high debt ratio
for the industry as a whole, recourse to debt will not be easy.

Furthermore, resurvey by the API of companies with major expansion projects
scheduled to start up in the 1975-77 period shows that capacity plans have
in fact been scaled back for various reasons (from a planned 6.3 million ton
Increase to 72,615,000 toiws in 1975-77, to a new estimate of 72,050,000 tons or a
565.000 ton cut-back).

According to public announcements uncertainty over market conditions and
energy availability, as well as the continued steep advance In the cost per ton
of new projects, has caused postponements, stretch-outs and some delays. These
delays are for periods of two to ffteen months.

This is inm the face of long-term demand forecasts suggesting that paper and
paperboard requirements will be 89 million tons by 1984. Prince supply con-
straints dominated most of the 1974 performance in the paper industry, pro-
ducers of pulp, paper and paperboard must provide capacity for at least 30
million additional tons to maintain balance in supply in the decade ahead. This
total 30 million tons of additional capacity would cost $20 billion exclusive of
pollution abatement requirements. In addition, the industry estimates it will
require additional still unquantified billions to meet noise and safety standards.
Preliminary figures Indicate total capital requirements of at least $50 billion
between 1975 and 19,4 broken down as follows :

Estimated capital outlays for paper and products
1975-84

Billions
New plant and equipment for pulp, paper and paperboard -------------- $20
New plant and equipment for products made-from paper and paperboard_- 12

Total ---------------------------------------------------- 32
Pollution abatement exenditures ------------------------------------ 8
Working capital . 10

Total required --------------------------------------------- 50

This average capital requirement of $5 billion a year compares with actual
requirements of $3.6 billion in 1974 and estimated requirements of $4.4 billion
in 1975.
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Retained cash flow (depreciation plus retained earnings) in the next decade
can be estimated at $29 billion or $2.9 billion a year. (In 1974 the comparable
figure is $2.8 billion reflecting the unusually strong profit performance of the
industry in that year. Since inventory profits accounted for some of these gains,
it was assumed that inventory profits would be considerably less In the future
as inflation rates recede.)

CHRYSLER CORPORATION, March 10, 1975.
Attention: Mr. Michael Stern, Staff Director.
Subject: H.R. 2166--'rax Reduction Act of 1975.
(OMMITrEE ON FINANCE,
Room 2227, Dirksen Senatc Off ce Building,11'ash ington, D.C.

GENTLEMEN: Chrysler Corporation welcomes the opportunity afforded by your
Committee to submit a written statement presenting its views on emergency
tax relief.

'The current economic recession affects the entire country, but some segments,
notably the automotive industry and its employees, are bearing the brunt of the
economic situation more drastically than others. While tax action is not the
only remedy for the Nation's economic problems, it is a vital immediate step
to demonstrate the Government's commitment to stabilizing and improving the
climate and restoring public confidence.

The Administration has proposed an early rebate of 1974 individual taxes and
a reduction of 1975 individual taxes-to quickly put more purchasing power into
the hands of consumers. To stimulate job-creating investment by business, the
Administration has proposed an increase for one year in the investment tax credit
to 12 percent for all business taxpayers, and a corporate tax rate reduction.

In general we support the basis for these proposals, without proposing either
the rates or the revenue amounts to be committed.

Chrysler Corporation supports the following principles on Emergency Tax
legislation:

1. An immediate income tax cut of sufficient size to stimulate buying to begin
the recovery from recession.

2. Increase and liberalization of the investment tax credit.
3. Liberalization of the time span for operating loss carry-back and carry-

forward to provide that the taxpayer may elect up to 10 years In either direction.
Our concern with the treatment of both the investment tax credit and operat-

ing losses is due to the fact that current proposals on tax rate reduction and the
investment tax credit provide little or no relief for those who need it most.
Industries and companies severely hurt by the economic downturn in late 1974
(continuing in 1975 and, unless tax and other actions stem the tide, possibly in
1976) urgently need special assistance. We believe that one method to accomplish
such assistance is the election of timing on operating losses to meet their Indi-
vidual needs rather than the rigid 3 years back-5 years forward in the current
law, alid that similar accomodation should be made with respect to the invest-
ment tax credit.

This summary is limited to the subjects of the current proposals before the
Committee, but we must add that our Industry urgently needs action through
taxes or otherwise to make more credit available at lower interest rates to the
public for the purchase of motor vehicles.

Sincerely,
L. A. TowNSEND,

Chairman of the Board.
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SUMMARY OF PROPOSAL To EXTEND LOSS CARRYBACK PERIOD FOR HARD-HIT
BUSINESSES

The U.S. economy is experiencing the most severe recession in more than 30
years. This recession, however, is not affecting all U.S. businesses and their em-
ployees equally. Some businesses are reporting record or normal profits while
other businesses, large and small, have been particularly hard-hit. For the de-
pressed businesses, the reduction in business activity has produced widespread
unemployment, severe capital shortages, and strained lines of credit. This is
the sector of U.S. business that requires immediate Congressional attention.

The anti-recession tax relief bill (H.R. 2166) passed by the House of Repre-
sentatives provides tax benefits to profitable corporations and relief to those
individuals who suffered most from the current economic crisis. However, the
legislation is deficient, in that it disregards the needs and problems of hard-hit
businesses. Rather, the House bill channels the benefits to companies that are
realizing profits. In this regard, the bill represents a reversed sense of priorities.

Under the present law, businesses, like individuals, are permitted to temper
the effects of nonprofltable years by averaging their income over a period of
years. The general rule is that business losses may be carried back three years
and forward five years. On a number of occasions in the past, the Congress has
recognized the necessity of modifying this general averaging rule when abnor-
mally large operating losses have occurred. There are seven such modifications in
present law.

The Committee on Ways and Means, during the development of this legisla-
tion, heard testimony from a panel of economic experts It was indicated that
extending the carryback period, in response to the abnormal losses currently
being incurred, would result in quick refunds of taxes paid in past years, which
refunds would be Immediately plowed back into the economy at the most critical
points, preserving jobs and stimulating business in general. It was observed
that this proposal would direct tax relief specifically to the hardest-hit Indus-
tries, so that relief would be associated with the greatest need. Additionally, the
refunds generated by such an amendment represent merely refunds of "overpay-
ments of income taxes" based upon a realistic averaging period.

Such an amendment received consideration by the Committee on Ways and
Means but failed to pass on a tie vote of 18 to 18 (12 Democrats and 6 Republicans
on each side of the Issue).
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It Is suggested that the Committee on Finance correct the deficiency in the
House bill by adding an amendment to provide businesses hard-hit by the current
recession with an elective averaging period consisting only of an eight-year
carryback. Under this proposal, the averaging period would remain exactly the
same length as under present law, but the years to which losses may be carried
would be reordered.

STATEMENT OF NATIONAL MACHINE TOOL BUILDERS ASSOCIATION
This statement of the National Machine Tool Builders Association ("NMTBA")

is submitted in connection with the hearings of the Senate Committee on Fin-
ance on H.R. 2166 as passed by the House of Representatives. NMTBA is a
trade association whose 330 member companies account for more than 90% of
U.S. machine tool production.

Our comments are limited to the provisions of H.R. 2166 providing for Indi-
vidual income tax rebates and Income tax reductions and changes in the in-
vestment tax credit affecting Industry generally. In brief, NMTBA supports
individual income tax relief but believes it should follow the less costly and
better balanced approach proposed by the Administration; It also urges liberali-
zation of -the investment credit and other capital recovery tax changes on a
permanent basis and to a greater degree than is provided for in H.R. 2166.

I. REDUCTION OF INDIVIDUAL TAXES

The tax reduction bill as passed by the House of Representatives provides for
a 10o rebate of 1974 income taxes with a minimum tax rebate of $100 and a
maximum rebate of $200 declining for taxpayers with gross incomes over
$20,000 until a $100 maximum rebate level is reached at the $30,000 gross income
level. The bill would also increase the low-income allowance deduction and
the percentage standard deduction and provide an earned-income credit for
low income Individuals. The one-shot revenue loss from the 1974 rebate is esti-
mated to be $84 billion and the annual revenue loss from the structural changes
would be another $8 billion. In both cases the bulk of the revenue relief would
be for individuals with incomes below $10,000.

NMTBA supports income tax relief for individuals. All of us have felt the
burden of unlegislated tax increases resulting from the interaction of accelerat-
ing Inflation and the progressive individual Income tax rebate structure, and we
are well aware of the hardships that such increases have imposed on large
numbers of our citizens. While we continue to be concerned over the magnitude
of projected Federal deficits, which are already at a dangerous level, we hope
and believe that the stimulus to consumer purchasing of an emergency tax cut
for individuals along the lines proposed by the Administration would have a
significant energizing effect at all levels of the economy. On this basis we favor
such a tax reduction, despite the adverse short-term effect on Federal revenues.

We believe, however, that the individual income tax rebate and structural
changes contained in H.R. 2166 Involve too large a revenue loss with the proba-
bility that half of this will continue indefinitely, and that the relief is dispropor-
tionately concentrated In the lower income groups. Reductions are Important at
this level to counteract the effects of inflation, but the burdens of inflation do
not fall "exclusively on low income persons. Moreover, from the standpoint of
stimulating the economy through encouraging immediate purchases of goods
and services, it is necessary to increase the resources of middle income indi-
viduals who are the principal source of such outlays. For these reasons, we favor
the more Immediate, less expensive and better balanced, one-time individual tax
relief measures recommended by the President and the Secretary of the Treasury.
These would provide a $12.2 billion one-shot stimulus In the form of 12%
1974 individual Income tax rebates ranging up to $1,000.

- II. CHANGES IN THE INVESTMENT CREDIT AND RELATED ISSUES

H.R. 2166 as passed by the House provides for a temporary Increase in the
Investment tax credit from 7% to 10%. The increase Is essentially limited to (1)
property acquired and placed in service or constructed between January 21, 1975
and January 1, 1976, and (it) property placed in service In 1976 but ordered prior
thereto. The bill also makes a structural change in the investment tax credit
pursuant to which progress payments made prior to the year In which property

48-493 0 - 75 - 34
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is placed in service may be eligible for the Investment tax credit. This change,
to be phased in over five years, would apply only if the property has a normal
construction period of two years or more and a useful life of seven years or
more.

NMTBA supports these changes in the investment credit but strongly urges
that they be modified and improved to accomplish the following:
1. The investment credit must be increased permanently

NMTBA believes it would be a serious mistake to Increase the investment
credit on only a temporary basis. Lead times in the machine tool industry and
in many other key sectors of our economy are such that a one-year credit in-
crease would have little or no effect in encouraging the increased capital invest-
inent needed to reverse the recent decline In national productivity rates.

Moreover, past experience has shown that the investment credit is incapable of
functioning as a device for "fine-tuning" our fiscal policy. In this connection,
termination of the 7% credit In 1969 set off an almost cataclysmic decline in
new machine tool orders, from which the Industry did not really recover until
1973.

Nor were machine tool builders the only losers in the 1969 downturn. Con-
sumers-who have an obvious and direct interest in the increased industrial
productivity that comes with investment in modern, technologically advanced
machinery and equipment-were also affected, albeit less immediately.

So, too, were workers, whose jobs depend on the ability of U.S. industry to
remain competitive Ifi world markets.

Ma chine tool builders believe that modernization of our industrial plant must
be a continuing process and that permanent-not temporary-improvements in
our tax laws relating to capital recovery are called for.
2. The investment credit should be increased to 12 percent

As a nation, the United States has been competing both at home and in world
markets disadvantaged by the most over-age, obsolete productive equipment of
any advanced Industrial country. And while one hears complaints from some
quarters about high corporate profits---complaints generally reflecting a triumph*
of rhetoric over economic insight-the fact is that, if examined according to any
realistic principles of accounting, the actual profits of most American Industrial
corporations are substantially below levels of even a decade ago and under our
present corporate tax structure insufficient to permit necessary replacement of
obsolete and unproductive machinery and equipment.

High interest rates coupled with severely depressed prices for equity capital
only compound the problem faced by manufacturing companies wishing to main-
tain or expand their productive capabilities.

Unless the Administration and the Congress take steps to eliminate our tax
laws' bias against savings and Investment, to encourage and to enable U.S. in-
dustrial corporations to make the capital Investment in modern, technologically
advanced productive equipment they so sorely need, the ability of these compaL
nlos to meet the material needs of our citizens at reasonable and stable prices,
to compete effectively in world markets, and to provide Jobs for the millions of
persons depedendent on industrial employment for their livelihood may be fatally
impaired.

Even with the important and constructive changes brought about by the Reve-
nue Act of 1971, our present capital recovery tax allowances are equal only to the
lowest permitted under the tax laws of other industrial, nations. This circum-
stance would be hard to justify even in good times. Given the critical nature of the
economic situation that confronts us today, such a handicapping of American
industry Is clearly misguided.

Accordingly, NMTBA urges that the investment tax credit be increased not
merely to 10% but at least to 12%.
8. The ADR class life range should be cxpandcd from 20 percent to 40 percent

While it is beyond the scope of H.R. 2166 as passed by the House, we urge that
the bill be amended to permit purchasers of capital equipment to recover fully
their investment over shorter and more realistic time periods than those author-
ized by the Revenue Act of 1971. Under that statute. which permits use of class
lives 20% shorter than the 1962 guideline lives, the minimum write-off period for
most machine tools is 9 years. That. of course, is a substantial improvement
over previously existing law, under which the minimum was 12 years and the
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right of taxpayers to use even that period was subject to the complex and un-
workable reserve ratio test.

Nevertheless, the 9% year-period now authorized is still in many cases exces.
sively long and inconsistent both with dUrrent rates of technological obsolescence
and, as alieady noted, with the liberal capital recovery allowances accorded by
most other industrializtd nations.

Accordingly, we urge that the Committee-as part of its legislative response
to our current economic crisis, and as a further encouragement to investment in
industrial modernization and productivity-report amendments to H.R. 2166
authorizing reduction of the 1962 guideline lives by 40%, as recommended by the
previous Administration's Task Force on Business Taxation, rather than the
20% currently authorized by law.
4. The investment credit increase should be effective for property placed in service

on and after October 18, 1974, if ordered on or after that date
October 8, 1974 was the date on which the President asked for legislation in-

creasing the investment credit. A few days later the Secretary of the Treasury
expanded upon the President's request by asking that the increased credit be
made applicable to all eligible equipment ordered subsequent to the President's
speech. No one who ordered equipment and placed it in service after the Presi-
dent's speech and before the January 2, 1975 effective date contained in H.R.
2166 should be disadvantaged by having responded promptly to the Pres!kent's
proposal and thereby helped to counter the economic downturn we have been
experiencing.
5. The progress payments provision included in H.R. 2166 is desirable but should

have less stringent conditions
H.R. 2166 recognizes that the "place-in-service" test of the investment tax

credit works a hardship for long lead time property and provides for the credit
to be claimed, on an elective basis, in respect of progress payments on such prop-
erty under certain circumstances, including a requirement that the equipment
have a "normal construction period" starting from when physical work com-
mences of at least two years. We believe the principle of allowing an immediate
credit for progress payments is sound. However, the proposed two-year normal-
constructon requirement appears to us to be unduly long. We would favor a
minimum period of not more than one year measured from the first payment date
to the delivery date.

In further support of the basic positions advanced in this statement-namely,
that Congress should increase the investment tax credit on a permanent basis
and to at least 12% and should also expand the present ADR class life ranges
to 40%-we are submitting herewith Dr. Norman B. Ture's recent study entitled,
"Machine Tools and Economic Progress in the United States: Implications for
Tax Policy." I Dr. Ture emphasizes the critical role which machine tools play in
our contemporary, technically complex, industrial economy. He demonstrates
how the position of the U.S. machine tool industry relative to other nations has
deteriorated in recent years and how this has significantly reduced our national
productivity. Dr. Ture's study further shows why significant permanent changesin our capital recovery tax provisions are vitally needed now to increase our na-
tional productivity.

MANUFACTURERS ChIEMISTS AsSOCIATION,
Washington, D.C., March 12, 1975.Hon. RUSSELL B. 11ONG,

Chairman, Committee on Finance,
U.S. Senate, Washingon, D.C.

J)EAR MR. C RAIRMtAN: On February 28, 1975, you announced the beginning of
hearings on H.R. 2166, a bill to reduce taxes and eliminate percentage depletion
on oil and natural gas. You stated that your Committee would be pleased to ac-
cept written statements commenting on the tax revisions contained in this bill.

The Manufacturing Chemists Association takes advantage of this opportunity
to present its views on several of the proposals embodied in H.R. 2166. The

'This document was made a part of the official files of the committee.
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Manufacturing Chemists Association is a non-profit trade association having 187
United States company members representing more than 90 percent of the pro-
duction capacity of basic industrial chemicals within this country.

Title III of lI.R. 2166 makes important revisions in the provisions relating
to the Investment tax credit. They would:

(a) Temporarily increase the investment tax credit tol10 percent; and
(b) Permit taxpayers to claim the investment tax credit as qualifying capital

expenditures are made rather than at the time the facility is placed in service.
The chemical industry always has supported continuance of the investment

tax credit as a permanent part of our capital cost recovery systems. Permanence
is vital to useful long-range planning and long-range planning is essential in
the construction and acquisition Of chemical facilities. We believe the investment
tax credit has been highly effectively in encouraging the expansion and moderniza-
tion of our plant and facilities In the chemical industry. The result has been an
increase in productivity which, in turn, has increased the ability of our industry
to compete with foreign chemical manufacturers in world markets.

Because of the present economic conditions, we believe that an immediate
increase in the investment tax credit is timely and -Will encourage positive ex-
J: tnsion of our productive capacity, resulting in the creation of more jobs. Also,
there is an urgent need for a more effective and flexible capital cost recovery
system. Because of inflation, depreciation reserves are inadequate to cover re-
placement posts. In addition, the ability to make the necessary capital invest-
ments in productive facilities has been significantly impaired by the high cost
of obtaining capital funds and by the need to spend substantial amounts of capi-
tal to meet more stringent environmental standards.

We strongly support an increase in the investment credit at this time. We do
believe, however, that the 12 percent rate proposed by the President" would act
as a significantly stronger incentive to additional capital Investment and, thus,
wou d -ve a-more stimulative effect on the economy. We recommend, therefore,
that your Committee approve the 12 percent rate in lieu of the 10 percent rate
contained in H.R. 2166. We are also of the opinion that the increase in the rate
should be made permanent to help meet the long-range need for continued eco-
pomic growth.

We support the provisions of the bill which accelerate the allowance of the
investment credit for progress expenditures. We wholeheartedly agree with the
House Ways and Means Committee that taxpayers who pay for long lead-time
property should not have to wait for the allowance of the investment credit
until the property is placed in service. This is particularly true in the chemical
manufacturing industry, whose major projects take three to five years to develop.

With regard to the timing of the increase in investment credit, we suggest
that it would be simpler from an administrative point of view if the effective
date be changed to January 1, 1975, in lieu of January 22, 1975.

Title IV of H.R. 2166 would repeal the percentage depletion allowance for
oil and gas wells effective January 1, 1975. Our Association believes that any
amendment to the tax law adversely affecting the flow of capital into the natural
resource industry is ill-advised. Higher prices, reduced additions to United
States reserves of oil and gas, or e combination of both, would result from a
reduction of tax benefits presently available in this area. The chemical in-
dustry, as a consumer of substantial amounts of petroleum and other natural
resource products, recommends the retention of the present tax incentives ap-
plicable to natural resources. .

Sincerely,
W. J. DRIVER, Pre8ident.

STATEMENT OF JOSEPH MCEWEN, PRESIDENT, THE NATIONAL ASSOCIATION OF

WHOLESALER-DISTRIBUTORs

Emergency Taz Relief for Business

SUMMARY OF POSITION

1. The-National Association of Wholesaler-Distributors (NAW) is a federa-
tion of 90 national associations representing 30,000 wholesaler-distributor es-
tablishments in the 50 states. These businesses are almost entirely small business
enterprises.
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2. Temporary tax reductions for business reinvestment purposes is a positive
approach to reversing the current decline In economic activity and rising
unemployment.

Congress should act rapidly to enact a tax reduction bill. This should be fol-
lowed by permanent tax reform designed to increase capital formation on a
long-term basis.

3. Small business, collectively our nation's largest employer, is starving for
capital because of its almost complete dependence on retained earnings for new
investment funds.

The Administration's 'proposals do not address this unique characteristic of
small business. H.R. 2166, passed overwhelmingly by the House, reflects an
understanding of the needs of small employers through its provision for an
increase in the corporate income tax surcharge exemption from $25,00 to
$50,000.

However, this Increase is inadequate; the depreciation in the value of the
dollar since incorporation of the concept of a lower tax rate for earnings of
$25,000 or less in the Code justifies, at minimum, an increase in the exemption to
$100,000.

Recommendations

1. We respectfully urge this Committee to recognize and address the special
situation of small business by increasing the corporate surtax exemption to
$100,000.

2. Relief should also be provided to corporations with less than $25,000 in
earnings. We recommend a temporary exemption of the first $5,000 in corporate
income from taxation.

3. Additionally, we support a temporary increase in the investment tax credit
to 12% for all eligible property with guideline lives of three years or more.

STATEMENT

I

My name is Joseph McEwen. I make these remarks as President of the National
Association of Wholesaler-Distributors (NAW). You should also know that I
am President of Modern Handling Equipment Company of Philadelphia, Penn-
sylvania. a firm which distributes material handling equipment and supplies. I
am also a Past-President of the Material Handling Equipment Distributors
Association.

The National Association of Wholesaler-Distributors is a federation of 90
national commodity-line associations which in turn are composed of 30,000
merchant wholesaler establishments located throughout the 50 states.

The wholesale trade is composed overwhelmingly of small, closely-held, family-
owned businesses. Nonetheless, we are a very significant factor in the economy.
Sales by merchant wholesaler establishments are forecast by the Commerce
Department to exceed $500 billion in 1975.

Wholesaler-distributors provide a vital link between producer and customer.
We purchase goods from producers, store, break bulk, sell, deliver, and extend
credit to retailer-dea!ers and industrial, commercial, institutional, and contractor
business users.

-II

This Committee is well aware of the basic role played by capital reinvestment
in creating the economic growth which generates new jobs for our people. You
also are familiar with the role capital investment plays in enabling productivity
Increases. Both of these factors are central to coping with our current recession
and taming the inflation which plagues our economy.

In the interest of the brevity requested by Chairman Long, I will not detail
herein any of the numerous analyses which conclusively document the capital
reinvestment shortfall prevalent across a broad spectrum of American industry.
Suffice it to say that it is our strong belief that this Committee must rapidly
provide temporary tax relief, and conduct further hearings in tha immediate
future which will look beyond coping with our current economic situation to
actions which will permanently increase capital formation for investment pur-
poses across the economy. This is fundamental to breaking what has become a
chronic inflation-recession cycle in which each succeeding phase is more extreme
than the previous.
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Today, we are concerned with immediate tax relief. in this context, I wish to
fc.us the Cominittee's attention on certain tnique characteristics of sinall busi-
ness, and of who!esaler-distributors. in particular, which necessitate an additional
tax relief approach to the proposals placed before the Committee by the Admin-
Istration. This approach Is to increase the corporate surcharge exemption from
$25,000 to $100.000. III

According to the Small Business Administration, there are nearly nine million
small businesses in our economy, excluding agriculture, producing some 37
percent of our Gross National Product. According to the 1967 Census of Business,
small businesses (those employing 500 or less) accounted for approximately
53.1 percent of total employment In the American economy.

Particular attention should be given to the number of Jobs In the small
business sector.

In the 1967 Census of Business, 41,931,488 persons were employed by the
companies that participated In the 1967 Census of Business. The Census segre-
gated these businesses in brackets according to the number of employees.

Assuming an arbitrary definition that a small business is one which employs
fewer than 250 people, the employment picture breaks down as follows:
Firm size ----------------------------------------------- 250or less
Employees ----------------------------------------------- 20, 117, 127
Percent of work force ------------------------------------------- 48. 0

If 500 employees, above or below, Is considered the dividing line between small
business and large business (a standard often applied by the Small Business
Administration for various purposes in a number of industrial activities), the
Census data show the following:
Firm size ------------------------------------------------ 500 or less
Employees ----------------------------------------------- 22,285, 575
Percent of work force ------------------------------------------- 53. 1

The balance employed by large business by this way of counting would be only
46.9% of the work force.

According to Enterprise Statistics (U.8. Department of Commerce), the 1967
Census of Business Identified over 4 million firms with the following payroll
figures:

Millions
Total payroll --------------------------------------------- $251.282.3
Payroll for firms with under 250 employees --------------------- 102, 558. 9
Payroll for firms with under 500 employees ---------------------- 225, 115. 8

This would Indicate that firms with 500 or fewer employees generated nine-
tenths of the payroll for the 41 million workers employed in the firms covered
by the Census.

Small business is clearly, as a totality, a major segment of the American
economy. And, it is the sector in which new Jobs Just as clearly are.

Our economy has gradually evolved from one of production to one of distri-
bution and service. An ever-expanding portion of our gainfully employed citizens
are engaged in distributing and servicing the goods which are produced, rather
than in producing these goods.

An examination of Bureau of Labor Statistics data reveals the magnitude of
the shift from production to distribution (wholesale and retail) and servicing.
In 1950, BLS calculates that a total of 30 million individuals were employed by
manufacturers, the trades and services. 15.2 million, or 51% were employed by
manufacturers; 14.8 million-49%-by wholesalers, retailers, and service con.
cerns. By 1973 according to BLS, total employment in these sectors had risen
to 48.4 million. Significantly, employment by manufacturers had dropped to only
40% of the total, while employment by wholesalers, retailers and service con-
cerns had increased to 60% of the total. Of the 18.4 million increase in Jobs, 14.0
million or 75% were in the wholesale, retail, and servicing sectors.

Our economy has gradually evolved fromn one of production to one of distribu-
tion and service and the trend is expected to continue. Fortunately or unfortun-
ately, vast improvements in technology have substantially reduced the ratio of
Job opportunities that are available in production. The Congress in seeking
ways to encourage business growth through the use of tax incentives must not
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overlook the vast potential for new Jobs in the distribution and service sectors
of the economy since that is where the largest number of new Jobs lie. It is criti-
cal to recognize this fact and the fact that the vast majority of concerns in these
sectors are small businesses, primarily dependent upon retained earnings for
capital.

Capital for small business, including wholesaler-distributors, is obtainable
only from a few sources: owner's equity, bank loans, and in particular, retained
earnings. A survey conducted by our Association across 50 wholesale trade asso-
ciations in the Fall of 1974 illustrates our dependence upon retained earnings.
The respondents indicated that retained earnings provided 43% of their long-
term capital needs, 55% of long-term capital needs were obtained through bank
loans, with only 2% obtained from other sources. The salient point as regards
bank loans, of course, is that the willingness of these financial institutions to
lend funds is predicated upon the profit-generating potential of the borrowing
wholesalers, i.e., earnings. -

Wholesale distribution-small business-needs help to create jobs. The need
for new Jobs is here today-but the means, that is capital, in the form of re-
tained earnings, is not. New jobs, therefore, must await formulation of required
capital before expansion can take place.

Our capital deficiency is accentuated by an unique characteristic of our indus-
try. Virtually all of the wholesaler-distributor assets consist of current assets,
largely inventory and accounts receivable. On average, according to data compiled
by our Association, current assets account for approximately 75% of the total
assets of the average wholesaler-distributor.

Double-digit inflation has put shocking pressures upon our ability to replace
these current assets-to replenish inventory and finance our accounts receivable.
These pressures are well in excess of the ability of our average 2.0% after-tax
profit on sales to absorb. In the past twelve months, the Wholesale Price Index
has increased 20.9 percent. The Wholesale Price Index does not reflect prices
charged by wholesalers, but the price charged by producers. Essentially it reflects
the prices paid by wholesaler.distributors for the goods and commodities that
they purchase from farms, factories, and other producers. On average, it costs the
wholesaler 20% more to replace a particular product in his inventory than he
had to pay when he purchased the identical product one year ago. Thus, to main-
tain the same volume of inventory, he requires an additional 20% investment in
his inventory. His accounts receivable also goes up 20 percent, even though he
may be fortunate enough to collect from his customers within the same time
limits of a year ago. Continuation of inflation has placed him in a most precarious
position because the additional inventory replacement costs must come from after-
tax earnings-which are at inadequate levels.

We, as are all small businesses, faced with a tremendous liquidity crunch which
has come on top of several years of inadequate retained earnings. Present capital
requirements are such that many heretofore stable, profitable concerns are faced
with an inability to raise the necessary capital to sustain current inventory and
receivable levels, let alone provide for the growth which we and the economy
must have. We urgently need meaningful relief.

IV

Current federal income tax provisions state that a corporation is taxed at the
rate of 22% on the first $25,000 of its taxable income, and at a 48% rate there.
after.

H.R. 2166 would extend the 22% rate to the first $50,000 of earnings for the
period 1/1/7-5--12/31/75. The 48% rate would apply to all earnings above $50,000.
The maximum increase in after-tax income would be $6.500.

It is important to note that this relief would extend to all corporations with
earnings above $25,000. It Is, unlike the Administration's original proposals, non-
discriminatory to all corporations with + $25,000 in earnings. When combined
with our recommended exemption of the first $5,000 in earnings from taxation, it
provides relief to all corporations-from the smallest to the l. 7gest. Importantly,
however, it concentrates relief in relative terms on small businesses. As the
Committee on Ways and Means noted In its Report on H.R. 2166, the increase
in the corporate surcharge exemption was made part of the Committee's bill,
"In order to provide tax relief to small businesses that are not particularly
capital intensive and would not be able to benefit as much from the investment
credit . ...



530

Precisely. The provision increasing the surtax exemption recognized the special
characteristics of small business. Treasury Department witnesses both before
this Committee and the Select Committee on Small Business, which held hear-
ings on small business tax relief during February, regrettably failed to do the
same. The entire small business community is most concerned that the Treasury
has chosen to ignore the fact that the special characteristics of small business
require relief provisions that are tailored to these characteristics if they are to
be effective, just as the attributes of big business necessitate special provisions
also.

Fortunately, the Congress has not experienced the Treasury Department's
difficulty in understanding that different circumstances dictate different ap-
proaches to tax relief if uniform economic stimulus is to be effectively achieved.

V
Senator Nelson, a member of this Committee and Chairman of the Select

Committee on Small BIsiness, in a preliminary report to the Senate on public
hearings on Small Business Tax Needs dated February 12th of this year, stated,
.. . conditions are worse for small business than they are for the economy

generally."
His report concluded:
"It is quite obvious to the committee that small business needs help to main-

tain its existing employment and production, let alone to increase Its expendi-
'tures for new capital investment, employment, and productivity improve-
ments .

"In order to stimulate the economy without boosting the present double-digit
inflation rate, we feel-that Government tax policy must devote some attention
to the service-oriented, cost-conscious, competitive small business segment of
the economy which accounts for 97 percent of the- number of businesses, over
one-half of employment, and one-third of the gross national product."

Specifically, the report goes on to recommend for consideration by the Small
Business Committee,

"An increase of the corporate surtax to a level which is realistic in terms of
inflation and upon the basis of our testimony of encouraging capital growth ;"

A copy of the Small Business Committee's preliminary report is attached at
the end of this testimony.

VI
And what is, as Senator Nelson so accurately terms it, "... a level realistic

in terms of Inflation and... encouraging capital growth .... ?'
We submit that an increase in the exemption to $100,000 is, at maximum,

warranted by this criteria.
The exemption to the surtax was first inserted by the Congress in the Tax

Code in 1938. In real terms, if this purchasing power were to be carried forward
today, 37 years after the $25,000 figure was derived, we would find that the pur-
chasing power of the original $25,000 has been so eroded as to have diminished
its effectiveness. One long-term measure of change in purchasing power Is the
Wholesale Price Index, which as noted previously is an index of prices charged
to wholesalers. It is especially relevant to wholesalers whose major cost in-
crease is inventory replenishment at higher prices and accounts receivable, which
really is inventory in another form.

•Wholesale Price Index-(Prce8 charged by mcn4tfacturers and producers to
woholesater-ditributors)

[1967= 1001

198 ----------------------------------------------------- 40.0
1950 ----------------------------------------------------- 81.8
1974 (December) ------------------------------------------ 171.5

Source: U.S. Bureau of Labor Statistics.
This represents an increase of 429% in the WPI. Stated another way, for

the surtax exemption to maintain the same purchasing power (as expressed
by the WPI), It would have to be increased 429%, which would be an increase to
$107,250 for the end of 1974.
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On March 5, 1975, Senator Tower, on behalf of himself and Senators Buckley,
Fannin, Humphrey, Laxait, and Thurmond, introduced S. 949, a bill to increase
the surtax exemption to $100,000. In an accompanying statement he pointed to
the Senate Finance Committee's historical recognition of the importance of small
business to the maintenance of competitive prices and Its recognition of the
fact that small business expansion depends on income remaining after tax. We
ask that the Committee continue its support for a healthy small business sector
by incorporating an Increase in the surcharge exemption in its tax relief bill.

To be truly effective, the exemption should bear the same relationship to the
purchasing power of the dollar as $25,000 did in 1938. This means an increase
in the exemption to at least $100,000. The value of the dollar has diminished
so substantially since 1938 that those of us who rely heavily on retained earnings
for capital are simply faced with the inability to finance our businesses. An in-
crease in the corporate income tax surcharge to $100,000, retroactive to Janu-
ary 1, 1975, would quickly and effectively inject urgently needed financial
vitality Into our nation's wholesaler-distributors and other small businesses. It
would enable us to preserve and expand the millions of jobs provided by the
small business sector. It would restore fis to the posture originally intended by
the Congress when it enacted the concept of the corporate income tax surcharge
exemption.

VII

It is our understanding that the Ad Hoc Committee for an Effective Invest-
inent Tax Credit will submit detailed testimony to this Committee documenting
the substantial contribution which an increased investment tax credit will make
to alleviating our current economic dilemma an~l to long-term growth. We have
participated In the Ad Hoc Committee's deliberations and, in the interest of
brevity, will associate ourselves with the data and recommendations contained
therein.

The prime beneficiaries of these recommendations would be our nation's pro-
ducers, not its wholesaler-distributors. However, the economic health of both our
economy and of our own industry is Inextricably tied to their financial vitality.
We thus urge adoption of these proposals by the Committee.

VIII

Mr. Chairman and members of the Committee, we appreciate the opportunity
to present these recommendations to you. I know that each of you bears a diffi.
cult task, so as to provide the greatest welfare for the American nation, and that
your task Is made more difficult by the competing requirements presented to
you by the many witnesses which you have heard.

You will note that our recommendations provide an approach to all industry.
Wholesale-distribution does not thrive in a vacuum. As the saying goes, we are
"not an Island unto ourselves." The Nation needs higher employment, profitable
smaller businesses, and indeed profitable larger businesses. But, let it be noted
that smaller businesses stand last in line for bank loans, last in line for lower
interest rates, last in line for equity capital, and last in line for tax reduction.

As a small businessman, I can only say to you that I and my counterparts in
scores of thousands of wholesaler-distributorships across the nation desire very
little from the Federal Government. In the context of these hearings, we ask only
the ability to retain a sufficient amount of the modest profit level properly dic-
tated by our competitive markeplace to ensure its continued existence.

I thank you for the opportunity to present these views.

[Congressional Record, 94tb Cong., ist seas.]

PRELIMINARY REPORT TO THE SENATE RE HEARINGs ON SMALl, BusINEss TAX
NEWS

Mr. NELSON. Mr. President, the Select Committee on Small Business has Just
completed 2 days of public hearings as a part of its Inquiry to assess the impact
of inflation and recession on small business, for the purpose of making recom-
mendations as to what should be Included in the emergency tax bill now before
the Congress.
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SMALL FIBMS SUFFER MOST

After receiving testimony from four national small business groups, four re-
gional small business organizations, and the Small Business Administration, I
must sadly conclude that conditions are worse for small business than they are
for the economy generally. -

Overall, the current recession is the worst since the 1930's: unemployment
is above 8 percent-the highest since 1941. The drop in the gross national product
has been the steepest since 1938, and lacks only one-tenth of a percentage point
of being the most severe economic contraction since the Great I)epression.

Meanwhile, consumer prices rose 12.2 percent during 1974, and wholesale
prices, which directly reflect the costs producers charge distributors, and which
must in turn be relayed to retailers and consumers, rose 20.9 percent.

However, as an organization of smaller manufacturers in Pennsylvania in-
formed us, prices of industrial commodities for its members have risen 26 percent
in the past year. In the construction industry nationwide, a field. in which smaller
businesses are important, materials increased 21.2 percent. in the year ending
in August 1974. That escalation was exclusive of land which is thought to have
risen even faster.

The effects of inflation on bank accounts of small firms was explained to
the committee plainly by the National Association of Wholesaler-Distributors in
the following terms:

(W)holesalers are primarily feeling the effects of inflation through higher
inventory replacement costs. It costs the average -wholesaler 20 percent more
to replace a particular product in his inventory than he had to pay when he
purchased the identical product one year ago. Thus, to maintain the sane volume
of inventory, he requires an additional 20 percent invcstmeit in his inven-
tor.* . . . his accnints receivable also goes vp 20 percent even though he may be
fortunate enough to collect from his customers within the same time limits of a
year ago. This places him in a most difficult position as-being small business
without access to additional capital for equity-the additional inventory replace-
ment costs must come from. afterta2 earnings. (Italics added.)

Thus all the numbers on the income statement are going up: "profits" may
show up 20-percent higher also, and because the tax rates have not changed, -
taxes will be higher despite the fact that the profits may actually be lower in real
terms. This inequity is compounded, because of certain accounting practices
such as accounting methods commonly used by small businesses which do not
reflect the full cost of replacing inventories. Most small firms use outdated
costs, while they must now replace their inventory and equipment at the Inflated
costs of today.

Small businesses have described these as phantomn profits," and they are ag-
gravated even further by the fact that under accrual accounting, which is in
general use by small firms, profits must be reported at the time of sale, even
though much of the payment for these goods comes in months later.

SMALL ENTERPRISES STARVED FOR CAPITAL -

'All of these factors, as well as the tight-money-high-interest-rate policy of the
past year have squeezed the smaller businessman's bank account to the vanishing
point. So, to pay his taxes and for the merchandise he sells, it is almost certain
that he must borrow money. At that point, the entrepreneur faces interest rates
far above the pt-me rate paid by large national corporations. Witnesses told us
that interest costs for small ventures range front 12 to 18 percent effective
rates.

One owner of a 47-year-old bakery in Michigan had borrowed funds at 17 per-
cent to purchase new equipment. The bank also required the loan to be secured
by securities representing much of the owner's life savings. When the recession
came, the bank foreclosed on the stock, which was selling at depressed 1974
prices.

Evidence before the committee indicates that, since the public market for small
business securities practically came to a standstill in 1974, small firms had
nowhere else to turn'hut to banks, factors, and other high-price lenders. New
issues of underwritten securities issues have declined as follows:
1972 ---------------------------------------------------------- 400
1978 ---------------------------------------------------------- 101
1974 ----------------------------------------------------------- 9
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Only $16.1 million was raised in public securities markets through new under-
written stock issues for all businesses during the entire year of 1974.

PROFITS FORCED DOWNWARD FOR SMALL FIRMS

The recession has been in the news daily, and it has been a harsh fact of life
for small business during the past year. The official figures may show that over-
all corporate profits were about 15 percent higher in 1974 than they were in
1973. But the contrast for small business was dramatically different. Testimony
at the hearings disclosed that profits, under the impact of these pressures, had
been declining for the past six quarters. Not surprisingly, this decline accelerated
during the past 6 inonths,_ according to the National Federation of Independent
Business Survey, with only 15 percent of the firms reporting higher earnings dur.
Ing that period which 50 percent showed lower earnings.

BUSINESS FAILURES RESULT

So, deprived of profits and unable to obtain credit at reasonable rates, many
small businesses were forced to close their doors.

Statistics o" business failures in 1974 bear this out, rising above 10,000 for the
first time in 3 years. Even more significantly, the average liability in these fail-
ures climbed from $246,000 to $306.000, a jump of almost 25 percent in the mag-
nitude of these business bankruptcies. This indicates that some of the more
substantial businesses had been forced to go under-at great human cost-as
well as financial ost.

Other small business % persons have kept going only by reducing their living
standards, working harder, extending more credit, and borrowing money at
ulcer-creating interest rates. By doing so they have helped to maintain employ-
ment and the flow of vital goods and services in their communities and neighor-
hoods.

WHAT SHOULD BE DONE?
It is quite obvious to the committee that small business needs help to maintain

its existing employment and production, let alone to increase its expenditures for
new capital investment, employment, and productivity improvements.

It seems to me that the number one priority is to preserve the businesses thwt
have proven useful and valuable to their towns and cities over the years as the
best platform to launch any program to revive and expand the economy.

ht order to stimulate the economy, without boosting the present double-digit
inflation rate. we feel that Government tax policy must devote some attention
to the service-oriented. cost-conscious, competitive small business segment of the
economy which accounts for 97 percent of the number of businesses, over one-half
of employment, and one-third of the gross national product.

These figures alone suggest that, when it comes to tax benefits devoted to the
business sector, about one-third should be allocated to small business if we are
interested in stimulating the economy generally, nnd closer to one-half if the
Nation is serious about maintaining and expanding employment.

But tie -structure of American business is even more convincing in this regard.
Testimony before the committee shows that in the last 25 years, employment by
manufacturers has declined from over one-half to the present 40 percent of total
employment, while Jobs in the wholesaling, retailing, and service sectors have
Increased to about 60 percent of total employment. The indications are that of
the 18% million jobs that were created between 1950 and 1973, 75 percent were
in the distribution amd servicing trades, where s mall businesses predominate.

We also know that it is traditional, where a small business person has his own
name on the door and his reputation at stake, that he Will work extra hours, make
extra sacrifices, and try harder to deliver lower prices and extra services to
satisfy Ills clientele. We heard repeatedly in our hearings that this resourceful,
hard-working segment of our business population Is anxious to Increase its busi.
ness, provide more employment, and make additional investments. if only they
are given a fair chance.

ADMINISTRATION'S TAX PROGRAM DOFS NOT RECOONIZE SMALL BUSINESS

Because small business needs are acute, and their potential for energizing the
economy Is so great, it was a shock to me that the administration's tax proposals
would ladly shortchange this extensive segment of the economy.
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For example, as to the Investment tax credit proposal, our information is that
the 352 largest corporations account for more than one-half of the total invest-
ment credit. The 90 percent of corporations which are small business got the
benefit of less than 5 percent, and 10 million noncorporate businesses accounted
for about 18 percent.

The corporate tax rate reduction proposal made by the administration gives
no benefits whatever to 90 percent of the corporations earning less than $25,000,
and ignores the possibility of energizing noncorporate businesses. We are en-
couraged that the House Ways and Means Committee has moved in the right
direction by agreeing to a decrease in the tax rate in the corporation earnings
between $25,000 and $50,000 and easing the restriction on investment credit
benefits for used machinery.

However, the hearings wade clear to our committee that far more is needed
to provide basic equity to the small business community as well as noninflationary
stimulation to the economy. Accordingly I have formulated the following outline

" of matters which are being discussed with the committee as the basis for sub-
mitting an early legislative proposal to redress the imbalances In the emergency
tax program and give small business a fair share of the benefits:

OUTLINE OF POSSIBLE SMALL BUSINESS PROVISIONS TO BE PROPOSED FOR INCLUSION
IN THE EMERGENCY OR "QUICKIE" SMALL BUSINESS TAX BILL

Noneorporate business:
An effort within the general framework of the individual rate proposal to

encourage employment, investment, and productivity by noncorporate business,
including:

An increase in allowable first-year depreciation along the lines approved by
the Ways and Means Committee in August 1974:

Re-examirmtion of the $50,000 restriction upon investment credit attributable
to the purchase of used machinery.

Corporation:
Some temporary relief for some corporations earning legs than $25,000;
An increase of the corporate surtax to a level which is realistic in terms of

inflation and, upon the basis of our testimony of encouraging capital growth;
An increase in permissible accumulated earnings to $150,000, likewise along

the lines approved by the Ways and Means Committee in 1974;
Some assistance to those businesses wIlling to begin a new enterprise under

current conditiofos;
Parity for small business and non-corporate business, if loss carry-overs are

acted upon, and a 10-year carry-forward for new businesses; and
A possible advantage for small businesses as to the investment tax credit.
I hope that many of my colleagues in the Senate will Join with us in this effort

to ,produce a tax bill which is fair to small and large business, and will thus
he in the best interest of the entire economy. I welcome suggestions toward put-
ting together the soundest possible proposal to aid the beleaguered small busi-
nessman and will be glad to work with the President, The Treasury Department,
and all concerned within the Congress toward that reMlt.

STATEMENT BY TIlE MACHINERY DEALERS NATIONAL ASSOCIATION

I. INTRODUOTION

This statement is submitted by the Machinery Dealers National Association
(MDNA), which is a national trade association composed of 370 small businesses
who have Joined together to promote the growth of the used machine tool
industry and the modernization of U.S. industries that are dependent on used
machinery. MDNA is slpe*king on behalf of the 115,000 metalworking firms in
the United States, each of which employ fewer than 100 persons. These small
businesses represent 87 Percent of the firms in the metalworking industry and-
operate approximately 40 percent of the machine tools In use.

MI)NA strongly supports proposals to expand the application of the Invest-
ment tax credit. We believe, however, that tax equity demands that the applica-
tion of the investment tax credit also be expanded with respect to used machine
tools as well as new capital equipment. Specifically, MDNA requests that:

(a) the present limitation on the value of used property eligible for the credit
be Increased from $50,000 to $100,000 to cover the increased prices of capital
equipment; and
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(b) there be permitted a five-year carry forward with respect to used section
38 property eligible for the investment tax credit.

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

(a) the proposal to increase the corporate surtax exemption from $25,000 to
$50,000;

(b) the permanent availability of a twelve percent Investment tax credit to
encourage capital formation in the United States; and

(c) additional first-year depreciation allowances for small businesses under
section 179 of the Code.

II. WHY EXPAND THE INVESTMENT TAX CREDIT FOR USEl) CAPITAL EQUIPMENT?

The purpose of the investment tax credit Is to stimulate capital investment.
By investing in used machinery and equipment four beneficial results are ob-
tained:

(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-ron inflationary impact of the credit is avoided; and
(d) the position of the U.S. balance of trade Is improved.
The Oompetitive Position of SmtaU Bu(neese.-It is recognized that the im-

pact of 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 competitors. The buyers of used machines, which tend to be medium and
small enterprises, have been particularly hard hit by the current combina-
tion of recession, inflation, and high interest rates in the U.S. economy. The
primary purchasers of used machines include small motor manufacturers, small
producers of agricultural implements and accessories, the automotive and truck
secondary market, and manufacturers of automotive accessories. These com-
panies rely heavily on the credit to permit them to compete with large corpora-
tions possessing mass producing, mass marketing, and broad financial capabil-
ities. Large corporations buy new machine tools that are either highly auto-
mated multi-operation machines or numerically-controlled equipment. Increasing
the investment credit for new equipment, then, helps primarily the largest
enterprises who need the credit the least; increasing 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 com-
puter industry, for example, the name IBM immediately comes to mind, yet
there are 65 firms with assets under $1 million also making various types of
computers. The metal can field has 93 firms in the small assets bracket fighting
to remain competitive with three dominant corporations. There are 111 of the
same small asset group competing against 5 giants in the farm implement in-.
dustry. The above examples are merely illustrative of the difficulties confronting
small businesses in heavily concentrated markets 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 mil-
lion. By liberalizing the investment credit for used machinery, the Government
would be taking a long step forward eliminating the corporate caste system
it has heretofore fostered, and would provide meaningful support for the small
ond medium sized manufacturer who wishes to grow and compete in a free and
open market.

An Etnanded Investment Credit for Used Mahinery WiMld Re .Job-reatinq
for the iconomi.-A tax credit should stimulate emplovrent for the Peconomv
as well as stimulate Investment. This is a narticnlarlv Important objective at the
nresnt time. as unemployment In the nation', economy anproqcheq the 9 percent
mark. The Investment credit for used machinery hnq a uniluelv job-creatinct
Imnaet on the economy, because the nurehnsers nt used machinery are ohtaininR
machinerv that iq legs complex than the new multi-oneratlon machines or numeri-
cally-controlled equipment purchased by large corporations. Large plants, for
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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 Appen-
dix A). 1

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 the other hand, require men or women to operate them, not
control stations. As the investment credit encourages the medium or small com-
pany to purchase machines, it also works to increase employment and develop a
skilled-labor force, as such enterprises will typically increase their employment
in a direct relationship to their expansion program.

The Investmeiit Credit and Intflation.-The Investment credit is, in the long-
run, anti-inflationary, 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. While endorsing the efficacy of the
credit as a potent tool for stimulating capital investment, Klein and Taubman
have pointed out that many decisions to invest in production equipment require
up to two years to-4mplement, and In the case of plant facilities, the lags are
much longer, usually extending from twelve to thirty-six months.' The investment
credit for used property, on the other hand, avoids the inflationary impact of
the credit. First, since used machines by definition are already built, there is
no immediate inflationary impact from the bidding up of materials to build the
needed equipment. Secondly, since used machines are simpler to install, and typi-
cally 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 amists 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 prolonged period of being in deficit. The out-
flow last year alone for petroleum 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 machine tools. The growth of the
foreign machine tool influx is demonstrated by the increase in imports from $27
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 U.S. balance of trade is 0: vious.

The used domestic machine market Is placed at a decided competitive dis-
advantage 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.

II. THE LIMITATION ON USED PROPERTY SHOULD BE INCREASED FROM
$50,000 TO $100,000

The investment tax credit began in 1962 as an effort to stimulate moderniza-
tion 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 investment tax credit with the following
explanation: 3

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
facilities. However, because of the great dependence of small business on
used property, a limited credit is also made available. (Emphasis added).

The investment credit allowed to used property in'1962 was limited to $50,000
annually with no provision for a carry back or carry forward. This limitation

American-Machinist, October 29. 1973. at p. 156.
S Lawrence R. Klein and Paul Taubman. "Estimating Effects within a Complete Econo.

metric Model". in Tax Ineenth'es and Capital Spending, Ed., Gary Fromm (The Brookings
Institution; Washington. D.C.. 1971) at pp. 239, 240.

3 H.R. Rep. No. 1944, 88th Cong. 2d Sess. (1964).
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was inadequate and arbitrary at the time, a fact that was recognized by the
House Select Committee on Small Business in 1964 when it reported and recom-
mended that: '

On the other hand, the House Small Business Cominittee, in its final report
of the 87th Congress, pointed out that the limitations of $50,000 for pur-
chase 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 appropriate legislative committee so as to permit the
investment credit to be used to a greater extent by small business.

T4e inadequacy of the $50,000 limit is even more evident today due to increased
inflationary pressures and improvements in technology in the used capital equip-
ment industry. In an effort to quantify the increased costs of used machine tools
between 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 representative 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 compared the 1962 market price of a used machine tool manufac-
tured between the years 1940 and 1945 with the 1975 used market price of the
same model machine (or its successive model) produced by the same manufac-
turer between the years 1951 and 1957. Our survey (see Appendix 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. Accord-
ingly, the size of the limitation on the investment credit for used equipment
should also be increased from $50,000 to $100,000 to take account of the impact
of increased prices in the used equipment market. The $75,000 limitation proposed
by the House Ways and Means Committee is a step in the right direction, but is
inadequate to meet the capital equipment needs of small businesses in the United
States, and should be increased to $100,000.

IV. THE INVESTMENT CREDIT PROVISIONS SHOULD PERMIT A 5-YEAR CARRY FORWARD
FOR ELIGIBLE USED PROPERTY

New property lhas 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 unused credit year for unusued credits. Used
property has no correlative carry back or carryover provisions. Equity also
demands carry forward provisions for eligible used property in conjunction with
an expanded limitation from $50,000 to $100,000. Such at carryover period should
be of at least a five-year duration. Our proj)osal would not result in the revenue
losses that would be associated with the application of. carry back provisions.
Thus, let us assume that $150,000 of used equipment is purchased in a given tax-
able year. Under MDNA's proposals: (a) $100,000 of the used property would
qualify for the credit in the year of purchase; and (b) there would be a carry
forward of $50,000 toward the $100,000 limitation for the next year.

V. SUMMARY

MDNA strongly suppi-ts the proposals made to increase the application of
the investment tax creum. 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 an expansion of the limitation for eligible used
property from $50,000 to $100,000 and a five-year carry forward for used property.

MDNA is fully prepared and willing to assist the Treasury Department, or the
Staff of this Committee, in any way to resolve this serious problem facing small
business in the United States.

4 Id.
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APPENDIX A

[From the American Machinist, October 29, 19731

PLANT-SIZE ANALYSIS-SMALL PLANTS PLAY KEY ROLE

SMALL PLANTS HAVE HIGHER CONCENTItATION OF EQUIPMENT AND DO BETTER JOB OF
KEEPING THEIR MACHINES UP TO DATE; LARGE PLANTS, HOWEVER, LEAD IN SOME
MACHINE TYPES

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

Plants are classified in three size groups: under 50 employees, 50 to 99 em-
ployees, and 100 or more. These divisions were chosen originally because they
provided suitable dividing lines for statistical purposes. It was believed that
there was an essentially homogeneous relationship between the number of em-
ployees and the equipment in these groups. The primary purpose of the plant-
size factor was to keel) 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.

But 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 PLANTS ARE OLDEST

A special run was made this time of the plants with more than 1000 employees
to see if they differed substantially from the plants with 100 to 1000 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% 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% in plants with 100 or more employees.
It drops to 30% in the plants with 1000 and more employees.

At the other end of the life span, 23% of the metalcutting machines are more
than 20 years old in the two smallest plant-size groups. The percentage of ma-
chines more than 20 years old rises to 32% in plants with more than 100 em-
ployees and to 37% in plants with more than 1000.

*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% in the
smallest plants, 29% in the next size, 30% in the plants with more than 100
workers, and also 30% in those with more than 1000 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% in the smallest size group, 28% in the next larger size, 30%
in the next size, and 33% 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% in the smallest plants, drops to only
9% in the plants with 50-99 employees, then jumps to 12% in the plants with
100 or more workers and to 16% In the plants with 1000 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%
for plants with more than 100 employees, drops to 45% for the plants with more
than 1000 employees. Conversely, the 15% of units more than 20 years old in the
100 worker and up plants Jumps up to 20% in the plants with more than 1000
employees.
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SMALL-PLANT CONCENTRATION

In the metalworking universe used for the 11th Inventory, there are 105,000
plants with less than 50 employees. They employ I million people. These
plants have 9% of the employees. They also have 32% of the metalcutting ma-
chine tools, 25% of the metalforming machines, 22% of the Joining equipment,
and 20% of the other equipment.

In the meidum group, the plants with 50 to 99 workers, there are 10,000 plants
with 661,000 employees. This is 6 % of the workers in metalworking. These
plants have 11% of the metalcutting and Joining equipment, 12% of the metal-
forming equipment, and 9% of the other equipment.

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

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

The large plants have 90% 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% are less than 10 years against 55% 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 under 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% being under 10 years old, and these plants have 73/%
of the machines.

In all the other categories, the general rule holds true: The percentage of
young machines is much higher in the smaller plants.

48-493 0 - 75 - 35



7.-SUMMARY OF 11TH INVENTORY BY PLANT SIZE (BASED ON NUMBER OF EMPLOYEES)

Type of equipment

Total metalcutting machines ------------------------
Turning machines ---------------------------------Boring machines .................

Drilling machines ----------------------------------
sMilling machines ----------------------------------
Multifunction machines ............................
Special way-type and transfer machines ............
Automatic assembly machines ----------------------
Tapping machines ---------------------------------
Threading machines ---------------- _-------------
Broaching machines ..............................
Planing machines ................................
Shaping machines -----..-----------...............
Contour sawing and filing machines ................
Cutoff and sawing machines -----_-----------------
GrInding machines ................................
Honing machines ----------------------------------
lapping machines ---------------------------------
Pishing and buffing machines .....................
Gear-cutting and finishing machines ...............

Under 50 employees 50 to 99 employees 100 or more employees Total
Percent of

Percent Percent Percent Percent equipment
In plants C0

Under Over Under Over Under Over Under Over with 100
Total units 10 yr 20 yr Total units 10 yr 20 yr Total units 10 yr 20 yr Total units 10 yr 20 yr and over

757.640 37
166,639 32

12,694 33
143,430 35
105,168 U

3,970 83
803 67

1,302 67
13,722 40
5,277 25
3,193 20
2,786 4

10,501 10
8,837 33

71, 021 44
148,530 41

7,779 48
3, 570 56

36,773 32
6,879 10

23
26
31
21
19
2
4
2

16
38
42
72
56
20
15
19
11
6

34
47

258,230
55, 868

4,649
52,113
33,792

1,482
615

1.153
4,645
1,617
1,122

843
2,707
2,338

25,653
50,942
2,067
1,211

10,618
3,510

37
32
33
35
40
76

55
44
30

,20
3
6

30
43
41
47
57
40
19

23
30
28
23
22
5

19
5

14
27
34
72
64
24
15
19
18
14
19
47

1,346,333
270,940
36,823

260,172
149.199

9,276
13,436
14,835
17. 973
8, 851

10,305
3,983

15,337
12,409
98,643

290,128
10,877
8 539

62.825
30,998

31
29
29
25
33
75
55
66
31
25
26
6
8

27
34
33
46
45
30
28

32
33
33
40
30
6

11
49
28
37
37
66
60
27
27
30
16
20
27
35

2,362,203
493, 447

54,166
455,715
288,159

14,728
14,854
17,290
36,340
15, 745
14,620
7,612

28,545
23.584

195,317
489,600

20,723
13,320

110,216
41.387

34
30
30
29
38
77
56
66
36
26
24
5
8

30
39
36
47
49
32
24

28
31
32
32
25
5

11
5

22
36
38
69
59
24
21
26
15
16
29
38

57
55
68
57
52
63
90
86
49
56
70
52
54
53
51
59
52
64
5775



Electrical machining units --------------------------
Other metal cutting machines -----------------------
Total metalforming machines -----------------------
Bending and forming machines-power ..............
Hydraulic and pneumatic presses ...................
Mechanical presses-power ------------------------
Punching and shearing machines-power ...........
Forging machines .................................
Wire and metal-ribbon former --------------------
Riveting machines ................................
Other metalforming machines -----------------------
Total machine tools .............................
Total joining equipment ...........................
Electric arcwelding equipment .....................
Electric resistance welding equipment ...... -------
Gas walding or brazing machines ------- ........
Flane cutting machines ...........................
Metallizing equipment ............................
Brazing machines ---------------------------------
Total other equipment ............................
Plastic molding machines ..........................
Diecasting machines ..............................
Inspection and measuring machines ...............
Heattreating equipment ...........................
Baking and drying ovens ..........................
Cleaning and finishing equipment .................

Total equipment ............................

3,870 81 1 929 84 -------- 6,377 73 2 11,176 77 2 57
896 33 9 356 47 19 14,407 9 80 15.659 11 74 92

173,376 31 26 84, 445 29 28 445. 466 30 30 703,297 31 29 63
32,454 34 22 13.456 34 24 52,401 33 34 98,311 34 24 53
14,717 41 19 7,416 44 16 54,666 41 21 76,799 41 20 71
68.034 25 33 34,108 22 .33 188. 837 25 36 290.979 25 35 65
28,724 36 24 11.146 31 27 49.158 31 33 89,028 33 '29 55

4,702 24. 42 3,821 22 ,6 19,224 24 42 27,747 24 43 69
7,391 30 22 4,077 31 41 14.847 26 37 26.315 28 33 56
9,660 38. 16 5,084 33 18 40,607 40 18 55,351 39 17 73
7,694 39 19 5,347 40 18 25, 727 31 24 38,767 34 22 66

931.016 34 23 342,685 35 24 1,791.799 31 32 3,065 500 33 28 58
110,263 54 11 57.236 50 9 330,503 52 12 498,002 52 11 66
80,267 59 9 42,462 54 7 240,291 55 10 353,020 56 9 66
20,173 32 21 11,178 36 16 72,601 41 18 103,952 39 19 70

2,150 67 7 597 50 6 3,114 50 7 5,861 56 7 53
4,851 50 12 2.066 48 10 7,942 46 13 14,859 47 12 53
1,636 72 2 470 68 2 2,611 75 6 4,717 73 4 55
1,186 37 5 463 47 12 3,944 46 10 5, 593 44 10 70

74, 439 55 10 36,087 55 10 269,873 49 15 380.399 51 14 71
5,406 71 5 2,385 69 11 26,162 61 8 33,953 63 2 77
1,915 57 7 1,043 48 7 8,261 49 10 11,219 51 9 74

12,779 65 8 4,576 60 4 42,517 50 14 59,872 54 12 71
10,883 40 17 5,380 46 19 54,502 35 27 70,765 37 25 77
10.688 46 11 6,497 53 7 41,392 48 13 58.577 48 12 71
32,768 57 9 16,206 58 9 97.039 52 12 146,013 54 11 66

1,115.718 39 21 436,008 39 21 2,392.175 36 27 3,943,901 37 25 61

Source: American Machinist 11th Inventory.
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With turning machines, the percentage under 10 years old is 32% In the small
plants but only 29% in the large ones.

For drilling machines, it is 35% in the small plants and only 25% in the
large.

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

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

Among the newest types of machines, the large plants have only 57% of the
electrical machine units. Of these, 73% or less than 10 years old. In the smaller
plants, the percentage of machines less than 10 years old rises to 81% in the
plants with less than ,50 workers and to 84% 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 propor-
tion 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 conclusive that
plants with less than 100 employees are equipped with substantially more mod-
ern 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 em-
ployees have 63% of the multifunction machines, and 75% of them are less
than 10 years old. However, plants with 50 to 99 employees have 10% of the
multifunction machines, and 76% of them are under 10 years old. Finally, the
plants with less than 50 workers-plants that have only 9% of the employees-
have 27% of the multifunction machines, and 83% of these machines are 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% for the plants with more than 100 workers, 6%
for those with 50 to 99 employees, and 22% 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% of
the total workers, whereas it was 8% five years ago. These plants now have
32% of the metalcutting machines instead of the 30% they had then. They now
have only 25% of the metalforming machines. They had 28% in 1968.

8.-HOW METALWORKING EQUIPMENT AGES

Percent under 10 yr old

1945 1949 1953 1958 1963 1968 1973

Metalcutting machine tools:
Turning machines ' ............................. 59 53 42 36 33 32 30
Boring machines ' ............................... 66 57 45 42 36 36 30
Drilling machines ............................... 62 59 47 41 37 34 29
Milling machines ------------------------------- 63 55 41 39 37 40 38
Tappin# machines ............................................................... 41 42 36
Threading machines (excluding pipe and bolt) ------ 60 56 39 38 28 29 26
Multifunction machines .................................................................. 77 77
Special way-type machines ........................................... . 85 62 59 56
Automatic assembly machines ..............................................--.- . 72 65
Broaching machines ............................. 65 69 50 41 31 26 24
Planing machines ............................... 22 25 19 15 It 6 5
Shaping machines ............................... 36 37 31 23 17 It 8
Contour swing and filing machines ................................ 64 51 41 32 30
Cutoff and sawing machines ...................... 66 67 55 49 45 44 39
Grinding machines .............................. 70 63 47 40 36 39 36
Honing and lapping machines ......... 87 76 56 55 48 47 48
Polishing and buffing machines ........ -- .... 59 61 49 47 37 39 31
Gear-cutting and finishing machines ............... 70 50 42 36 27 26 24
Electrical machining units ........................................................ 85 83 77

See footnotes at end of table.
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Percent under 10 yr old

1945 1949 1953 1958 1963 1968 1973

Metalforming machine tools:
Bending and forming machines ................... 54 !0 49 46 41 36 33
Hydraulic presses ............................... 49 67 54 48 49 42 41
Pneumatic presses ------------------------------------- 82 67 55 61 E4 55
Mechanical presses ............................. 39 39 37 34 29 28 25
Punching and shearing machines .......................... 41 39 37 34 34 32
Forging machines ............................... 52 28 27 20 20 25 24
Wire and metal-Ribbon formers .......................... 33 43 43 44 32 28
Riveting machines (not portable) .................. 65 61 54 48 43 40 40

Equipment other than machine tools:
Joining equipment ---...-.---- .-.---------- - 85 71 61 55 53 49 52
Plastics-molding machines ---------------------------- 67 58 56 63 67 63
Diecasting machines ------------------------------------ 83 54 70 56 49 51
Inspection and measuring equipment ----------------------------------------- 56 54
Heating equipment ----------------------------- 66 71 50 48 47 45 37
Cleaning equipment ..................................... 64 55 52 53 55 54
Plating equipment ------------------------------ 74 72 61 56 61 67 59

I Vertical turret lathes and vertical boring mills are included in "Turning machines" starting in 1968. They had been
in "Boring machines."

Note: Whera lead ars occur, no comparable data exists.
Source: American Machinist 11th inventory.

APPENDIX B

Used capital equipment 1975/1951-57 1962/1940-45

Lndis 6 x 30 PL OD 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 C'Less ........................................................... 1950 3, 950
K. & T. No. 4H PL Mill ....................................................... 24,500 9,750
Cinn 24" Shaper ............................................................ 4,950 2,250
K. & T. 3K Univ Mill ......................................................... 13 500 6 450
K. & T. 3K Vert Mill ......................................................... 14750 6:950
B. & 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. IA 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
Gisholt No. 5 Turret ......................................................... 4,950 4,950
Monarch IL' x 30" Lathe ------------------------------------------ 5,950 2,750
Cinn 2-24 Simplex Mill ...................................................... 11.500 3,500
B. & S. No. 50.D. Gr ........................................................ 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 Centerless Gr ..................................................... 12, 500 3,950
Cinn-Bickford 5'13" Radial Drill -------------------------------------- 19, 500 6,500
Bullard 36" 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 10'! x 18" PL O Gr .................................................... 7,950 1,650
DoAII 16" Band Saw ......................................................... 3950 950
Cinn No. 2 C'Less ........................................................... 12, 500 3,475
8 & S No. 20 Automatic ..................................................... 15,500 4,950
B & S No. 000 Automatic .................................................... 5,950 2,450
B & S No. OG Automatic ..................................................... 7,950 2,950
B-C No. 3 Gear Hobber ...................................................... 5950 2,950
Cinn No. 2 Centerless ........................................................ 10,950 4,950
B & S No. 0G Automatic .................................................... 11,950 5,025
Bullard 36" VTL ............................................................ 32,500 4, 950
Bliss No. 21 OBF ............................................................ 3,950 850

-527,550 -159,475
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STATEMENT OF TILFORD E. DUDLEY

TAX REFORM-INVESTMENT TAX CREDIT

Mr. Chairman, my name is Tilford E. Dudley. My office is at 110 Marylaid Ave.
N.E., Washington, D.C. 20002. I am a Representative in Washington of the
United Church of Christ, with liaison responsibilities to Government. Previously
I worked with the AFL-CIO and the CIO in political action with some speaking
activity in economics.

Several agencies of the United Church of Christ have studied our tax structure
for several years and our top delegate body, the Synod, has adopted a compre-
hensive statement on sharing the cost of government, which has been filed with
this Committee in recent years. Although that statement supported the elimina-
tion of various loopholes and tax preferences, it did not deal specifically with the
point I wish to make here. Therefore my Itestimony should be considered as my
own, personally. In fact it rises more from my study of increased productivity
while with the AFIL-CIO.

My point, in brief, Mr. Chairman, is that the investment tax credit should not
be increased. Instead it should be abolished.

The purpose of the investment tax credit is to encourage the buildThg of new
plants and new machinery. These are to be more efficient plants and machines.
They are commonly referred to as "labor saving" machines. They are expected
to turn out more goods and services per work-hour and thus per worker. In
other words they reduce the size of the needed work force.

THE INVESTMENT TAX CREDIT TTIUS LEADS TO MORE UNEMPLOYMENT, 'NOT LESS

U.S. productivity increased year after year following World War II. In the
1950's the continuance df the increase was called an economic miracle. The
amount of the increase varied from year -to year but for the 25 years of 1949
through 1973 the average was 3.1% or a total of 77.5%. (These are B.L.S.
statistics.) The work week could thus have been reduced 77.5%, or from 40
hours to 9 hours, and the same sized work force would have produced the same
sized gross product. Some of the new production was taken up by the war on
poverty and various increases in wage-cost benefits but this trend was countered
by introduction of new people into the work force who had been previously
excluded, such as women and minority groups.

Our unemployment problem is partly that we have more workers than we need
at current levels of productivity. We do not need more products. The AFL-CIO's
tax expert, Arnold Cantor, spoke last week of "automobile lots bulging with cars
. . . retail-shelves sagging with goods . . . industries operating at very low ca-
pacity rates." The same is true of refrigerators, TV sets and much of the heavy
hardware. No, we don't need more products produced but we do need more Jobs
created for the process of production.

When we were fighting the unemployment of the 1930's under FDR and the
New Deal, one requirement of government programs was that a certain per--
centage-a high percentage--of the money expended would go to pay wages.
Labor saving machines were frowned upon. The purpose was to get Jobs for
people, as opposed to machines.

The investment tax credit goes in the wrong direction. It helps employers make
money by hiring machines. We should encourage them to hire people instead.
If we continue to encourage automation and machine-made efficiency, we must
also move to fewer hours of work. I recommend a 30 hour work week, for ex-
ample. I realize that this is not in the scope of your hearing but it is a requisite
partner of the investment tax credit.

STATEMENT OF THEODORE F. BROPHY, PRESIDENT, GENERAL TELEPHONE &
0 ELECTRONICS CORP.

General Telephone & Electronics Corporation (GTE)' respectfully submits
that tax legislation during this Session must include timely and appropriate

1 GTE's domestic telephone operating subsidiaries comprise the largest Independent
(non-Bell) telephone system In the United States. serving over eleven million telephones
In more than 7,500 communities with a population of 21 million In 33 States.
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relief for all utilities, including the telephone utilities. As a minimum, the legis-
lation should:

(1) Permanently increase the investment tax credit (ITC) to 12 percent for
all businesses, equalizing the non-utility and utility rates, and remove the 50
percent ITe limitation;

(2) Allow a corporate tax deduction by the issuer at its option for dividends
paid on designated new issues of preferred stock; and

(3) Allow tax deferral for shareholders' automatic reinvestment of corporate
dividends.

I. THE UTILITIES NEED INCREASED CASI FLOW TO FUND TIEFIR CONSTRUCTION PROGRAMS

The financial plight of the utilities-both telephones and electrics-threatens
to undermine the basic infrastructure of our economy. A combination of factors,
including record inflation, high interest rates, inadequate depreciation to fund
replacement of obsolescent plant and equipment, and strained debt capacity have
produced serious doubt as to the ability of the utilities to finance adequately their
required construction programs.

Perhaps the most dramatic manifestation of this fundamental problem came
a year ago when Consolidated Edison passed its quarterly dividend. Because
of similar underlying problems, other electric and telephone utilities have an-
nounced drastic cutbacks in their construction programs. In 1975, for the first
time in twenty-seven year', the budget for new construction of the Independent
telephone industry will be less than for the previous year. While the industry
has shown an annual average construction growth of 12.2 percent over the last
decade, the forecast for 1975 indicates a decline of close to 7 percent, thereby mak-
ing the decline close to 20 percent below normal growth. Taking inflation into
account, the cutbacks are much greater in real terms. In terms of dollars, the
cutbacks in 1975 construction amount to around $400 million for the Inde-
pendent telephone industry. In terms of Jobs, a $400 million cutback in con-
struction would result in a direct loss of 12,000 Jobs further aggravating the
recession. Unlessi this trend can be reversed, it will inevitably lead to degradation
of service, serious damage to our economy, and jeopardy to the public's safety
and welfare.

These construction cutbacks reflect the continuing difficulty the utilities have
experienced during the past several years in raising funds externally. Recently,
there have been further (i) downgradings of utility bond ratings, (if) cutbacks
in the sizes of security offerings, and (iii)'sales of common stock below book
values. As an example of sales below book value, GTE recently sold 6,000,000
shares at a net of $15.55 per share, although GTE's book value was $21.71 per
share.

The current scarcity of capital has a peculiarly adverse impact on the utilities.
The utility business inherently requires large amounts of capital relative to reve-
nues (Exhibit 1). U.S. department of Commerce flgimres show that total expendi-
tures for plant and equipment have bseen rising more rapidly in the utility area
than in the economy in general (Exhibit 2). Historically, the gross construction
expenditures by the telephone utilities are almost as large as those of the electric
utilities, and they have been increasing almost as fast (Exhibit 3). These utilities
compete directly with each other and with all others for the limited amount of
available capital.

The ability of telephone and electric utilities to fund their necessary construc-
tion programs adequately is seriously impaired. First, the ability to issue addi-
tional debt is practically foreclosed by high debt-equity ratios (Exhibit 4)
and inadequate interest coverages. The average interest coverage of the electric
and independent (non-Bell) telephone utilities is estimated to be below 3.0 times
in 1974 (Exhibit 5), and individual companies were close to the 2.0 ratio below
which point they would be foreclosed by indenture limitations from issuing
additional long-term debt.

Secondly, the ability to shore up the sagging capital structures with the sale
of additional common stock equity is sharply limited by marketability and the
specter of dilution.' The average return on equity of the utilities barely exceeds

2 The 12,000 figure is an extrapolation from our estimate for the GTE domestic telephone
operating companies that a $100 million cutback in construction would cause a direct loss
of 3,000 jobs. This figure would be substantially increased by the addition of indirect job
losses.

3 Dilution occurs when there is an increase in the number of shares of stock outstanding
without a corresponding increase in assets and earning power.
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the average of Moody's "A" utility bond interest rates (Exhibit 6). Many utili-
ties, of course, have bond ratings below the single-"A" rating. The depressed
market prices of utility stocks reflect their relatively poor earnings. A comparison
of the ratio of market-to-book values and return on equity (ROE) for 106 utili-
ties listed on the New York Stock Exchange shows that all but eight are selling
below book valu (Exhibit 7). Thus, common equity can be raised by the utilities
only by introducing the degenerative spiral of dilution.' I

Because of limitations on sales of debt and the unfavorable common equity
market, many utilities have attempted to sell preferred stock. However, the
market for preferred in its present form is extremely thin and consequently has
not provided a material source of equity capital.

Capital conservation programs, based on construction cutbacks and stretch-
outs, are not a satisfactory solution. These programs threaten the ability of
American industry to move forward with assurance of the availability of ade-
quate, basic utility services. If the utilities are to be able to meet the demands for
additional service and to replace obsolescent plant, the availability of funds to
them must be promptly increased. -

The flow of funds can be increased internally through improving cash flow
and externally through the attraction of equity funds. The tax changes proposed
below, if promptly enacted, will promote restoration of financial health and will
help provide the funds necessary for the utilities' construction programs.

IT. THE CONGRESS SHOULD PROMPTLY INCREASE THE INVESTMENT TAX CREDIT AND
FACILITATE THE RAISING OF PREFERRED AND COMMON EQUITY

To alleviate the serious and immediate problems facing all utilities and to
1timulate the economy and encourage full employment, the Congress should

promptly adopt the following three proposals:
(1) Permanently increase the investment tax credit (ITC) to 12 percent,

equalizing the non-utility and utility ITC rates, and remove the 50 percent
limitation;

(2) Allow a corporate tax deduction by the issuer at its option for divi-
dends paid on designated new issues of preferred stock; and

(3) Allow tax deferral for shareholders' automatic reinvestment of
corporate dividends.

General Benefits of These Tax Proposals
These proposals 'offer significant benefits not only to the utilities but to the

economy as a whole. The major immediate benefit to the economy As that they
are anti-recessionary and will provide jobs. These proposals will help the utili-
ties finance the basic services that are needed, for a growing, prosperous, 'And
efficient economy. Moreover, industry in the United States is under-invested rel-
ative to the rest of the world, and these proposals will provide needed capital to
help correct this imbalance. The resulting increased investment will also help to
increase productivity and thereby make domestic products more competitive in
world markets.

The stimulation to the economy provided by these proposals will provide a sig-
hificant offset to any revenue loss to the Treasury.

(1) Increased Investment Taz Credit

In the past, the investment tax credit has proven to be an effective tool for
fighting recession, unemployment and inflation. Without an increase in this
credit, we foresee continued widespread construction cutbacks in the telephone
and electric utility industries which will result in increased unemployment,

4 Dilution is an unsound financial policy for any company which must go to the equity
market for financing. Repeated sales of equity below book value eventually result in a
situation where equity cannot be sold at any Prie. See Roseman. "Utility Financing
Problems and National Energy Policy", 94 Public Utilities Fortnightly, No.*6. page 19,
(Sentember 12. 1974).

Dilution -s particularly pernicious for utilities, which are subject to a governmental
limitation on notential return. Utility shareholders earn only on the utility's investment
(rate base). Thus, dilution results In a division of the investment among a greater number
of stockholders-a 4ilulion of the very earning nower of the stock it.elf.

G The dilution Prohlem Is not confined to the utilities. Other capital intensive Industries,
such as bank. also face the same nrohlem (Exhibit R).

6 Statement of the Honorable William E. Simon. Secretary of the Treamiry. before the
House Committee on Ways and Means, Washington. D.C.. January 23. 1975; Table No. 7.
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higher costs and degradation of vital utility services which are so necessary for a
healthy economy. A permanent 12 percent investment tax credit will immediately
provide corporations with needed cash flow, strengthen their capital structures,
and improve the return on common equity and interest coverage. In addition, the
proposal will reduce the external demand for funds, thus relieving the strained
capital markets. Furthermore, it will help to restore business and investor con-
fidence.

The bill should eliminate anomalous discrimination in the investment tax rate
which currently favors industrial corporations (7%) over public utilities (4%).
The new law should also eliminate the 50 percent limitation on the use of the
credit. The 50 percent limitation deprives those capital.intensive companies with
the poorest earnings-the ones who need the most help-of the benefits of the
investment tax credit. Obviously, the effectiveness of the increase for the regu-
lated utilities depends on their ability to retain the benefits of the ITC, i.e., the
Bill should preclude for regulatory purposes the flow-through of the benefit to
the users of the utility service.

(2) Optional Deductibility for Tax Purposes of Dividends Paid on New Issues
of Preferred Stock"

The adoption of the proposal to alloVV a corporate tax reduction for dividends
paid on new issues of preferred stock at the issuer's option would make an im-
portant and substantial contribution to the ability of the financial markets to
meet the capital needs of the economy. Implementation of the proposal would
immediately broaden the market for preferred stock because the issuer would be
enabled to pay a higher dividend rate on the new type of preferred stock than is
currently available on most fixed income securities of similar quality without
adversely impacting internally generated funds. A company hot electing the new
alternative could continue to sell, with reduced competition, traditional preferred
stock to institutional investors who would continue to utilize the 85 percent
dividend received deduction (IRC § 243). Indeed, some companies may offer both
types of preferred stock.

The use of the new preferred will materially benefit the following:
The Publi.-Most importantly, the adoption of the proposal will help combat

recession by supporting capital spending programs, which will bolster the econ-
omy in general and employment in particular. The proposal will assist a broad
spectrum of companies, including utilities and banks, to obtain the capital
necessary to provide the services demanded by the public which are indispensable
to a sound and growing economy. In addition, the proposal will reduce the cost
of capital to issuing corporations and thereby help to retard the rising cost of
services to the public.

Investor.-The key advantage to the investor would be the availability of a
higher dividend yield than that presently available to him on debt or preferred
securities of similar quality. Whereas the attractiveness of traditional preferred
stock has been largely limited to corporate investors, such as fire and casualty
companies and savings banks, who can utilize the 85 percent dividend received
deduction, the new preferred will be attractive to pension funds and other tax-
exempt institutions, mutual funds, as well as individuals.

Corporations I8suing the New Preferred Stock.-The new preferred will create
a significantly broader market for preferred stock, providing utilties, banks, and
other capital intensive industries with a new source of equity funds at a net cost
substantially more favorable than other equity alternatives. The.new market
thus created will particularly benefit the companies having limited'or strained
debt capacity. It will afford American industry a means of reducing debt ratios,
broadening financial bases, and supporting or restoring bond and other credit
ratings. The deductible feature will improve net earnings, cash flow, and return
on common equity.

As a result, market confidence will improve, and the economy will thereby
derive additional long-term benefits.

Corporations Issuing Only Conventional Preferred Stock.-Even those com-
panies which cannot currently utilize the tax deduction offered by the new pre-
ferred and which chose to issue only conventional preferred will benefit from
the reduced competition in the sale of conventional preferred. In addition to this

Under this proposal, any corporation would he authorized to issue a special class of
preferred stock the dividend on which would be deductible for tax purposes. Conversely, a
corporate stockholder receiving dividends on such preferred stock would not be entitled to
the 85% dividend received deduction. -
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indirect benefit, it is expected that utilities that do not currently pay taxes ulti-
mately will improve their earnings sufficiently to enable them to obtain the
direct benefits outlined above.

In summary, the proposed preferred is a new type of security with separate and
(i.e. those seeking high yield instead of capital appreciation) and will substan-
tially increase the size and effectiveness of the capital markets. The new pre-
ferred will make an important alternate financing option available and will
improve the marketability of conventional preferred stock, thereby helping to
relieve the critical capital shortage faced by American industry.

(3) Deferred Tazation of Reinveated Dividend86

Deferral of taxation of dividends on common stock reinvested by stockholders
will create a new and significant source of needed equity funds for corporations
issuing new stock under these programs. The increased cash flow will encourage
capital expenditures and will reduce the strain on the capital markets as well
as improving investor confidence.

Deferral of taxation on reinvested dividends will materially increase stock-
holder participation in existing automatic dividend reinvestment plans and will
also encourage other companies to establish such plans for their stockholders.

Further, the deferral of taxation will equalize the tax treatment of investors
in (I) high-growth, low-payout and (ii) low-growth, high-payout companies,
thereby permitting the utilities to broaden their investor groups. The broadened
market and the increase in the effective return on the stockholder's Investment
will facilitate the sale of additional securities on improved terms. The equity
generated will thereby strengthen the capital structure of American industry and
provide a base for increased employment.

The stimulus to the economy provided by the increased reinvestment of common
dividends will produce offsetting tax revenues.

CONCLUSION

The three proposals discussed above offer the advantage of a much needed
stimulus to the economy while simultaneously relieving the severe capital short-
age faced by American industry. Moreover, the proposals specifically help to
alleviate the critical financial problems of the capital intensive utility industry,
which provides the basic infrastructure for a sound and growing economy.

The direct revenue losses which will result from the proposals will be substan-
tially offset by the increased tax revenues that will be produced by the resulting
improvement in the economy.

The deepening recession and the depressed condition of the utility Industry
warrant the immediate enactment of these proposals.

* Under this proposal, dividends on c Qmmon stock which are directly reinvested under
automatic dividend reinvestment programs by stockholders in the same company paying
the dividend are exempt from taxation until disposition of the shares so acquired. Normal
capital gains tax treatment would apply when the stock was ultimately sold. In effect, the
stockholder would be taxed as though he had received a stock dividend as under the IRS'
1956 Citizens Utilities ruling.
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EXHIBIT 1

An Asset - Intensive Business
Assets Required to Generate
One Dollar of Sales
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EXHIBIT 3

CONSTRUCTION EXPENDITURES

(Dollars In millionsl

Telephone
Year Electrics I industry 1

1974 (estimate) ............................................................. $14.3CO $12,600
1973 ...................................................................... 14,600 11,587
1972 ...................................................................... 13,385 10,314
1971 ...................................................................... 11,894 9 438
1970 ...................................................................... 10,145 8, 737
1969 ...................................................................... 8. 294 7.213
1968 ...................................................................... 7,140 6,033
1967 ...................................................................... 6,120 5,469
1966 ...................................................................... 4,932 5,237
1965 ................------- -------------------------------------------- 4,027 4,796
1964 .................- .................................................... 3.551 4,231
1963 ...................................................................... 3,319 3,759
1962 ...................................................................... 3,154 3 557
1961 ...................................................................... 3,256 3,221
1960 ........................................ ............................. 3, 331 3,168

Total ................................................................ 111,448 99,333

Average annual growth rates (percent):
1968 to 1974 ........................................................... 12.3 13.1
1960 to 1968 ......................................................... 10.0 8.4

t Investor-owned electrics: Smith, Barney & Co., Inc. (using Edison Electric Institute figures).
I Includes companies reporting to the United State Independent Telephone Association (USITA) and A.T. & T.

EXHIBIT 4

Comparison of Telephone Leverage With
Electric Utilities

(Total Debt as % of Total Capital)
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EXHIBIT 5

Comparison of Pro-Tax Interest Coverage
Electrics vs. Telephone

AA AT&T

3.6x "IL"

USITAV'

1968 1969 1970 1971 1972 1973

Sources: U.S.I.T.A. Statistics, AT&T Statistical Report
'Pacific Gas & Electric's 29 Largest Straight Electrics in
Comparative Financial Data: Fifty Largest Utility Companies

EXHIBIT 6

Electric & Telephone ROE
vs. "'A" Utility Rates

1966 - 1974

11.2%
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Moody's "A" Utility Rates
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EXHIBIT 7

Comparison of Market/Book and ROE of 106 N.Y.S.E. Listed Utilities
As of December 31,1974
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ExHrBIT 8*

Comparison of Market/Book and ROE of 42 Major Banks
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STATEMENT OF DON L. GILCHRIST, EXECUTIVE VICE PRESIDENT, NATIONAL
ASSOCIATION OF BUILDING MANUFACTURERS

This testimony is presented by the National Association of Building Manufac-
turers, Washington, D.C. NABM represents the major producers of factory-built
manufactured housing, and the building materials manufacturers from whom
they purchase the component products of which homes are made.

While the residential construction industry shares in the up and down swings
of the economy, and therefore is concerned with the intelligent application of an
incentive to growth, the investment tax credit has a direct bearing on the pro-
ducers of factory-built housing, for these companies make fixed capital invest-
ments, which commitments are usually made during periods of slackened pro-
duction, to be ready for operation as the homebuilding cycle picks up again.

Historically, these swings in the housing industry have run on a two to three
year cycle, so that if a housing manufacturer today were to anticipate a return
to normal volume requirements in 1976 and 1977, the capital commitment deci-
sion must be made before or during the 3rd Quarter for the facility to be pro-
ducing a year from now.

We support H.R. 2166 in principle, for industry needs this incentive to in-
crease productive capacity, as but one of a number of interrelated measures
essential to the recovery of the Nation's economy. However, we see no logic in
limiting the scope of the proposed incentive to investments made in 1975, for
by the time laws are passed, corporate decisions made, and monies allocated and
spent, 1975 will have come and gone.

We further assert that the 7 per- cent level of tax credit in today's economy
is insufficient to generate the recovery required as fast as it is needed. For this
reason, we recommend that the Bill be amended in your version to call for a 12
per cent credit, and that it be on a permanent basis, that is, without a terminat-
ing date.

We appreciate the opportunity of presenting this testimony.

NATIONAL CONCRETE MASONRY ASSOCIATION,
Arlington, Va., March 6,1975.

Re the Tax Reduction Act of 1975.
COMMITTEE ON FINANCE,
U.S. Senate, Dirk8en Senate ODflcc Building,
Washington, D.C.:

The National Concrete Masonry Association represents concrete masonry
manufacturing plants located in every state of the United States and its pos-
sessions. There are 1300 such plants, each requiring heavy capital investments
in plant and machinery. Almost all of the plants are family owned, small busi-
nesses, employing an average of 35 people and doing an annual volume of one-
half million to 10 million dollars.

A capital investment of 111A million dollars is required to build a new concrete
masonry plant, on the average, Because of a rapidly changing technology and
new automated production methods, the average life of such plants is shrinking.
Whereas such plants could function efficiently for 20 years up through the early
1960's, new developments in production methods have shrunk the competitive
life of such plants to an average of 10 years.

The product produced by concrete block plants-concrete masonry-is a high
volume, low profit item. Price increases in the last 10 years have not kept up
with inflation. Therefore it is difficult to repay the capital investment in new
plant and machinery and bankers and lenders are well aware of this and limit
the amount of capital which can be borrowed by these family enterprises.

The extreme inflation since 1968 coupled with a nationwide drop in concrete
masonry sales of over 35% in 1974-75 (due to the construction slow-down) has
put many plants under extraordinary pressure with bankruptcies and closing
mounting. Since 1974. over 300 plants have shut down or gone out of business,
and the end is not yet in sight.

Aside from other kinds of quick relief needed, it is vital to have an invest-
ment tax credit of at least 12% for these plants to modernize and to be com-
petitive with all the other building products which are moving in on their
traditional markets. If this relief is not granted to concrete block plants, many
more will not be able to stay efficient.



554

Therefore many local family owned businesses will fold because they will
not be able to raise capital--or to pay it back-in the quantity of dollars needed.
This will increase unemployment in communities throughout the United States
especially minorities who are the backbone of employment in concrete block
plants.

We therefore urge that your committee seriously consider granting an invest-
ment tax credit of 12% and that this credit be permanent. Such an enlightened
move on the part of the Senate Banking Committee will help to preserve small
family owned businesses who cannot raise capital with the ease of large busi-
nesses but who must raise very substantial amounts of money in relation to their
size in order to stay competitive.

PAUL LENCHUK, President.

TimlE ASSOCIATED GENFRAL CONTRACTS OF AMERICA,
Washington, D.C., March 13, 1975.

Re: Tax reform (H.R. 2166).
Hon. RUSSELL B. LONG,
Chairman, Finance Committee, U.S. Senate,
Washington, D.C.

DEAR CHAIRMAN LONG: The Associated General Contractors of America ap-
preciate this opportunity to express our opinion to the Senate Finance Com-
mittee on the subject of tax reform, as afforded during your Committee's current
hearings on H.R. 2106.

The 8,400 general contractors who are members of AGC perform the great
bulk of all the contact construction work in the United States and Puerto Rico.
Representing such a substantial portion of the ration's economy, we are highly
interested In federal tax laws and are vitally affected thereby. Construction is
one of the industries hardest hit by the. downward slide in our nation's economy,
as shown by the presently estimated 14% rate of unemployment among con-
struction workers and by the abnormally high number of business failures among
contractors. Tax relief is urgently needed by the construction industry..

INVESTMENT TAX CREDIT

We strongly support an increase in the investment tax credit, and request
that this credit be enacted at 12%, and on a permanent rather than a limited
time basis. The matter of adequate recovery of capital is of critical importance
to general contractors. A permanent 12% investment credit would encourage
the construction industry and other industries to acquire more efficient and
productive machinery, equipment and accompanying facilities, and would help
in financing such acquisitions.

Increased production would contribute to greater employment of labor and to
lower prices for consumers. All the public would benefit thereby. As sound tax
policy, we urge that the investment tax credit be increased to 12%, on a per-
manent basis. Also, we favor increasing the amount of the used machinery
limitation, as proposed in H.R. 2166, from the present $50,000 to the higher
$75,000.

CORPORATE SURTAX EXEMPTION

AGC also supports an increase in the corporate surtax exemption. Raising the
exemption to $50,000 from the present $25,000, as approved by the House of
Representatives in H.R. 2106, would assist small business to retain earnings
for working capital. The construction industry is characterized by small business
concerns, closely held and thinly capitalized.

Rapidly advapeing wage rates, material prices, and interest rates, on the one
hand, and commitments to long-term construction contracts at fixed prices, on the
other hand, have caught general contractors in a financial squeeze of dire propor-
tions. Substantial tax relief is essential to alleviate this hardship situation so
widespread throughout the construction industry.

PERCENTAGE DEPLETION

We object to the proposal in H.R. 2166 to repeal the percentage depletion on
oil and nittural gas. The serious shortages in oil and gas production in the
United States have added to contractors' problems in performing construction
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work and in acquiring asphalt and other necessary materials, as well as resulting
in escalating oil and gas prices.

Increased domestic supplies of essential oil and gas can be obtained only
through large additional expenditures for exploration and production facilities

. .in this country. Continuation of the percentage depletion allowance would en-
courage the construction of facilities needed to alleviate these severe shortages.
Moreover, they are essential to making our country less dependent on foreign
sources of supply.

OTHER MATTERS

To assist American contractors to compete successfully for construction work
abroad, AGC urges that:

(1) There be retained the present exclusion from earned income of
Americans working abroad *

(2) That the investment tax credit be extended to purchases in the United
States of machinery and equipment for use abroad; and

(3) That there be imposed no further limitations on the use for foreign
tax credits that would make American contractors less competitive in bid-
ding for work abroad.

Earnings from overseas construction operations have been a plus factor in off-
setting some of America's unfavorable balance of international payments. Tie
United States, its construction industry and suppliers to the construction industry,
all benefit from Americans' winning of construction awards abroad. We submit
that it is sound tax policy to promote this activity.

A further tax matter of concern to general contractors is the present duplica-
tion of liability for Social Security taxes on successive employers of the same
employees within a taxable year. Particularly in construction, where many
employees customarily work for more than one employer during a year, this
results in an additional tax burden. There would seem to be no plausible reason
for a second employer's being ablee for Such taxes after a prior employer has
paid on the full wage base for that year. We ask that this inequitable situation
be corrected by specific amendment of the tax statutes.

While not a tax matter, the AGC would like to mention at this time and to urge
the immediate release of all impounded construction funds in an orderly manner.
This would be of great assistance in reviving construction activity and
employment.

CONCLUSION

Construction is one of our country's basic industries, accounting for up to 12%
of the gross national product. Its well-being and full vitality are essential to the
nation's economy. AGO requests that the Senate Finance Committee in its con-
sideration of tax reform (H.R. 2166) act favorably upon our recommendations
for legislative measures that we firmly believe are in the best interests of the
entire public.

Sincerely,
J. M. SPROUSE,

Executive Director.

AD Hoc COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT,
Washington, D.C., March 12, 1975.Hon. RUSSELL B. LONG,

Chairman, Committec on Finance, New Senate Offce Building, Washington, D.C.
DEAR SENATOR LONO: I was pleased to receive from Professor Dale Jorgenson

of Harvard University a copy of his report entitled "The Investment Tax Credit
and Counter-Cyclical Policy" and also a copy of the letter which he addressed
to you covering the report.

Among other things, the report and the covering letter recommends, in present
economic circumstances, a permanent increase In the investment tax credit from
a level of fifteen to twenty percent.

You will note the summary, beginning on page 38, includes the conclusion that:
The tax credit can be an important device to stimulate economic growth In

the future. For example, raising the tax credit to triple its current level would,
by 1985, increase productive capacity by almost thirty percent over the level
that would result from the present tax credit. Given the current depressed
state of the economy, the stimulus provided by such a rise would also be Just
sufficient to push the economy to full employment.

4I-493 0 - 75 - 36
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I thought you would be particularly Interested In this proposal in light of the
consideration which your Committee is now giving to the matter of the Invest-
ment tax credit. I would appreciate your including a copy of both the report
and the covering letter in the published record of your present hearings.'

On behalf of the members of the Ad Hoc Committee, permit me to thank you
again for the opportuuity-you presented to us during the hearings to testify
on this important subject.

Sincerely,
GEOROE A. STRICHMAN,

Chairman, Ad Hoc Cormi(ttee for an Effective Investment Tax Credit,
Chairman of the Board, Colt Industries Inc.

Enclosures.

CENTER FOR ADVANCED STUDY IN THE BEHAVIORAL SCIENCES,
Stanford, Calif., March 7, 1975.

Hon. RUSSELL F. LONO,
Chairman, Committce on Finance,
U.S. Senate, Washington, D.C.

DEAR SENATOR LONO: I enclose a report, 'The Investment Tax Credit and
Counter-Cyclical Policy," that Roger H. Gordon and I have prepared for the
Ad Hoc Committee for an Effective Investment Tax Credit, evaluating the im-
pact of the investment tax credit over the period 1960-1985. Our analysis for
the period from 1960 to the present is based on a review of historical evidence.
The analysis for the period from now to 1985 is based on the projected growth
of the U.S. economy over the next decade.

In the-absence of a permanent stimulus from change in tax policy the
current prospect for the U.S. economy is for a relatively lengthy period of stag-
nation, lasting through the next decade. A tax rebate for 1974, a temporary cut
in personal taxes covering the year 1975, and a temporary increase in the invest-
ment tax credit of the dimensions now under consideration by the Senate Finance
Committee will be inadequate to move the economy to full employment.

Without a permanent cut in personal taxes we conclude that a much higher
rate of the investment tax credit, possibly In the range of twenty to twenty-
five percent, should be adopted at once and continued for the indefinite future.
This conclusion implies that a tempoflry increase in the tax credit from seven
to ten per cent, or even the proposal to move the tax credit, temporarily, to
twelve per cent would not provide the stimulus required to eliminate the waste
of unemployment and stagnation.

If the cut in personal taxes proposed for 1975 Is made permanent, the stimulus
provided for the economy will still be insufficient without a substantial and per-
manent change in the investment tax credit, In combination with a permanent
cut In personal taxes of this magnitude we would recommend a permanent in-
crease in the investment tax credit to a level of from fifteen to twenty per cent.

We hope that our study supporting these recommendations will be of interest
to you and your colleagues on the Senate Finance Committee in your considera-
tion of alternative tax policies.

Respectfully yours,
DALE W. JOROENSON,

Professor of Economics, Harvard Universlty.
Enclosure.

THE INVESTMENT TAX CREDIT AND COUNTER-CYCLICAL POLICY

(By Roger H. Gordon and Dale W. Jorgenson)

Revised January 1975

A REPORT TO THE AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT

The letter of Dale Jorgenson eneloslng the report and the summary and conclusions
are reprinted following this letter. The balance of the report was made a part of the
official files of the Committee.
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4. SUMMARY AND CONCLUSION

We can summarize our main specific conclusions as follows:
(1) Over the period from 1960. to now the investment tax credit has made an

important contribution to economic growth. By the end of 1972 the productive
capacity of the U.S. economy was more than five per cent higher than it would
have been in the absence of the credit.

(2) Removal of the investment tax credit at this time would result in a sub-
stantial slowdown of growth in productive capacity over the next decade. By
1985 capacity could be as much as ten per cent below the level resulting from
retention of the tax credit in its present form.

(3) During the period from 1960 to the present, the use of the investment tax
credit as an instrument of counter-cyclical policy has contributed nothing to
economic stability. Of the five major changes in the investment tax credit since
1962, three were badly mistimed and two were correctly timed but in precisely
the wrong direction.

(4) Over this same period a constant investment tax credit at a rate approxi-
mately double the current rate of seven per cent would have been superior to
the policy actually followed for both economic growth and 'economic stability.

(5) The tax credit can be an important device to stimulate economic growth
in the future. For example, raising the tax credit to triple its current level would,
by 1985, increase productive capacity by almost thirty per cent over the level that
would result from the present tax credit. Given the current depressed, state of
the economy, the stimulus provided by such a rise would also be just sufficient to
push the economy to full employment.

Combining the results of our analysis of the investment tax credit for the period
from 1960 to the present and from the present through 1985, we conclude that a
much higher rate of the tax credit, possibly in the range of twenty to twenty-five
per cent, should have been adopted at the outset and continued for the indefinite
future. During the Vietnam War fiscal policy should have been tightened substan-
tially with the military buildup beginning in 1964 and relaxed considerably with
the de-escalation in 1969. The tax credit could have been suspended for this
period as part of such a change in fiscal policy, but the major burden of stabiliza-
tion should have been imposed on instruments that have maximum effect in less
than three to five years after their adoption.

We have demonstrated that the investment tax credit has a powerful impact
on the level of capital formation and the growth of productive capacity. Im-
pressed with these and similar results, proponents of a flexible investment
tax credit have suggested that the rate of the tax credit should be changed more
frequently and for this purpose that responsibility for changes in the rate should
be transferred from the Congress to the Administration or to an independent
agency such as the Federal Reserve Systein. Our results do not support this view.
Historically, errors in the direction and timing of the rate of the investment tax
credit, due mainly to the poor foresight of government economists, not to Con-
gressional delay, have nullified any contribution that the investment tax credit
could have made to stabilization. These errors were the result of changes that
were too frequent, misdirected and mistimed.

On the optimistic assumption that the administration of a flexible policy is
free from errors of direction and timing only two changes would have taken place
of the period from 1960 to the present, coinciding with the beginning and end
of the Vietnam military buildup. The general direction of tax policy, as recom-
mended-by the Administration and enacted by the Congress, was in precisely the
wrong direction during this period. There was little delay in Congressional imple-
mentation of Administration proposals in 1964 and 1969, so that the major burden
of responsibility for the errors in policy cannot be attributed to the sluggishness
of Congressional procedures for consideration of policy changes.

Our overall conclusion is that economic growth rather than counter-cyclical
stabilization should be the primary criterion for selecting the appropriate rate
for the investment tax credit. To stimulate economic growth and close the persist-
ent gap between actual and potential GNP that characterizes the period 1960-
1985, except for the Vietnam War, much higher rates of the investment tax credit
would be required. Changes in the rate of the investment tax credit should be
less frequent than they have been in the past. There is no justification for a
transfer of responsibilities for administration of the tax credit from the Congress
to the Administration or to an independent agency, such as the Federal Reserve
System.

* $
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Table I

SUMMARY OF SUPPLY AND DEMAND FOR CREDIT
(S Billions)

Net Demand
Privately Held Mortgages
Corporate Bonds
State & Local Securities
Domestically Held Foreign Bonds

Subtotal Long.Term Non-Federal

Business Loans
Consumer Loans -
All Other Bank Loans
Open Market Paper

Subtotal Short.Term Private

Privately Held Treasury Debt
Privately Held Federal Agency Debt

Subtotal Federal
Total Net Demand for Credit

Net Supply&
Mutual Savings Banks
Savings & Loan Associations
Credit Unions
Life Insurance Companies
Fire & Casualty Companies
Private Non-Insured Pension Funds
State & Local Retirement Funds
Open-End Mutual Funds
Real Estate Investment Trusts

Total Non-Bank Investing Institutions

Commerdal Banks"

Finance Companies
Business Corporations
State & Local Govemments
Foreigners

Subtotal

Residual: Individuals& Misc.
Total Net Supply of Credit

See Annual Net Increases in Amounts Outstanding
Table 1969 1970 1971 1972 1973 1974e 1975p

11 22.7 20.2 41.7 59.0 60.0 35.4 33.5
III 13.8 22.8 23.7 19.1 12.7 24.7 31.3
IV 7.1 14.7 21.3 12.5 14.5 15.5 15.0.
V 1.0 0.9 0.9 1.0 [.0 2.2 3.1

44.6 38.6 87.6 91.6 88.2 77.8 82.9

IX 18.4 2.S 7.7 24.8 38.4 34.3 12.1
iX 10.4 6.0 11.2 19.2 22.9 9.9 3.5
IX 2.0 2.0 7.3 10.1 7.8 2.2 4.5
VIII 12.4 2.1 -0.1 1.6 8A 16.9 9.6

43.2 12.6 26.1 55.7 17.5 63.3 29.7

V1 -5.8 5.7 18.9 15.1 -2.1 10.7 41.0
Vii 8.1 9.0 2.8 92 21.5 20.0 9.7

2.3 14.7 21.7 24.3 19.4 30.7 50.7
90.1 85.9 135.4 171.6 1iS.1 171.8 163.3

x
x
x
X
X
X
X
x.
xX

2.5 3.8 9.0 8.9 5.3 2.7 6.6
10.1 11.9 30.5 37.4 29.3 23.3 26.5

1.5 1.5 2.6 3.1 2.9 3.2 3.5
4.4 4.7 7.2 8.8 9.6 10.9 12.5
1.6 3.8 3.7 3.8 3.5 3.7 2.9
1.0 2.5 -1.8 -0.5 2.1 5.4 5.0
3.7 3.8 3.7 3.7 3.7 5.7 6.7
0.9 0.5 0.0 0.0 -0.2 0.9 -0.2
0.9 2.1 2.5 4.9 4.5 1.2 0.2

26.6 34.6 574 70.1 60.7 57.0 63.7

X 15.6 33.7 51.D 73.3 77.6 53.6 65.0

x
XI
X!X!

8.1 0.7 4.2 10.7 10.2 4.9 1.4
7.4 0.8 5.2 1.3 5.4 8.0 5.7
3.4 -0.5 -I.S 4.1 4,5 2.4 -3.0

-0.9 10.3 26.4 9.1 2.0 7.0 10.5
60.2 79.6 142.7 168.6 160.4 132.9 143.3

XII 29.9 6.3 -7.3 3.0 24.7 38.9 20.0
90.1 85.9 135.4 171.6 185.1 171.8 163.3

- == = = = = a=fnm = =

alxdudis funds for equities, cash and miscelaneous demands not tabulated above.
Includes non-operatn8 holdial and other bank related companies.

Amounts
Outstanding

12/31/74e

614.9
273.4
208.3

18.8
1,1 15.4

248.8
190.4
72.2
66.9

578.3

268.9
101.8

370.7
2,064.4

99.1
285.6

26.4
194.9
44.9
43.0
65.2
7.9

16.2
783.2

704.4

89.8
76.6
30.1
71.7

1,755.8

308.6
2,064.4
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SUMMARY AND CONCLUSIONS

The summary table on the opposite page, as well as
the supporing tables on following pages, present our
current estimates for credit flows in 1975. The 1975
estimates do not, show all of the porentid transaction
flows, but rather those we believe will be realized. They

Last year. an estimated $1718 billion of net new
credit demands were satisfied in the financial markets of
the United States. The most burdensome rate of price
inflation in decades simply overwhelmed a substantial
real decline in economic activity, generating total credit
needs equal to those of 1972 and not too far below
those of 1973, a boom year. Indeed, total demands
failed to exceed those of 1973 only because of a very
restrictive stance on the part of the monetary authorities
for the better par of the year.

The unprecedented nature of economic and financial
conditions last year produced rather unusual and dra-
matic market phenomena, which are to a large extent
reflected in the accompanying credit flow tables. The
coupling of worsening domestic recession and unrespon-
sive price trends against an international backdrop of oil
agravated payment deficits and business and institu.
tional failures, produced uncertainty and caution among
consumers, mountain problems for business and govern.
mental borrowers and widespread re-appraisals of credit
risk and Investment strategy. Moreover, the persistence
of a dearly unacceptable rate of inflation, left the
burden of restraint with the Federal Reserve. Monetary
restraint wid huge short-term demands combined to
produce record levels of interest rates and sharp reduc-
tions in new savings at thrift institutions.

Consumer uncertainty and caution, combined with
the effects of disintermediation produced all and more
of the decline in net satisfied demands from the record
1973 levels. Excluding direct Federal agency financing,
net mortgage formation declined 41% or nearly $2S
billion to $35.4 billion last year. And consumer lending
plummeted 57% to a mere $9.9 billion net. Both
mortgage and consumer loans were at their lowest levels
since 1970. These two types of borrowing declined a
total of $38 billion last year, more than offsetting big
increases in business and governmental credit demands.

On the supply side, commercial bank credit expan-
sion declined $24 billion from the 1973 record to $53.6
billion, accounting for more than all of the total decline
in credit demands. Partly offsetting the bank credit slow-
down was a record $38.9 billion of direct credit market
investment by individuals and miscellaneous investors.

are, therefore, directly comparable with the realized
flows shown for 1974 and earlier years. The following
comments summarize ow major conclusions a,4 find.
ings for both the 1974 and the prospective W1S7 credit
flows.

1974

The external financing requirements of non.financial
business corporations rose to a record $7S.2 billion
despite the economic slowdown (See Table IIB). Physi-
cal investment requirements continued to rise: plant and
equipment expenditures rose nearly 12% over 1973
levels, due mainly to price increases, and inventory
accumulation approached 1973's steep rise. Moreover,
net receivables rose in a most unusual contra-cyclical
fashion, most probably reflecting the difficulties non.
corporate customers experienced in meeting liabilities.
Internal cash flow was virtually unchanged at 188.3
billion because the large aggregate increases in reported
before tax profits reflected inventory valuation Increases,
Consequently, corporate cash needs to finance purely
operational requirements rose $15.8 billion to a record
$68.7 billion. Even though corporations added rela.
tively little to financial assets, therefore, total external
requirements rose above the 1973 record.

Because of the condition of the equity markets last
year (See Table IlIC). corporations were unusually
dependent upon debt markets. Net new stock financing
declined to $3.2 billion, including preferreds, the lowest
annual volume since 1968. Consequently, business cor.
poratione raised a record volume of short-term funds and
issued record amounts of both taxable and tax-exempt
(pollution control) bonds. The increase in corporate
bank loans about matched 1973's record $31 billion,
and issuance of open market paper rose dramatically to a
record $48 billion. This unfortunately worsened the
already unfavorable maturity structure of corporate
debt. The rate ,f bonds to short-term debt reached a
record low of ody a shade above I to I as the year
ended. As Table liA shows, moreover, increasing
emphasis on quality on the put of bond investors
resulted in a dramatic increase last year in the volume of
medium-term bond financing; there were months in
which virtually no public utility offerings were long
bonds.

The bond market financing of business corporations
was supplemented by a large volume of commercial bank
and bank holding company debentures. Moreover, as the
summary table shows, foreign bond offerings, especially
those of Canadian issuers, swelled to a record $2.2
billion net.
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The record volume of paper financing of non-
financial business corporations was similarly augmented
by the very heavy use of paper financing on the part of
both commercial banks and finance companies, although
virtually all of the outstanding paper issued by real
estate investment trusts was paid down last year (See
Table Viii). Moreover, the volume of bankers' accept-
ances outstanding was doubled in a single year!

As noted above, Federal government market finance.
ing increased rapidly, especially towards year-end. Trea-
sury debt financing, net of Federal Reserve System
purchases, rose to $10.7 billion compared to a net
retirement of $2,1 billion in 1973 (See Table VI).
Virtually all of this financing was purchased directly by
individual investors.

The precipitous decline in private mortgage financing
last year compelled Federal housing agencies, moreover,
to step up their support of this market. They acquired
an estimated $14.9 billion of mortgages in the secondary
market and Federal Home Loan Banks advanced almost
$8 billion to savings and loan associations, financing an
equivalent volume of their mortgage acquisitions. De-
spite this support and the now mammoth level of
repayments on seasoned mortgages, housing starts
plunged further last year to only 1.3 million units (See
Table i).

The supply of market credit was decisively affected
by two major developments last year. The first was the
monetary authorities' determined return to restraint
early In the year, with concomrntant levels of disin-
termediation. The second was a wholesale revaluation of
the credit worthiness and future prospects for American
business enterprise.

Monetary restraint finally slowed credit growth last
year. Bank credit expansion was actually negative at
times, taking seasonals into account, and, for the year as
a whole, was the smallest since 1971, despite a record
increase in bank issuance of CDs and paper (See Table X,
p. 23). Privately held demand deposits increased only
$2.9 billion compared with $19.4 billion in 1972 and
$14 billion in 1973 (when restraint was obviously less
determined). With the notable exception of money
center banks able to compete for short-term funds in the
market place, monetary restraint cut much more deeply
into loan accommodation than an already low level of
security purchases.

The impact of monetary restraint was felt even more
by thrift institutions than banks, Record open market
rates throughout much of 1974 aggravated the shift
away from these traditional venues of saving into more
direct market activity. Mutual savings banks (See Table
X), for example, recorded aggregate regular savings
deposit gains of only $2.3 billion, less than half the

amount of interest they credited to these accounts
during the year, and even less than the savings gain in
1969. Savings and loan associations, moreover, did not
do too much better on balance. Their savings inflows
declined about 25% compared to 1973, but they
compensated in part by obtaining massive advances from
the Federal Home Loan Banks. Towards the end of the
year, however, a major part of the fresh inflows of
savings were applied to the replenishment of liquidity
levels rather than new mortgage financing.

The widespread reappraisal of investment strategy by
many hitherto equity oriented institutions produced
sharp cutbacks in the volume of stock purchases in favor
of fixed income investment (See table below). The most
dramatic example of this kind of shift from stocks to
bonds was that of private non-insured pension funds,
who cut back their new net stock investment almost 60%
and increased their net new bond investment over 200%
last year. Moreover, market declines produced pension
fund stock portfolio losses ofnearly 25% in the aggregate.
The changes ininvestment attitudes also forced real estate
investment trusts into marked dependency upon commer-
cial banks when open market sources of funds dried up.

Net Acquisitions of Corporate Securities, by Type, for
Various Kinds of Investor Groups ($ Billions)

Life Insurance
Companies

Bonds
Stocks

Private Pension
Funds

Bonds
Stocks

State & Local
Retirement Funds

Bonds
Stocks

Other Institutions
and Foreigners

Bonds
Stocks

Individual (and Misc.)
Investors

Bonds
Stocks

1969 1970 1971 1972 1973 1974e

1.6 1.2 5.4 6.4 5.1 4.9
1.7 2.0 3.7 3.7 3.5 2.0

0.5 1.9 -0.7 -0.7 1.4 4.3
5A 4.6 8.9 7.3 5.3 2.2

3.2
1.8

3.7 3.9 4.3 3.5 5.5
2.1 3.2 3.5 3.9 3.6

1.7 5.6 5.4 3.1 -1.9
4.4 4.3 4.3 4.3 3.1

2.5
2.0

6.8 10.4 9.7 6.0 4.7 7.5
-" -5.3 -6.6 -5.8 -6.8 -6.6

Continued gains in personal savings (despite the
impact of inflation upon the cost of necessities) enabled
individuals to acquire a substantial, but not record,
amount of financial assets again last year. Even higher
market rates of interest than in 1973 resulted in a
further shift away from institutional forms of saving.
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Direct purchases of securities by our residual, "Indivi-
duals and Miscellaneous Investors" soared to a record
$38.9 billion (See Table X1I), with over half of this
concentrated in new investments in Federal securities.
Individuals also invested substantially in commercial
paper and both the corporate and tax-exempt bond
markets.

The unique character of credit flow developments last
year can hardly be exaggerated. The high rate of

The forces generated by business contraction will
profoundly shape credit flows this year. Nevertheless, as
the events of 1974 demonstrated, it would be a serious
error to envisage these forces as having merely cyclical
dimensions or significance. While fiscal and monetary
stimulation are typical responses to cyclical slowdowns,
it is doubtful that the economy ever before entered the
second year of recession with anything like the recent
extraordinarily high rates of price inflation, or the
degree of illiquldity evident in business concerns, com.
mercial banks and a few other institutions. These
unusual adverse factors will add severe and cyclically
uncharacteristic burdens on financial markets. Moreover,
there is no cyclical (or other) precedent to the inter-
national monetary instability and heavy payments drain
imposed by the increased price of oil. Thus, a high
degree of volatility and abnormal developments are
likely to determine credit market flows this year.

Our credit flow estimates for 1975 are essential to
finance the 5% to 6% increase in GNP which we
anticipate. That increase, reflecting an inflation rate of
8.5% or so and a further decline in real activity of about
2.S to 3% (we foresee the recession lasting most of
1975, with perhaps a glimmer of recovery in the closing
months), would bring the full year level to roughly
$1,475 billion, in nominal dollars. Consumer uncertainty
in the face of very high levels of unemployment, declining
business spending and Uttle hope of lifting housing
activity above 1974 levels all cast a pall upon prospects
for an immediate or vigorous recovery. Only Federal
spending, among all the major economic factors, is likely
to provide some upward thrust.

These developments will produce several unique
credit flow features. First, while the magnitude of net
new credit demands financed this year will slow from
the previous year, it will still be enormous for a business
recession. especially one this deep. Like last year, these
demands will go well beyond cyclical proportion because
of the high rate of Inflation. We estimate a net increase
in all credit market obligations of $163.3 billion or an
8% increase on top of the amount outstanding at the

short-term business borrowing, the slowdown in bank
credit expansion and the substantial shift of individuals'
funds from deposits into direct security purchases, for
example, are typical of periods of booming business
rather than one in which real economic activity declined
2%. They reflected the heavy burden of inflation upon
market participants of all kinds, and deferred the urgent
task of restoring the financial prerequisites of sustainable
growth to 1975 and beyond.

197S

start of the year. Second, while better credit rated
business corporations will gradually be able to improve
their liability structure in contrast to 1974, by reducing
short-term borrowings and stepping up long-term financ-
ing, lower rated firms will remain heavily dependent
upon commercial banks because of very intense quality
preferences in the open markets. Third, the huge budget
deficit of the Federal Government will pose difficult
challenges later on this year that could-threaten the
corporate balance sheet restructuring. Finally, while
personal savings generation should improve this year due
to the cautiousness of consumers, the threat of some
disintermediation has not been entirely dissipated. Al-
though they will save rather than spend a good portion
of the early tax rebates or reductions, for example, part
of these new savings will be invested directly in credit
market obligations instead of being entirely channelled
through intermediaries as was the case in most previous
business recessions.

In the aggregate, the net credit demands of the
private sector (consisting of long-term and short-term
private demands, as shown in the summary table) will
total an estimated $112.6 billion, down $28.5 billion
from the previous year's total. At the same time,
however, the net market demands of the Federal
government will rise to $50.7 billion, up $20 billion
from 1974.

The most striking falloff in financing demands in the
private sector should come from business firms. We
estimate that the external financing demands of non-
financial corporations will fall from $75.2 billion last
year to $56.3 billion, largely because of reduced physical
investment (See Table IIB). As the following chart
shows, purely operational needs will fall sharply, and a
moderate increase in financial asset holdings will modify
this decline very little as far as total financing needs are
concerned.

The decline in corporate demands wil' show up
primarily in business loans, which will total $12.1
billion, down sharply from 1974 but still higher than in
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8esnets of Corpote Exterul Financing Needs
(S Blons)

izea ieet

40

0 1970 1971 1972 1973 1974e 1975P

1970 and 1971; this should help arrest, but not revei
the deterioration in corporate liquidity profiled in
table below. There should also be a gradual slowing in
high rate of open market paper Issuance. In contrast, I
net issuance of corporate bonds is expected to ton
record $31.3 billion, surpassing the 1974 record by Si
billion (See Table Ill). The drive to improve balar
sheet positions will again be concentrated among mar
facturers; commercial enterpriv.s, however, will bel
to fund some short-term debt also. New public bo
offerings will again dominate the corporate bond m
ket despite some pickup in the volume of privi
placements. The Increased investor requirements I
safety of funds and the impact of reduced corpor
profitability will produce an even larger issuance
medium-term bonds than last year's record. We aI
anticipate a moderate pickup in the net new issuau
of common and preferred stocks to S4 billion t
year from the depressed volume of $3.2 billion
1974. While the need to issue equity is very gre
these requirements will not be satisfied appreclat

Some Measure of Aegate Corporate Liquidity
i the Postwa Pesod

(Cyclical Year-End Highs and Lows,
Ratios of Outstanding Amounts)

19448
1949-53
1954.57
1958-60
1961.70
1971.74

Bond Debt to
Short-Term Debt
High Low
2.11 1.54
2.09 1.63
2.04 1.67
1.93 1.70
15 1.25

1.42 1.05e

Liquid Assets t
Short-Term Del
High Lo
3.47 1.9
2.41 1.8
1.97 1.34
1.45 1.1
1.23 0.6
0.69 0.5i

until there is some improvement In market conditions. In
the meantime, the financial structure of some corpora-

SD tions may result in a number of bankruptcies and will, in
time, accelerate cash mergers and acquisitions on terms
very favorable to buyers.

SI The only other increase in long-term demands for
credit this year will come from foreigners. Although still
very small when compared with domestic debt issuance,
their net issuance of bonds hele should increase by
nearly $I billion to $3.1 billion, reflecting mainly the
growing needs of Canadian issuers and, to a lesser extent,
obligations of oil deficit nations acceptable to US.

20 investors.

On the other hand, mortgage formation, while still
0 the major factor in the long-term market, should again

slow this year although not as precipitously as in 1974.
Including reduced mortpge acquisitions by the Federal
credit agencies, and $33.5 billion of net new mortgage

rse, formation by private investors, down $1.9 billion from
the 1974, the total will fall to $43.5 billion. The overall level
the of private housing starts is expected to fail just short of
the last year's depressed total, reflecting the large overhang
1 a of unsold homes, continued high real estate prices and
6.6 buyer uncertainty stemming from very high levels of
Ice unemployment. Moreover, private institutions financing
111- housing will probably prefer to improve their impaired
oin liquidity before they seek to extend new mortgage
nd commitments, and real estate investment trusts, a highly
at- stimulative force in commercial construction financing
ate just a few years ago, now have serious financial problems
ror of their own.
ate
of The long-term bond issuance by state and local
Iso governments will also slow in 1975 but this will be
Ice nearly offset by a larger volume of short-term borrow-
his ings (See Table IV). As a onseqxence, total new state
in and local borrowings will vary little from last year.
at, Among other factors affecting this market this year will
sly be the continued investor preference for high quality,

smaller purchases by fire and casualty companies and
larger but still well below record purchases by com-
mercial banks.

Fiscal stimulation means a huge increase in borrow.
wings by the Federal government. We project a unified
U.S. budget deficit approaching $50 billion in calendar

o 1975 as compared with a deficit of $10 billion last year.
bt Our estimate includes the revenues generated by the just

enacted new tariff on oil imports but no other energy
tax, personal income tax rebates and tax reductions of

8 S20 billion, a good increase in expenditures and short.
5 falls in revenues due to the economic contraction. As a
8 result, the net market demands of the US. Treasury will
9 total a postwar record of $41 billion, nearly $30 billion
i3 larger than last year and more than two times the
6e financing absorbed by the market in 1971 when the
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Government also pushed to restimulate the economy.
Partly alleviating this h age increase in Treasury debt will
be an estimated 510.3 billion decline in the net
offerings of Federal credit agencies, due in large measure
to debt etirement by the Federal Home Loan Banks and
smaller borrowing by the Federal National Mortgage
Association.

Despite the fact that the slowing of private credit
demands neatly offsets the enlarged borrowing require-
ments of the US. Treasury, the financing of the latter
poses potential problems for the credit markets. For
example, if, by chance, the inflation rate does not
diminish significantly, private credit demands will
remain high, intensifying the struggle for available funds.
Moreover,a crucial element in our picture of how the defi-
cit is to be financed with a minimum of friction is the over
$20 billion of US. Governments we expect commercial
banks to acquire (a postwar record and an estimated
30% increase in their holdings, as the chart below
dramatically shows). This assumes a moderately large
expansion in bank credit totalling $65 billion or 9%, of
which only $30 billion will be allocated to finance loans
compared to the $50 billion in 1974. Thus, the deficit
financing would create problems if loan demand exceeds
expectations.

Commercial Bank Security Holdings, By Type

(S Billions)
125

75

5o

25

0

We are also assuming that non-bank investing institu-
tions will acquire a record $6.4 billion net of U.S.
Governments. Nevertheless, even these generous assump-
tions leave a large volume of Governments to be absorbed
by other investors, mainly individuals. In fact, even allow-
ing for a substantial volume of reintermediation and an
expansionary monetary policy, our overall residual, con.
siting of individuals and miscellaneous investors, still
totals an estimated $20 billion. While this residual is only
half as large as In 1974, it is nevertheless abnormally large

for a business contraction (See the chart below). During
the 1970 business recession, the residual financed only
7% of net credit market demands and in 1971, it was
actually negative due to massive reintermediation.

Disposition of Individuals' Disposable
Financial Savings

(S Billions) "
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Considering the likely profile of economic and
financial developments this year, the Federal Reserve
will be faced with difficult problems of both a funda-
mental and tactical nature. It will have to supply a
substantial volume of new reserves despite a still very
high rate of inflation and strong inflationary expects.
tons. To encourage the purchase of a substantial volume
of Governments by the commerical banks, the author-
ities will have to keep the Federal funds rate very close
to or below th- bill rate to provide an arbitrage
inducement. This should prove no problem as long as the
economy is slowing down. As the economy levels out or
picks up in the second half of the year, however, the
resumption of private credit demands coupled with
increased Treasury financing should pose some difficult
chokes for monetary policy. Keeping markets and
especially the banks conducive to substantial Treasury
financing may require more rapid injection of reserves
than is consistent with the objective of longer run
economic stability.

To some extent, these troubles could be minimized if
foreigners sharply increased their purchases of American
securities over the $10 billion estimated by us and if
borrowing here by oil deficit nations subsides. The latter
is yndikely unless oil prices decline or financing restric-
tions are imposed. The recycling problems are far from
resolved and in fact have been substantially aggravated
of late. For both political and market reasons, the oil
producing nations receiving payments mainly In dollars
have invested only a small part of their excess funds in
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American obligations. One of the consequences has been
renewed dollar weakness, which poses an imponderable
element in these credit flow estimates.

The consequences of a US. budget deficit sub.
stantially greater than the nearly $50 billion esti-
mated by us for calendar 1975 should be clearly
recognized. Such a deficit could be reasonably financed
only if the economic contraction this year is much
greater than we expect. Otherwise, the budget deficit
would either lead to a vicious struggle for funds between
private borrowers and the Government, or the Federal
Reserve would have to supply funds without regard to
its long range responsibilities. In any event, a larger than
expected deficit would threaten economic recovery,
despite the best intentions of Government by crowding
out medium to lower rated business borrowers, many of

whom are already in peril, and mortgage borrowers as
well, thus aborting recovery in housing activity.

Our credit flow projections suggest, by themselves, a
few broad obsrvtIons on interest rate prospects. The
yield curve is likely to remain sharply positive for the
near-term with short-term interest rates declining more
thanthe Whatd longterm bonds. Some flattening
of the yield curve is likely later on, as recovery begins.
At that time, short-term interest rates could rise in
response to increased economic demands, even though
the Fed may not be actively slowing credit availability.
In addition, considering that the weight of financing
requirements will fall most heavily upon medium and
lower rated borrowers, their illiquidity will persist for in
unusually long period of time. The selectivity of
investors, therefore, will maintain quality spreads in the
bond market at relatively wide levels.

W
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TECHNICAL NOTES ON TABLES

Table I summarizes all the chief factors of supply and
demand for credit. The detailed supporting data for each
of these chief factors, as well as other supplementary
statistics, are shown in Tables II through XII on the
following pages. In the summary (Table 1), net credit
demands are divided arbitrarily into three types: I) long-
term, which include privately held mortages, corporate
bonds, municipal bonds and foreign bonds; 2) short-term
private demands, and 3) privately held Treasury and
Federal agency debt. The suppliers of these funds are
broken down into: 1) non-bank investing institutions;
2)commercial banks; 3)finance companies, corporal.
tions, state and local governments as well as foreigners,
and, finally. 4) the residual: "individuals and misceilane-
ous," which comprise all types of investors in these
credit instruments that are not otherwise specified in
these tables.

All of the summary figures are in terms of net
demand or net supply, that is to say, the net annual
increases in outstandings of the various types of debt,
and the net annual increases in the holdings of the
various investor groups. The much larger gross volumes
of new fLnancing are reported in some supporting tables,
but not in the summaryiable.

In addition, on the extreme right-hand side of each
table a boxed column shows estimates for amounts
outstanding and holdings as of year-end 1974. These
amounts are shown at book value except for corporate
stock which is shown at market. Totals for various
institutions holding stock are the sums of the market
value of their stock holdings and the book value of all
other assets.

The summary table excludes equities both on the
supply side and the demand side. Table IIIC. however,
carries supply and demand estimates for equities.
Because net demand and supply data for corporate stock
transactions provide an ir~complete picture of stock
activities and values, net transactions are reconciled with
gross and with changes in market value for various kinds
of investors at the bottom of this table.

The summary table also excludes such non-market
credit items as b'isiness receivables. It further excludes,
on both the demand and supply sides, private credit
instruments bought and held by the Federal Govern-
ment. Thus, for example, the mortage estimate excludes
net purchases of mortgages by Government agencies;
these are reflected, however, in part of the increase in
Federal agency debt. Similarly, the Treasuryand Federal
agency debt changes are net of purchases of Treasuries
and agencies by the Federal Reserve, Federal trust funds
and agencies. --

Tables II through IX show each demand factor in
detail with supporting data and the net purchases by
each investor group of each specific form of credit.
Tables X through XII, which analyze sources of funds,
contain all of the ownership data from preceding tables
rearranged according to investor groups, together with
their other assets, so that the financial activities of each
type of investor can be reviewed. Thus, these tables are
intended to make sense primarily when seen as a whole.

We also want to express our appreciation to Jeffrey
Cohn for his contributions to the preparation of these
tables.

February 10, 1975
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Table II

REAL ESTATE MORTGAGES
($ Billions)

Outstanding:
1-4 Family Non.Farm Home Mortgages
Multi-Family Mortgages
Commercial Mortgages
Farm Mortgages

Total

Less Federal Agency Holdings'

Privately Held Mortgages (See Table I)

Private Ownerdsip:
Mutual Savings Banks
Savings & Loan Association
Credit Unions
Life Insurance Companies
Private Non-insured Pension Funds
State & Local Retirement Funds
Real Estate Investment Trusts1 .

Total Non-Bank Investing Institutions

Commercial Banks

Finance Companies

Residual: Individuals & Misc.
Total Private Ownershp

Memo: Private Housing Starts( 1000 units)

1.4 Family
Multi.Family

Total

Completions

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1971p

15.6 13.4 27.2 38.3 41.0 27.6 24.4
4.9 5.8 9.3 9.2 8.8 5.7 5.3
5.4 5.5 10.0 15.3 16.2 12.8 8.8
1.9 1.7 1.6 2.6 39 4.2 5.0

27.8 26.4 48.1 65.4 699 50.3 43.5

5.1 6.2 6.4 6.4 9 9 14.9 10.0

22.7 20.2 41.7 59.0 60.0 35.4 33.5

2.5 2.0 4.1 5.5 5.7 2.3 3.3
9.6 10.3 24.1 32.0-- 26.6 17.7 21.0
0.0 0.1 0.0 0.2 0.0 0.0 0.1
2, f' 2.3 1.1 1.5 4.2 4.9 3.0
0.1 0.1 -0.6 -0.7 0.3 -0.1 -0.2
0.8 0.7 0.3 0.1 0.7 0.3 0.1
0.9 2.1 2.5.- 4.9 4.5 1.2 0.2

16.0 17.6 31.5 43.3 41.4 26.3 27.5

5.0 2.6 9.2 16.8 19.8 11.2 10.2

0.3 0.1 1.1 4.1 1.4 -0.1 -0.2

1.4 -0.1 -0.1 -5.2 -2.6 -2.0 -4.0
22.7 20.2 41.7 59.0 60.0 35.4 33.5

896 898 1,271 1,451 1,249 956 950
571 536 781 906 794 379 365

1,467 1,434 2,052 2,357 2.043 1.334 1,315

1,399 1,418 1.706 1,972 2,014 1,685 1,52S

alndtudes vet, small amount of state subsidies.
bReects I ,bststial retirtements of stock. Net additions to stock (excluding mobile homes) wa probably on the order of 3.S4.0 million
units kt 19*11-74.

Amounts
Outstanding
1 2131/74e

414.2
91.1

136.7
43.5

685.5

70.6

614.9

75.1
249.4

1.0
86.1
2.6
8.2

16.2
438.6

-430.3

12.4

33.6
614.9

54,000
15,500
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Table ilA

SUPPLY OF MORTGAGE FUNDS - BY TYPE OF MORTGAGE
(S Billions)

Ownerhip 1.4 Family Mortgqa:
Mutual Savings Banks
Savings & Loan Associations
Credit Unions
Life Insurance Companies
Private Non-Insured Pension Funds
State& Local Retirement Funds
Real Estate Investment Trusts

Total Non-Bank Investing Institutions
Commercial Banks
Finance Companies
individuals & MicellaneoW

Total Private Ownership
Federal Agencles

Total Outstanding

Owuenhip Other Mouies:
Mutual Savings Banks
Savings& Loan Associations
Life Insurance Companies
Private Non.insured Pension Funds
State & Local Retirement Funds
Real Estate Investment Trusts

Total Non.Bmk Investing lnstitution
Commercial Banks
Individuals & Miscellaneous

Total Private Ownership
Fedral Agencies

Total Outstanding

a 8lchdes ewy mdlla mosam of Msle aub"n

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 -1-973 1974e 1975p

1.4 1.0 1.1 3.0 2.6 0.7 1.4
7.7 7.3 17.6 24.7 21.0 143 17.5
0.0 0.1 0.0 0.2 0.0 0.0 0.1

-1.1 -1.4 -2.0 -2.1 -0.5 -1.0 -1.5
0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.0 0.0 0.0 0.0 0.0 0.0 0.0
0.1 0.5 0.7 1.4 1.3 0.3 0.0
8.1 7.5 17.4 27.2 24.4 14.5 17.5
2.6 1.0 5.7 9.0 11.0 5.9 4.5
0.3 0.1 1.1 4.1 1.4 -0.1 -0.2
0.7 0.7 -2.3 -5.7 -1.1 -1.5 -2.9
1.7 9.3 21.9 34.6 35.7 18.8 18.9
3.9 4.1 5.3 3.7 5.3 8.8 5.5

15.6 13.4 27.2 38.3 4i.0 27.6 24.4-mm I~ m - -E -

1.1 1.0 3.0 2.5 3.1 1.6
1.9 3.0 6.5 7.3 3.6 3.2
3.2 3.7 3.1 3.6 4.7 5.9
0.1 0.1 -0.6 -0.7 -0.3 -0.1
0.8 0.7 0.3 -0.1 0.7 0.3
08 1.6 1.8 3.5 3.2 0.9
7.9 10.1 14.1 16.1 7.0 11.8
2.4 1.6 3.5 7.8 8.8 5.3
0.7 -0.8 2.2 0.5 -1.5 -0.5
11.0 10.9 19.8 24.4 24.3 16.6
1.2 2.1 1.1 2.7 4.6 6.1

12.2 13.0 20.9 27.1 28.9 22.7

1.9
3.5
4.5

-02
0.1
0.2

10.0

5.7
-1.1
14.6

4.5
19.1

48-49$ 0 - 7s . 3?

Amounts
Outstanding

12/31174c

44.9
202.6
1.0

210
0.0
0.0
4.4

273.9
73.9
12.4
9.7,

369.9
44.3

414.2

30.2
46.8
65.1
2.6
8.2

11.8
164.7
56.4
23.9

245.0
26.3

271.3
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Table I1

CORPORATE BONDS
(S Bllons)

Gross New Cash Issues by Industry:
Public Utilities
Communication
Railroads
Other Transportation
Manufacturing
Mining
Financial & Real Estate
Commercial & Miscellaneous

Total
Less Maturities and Cash Retirements
Plus (Merger) Exchanges for Stock
Less Conversions Into Stock

Net Issuance (See Table 1)

Ownritp:
Mutual Savings Bnks
Life Insurance Companies
Fire & Casualty Companies
Private Non.Insured Pension Funds
State & Local Retirement Funds
Open.End Mutual Funds

Total Non.Bank Investing Institutions

Commercial Banks

Foreigners

Residual: Individuals& Misc.
Total Ownership

Memo: Sector Analysis:
Non.Finandal Corp. (See Table IIB)
Real Estate Investment Trusts
Non-Bank Financial Corporations
Commercial Banks

Total Net Change Outstanding

Annual Net Increases in Amounts Outstanding
199 1970 1971 1972 1973 1974e 197Sp

5.2 8.0 7.6 6.2 5.4 8.6 9.0
1.9 5.0 4.2 3.7 3.5 3.7 3.6
0.3 0.7 0.7 0.6 0.4 0.6 09
1.6 1.3 1.3 1.9 1.6 1.3 1.1
4.2 9.2 9.3 4.4 3.9 9.3 14.8
0.3 0.1 0.2 0.8 0.2 0.3 1.0
2.6 3.5 6.5 7.9 5.0 S.6 6.5
1.4 1.5 2.0 1.5 1.2 0.9 3.0

17"-" 31.8 27.0 21.2 303 9.9
4.5 5.8 6.3 6.2 7.2 5.5 8.5
2.0 0.2 0.1 0.1 0.3 0.1 0.0
1.2 0.9 1.9 1.8 1.6 0.2 0.1

13.8 22.8 23.7 19.1 12.7 24.7 31.3

0.3 1.2 2.9 2.1 -1.4 0.8 2.2
1.6 1.2 5.4 6.4 5.1 4.9 7.2
0.8 2.2 0.3 -0.7 -0.1 0.2 1.6
0.5 1.9 -0.7 -0.7 1.4 4.3 3.4
3.2 3.7 3.9 4.3 3.5 5.5 5.7
0.2 0.7 0.6 0.2 -0.9 -0.5 -1.2
6.6 10.9 12.4 11.6 7.6 15.2 18.9

-0.1 0.8 1.3 1.4 0.4 0.6 1.5

0.5 0.7 0.3 0.1 0.1 1.4 1.5

6.8 10.4 9.7 6.0 4.6 7.5 9.4
13.8 22.8 23.7 19.1 12.7 24.7 31.3

12.1 20.2 18.7 12.6 9.2 20.4 27.0
0.1 0.5 0.4 0.4 0.6 0.1 -0.1
1.8 2.0 3.7 5.0 2.9 3.1 30

-0.2 0.1 0.9 1.1 0.0 1.1 1.4

13.8 22.8 23.7 19.1 12.7 24.7 31.3
- o= - - 800

. Anmunts
Outstanding

12131174.

273.4

13.9
88.4

7.8
31.8
48.8
3.7

194.4

6.4

3.8

68,8
273.4

227.9
2.0

38.3
5.2

2734
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Table liA

CORPORATE BONDS - BY TYPE OF ISSUE
(S Billions)

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1975p

Straight Public Debt
Cash Offerings

Public Utilities 4.7 7.5 6.6 s.3 4.7 8.0 8.6
Communication 1.7 4.8 4.0 2.8 3.2 3.4 3.3
Railroads 0.3 0.6 0.7 0.5 0.4 0.6 0.9
Other Transportation 0.1 0.4 0.3 0.3 0.1 1.0 0.8
Manufacturing 1.7 6.7 5.6 1.9 1.1 6.5 11.0
Mining 0.0 0.0 0.1 0.2 0.0 0.0 0.4
Financial & Real Estate 0.9 2.1 3.6 4.6 2.4 4.6 4.6
Commercial & Miscellaneous 0.1 1.0 0.4 0.2 0.4 0.3 1.5

Total Cash Offerings' 9.5 23.1 21 .3 I.7 12.3 24.4 31.1
Less Cash Retirements 1.4 2.0 2.4 2.4 1.6 2.4 4.4

Net Issuance Public Straight Debt 8.1 21.1 18.9 13.3 20.7 22.0 26.7

Strait P rite Debtb
Cash Offerings

Public Utilities 0.5 0.4 0.9 0.9 0.7 0.6 0.4
Communication 0.2 0.1 0.2 0.8 0.3 0.3 0.3
Railroads 0.0 0.1 0.0 0.0 0.0 0.0 03-.
Other Transportation 1.1 0.7 1.0 1.5 1.5 0.3 0.3
Manufacturing 0.9 1.4 2.4 1.9 2.7 2.6 3.6
Mining 0.1 0.1 0.1 0.4 0.2 0.3 0.6
Financial& Real Estate 0.9 0.7 1.5 2.5 2.2 1.0 1.8
Commercial& Miscellaneous 0.4 0.0 0.8 1.0 0.8 0.4 1.3

Total Cash Offerings 4.0 3.5 6.9 9.0 8.4 5.5 8.3

Less Cash Retirepnnts 3.1 3.6 3.8 3.7 5.6 3,0 4.0
Net Issuance Private Straight Debt 0.9 -0.1 3.1 5.3 2.8 2.5 4.3

Convertible Bonds
Cash Offerings (mostly public)

Public Utilities 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Communication 0.1 0.1 0.0 0.1 0.0 0.0 0.0
Railroads 0.0 0.0 0.0 0.1 0.0 0.0 0.0
Other Transportation 0.4 0.2 0.0 0.1 0.0 0.0 0.0
Manufacturing 1.6 1.2 1.3 0.6 0.1 0.2 0.2
Mining 0.2 0.0 0.0 0.3 0.0 0.0 0.0
Financial& Real Estate 0.8 0.7 1.4 0.8 0.4 0.0 0.1
Corrmercial_& Miscellaneous -0.9 0.5 0.8 0.3 0.0 0.2 0.2

Total Cash Offerings 4.0 2.7 3.6 2.3 0.5 0.4 0.5
Plus (Merger) Exchanges for Stock 2.0 0.2 0.1 0.1 0.3 0.1 0.0
LessConversions into Stock 1.2 0.9 1.9 1.8 1.6 0.2 0.1
Less Calls& Other Retirements 0.0 0.2 0.1 0.1 0.0 0.1 0.1

Net Issuance Convertible Debt. 4.8 1.8 1.7 0.5 -0.8 0.2 0.3

Net Issuance AD Corpocate Bonds 13.8 22.8 23.7 19.1 12.7 24.7 31.3

includes msdlun4emn offedmi .follows: 1.4 4.9 3.1 3.6 1.0 7.? 13.$
b pty Prvle placenWats bave some kind of equity feature.



574

Tale BIB

SOURCES AND USES OF CORPORATE FUNDS&
(S Billions)

Amounts
Annual Net Increases in Amounts Outstanding Outstanding

1969 1970 1971 1972 1973 1974e 1975P 12131174e
Uses of Fuds:
Plant & Equipment 74.0 75.1 77.1 87.1 103.3 115.3 115.0
Landb 7.7 7.8 8.2 9.3 10.9 11.9 10.0
Direct Foreign Investment 2.2 3.6 3.8 1.5 3.6 5.0 2.8
Residential Construction 2.9 3.3 5.0 5.7 5.3 4.0 1.5
Inventories, Adjusted for Valuation 6.7 5.7 5.1 9.7 12.9 11.8 -1 .5

Total Physical Investment 93.5 95.5 99.2 113.3 136.0 148.0 127.8
Net Trade & Consumer Credit 2.1 1.6 64 c 8.9c 4.O 9.0 2.5 69.2
Demand Deposits& Currency 2.6 0.9 0.5 -0.1 -0.3 -1.5 1.0 38.0
Time Deposits -2.4 1.7 3.6 3.1 1.4 7.0 3.0 28.5
U.. Governments -2.8 0.4 2.1 -3.2 -3.0 1.5 22 2.6
Federal Agencies 0.5 0.1 0.1 -0.7 1.2 0.0 0.0 4.3
Open Market Paper 7.3 -0.1 -0.3 1.5 3.7 4.2 2.0 29.9
State & Local Securities 1.5 -0.8 2.1 -0.4 0.2 0.8 1.2 6.4
Repurchase Agreements 1.4 -3.4 0.8 1.6 2.6 1.6 20 6.9
Foreign Currencies -0.4 -0.4 1.4 1.8 2.6 -0.4 -1.7 6.3

-Other Financial Assets(net) -6.7 0.6 1.5 7.9 7.4 -6.7 0.2
Total Uses 96.6 96.1 117.4 135.1 155.8 1635 140.8

Sources of Funds:
Internal Cash Generation 58.0 56.5 69.9 78.3 87.1 88.3 84.5
Mortgage Debt 4.6 5.2 11.4 15.6 16.1 11.3 3.7 131.5
Bank Term.Loans 4.7 -0.5 -0.5 2.8 12.0 12.7 3.5 73.5
Bank Short.Term Loans 7.1 6.1 4.9 10.7 18.6 18.1 11.2 108.0
Finance Company Loans 4.3 0.4 1.9 2.8 2.0 2.7 2.0 23.1
U.S. Government Loans 0.1 0.3 0.2 0.2 0.3 0.1 1.0 2.3
Net Sales of Open Market Paper 2.3 2.2 -0.6 0.7 1.3 4.8 2A 14.9
Net New Stock Isues 3.4 5.7 11.4 10.9 7.4 3.1 3.5 528 .0d
Net New Tax-Exempt Bond Iimes 0.0 0.0 0.1 0.5 1.8 2.0 2.0 4.4
Net New Taxable Bond Issues 12.1 20.2 18.7 12.6 9.2 20.4 27.0 227.9

Total External Sources 38.6 39.6 47.5 56.8 68.7 75.2 56.3
TotalSources 96.6 96.1 117.4 135.1 155.8 163.5 140.8

Memona:
Profits before Taxes and IVA 67.9 55.7 63.1 76.0 95.2 120.0 74.0
Plus Inventory Valuation Adj. -5.1 -4.8 -4.9 -7.0 -17.6 -43.0 -13.0
Plus Repatriated Foreign Profits 2.5 2.3 2.0 2.1 3.7 11.2 5.0
Less Federal Tax Payments 36.4 30.3 27.8 33.7 38.1 41.8 340
Less Dividends 20.7 20.0 20.2 22.1 23.6 30.6 26.0
Plus Depreciation 49.8 53.6 57.7 63.0 67.5 72.5 78.5

Internal Cash Generation 58.0 56.5 69.9 78.3 87. I 88.3 84.5

Physical Investment 93.5 95.5 99.2 713.3 136.0 148.0 127.8
Plus Net Trade & Consumer Credit 2.1 1.6 6.4c 8.9' 4.0c 9.0c 2.5
Less Internal Cah Generation 58.0 56.5 69.9 78.3 87.1 88.3 84.S
Equals Operational Requirements 37.6 40.6 35.7 43.9 52.9 68.7 45.8
Plus Requirement for Fin. Assets 1.0 -1.0 11.8 12.9 15.8 6.5 10.5

Equals Ext. Fin. Requirements 38.6 39.6 47.5 56.8 68.7 75.2 56.3

Exdvd banka. othee flamcial Miatioetas, RET. ad farm corporattios.b Ow eltim*tW

cFOF a 54 b4oR aid 1 billio for 1971 pad 1972 to reflect uumed pymuat of carrea liablitles to foreisanw. 6ad
decrease $bioa Sd $ blaN for 193 and 194 to reflect Spadval buUdvp of tabit
dAt markeL--
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Table iIIC

CORPORATE STOCK ISSUES
(COMMON AND PREFERRED)

($ Billions)

Annual Net Issuance and Net Purchuses
1969 1970 1971 1972 1973 1974e

Gross New Cash Offerings:
Public Utilities 1.1 2.4 4.1 5.0 4.4 2.3
Communication 0.2 0.1 1.6 1.1 1.3 0.2
Railroads 0.0 0.0 0.0 0.0 0.0 .0.0
Other Transportation 0.2 0.0 0.4 0.2 0.0 0.0
Manufacturing 1.6 1.4 1.8 1.8 0.6 0.5
Mining 1.2 1.5 0.9 1.3 0.7 0.6
Financal & Real Estate 1.4 1.4 2.0 2.1 1.0 0.4
Commercial& Miscellaneous 1.5 0.8 1.2 1.6 0.3 0.1

Total Cash Offerings 7.2 7.6 12.0 13.1 8.3 4.1
Plus Stock Options & Ali Other Sales 0.9 0.8 1.2 0.4 2.1 0.9
Less Cash Retirements 2.9 2.2 1.5 2.2 2.7 1.9
Plus Conversions of Bonds 1.2 0.8 1.9 1.8 1.6 0.2
Les(Merger) Exchmes into Bonds _ 2.1 0.2 -O._ 0.1 0.3 0.1

Net Issuance 4.3 6.8 13.5 13.0 9.0 3.2

Ownership:
Mutual Savings Banks 0.3 0.3 0.5 0.6 0.4 0.2
Life Insurance Companies 1.7 2.0 3.7 3.7 3.5 2.0
Fre & Casualty Companies 0.8 1.2 2.6 3.2 2.2 1.2
Private Non.nsured Penson Funds 5.4 4.6 8.9 7.3 5.3 2.2
State & Local Retirement Funds 1.8 2.1 3.2 3.5 3.9 3.6
Open-End Mutual Funds 1.7 1.2 0.4 -1.8 -2.3 0.0

Total Non.Bank Investing Institutions 11.7 11.4 19.3 16.5 13.0 9.2
Fore gners 1.6 0.7 0.8 2.3 2.8 0.6
Residual: Individuals & Misc. -9.0 -5.3 -6.6 -5.8 -6.8 -6.6

Total Ownership 4.3 6.8 13.5 13.0 9.0 3.2
mn - -

19 7 5 p

1.8
1.4
0.0
0.0
0.3
0.5
0.3
0.1
4.4
0.3
ID
0.l0.0
3.8

0.4
2.2
1.5
3.2
3.6
0.5

11.4
0.8

-8.4
3.

Amounts
Outstanding8

12/31/74.

636.0

3.6
24.0
16.0
69.9
17.3
28.1

158.9
18.7

458.4
636.0

Intitutions & Foreiners
Market Value at Start of Year

Plus Gross Purchases
Less Gross Saks
Plus Appreciation

Equals Mariket Value at End of Year
ldMidvb

Market Value at Start of Year
Plus Gross Purchases
Less Gross Sales
Plus Appreciation

Equab Market Value at End of Year

Al Holeus
Market Value at Start of Year

Plus Gross Purchases
Less Gross Sales
Plus Appreciation

Equals Market Value at End of Year

At market.

Chagps in Market Value of Holdings
1969 1970 1971 1972 1973 1974e 1975p

160.9 155.6 164.8 208.8 254.2 225.1 177.6
61.5 51.5 71.2 80.7 69.9 53.0 53.2
48.2 39.4 51.1 61.9 54.1 43.2 41.0

-18.6 -2.9 23.9 26.6 -44.9 -57.3
155.6 164.8 208.8 254.2 225.1 177.6

814.0 705.8 690.0 795.9 914.3 687.8 458.4
137.4 99.4 139.8 166.4 140.9 84.2 65.6
146.4 104.7 146.4 172.2 147.7 90.8 74.0

-99.2 -10.5 112.5 124.2 -219.7 -222.8
705.8 690.0 795.9 914.3 687.8 458.4

974.9 861.4 854.8 1004.7 1168.5 912.9 6360
198.9 150.9 211.0 247.1 210.8 137.2 118.8
194.6 144.1 197.5 234.1 201.8 134.0 1 ISO

-117.8 -13.4 136.4 1S0.8 -264.6 -280.1
861.4 854.8 1004.7 1168.5 912.9 636.0

I

I'
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Table IV

STATE & LOCAL SECURITIES
(S Billions)

Gross New Bond Issues
Refundings
Maturities (est.)
Net Sinking Fund Purchases (est.)
Net Increase In Bonds
Gross New Note Issues
Maturities (est.)
Net Increase in Notes

Total Net Increase (See Table

Ownerddp:
Mutual Savip Banks
Ufe Insurance Companies
Fire & Casualty Companies
State & Local Retirement Funds

Total Non-Bank Investing Institutions

Commercial Banks

B.n.ss Corporations

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974t 1975p
11.5 17.8 24.4 22.9 23.0 22.6 20.0

0.0 0.1 0.2' 0.3' 0.3' 0.2' 0.4
6.7 7.1 8.0 8.6 8.8 9.1 9.4
0.2 0.2 0.2 0.2 0.2 0.2 0.2
4.6 10.4 16.0 13.8 13.7 13.1 10.0

11.8 17.9 26.3 25.2 24.7 28.8 35.0
9.3 13.6 21.0 26.5 23.9 26.4 30.0
2.5 4.3 5.3 -1.3 0.8 2.4 S.0
7.1 14.7 21.3 12.5 14.5 15.5 15.0

- ME - an= - -,

0.0 0.0 0.2 0.5 0.0 -0.1 0.2
0.1 0.1 0.1 0.0 0.1 0.2 0.3
1.1 1.5 3.4 4.4 3.6 3.6 0.8

-0.1 -0.3 -0.1 -0.2 -0.4 -0.5 -0.3
1.1 1.3 3.6 4.7 3.3 3.2 1.0
0.2 10.5 12.8 7.1 3.9 4.0 7.5
1.5 -0.8 2.1 -0.4 0.2 0.8 1.2

Residual: individuals& Misc. 4.3 3.7 2.8 1.1 7.1 7.5 5.3
Total Ownership 7.1 14.7 21.3 12.5 14.5 15.5 150

'Oits MO.) biic. 1.1 biflos. 509 bil". and 30.4 blaa oradvance rfundimp fr 1971. 1973, 973. a d 197',
tnpscdIi. __/

Table V

FOREIGN BONDS
(S Billions)

Annual Net Increases In Amounts Outstanding
1969 1970 1971 1972 1973 1974e 197Sp

1.0 0.9 0.9 1.0 1.0 2.2 3.1m m -i m m

Owneeds:-
Life Insurance Companies 0.2 0.3 0.1 0.6 0.3 0.6 0.8
Fire &Casalty Companies 0.0 0.1 0.0 0.0 0.0 0.0 0.1
Private Non-Insured Pension Funds 0.1 0.2 0.0 -0.1 0.2 0.4 0.4
State & Local Retirement Funds 0.2 0.3 0.3 0.3 0.3 0.5 0.6

Total Non-Bank Investing Institutions 0.5 0.9 0.4 0.8 0.8 I.S 1.9

Residual: Individuals& Misc. o.S 0.0 0. 0.2 0.2 0.7 1.2
Total Ownership 1.0 0.9 0.9 1.0 2.2 3.1- m ann -ma -, a

Dom-sty Held

Amounts
Outstanding

12/31/74e

188.1

20.2
208.3

0.8
3.6

31.8
0.8

37.0

99.1

6.4

6S.8

208.3

Amounts
Outstanding

12/31/74e
18.8

9.0
0.3
2.7
3.7

IS.7

3.1
18.8
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Table VI

U.S. TREASURY DEBT
(S lUlom)

Treasuy Debt
Les Holdings of- U.S. Trust Funds

Federal Agene
Fed. Res. Banks

Privately Held (See Table 1)

Ownerip:

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1975p

10.2 20.8 35.0 20.7a 20.6 23.4b 62 .0b
12.5 8.1 9.1 6.2' 12.7 11.5 10.0

-0.7 2.0 -1.1- -0.3 1.4 -3.1 1.0
4.2 5.0 8.1 -0.3 8.6 4.3 10.0

-5.8 5.7 8.9 15.1 -2.1 10.7 41.0

Amounts
Outstanding

12/31/74t

493.4
140.8

0.9
82.8

268.9

Mutual Savings Banks -0.6 -0.1 0.1 0.2 -0.5 -0.6 0.4 2.4
Savings & Loar Asisocitions -1.0 -0.4 1.4 0.9 0.0 2.3 3.0 14.1
Credit Unions -0.1 0.3 0.3 0.4 0.2 0.1 0.7 1.5
Life Insunm e Companies -0.3 -0.1 -0.2 0.0 -0.3 -0.2 0.4 3.3
Fire & Casualty Companies -0.4 -0.1 0.2 0.0 0.0 -0.2 0.3 4.4
Private Non-insured Pension Funds 0.0 -0.1 0.0 0.9 0.1 0.0 1.0 3.2
State & Local Retirement Funds -0.8 -0.6 -0.2 -0.5 -0.8 -O.S 0.4 1.3
Open-End Mutual Funds -0.5 0.2 -0.3 0.1 0.5 -0.2 0.2 1.0

Total Non-Bank Investing Institutions -3.7 -0.9 1.3 2.0 -0.8 0.7 6.4 31.2

Commercial Banks -9.8 7.0 3.2 2.1 -8.7 -3.9 20.6 54.4

Business Corporations -2.8 0.4 2.1 -3.2 -3.0 1.5 2.8 2.6

State &oAlGovemmmnts 2.6 0.0 -0.1 2.8 1.8 0.8 -03 21.7

Foreigners -1.8 9.1 26.3 8.4 0.2 2.6 7.D 58.1

Residual: Individuals & Misc. 9.7 -9.9 -13.9 3.0 8.4 9.0 5.0 100.9
Total Ownertlip -5.8 5.7 18.9 15.1 -2.1 10.7 41.0 268.9

Its Ocsobet. 1972, Gross Treasury Debt otstamdiag mad Trio Fend loldlMp wet. each ilcrnad $4.5 bhlo to reflect a noHeCrJalruiS
accowats change. Accordingly we have reduced the not Incteaue W 1973 Is thee two Ilema by $4.S billion each.
blnclude8 Federal Ftalndis Bank Iauance of $1.5 billion and an eslimaled S2.5 I110 for 1974 and 1975, respeclvely.
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Thble VII

FEDERAL AGENCY DEBT'
(S B9Ub)

Annual Net Increases In Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1975p

Outstanding:
Federal Land Banks 0.6 0.5 0.7 1.0 1.9 2.6 3.0
Federal Home Loan Banks 3.7 1.8 -3.0 -0.2 8.4 6.5 -3.5
FederalIntermediate Credit Banks 0.6 0.7 0.7 0.3 1.1 2.4 1.3
Banks for Cooperatives 0.1 0.3 0.0 0.1 0.7 1.4 0.9
FNMA 4.1 3.7 2.6 1.7 3.4 4.8 2.2
GNMA (indudlnS pasthroughs) 0.0 IS- 2.9 3.2 3.7 -4.4 3.3
Export-Import Bank -0.5 0.0 0.3 1.3 0.2 0.4 0.9
Farmers Home Administration 0.0 0.9 0.7 2.1 1.8 0.2 08
TVA 0.2 0.3 0.4 0.5 0.4 0.0 0.4
Postal Service 0.0 0.0 0.0 0.3 0.0 0.0 0.0
General Services Administration 0.0 0.0 0.0 0A 0.2 0.1 0.3
Washington Metropolitan Area Transit 0.0 0.0 0.0 0.2 0.4 0.2 0.2
All Other 0.0 0.0 0.0 0.0 0.3 0.0 0.3

Subtotal 8.8 10.0 53 10.9 22.5 23.0 10.1
Certificates of Parlcipationb -1.9 -i.4 -2.1 -1.2 -0.6 -0.3 -0.1

Tota 6.9 8.6 3.2 9.7 21.9 22.7 10.
Less Holdinp of Trust Funds A Fed. Res. -1.2 --0.4 0A 0.S 0.4 2.7 0.3

Privately Held (See Table I) 8.1 9.0 2.8 9.2 23.S 20.0 9.7

Ownersip:
Mutual Savings Banks 0.1 0.4 1.4 0.S 1.4 -0.1 0.2
Savinp & Loan Associations 1.3 1.5 3.9 3.4 1.3 1.6 1.8
Credit Unions -0.3 0.1 0.5 0.4 0.0 0.4 0.3
Lfe Insurance Companies 0.0 0.1 0.1 0.1 0.1 0.1 0.1
Flre&CasualtyCompanies 0.1 0.1 -0.2 0.1 0.0 0.1 0.1
Private Non.Insured Pension Funds 0.0 0.3 -0.3 0.1 0.5 0.6 0.3
State & Local Retirement Funds 0.1 0.0 -0.2 -0.1 0.2 0.1 0.1

Total Non-Bank Investing Institutions 1.5 2.5 S.2 4.5 3.S 2.8 2.9

Commercial Banks

Business Corporations

State & Local Governments

Foreigners

Redual: Individuals & Misc.
Total Ownership

-0.3 3.5 3.8 3.9 9.1 4.0 5.5

0.5 0.1 0.1 0.7 1.2 0.0 00

0.4 -0.1 -1.2 1.0 1.6 1.2 -1.7

-0.6 0.0 0.0 0.7 1.4 -0.3 0.0 1

6.6 3.0 -S.1 -1.6 4.7 12.3 3.0
8.1 9.0 2.8 9.2 21.5 20.0 9.7

Amounts
Outstanding
12/31/74e

12.7
21.8
9.4
4.1

26.8
15.9
2.6
5.8
2.4
0.2
0.8
0.7
0.4

103.6
4.5

108.1
6.3

101.8

4.2
14.$
1.6
1.0
0.6
1.8
1.4

25.1

33.2

4.3

6.3

2.1

30.8
101.8

-I

atactedn both abo djotd sd spoasored" lamen.
bladudle. oblgiptloas o. GNMA. Expoat-lmWot ak d Commoity Crodk Corpor

I" I
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Table Vill

OPEN MARKET PAPER
(S Bilons)

Outstandlig:
Dealer Placed
Directly Placed
Bankers Acceptances

Total (See Table I)

Mutual Savings Banks
Savings & Loan Auociation
Life Inrance Companies
Private Non.insured Pension Funds
State & Local Retirement Funds
Open-End Mutual Funds--

Total Non.Bank Investing Institutions

Commerial Banks

Busineu Corporations

State A Local Governments

Foreigners

Residual: Indivlduas &Misc.
Total Ownersdp

Memo: Sector Analysis of Uablities
Non-Fiandcal Corporations
Non-Corporate Business
Finance Companies
Commercial Banks
Real Estate Investment Trusts
Foreigners

Total Net Change

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974. 19 7Sp

4.6 0.9 -1.2 0.8 0.9 3.4 2.9
6.8 -0.4 0.3 1.8 5.5 4.6 1.2
1.0 1.6 0.8 -1.0 2.0 8.9 5.5

12.4 2.1 -0.1 1.6 8.4 16.9 9.6

0.1 0.2 0.2 -0.2 -0.1 0.2 0.2
0.0 0.2 1.0 0.9 1.2 1.5 0.6
0.7 0.8 0.6 0.2 0.1 0.4 0.7
0.3 0.1 -0.2 0.0 0.2 0.2 0.1
0.3 0.0 -0.3 0.0 0.2 0.3 0.1
1.2 -0.4 -0.3 -0.3 0.2 1.6 0.8
2.6 0.9 1.0 0.6 1.8 4.2 2.5

0.5 2.0 0.8 -0.2 -0.8 0.9 3.5

7.3 -0.1 -0.3 L.S 3.7 4.2 2.0

0.4 -0.4 -0.2 0.3 1.1 0.4 -0.5

1.0 0.5 -0.2 -0.1 0.3 3.3 2.0

0.6 -0.8 -1.2 -0.5 2.3 3.9. 0.1
12.4 2.1 -0.1 1.6 8.4 16.9 9.6

2.3 2.2 -0.6 0.7 1.3 4.8 2.4
0.4 0.4 0.3 0.0 0.0 0.5 -0.3
5.2 0.6 -0.5 -1.3 .2.0 3.S 1.0
4.2 -1.9 -0.4 0.7 2.2 3.4 1.2
0.0 0.0 0.8 2.5 0.7 -3.3 -0.5
0.3 0.8 0.3 -1.0 2.2 8.0 5.8

12.4 2.1 -0.1 1.6 8.4 16.9 9.6
- - - -

Amounts
Outstanding

12/31/74e

17.3
31.8
17.8
66,9

0.8
4.8
3.5
0.9
1.0
3.2

14.2

7.4

29.9

2.1

7.7

5.6

66.9

14.9
2.2

27.3
8.3
0.7

13.S
66.9
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LOANS&
(S Billions)

Lea By Type(See Table 1):
Business Loans
Consumer Loans: Installmeat

Non-Installment
Other Bank Loans

Total Loans

Ow,,hw:
Mutual Savings Banks

Consumer Loans

Savings & Loan Associations
Consumer Loam

Credit Unions
Consunrir Loans

Commercial Banks
Business Loans
Consumer Loams
Other Loams

Finance Companies
Business Loans
Consumer Loans

Business Corporations
Consumer Loans

All Lenders - Total Loans

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1975

18.4 2.5 7.7 24.8 38.4 34.3 12.1
9.4 4.9 9.2 16.1 20.1 9.4 3.7
1.0 1.1 2.0 3.1 2.8 0.5 -0.2
2.0 2.0 7.3 10.1 7.8 2.2 4.5

30.8 10.5 26.2 54.1 69.1 46.4 20.1

0.1 0.1 0.1 0.3 0.2 0.2 0.1

0.2 0.3 0.1 0.2 0.2 0.2 0.1

1.7 1.0 1.8 2.1 2.7 2.7 2.4

13.4 2.4 -59 22.0 35.5 31.1 10.7
4.7 2.9 6.7 10.1 10.6 3.5 1.0
2.0 2.0 7.3 10.1 7.8 2.2 4.5

5.0 0.1 1.8 -. 2.8 2.9 3.2 1.4
2.8 0.5 1.3 3.8 S.9 1.8 0.2

0.9 1.2 1.2 2.7 3.3 1.S -0.3

30.8 1O.5 26.2 54.1 69.1 46.4 20.1
- - - -m

*Exclvd" loam Mlcldvd ewbte, tc . morltsew tad op" mukel pop.

Anovnts
Outstanding
12/31(74e

248.8
156.9
33.5
72.2

511.4

1.9

2.8

22.3

216.6
84.8
72.2

32.2
4S.2

33.4
- 511.4
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Table X

INSTITUTIONAL SOURCES
(S Billion)

Mutual savings kinks
US. GovernmentsFederal Agencies
Open Market Paper
Corporate Bonds
Mortgapes
State & Local Securities
Consumer Loans

Total Credit (See Table 1)
Stocks
Repurchase Agreements
Cash & Miscellaneous

T6til Assets
Regular Savings Deposits
Other Liabilities & Reserves

Sovin & Loan Asswistions

UT Government
Federal Agencies
Open Market Paperb
Mortpps'-
Consumer Loans

Total Credit (See Table I)
Cash & Miscellaneous

Total Assets
Savings Accounts
BorrowinpLoans In Process
Other Liabilities & Surplus

Credit Unions
U.S. Governments
Federal Agencies
Mortgage Loans (1-4 Family)
Consumer Loans

Total Credit (See Table 1)
Cash & Miscellaneous

Total Assets
Life Imunce Companies

US. Governments
Federal Agencies
Open Market Paper
Corporate Bonds
Foreign Bonds
Mortgapes
State.& Local Securities

Total Credit (See Table I)
Stocks
Rea Estate
Policy Loans
Cash
Miscellaneous

Total Assets

:At market.
bRe icted to safe charteed Imtitutlons.

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1975p

-0.6 -0.1 0.1 0.2 -0.5 -0.6 0.40.1 0.4 1.4 0.5 1.4 -0.1 0.20.1 0.2 0.2 -0.2 -0.1 0.2 0.2
0.3 1.2 2.9 2.1 -1.4 0.8 2.2
2.5 2.0 4.1 SS 5.7 2.3 3.30.0 0.0 0.2 0.5 0.0 -0.1 0.20.1 0.1 0.1 0.3 0.2 0.2 0.1
2.5 3.8 9.0 8.9 5.3 2.7 6.0.3 0.3 o.s 0.6 0.4 0.2 0.4
0.2 0.1 0.2 0.1 0.7 0.7 1.00.3 1.4 0.9 1.3 -0.4 -0.9 0.0
3.3 5.6 10.6 10.9 6.0 2.7 8.0

- 2.5 4.5 9.6 10.1 4.7 2.3 7.2
0.8 1.1 1.0 0.8 1.3 0.4 0.8

-1.0 -0.4 1.4 0.9 0.0 2.3 3.0
1.3 1.5 3.9 3.4 1.3 1.6 1.8
0.0 0.2 1.0 0.9 1.2 1.5 0.6
9.6 10.3 24.1 32.0 26.6 17.7 21.0
0.2 0.3 0.1 0.2 0.2 0.2 0.1
O.-1 1.9 30.- 37.4 29.3-'3 23.3 23

-0.7 2.3 -0.5 -0.2 -0.1 1.3 -0.5
9.4 14.2 30,0 37.2 29.2 24.6 M4.-T I 3"" 8.-0' 277T O T s-3 TO
4.0 1.2 -1.9 0.8 7.4 8.3 -3.0
0.0 0.6 2.0 1.2 -1.5 -1.4 1.2
1.3 1.4 1.9 2.5 3.1 2.4 2.8

-0.1 0.3 0.3 0.4 0.2 0.1 0.7
-0.1 0.1 0.5 0.4 0.0 0.4 0.30.0 0.1 0.0 0.2 0.0 0.0 0.13.7 1.0 1.8 2.1 2.7 2.7 2.4

1.5 1. 2.6 3.1 2.9 3.2 3.5
-0.1 0.2 0.3 0.3 0.0 0.1 0.2

1.4 1.7 2.9 3.4 2.9 3.3 .

-0.3 -0.1 -0.2 0.0 -0.3 -0.2 0.4
0.0 0.1 0.1 0.1 0.1 0.1 0.1
0.7 0.8 0.6 0.2 0.1 0.4 0.7
1.6 1.2 5.4 6.4 5.1 4.9 7.2
0.2 0.3 0.1 0.6 0.3 0.6 0.8
2.1 2.3 1.1 1.5 4.2 4.9 3.00.1 0.1 0.1 0.0 0.1 0.2 0.3
4.4 4.7 7.2 8.8 9.6 T9 M21.7 2.0 3- 3.7 3.S 2.0 2.2
0.3 0.4 0.6 0.4 0. 0.4 0.6
2.5 2.2 1.0 0.9 2.1 2.7 1.2
0.0 0.3 0.0 0.2 0.3 0.1 0.3

-0.4 0.9 0.9 1.1 0.4 0.9 1.2
85 10.3 13.4 35.1 16.4 37.0 M'goo= mm ee m

Amounts
Outstanding
12/31/74e

2.4
4.2
0.8

13.9
75.1
0.8
1.9

99.1
3.6a
2.2
3.8

108.7
97.6
11.1

14.1
14.5
4.8

249.4
2.8

285.6
10.9

296.5

25.5
3.2

25.6

1.5
1.6
1.0

22.3
26.4

1.5
27.9

3.3
1.0
3.5

88.4
9.0

86.1
3.6

194.9
24.08
8.2

22.8
2.4

12.7
26S.0
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Table X (Continued)

Fire & Casually Companies
U.S. Governments
Federal ASencies
Foreign Bonds
Corporate Bonds
State & Local Securities

Total Credit (See Table 1)
Stocks
Cash & Miscellaneous

Total Assets

Private Non-insured Pension Funds
U.S. Governments
Federal Agencies
Open Market Paper
Foreign Bonds
Corporate Bonds
MortlPV8s

Total Credit (See Table 1) -
Stocks
Cash & Miscellaneous

Total Assets

State & Local Retiementfunds
U.S. Governments
Federal Agencies
Open Market Paper

-- Foreign Bonds
Corporate Bonds
Mortgages
State & Local Securities

Total Credit (See Table 1)
Stocks
Cash & Miscellaneous

Total Assets

Open-End Mutual Funds
U.S. Governments
Open Market Paper
Corparste Bonds

Total Credit (See Table 1)
Stocks
Cash & Miscellaneous

Total Assets

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1972 1973 1974e 1975p

-0A -0.1 0.2 0.0 0.0 -0.2 0.3
0.1 0.1 -0.2 0.1 0.0 0.1 0.1
0.0 0.1 0.0 0.0 0.0 0.0 0.1
0.8 2.2 0.3 -0.7 -0.1 0.2 1.6
1.1 1.5 3.4 4.4 3.6 3.6 0.8
1.6 3.8 3.7 3.8 3.5 3.7 2.9
0.8 1.2 2.6 3.2 2.2 1.2 1.5
0.5 0.5 0.3 0.9 -0.1 0.0 0.1
2.9 5.5 6.6 7.9 5.6 4.9 4.5

0.0 -0.1 0.0 0.9 0.1 0.0 1.0
0.0 0.3 -0.3 0.1 0.5 0.6 0.3
0.3 0.1 -0.2 0.0 0.2 0.2 0.1
0.1 J_0.2 0.0 -0.1 0.2 0.4 0.4
0.5 1.9 -0.7 -0.7 1.4 4.3 3.4
0.1 0.1 -0.6 -0.7 -0.3 -0.1 -0.2
1.0 2.5 -1.8 -0.5 2.1 5.4 5.0
5.4 4.6 8.9 7.3 5.3 2.2 3.2

-0.1 0.1 0.1 0.0 0.5 0.6 0.3
6.3 7.2 7.2 63 7.9 8.2 8.5
-== -.== = = =Z

-0. -0.6 -0.2 -0.5 -0,8 -0.5 0.4
0.1 0.0 -0.2 -0.1 0.2 0.1 0.1
0.3 0.0 -0.3-. 0.0 0.2 0.3 0.1
0.2 0.3 0.3 0.3 0.3 0.5 0.6
3.2 3.7 3.9 4.3 3.5 5.5 5.7
0.8 0.7 0.3 -0.1 0.7 0.3 0.1

-0.1 -0.3 -0.1 -0.2 -0.4 -0.5 -0.3
3.7 3. 3.7 3.7 3.7 5.7 6.7

1.8 2.1 3.2 3.5 3.9 3.6 3.6
0.2 -0.1 0.2 0.9 0.8 0.7 0.4
5.7 5.8 7.1 8.1 ZR 10.0 10.7

=- =m x=w - E= c=-

-0.5 0.2 -0.3 0.1 0.5 -0.2 0.2
1.2 -0.4 -0.3 -0.3 0.2 1.6 0.8
0.2 0.7 0.6 0.2 -0.9 -0.5 -1.2
0.9 0.5 0.0 0.O -02 0.9 -0.2
1.7 1.2 0.4 -1.8 -2.3 0.0 OS

-0.1 0.0 0.2 0.0 0.3 0.3 0.2
2.5 1.7 0.6 -1.8 -2.2 1.2 O5

-== = Co= ==

Real Estate lnvestment Trusts
Mortgages and Total Credit (see Table 1) 0.9 2.1 2.5 4.9 4.S 1.2 0.2
Cash & Miscellaneous 0.1 0.3 0.1 0.1 1.1 -0.9 -O.S

Total Asets -_ 1.0 2.4 2.6 5.0 5.6 0.3 -0.3
Net New Bond Isues 0.! 0.5 0.4 0,4 0.6 0.1 -0.1

Net New Stock Issues 0.8 1.4 0.9 Is 0.7 0.0 -0.2
Open Market Paper 0.0 0.0 0.8 2.5 0.7 -3.3 -0.5
Bank Loans 0.2 0.6 0.7 1.3 4.0 3.5 O.S
Other.liabilities -0.1 -0.1 -0.2 -0.7 -0.4 0.0 0.0

At market. Real estate investment trust tares selling below book.

Amounts
Outstanding
12/31/74e

4.4
0.6
0.3
7.8

31.8
44.9
16.08
8.0

68.9

3.2
1.8

0.9
2.7

31.8
2.6

43.0
69.9a
7.0

119.9

1.3
1.4
1.0
3.7

48.8
8.2
0.8

65.2
1.7.3"
5.7

88.2

1.0
3.2
3.7
7.9

28.1'
1.S

37.5

16.2
1.0

17.2
2.0
1.51
0.7

10.5
1s
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Table X (Concluded)

Amounts
Annual Net Increases in Amounts Outstanding Outstanding

1969 1970 1971 1972 1973 1974e 1975p 12131/74e
Commercial Banks

Loans: Business, Corporate, Term 4.7 -0.5 -0.5 2.8 12.0 12.7 3.5 73.5
Business, Corporate, Short.Term 7.1 6.1 4.9 10.7 18.6 19A 11.2 108.0
Business, Other& Finance 1.6 -3.2 1.5 8.5 4.9 0.3 -4.0 35.1
Open Market Paper 0.5 2.0 0.8 -0.2 -0.8 0.9 3.5 7.4
Agricultural 0.6 0.8 1.3 1.8 3.0 3.3 3.0 20.6
Security -1.0 0.5 0.8 4.7 -3.0 -4.1 2.0 10.S
Mortgage 5.0 2.6 9.2 16.8 19.8 11.2 10.2 130.3
Consumer 4.7 2.9 6.7 10.1 10.6 3.5 1.0 84.8
Other 2.4 0.7 5.2 3.6 7.8 3.0 --0.5 41.1

Total Loans' 2S.6 11.9 29.9 58.8 72.9 48.9 29.9 511.3
US. Governments -9.8 7.0 3.2 2.1 -8.7 -3.9 20.6 54.4
Federal Agencies -0.3 3.5 3.8 3.9 9.1 4.0 5.5 33.2
Corporate Bonds -0.1 0.8 1.3 1.4 0.4 0.6 1.5 6.4
State & Local Securities 0.2 10.5 12.8 7.1 3.9 4.0 7.5 99.1

Total Credit (See Table 1) 15.6 33.7 51.0 73.3 77.6 53.6 65.0 704.4

Demand Deposits(Private Non-Bank) 4.6 1.7 10.7 19.4 14.0 2.9 10.0 221.8
Demand Deposits (US.) 0.0 2.9 2.2 0.7 -1.0 -4.6 0.0 5.3
Negotiable CDs -12.5 15.2 8.7 9.8 20.0 27.3 18.0 91.8
Other Time Deposits 2.9 22.4 32.4 33.0 30.3 21.0 33.0 322.4
Commercial Paper 4.2 -1.9 -0.4 0.7 2.2 3.4 1.2 8.3
Euro-Dollar Borrowings 6.8 -7.2 -4.8 0.5 0.4 2.2 -1.5 4.4
Net New Bond Issues -0.2 0.1 0.9 1.1 0.0 1.1 1.4 5.2
Other Liabilities 9.8 0.5 1.3 8.1 11.7 0.3 2.9 45.2

Total Credit 15.6 33.7 51.0 73.3 77.6 • 53.6 65.0 704.4

flna Comp 
Loans: Business, Corporate 4.3 0.4 1.9 2.8 2.0 2.7 2.0 23.1

Business, NonCorporaste 0.7 -0.3 -0.1 0.0 0.9 0.5 -0.6 9.1
Mortgage (1-4 Family) 0.3 0.1 1.1 4.1 1.4 -0.1 -0.2 12.4
Consumer 2.8 0.5 1.3 3.8 5.9 1.8 0.2 45.2

Total Credit (See Table 1) 8.1 0.7 4.2 10.7 10.2 4.9 1.4 89.8
Cash & Miscellaneous 0.1 0.2 0.3 0.3 0.2 0.1 0.2 3.6

Total Asets 8.2 0.9 4.5 11.0 10.4 S' 1.6 93.4
-l== 3tr= CC= = --

Mincludss loans transferred by commercial banks to books of bakrted companies
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Tabe XI

OTHER SOURCES
(S Bilbons)

business Corporations
U.S. Governments
Federal Agencies
Open Market Paper
State & Lo ti Securities
Consumer Loans

Total Credit (See Table 1)
Repurchase Agreements
Foreign Cjirencdes
Demand Deposits & Currency
Time Deposits
Net Tiade Credit (Receivables)

Selected Financial Assets

State & Loa Govemtrnts
U.S. Governments
Federal 4.gencies
Open Market Paper

Total Credit (See Table 1)
Demand Deposits & Currency
Tbie Deposits
Net Receivables

Selected Financial Assets

Foreignen
U.S. Governments
Federal Agencies
Open Market Paper
Corporate Bonds

Total Credit (See Table I)
Stocks
Demand Deposits & Currency
Time Deposits

Total Financial Assets in U.S.

Annual Net Increases in Amounts Outstanding
1969 1970 1971 1Q72 1973 1974e 1975p

2.8 0.4 2.1 -3.2 -3.0 1 .5 2.
0.5 0.1 0.1 0.7 1.2 0.0 00
7.3 -0.1 -0.3 1.5 3.7 4.2 2.0
1.5 --A8 2.1 -0.4 02 0.8 1.2
0.9 1.2 1.2 2.7 3-3 1.5 -0.3
7.4 0.8 5.2 1.3 5.4 80 5.7
1.4 -3.4 0.8 1.6 2.6 1.6 210

-0.4 -0.4 1.4 1.8 2.6 -0.4 -1.7
2.6 0.9 0.5 -0.1 -03 -1.5 1.0
2.4 1.7 3.6 3. 1 1.4 7.0 3.0
1.8 0.9 5.9 7.3& 3.5& I0.O 40

10.4 05 17.4 15.0 15.2 24.7 14.0

2.6 0.0 -0.1 2.8 1.8 0.8 -0.8
0.4 -0.1 -1.2 1.0 1.6 1.2 -1.7
0.4 -0.4 -0.2 0.3 1.1 0.4 -4..5
3.4 -0.5 -1.5 4.1 4.5 24 -30
1.4 -2.9 1.0 1.5 -0.3 -1.0 -2.0

-5.9 10.0 7.2 6.8 7.2 7.5 9.0
-1.2 -1-3 1.9 b -0.1 _0. 1b -2.5 -4.0
-2.3 5.3 8.6 12.3 11.3 6.4 0.0

-1.8 9.1 26.3 8.4 0.2 2.6 7,0
-0.6 0.0 0.0 0.7 1.4 -0.3 0.0

1.0 0.5 -0.2 -0.1 0.3 3.3 2 0
0.5 0.7 0.3 0.1 0.1 1.4 1.5

-0.9 10.3 26.4 9.1 2,0 7.0 10.5
1.6 0.7 0.8 2.3 2.8 0.6 0.8
0.3 0.2 0.3 1.5 2.5 2.6 2.5
1.1 -1.7 0.5 2.7 2.9 5.0 4.2
2.1 9.5 28.0 15.6 10.2 15.2 18.0

aFOF figures inteased $4 billion and S1 bilhon for 1971 and w92 to reflect asumed payment of curent |tabildit. to foroteanea , slid
decreased SI billion and $2.S billion for 1973 and 1974 to reflect gadual buildup of liabdailes.
bFOF firea increased 52.2 billion for 1971 to reflect payment of curitnl tiabiluti... and decreased SOS billion tnd $i bUion lo reflect
1 9"3 and 1974 reversals.
CAl mateke.

Amounts
Outanding
12/31174e

2.6
4.3

29.9
6.4

33.4
76.6
6.9
6.3

38.0
28.5
56.0

212.3

217
6.3
2.1

30.1
13.7
51.9
-7.7
88.0

58.1
2.1
7.7
3.8

71.7
18.7c
13.2
17.8

121.4
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Table XI!

INDIVIDUALS & MISCELLANEOUS INVESTORS
($ Bhihons)

Amounts
Annual Net Increases in Amounts Outsandig OutstaMnig

1969 1970 1971 1972 1973 1974e 19 7 5p 12/31/74e
Reaidusl: ladIvidua & Mic.
US. Governments 9,7 -9.9 -139 3.0 84 9.0 5.0 100.9
Federal Agenctes 6.6 3.0 -s 1 -1.6 47 12.3 3.0 30.8
Open Market Paper 0.6 -0-8 -1.2 -0.5 2.3 39 0.1 5.6
Corporate Bonds 6.8 10.4 9.7 6.0 46 7.5 9 4 68 
Foreign Bonds 0.5 0.0 0.5 02 02 01 1 2 3 1
Moetgaps 1.4 -0.1 01 -5.2 -2.6 -2.0 -4.0 33.6
State & Local Securities 4.3 3.7 2.8 1.1 7.1 7 5 5 3 65 ,

Total Credit (See Table 1) 29.9 6.3 -7.3 3.0 24.7 3.9 200 30,
Stocks -9,0 -53 -66 -5.8 -6.8 -6.6 -8.4 4584
Investment Company Shares 2.5 1.7 0.6 -1.8 -2 2 1.2 0.5 37.5
Savings Accounts 6.0 44.4 70.3 75.4 6" ' 52.0 71.9 687.6
Demand Deposits & Curency 1.5 11.2 11.0 11.8 13.1 0.3 80 170.5

Selected Financial Assets 30.9 58.3 68.0 82.6 5 85.8 92.0 1,6t- 6

Personal Income, NIA Accounts 750.9 808.3 864.0 944.9 1,055.0 1,152.0 1.221.0
LessTaxes&Consumption, NIAAccounts 712.7 752.1 803.5 899.3 980.7 1,076.0 1,141.5
Plus F/F Adjutstmets to N [A Accounts 110.7 111.7 125.0 149.9 155.3 158.8 168.5
Equals: Gross Savings 148.9 167.9 185.5 195.5 229.6 23.4.8 24T.
Lets Physical investment 117.8 116,2 136.4 158.8 174.1 165.0 160 )
Plus Bocrowins

Consimer Credit 10.4 6.0 11.2 19.2 229 9.9 3.5 190.4
Mortgages 17.3 13.8 25.4 39.8 45 6 30.0 25.8 433.5
Other Loans 4.9 4.4 3.9 5.3 5,3 2.7 2.0 66.7
Security Credit -1.6 -09 2 1 4.5 -4.4 1.1 1.0 7.2

Less Life Insurance & Pension Res. 21.3 24.3 27.7 30.3 31.6 33.5 35.5 491.6
Equals: Net Increase Financial Assets 40.8 50.7 64.0 75.2 93.3 77 8 84.8
Plus Statistical Adjustment -99 7.6 4.0 74 3.2 8.0 7 2

Selected Financial Assets 309 583 680 826 965 858 92.0

at mutet.
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Appendix C

1975 Report of the Joint Economic Committee to the Committee
on the Budget, U.S. Senate, and the Committee on the Budget,
U.S. House of Representatives, March 7, 1976

48-493 0 - 75 - 38





1975 REPORT OF THE JOINT EcoNoMic COMMITTEE TO THE COMMITTEE ON THE
BUDGET, U.S. SENATE AND THE COMMITrEE ON THE BUDGET, U.S. House OF
REPRESENTATIVES, MARCH 7, 1975

The Congressional Budget Act requires that on or before March 15 of each
year the Joint Economic Committee shall submit to the Committees on the Budget
of both Houses its "recommendations as to the fiscal policy appropriate to the
goals of the Employment Act of 1946." Although not strictly required by law
to submit such a report prior to 1976, the Members of the Joint Economic Com-
mittee believe that it was the intent of Congress that the procedures of the new
Congressional Budget Act be implemented to the fullest practical extent in 1975.
The urgent need for fiscal action to stabilize a faltering economy makes it most
fortunate that these new budget procedures are available this year. We welcome
the opportunity to report to the Committees on the Budget at this time.

The Congressional Budget Act requires us to make recommendations only on
fiscal policy. However. the adequacy of fiscal policies cannot be assessed in isola-
tion from the accompanying monetary and price-incomes policies. Therefore,
this Report contains a summary of our recommendations in all three basic
areas of macroeconomic policy. Puller discussion of our recommendations on
monetary and price-incomes policies as well as other areas of economic policy
will be contained in our Annual Report, which will be filed with the Congress
before the end of March.

This Report to the Committees on the Budget is divided into four sections, as
follows:

1. The Economic Situation and Outlook.
II. The Goals of Economic Policy.

III. Summary of Joint Economic Committee Recommendations.
IV. Discussion of Fiscal Policy Recommendations.

I.-ECONOMIC SITUATION AND OUTLOOK

The United States today is experiencing an economic crisis. After declining
gradually during the first three quarters of 1974, real output plummeted at an
annual rate of 9.1 percent in the fourth quarter. There is every indication that
a decline of similar magnitude-or even larger-is occurring in the present
quarter. The implications of this decline can be assessed by comparing actual
output with "potential output," that is, the output which would be produced If
the economy were operating at a 4 percent level of unemployment. As shown in
Chart I, the economy, which as recently as the fourth quarter of 1973 was
operating within 3 percent of this potential level of output, had fallen 11 percent
below its potential by the fourth quarter of 1974. In the present quarter the gap
between actual and potential has probably widened to around 14 percent.'

The decline in output has resulted in sharp reductions in employment and in a
rapidly rising unemployment rate. In January, nonfarm payroll employment was
1.6 million below its October peak, and the unemployment rate, at 8.2 percent,
had reached its highest level in 34 years.

Real incomes have fallen with the decline in output. Disposable personal in-
come in the fourth quarter of 1974 was 4.5 percent below year-earlier levels.
Various alternative measures of real wages show a similar decline. A further
decline of 1.2 percent in real average weekly earnings occurred in January,
bringing the cumulative decline since July 1973 to nearly 8 percent.

The decline in output has also been reflected in declining productivity. Output
per man-hour in the private ntonfarm sector declined throughout.1973 and 1974,
and by the fourth quarter of 1974 was 4.2 percent below its first quarter 1973

NOTZ: This Report does not reflect the Views of the Minority Members of the Com-
mittee. Minority Views will be presented prior to the March 15 deadline.'These calculations are based on the official Potential Gross National Product series
published by the Department of Commerce. Use of this concept is not meant to imply that
the Joint economic Committee regards a 4 percent unemployment rate as "full employ-
ment." The Committee has long been on record in favor of ultimately reducing the unem-
ployment rate to 3 percent or less.

(589)



590

level. This In turn has helped produce the sharpest rise in unit labor costs on
record, Unit labor costs in the fourth quarter of 1974 were 14 percent above
year-earlier levels.

The rise in unit labor costs.has contributed to continued inflationary pressure
despite the weak level of demand. However, industrial raw material prices have
been falling for the past five months, and recent slowing of the rate of increase
in prices of finished goods at wholesale indicates that consumer prices should
rise much more slowly in the months ahead than in the recent past. During the
most recent three months for which data are available (November-January),
consumer prices rose at an annual rate of 9.2 percent, compared to a peak rate
of 15 percent during the August to October period.

The Joint Economic Committee has received extensive testimony on the eco-
nomic outlook and has had the Committee staff prepare its own assessment.
Economic prediction always carries risks, and the risks are especially great
when the economy is in a situation of such rapid change as at present. How-
ever, it is necessary that economic policy be formulated in terms of Judgments
relating to the outlook. Therefore, we summarize below our best estimates of
the economic outlook.

As already noted, It seems apparent that a large decline in real output Is
occurring in the current quarter. In the absence of new policies which go beyond
what the President has recommended, some further decline Is likely in the sec-
ond quarter. If the President's program is adopted, the economy will receive a
modest temporary lift in the third quarter due to the proposed tax rebate. The
President's program provides no permanent stimulus, however, and in subsequent
quarters, output would grow very little. With the labor force continuing to grow,
unemployment would rise further. Unemployment rates of between 9 and 10 per-
cent would be likely in the second half of 1975 and into 1976. Real output at
the end of 1976 would still not have regained its 1973 level.

The above assessment, pessimistic though it may sound, is not the worst possible
case. It assumes a moderately easy monetary policy, some recovery in housing
starts, and some pickup in automobile sales. Should the Federal Reserve pursue
a restrictive monetary policy this, together with the restrictive impact which
the Pihsident's. energy proposals would have In 1976, could well serve to make
1976 the third successive year of declining output. Unemployment could rise above
10 percent.

Some reduction In the rate of inflation Is In prospect for 1975. However, the
outlook described above, which assumes adoption of the President's program,
would produce only limited progress toward price stability. Production costs are
high in a stagnant economy. Labor and overhead costs must be spread over
too few units of output for cost-efficient operation. In addition, the President's
energy proposals themselves would add at least 2, and perhaps 4, percentage
points to the rate of price increase. Thus consumer prices could be expected still
to be rising at an annual rate of 7 to 9 percent in the latter part of 1976.

It is the firm conviction of the Joint Economic Committee that the outlook
described above, which Is obviously highly unsatisfactory, does not have to
materialize. Policies are available which will greatly Improve the prospects for
economic recovery. We are hopeful that Congress will adopt such policies. Section
II of this Report describes what we believe to be attainable output, employment,
and price targets for 1975 and 1976. Sections III and IV describe policies which
we believe will bring us to these goals.

No one can be certain what the precise effect of changes in economic policy
will be. There Is no recent historical experience which provides a good basis of
comparison with current conditions. Thus, while it is our present best Judgment
that the policies we recommend would attain the goals we suggest, we will not
hesitate to make additional recommendations if the economy fails to respond
satisfactorily to the policies we propose.

I.-THE GOALS OF ECONOMIC POLICY

With the economy currently operating 14 percent below Its potential, there
can be no quick or easy return to full employment. Underutilization of resources
and high Inemployment will be major concerns of economic policy for the re-
mainder of this decade.

In this situation, it Is desirable that fairly precise interim policy goals be
established to provide measuring rods for satisfactory progress toward the ulti.
mate Employment Act goals of "maximum employment, production, and pur.
chasing power."
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The responsibility for the establishment of such goals rests with the Con-

gress and, very particularly, with the Committees on the Budget. These Com-
mittees have been charged by Congress with the duty of recommending each year

specific budget totals which will move the economy toward desired levels of

employment, output, and prices. Advice from the Executive Branch and the

Federal Reserve on these matters is very helpful, but the responsibility for de-

cision rests with Congress. Congress also has the responsibility for oversight
of the Executive and the Federal Reserve to insure that policy is executed in

a matter consistent with the attainment of congressionally determined objectives.
We urge the Budget Committees to make specific recommendations to the

Congress with respect to the levels of employment, output, and prices which
should be attained. Once such objectives have been specified, we are confident
that the Budget Committees and the other appropriate Committees of Congress
will be diligent in exercising their oversight responsibilities.

At a time when the overriding economic need is to restore a healthy growth of
output and employment, basic policy goals can best be established in terms of
real output levels to be achieved. Real output is usually measured in terms of
constant 1958 dollars and, for convenience in comparing our recommendations
with those of others, this Report conforms to that convention. Real gross national
product (GNP) in the fourth quarter of 1974 was $804 billion measured in con-
stant 1958 dollars. In the first quarter of this year, this may fall to the range of
$780 to $785 billion. With prompt &ction on a tax cut of adequate size, there
should be an upturn in real GNP beginning in the second quarter, and by the
fourth quarter of this year, it should be possible to restore real output to a level
of $820 to $830 billion. From the fourth quarter of 1975 to the fourth quarter of
1976, policy should be directed toward achieving a growth of real output of 8 to
9 percent. This would bring real GNP in the fourth quarter of next year to a
range of $890 to $900 billion.' These are ambitious targets, given the weak state
of the economy at the present moment. However, the present emergency situation
demands that we set and achieve ambitious targets.

For any given level of real output, an associated trend rate of unemployment
can be estimated. Because growth of the labor force is often erratic in the short
run, and because hiring and firing of workers lags behind changes in production
levels, the actual measured unemployment rate in any given quarter often departs
from the trend, sometimes by a considerable amount. For this reason, the data
on real output provide a more reliable guide to where the economy is headed.

The table below gives the trend unemployment rates associated with the out-
put targets we propose. During the recovery phase of the business cycle, new
hiring may lag well behind the rise in production. Hence, these unemployment
rates may in fact be more likely to be reached in the quarter following the one
shown in the table. For comparison, the table also gives the output levels and
associated trend unemployment rates which we estimate would result from
adoption of the President's program.*

OUTPUT TARGETS AND ASSOCIATED UNEMPLOYMENT TRENDS

Joint Economic Committee proposal Administration program

GNP (billions of Trend unem- GNP (billions of Trend unem-
1958 dollars) ployment rate 1958 doUars) ployment rate

1974: IV ................................... '804 '6.6 1804 16.6
1975: I .................................... 1780-785 8.6 1780-785 8.6
1975: IV ................................... 820430 7.8-8.1 780-790 9.2-9.5
1976: IV ................................... 890-900 6.5-6.8 810-20 9.2-9.5

'Actual.
'Estimate.

2 If measured in constant prices based on price levels prevailing in the fourth quarter of
1974. our output estimates and targets would be as follows:

1974: IV. $1430 billion:
1975: I. 31388 to $1397 billion;
1975: IV. $1459 to $1477 billion; and
1976: IV. $1584 to $1601 billion.
3 Our estimates differ from those presented by the Administration in early February be.

cause the additional Information now available makes it clear that the Administration
forecast underestimated the drop In output in the first half.of this year.
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As shown in the table, the growth targets we propose would bring the trend
unemployment rate below 7 percent by the end of 1976. Of course, we would like
to see even greater progress toward full employment. However, it would be
a great disservice to propose targets which are not realistic. No recent historical
experience is fully comparable to the situation we confront today, but the evi-
dence which is available from past recessions indicates that the targets we pro-
pose would require the economy to grow at a rate slightly exceeding the strong-
est previous recovery we have experienced in the post-war period. If the targets
we propose are achieved, between 2 and 2.5 million more people will be at work at
the end of next year than under the Administration's program, and output will
be growing at a rate which will produce continued steady progress toward full
employment in subsequent years.

A strong recovery this year and next should have a favorable impact on
prices because productivity gains will help hold down cost increases. If the
President's proposed energy taxes and price decontrol measures are rejected, it
presently appears that it should be possible to bring the rate of price increase
below 6 percent by the end of 1975 and to achieve a f-igniflcant further lessening
of inflation in 1976. We emphasize, however, that price prediction is extremely
difficult and uncertain. Unanticipated factors, such as a poor harvest next fall,
could precipitate new price increases. Price increases stemming from causes
unrelated to the overall level of resource utilization would not, however, form a
sound reason to retreat from policies designed to promote vigorous economic
recovery.

Concern has been expressed regarding the long-run Inflationary implications
of a stimulative economic policy. It is our judgment that so long as the economy
is far below its optimum level of resource utilization, rapid recovery will not
add to inflation. As fuller employment is approached, however, inflationary
pressures can emerge in specific sectors even though the economy as a whole
is not fully employed. Thus in future years growth rates should be gradually
reduced so that full employment can be restored and sustained in an atmosphere
of reasonable price stability.

The growth pattern outlined by the Administration would reverse this desired
approach to full employment, with growth rates slow at first-when idle re-
sources are abundant-and more rapid in 1979 and 1980, when the economy is
expected to be closer to full employment.' Chart II compares the growth pattern
outlined by the Administration with one which we believe represents a more
responsible approach to full employment, an approach which would minimize
the cumulative loss of output and improve the prospect for reasonable price
stability at full employment.

The growth pattern outlined by the Administration Implies a cumulative loss
of output of about $1,450 billion (measured in 1974 prices) from 1975 through
1980. Even under the alternative we propose, the loss of output would be about
$700 billion. This tragic and enormous loss demonstrates importance not only of
a rapid recovery from the present recession, but also of building toward a sus-
tainable situation of full employment and reasonable price stability in which the
disastrous economic pattern of the past two years will not be repeated.

The remainder of this Report describes the policies which we believe are
needed in 1975 to place the economy on the road to the right kind of recovery.
There is no way we can be certain that these policies will bring the economy to
the targets we suggest above. The past two years have demonstrated how eco-
nomic developments can take even the most knowledgeable observers by surprise.
We urge the Congress, and the Committees on the Budget in particular, to conduct
a continuing review of the adequacy of economic policy and to stand ready to
adopt new policies as necessary.

III.-SUMMARY Or JOINT ECOlNOMiC COMMIvrEE RECOMMENDATIONS

Reversing the course of the economy will require forceful government action.
The underlying strength of the private economy is enormous, but the short-run
forces which would produce a self-generated recovery of private output are
undoubtedly Insufficient at present.

1 Details of the Administration's economic projections will be found on page 41 of the
Budget of the United Stataex Government. Fiscal Year 1976. Our chart applies the 1977-
1980 real GNP growth rates given In the Budget to the lower 1976 output level which we
now estimate would be the probable result of the Administration's economic proposals.
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We are confident that Congress wil respond to the demands of the present
emergency. Indeed, that response is already under way. Congress acted last De-
cember to broaden the coverage of unemployment compensation and initiate an
emergency program of public service employment. Legislation to reduce personal
taxes and increase the investment tax credit is now well along in the legislative
process. These are important actions, but more is needed. Congress, the Executive
Branch, and the Federal Reserve must cooperate in taking the further steps
which are so urgently needed.

As the Council of Economic Advisers has stated:
The most pressing concern of policy Is to halt the decline in production and

employment so that growth of output can resume and unemployment can be
reduced.

To achieve this objective quickly will require a balanced combination of tax
and expenditure actions coupled with a supportive moneary policy. The fiscal
actions should include:

Quick enactment of personal and business tax reductions totaling $32 to $85
billion. These should include the $8 billion rebate on 1974 individual inome
tax payments, the $8 billion reduction in 1975 individual income taxes, and the
$4 billion reduction in business taxes which have now passed in the House of
Representatives, plus further reductions of $12 to $15 billion in individual income
or social security tax payments.

Continued full operation of cost-of-living adjustments in Federal income F'rup-
port programs, such as social security and food stamps, as currently pro' Aded by
law.

An increase in the maximum weekly unemployment benefit to two-thirds the
average wage in each State, with individuals to receive at least 50 percent of
their previous weekly wage, up to the maximum.

Additional emergency Federally funded unemployment benefits for persons
with demonstrated current labor force attachment but not covered by present
programs, including the self-employed. Eligibility for these benefits would be
limited to persons for whom neither regular public or private employment or
special public service employment can be provided. These benefits should remain
available so long as the national unemployment rate remains at extraordinarily
high levels.

Antirecession grants to State and local governments, the total size of the
program to vary in accordance with the national unemployment rate. These
grants should be on the order of $1 billion for each percentage point by which
the unemployment rate exceeds 4 percent. Distribution would be determined by
the relative severity of unemployment in each State and locality.'

An expansion of the present emergency public service employment program
operated through State and local governments, the size of the program to vary
with the rate of unemployment from 500,000 jobs when unemployment averages
6 percent, to a maximum of 1 million jobs at unemployment rates of 8 percent
or above.

A direct Federally administered public service employment program to be
triggered at an 8 percent unemployment rate. This program should be designed
to provide about 500,000 jobs at an 8 percent unemployment rate and an ad-
ditional 500,000 Jobs for each percentage point by which the unemployment rate
exceeds 8 percent. Provision should be made within this program to provide youth
employment opportunities, including summer jobs for students.'

In conjunction with the above fiscal policy actions, the Federal Reserve should
conduct monetary policy to meet the following objectives:

Reduce both short and long-term interest rates and keep them low throughout
1975.7

s Senator Proxmire states. "I will not agree with any antirecession grants to State
and local governments. I oppose this on the same grrounds I oppose general revenue shar-
ing. i.e.. it severs the responsibility for taxing from the opportunity to spend. States
should be assisted by providing them with tax sources they can tap."

6 Senator Proxmlre states, "I do not support this Federal public service employment
program. I believe that the same employment effect can be achieved more efficiently In
other ways. In particular, programs designed to stimulate housing produclon would be
among the quickest and most efficient ways to reduce unemployment."

I Representative Reuss states. "The Federal Reserve should target Its policy on reducing
long-term interest rates, both by adequate expansion of the monetary ag/,cregates and by
lengthening the maturity of its portfolio. In light of the fact that the ('0-day Treasury
bill rate has already fallen from above 9 percent late last August to around 5.6 percent in
early March, further lowering of short-term rates does not seem an immediate priority."
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Accommodate Federal borrowing requirements.
Provide direct support to the residential mortgage market.
In order to insure that monetary policy is conducted In a manner consistent

with the overall policy objectives established by Congress, the Congress should
more actively exercise its responsibility to oversee the activities of the Federal
Reserve System.

As provided in a resolution now before the Senate, the Federal Reserve should
consult with Congress at semi-annual hearings before the Committees on Bank-
ing about its money supply growth targets and other monetary policy actions
required in the upcoming six months.

In order that the objectives of monetary and fiscal policy not be frustrated by
continued rapid increases in the overall price level, an active, largely voluntary
price and Incomes policy should be pursued. This should include:

An enlarged staff and the provision of subpoena power for the Council on
Wage and Price Stability so that it can more adequately carry out Its responsi-
bilities.

Provision of authority to the Council on Wage and Price Stability to delay
for a limited period wage or price actions which threaten to undermine progress
toward price stability.

I.-DiscussioN or FIscAL PoucY RECOMMENDATIONS

Fiscal policy should be adjusted quickly to provide increased support for the
economy. To do so will improve the outlook for both employment and price
stability. To fail to do so wiU invite the continuation of recession and rising
unemployment into 1976.

THE ADMIMNSTLA ION RECOMMENDATIONS

The President has asked the Congress to enact a number of major tax meas-
ures, including a rebate on 1974 individual income taxes, a temporary increase in
the investment tax credit, an excise tax on oil and natural gas, a windfall profits
tax, a reduction in the corporate income tax rate, and permanent reduction
in individual income tax liabilities. The merits of these proposals as a part of a
program for reducing our dependence on imported oil will be discussed in our
forthcoming Annual Report. Here they are analyzed with respect to their Impact
on output, employment, and prices.

Taken by themselves, the proposals for a rebate on 1974 individual income
taxes and a temporary increase in the investment tax credit would have a tem-
porary stimulative impact on the economy. However, these proposals cannot be
considered in isolation from the President's other recommendations, including
his recommendations for exercising restraint on Federal outlays. The Admin-
istration recommends reducing the growth of budget outlays by $15.3 billion
through holding the increase in social security, food stamps, and other price-
indexed programs to 5 percent over the 18 month period January 1975 through
June 1976, and by reductions In other ongoing programs. This represents a
partial interruption of the workings of the budget's automatic stabilizers and,
therefore, an offset against the stimulative Impact of the proposed temporary
tax reductions.

Taken as a whole, the President's recommendations provide very little support
for the economy in 1975 beyond what would be provided by the Budget's "auto-
matic stabilizers" in the absence of any new policies. The net stimulative impact
in calendar 1975 Is less than $8 billion, or barely more than one-half of one per-
cent of GNP. In 1976 the Administration proposals would have a net restrictive
impact.

This analysis still does not reflect the full restrictive impact of the Admin-
istration's energy proposals, because not all of the Impact operates through the
Federal budget. The proposed windfall profits tax on domestically produced
crude oil would not affect the extra profits stemming from higher prices of gas
and coal. The amount of these extra profits to coal and gas producers is difficult
to measure precisely, but could be in the order of $9 billion in 1975 and as
much as $18 billion in 1976. It is unlikely that these additions to profits will
be quickly and fully returned to the spending stream. Since the proposed tax
reductions are Insufficient to offset these Increased profits, this transfer of income
from consumers to producers will have a restrictive effect on the economy.
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Expert private witnesses appearing before the Joint Economic Committee have
been virtually unanimous in their conclusion that the Administration's fiscal
proposals, judged as antirecession measures, are totally Inadequate. They also
stressed the great risks associated with the massive changes in the tax structure
contained in the President's energy proposals. At a time when the need to support
output and employment is paramount, the risks contained in a program with an
unquantified, but possibly large, restrictive impact are simply unacceptable.
Furthermore, the Administration's proposals would add substantially to the
inflation rate and are far from the most effective means available for conserv-
ing energy. By the Administration's own estimate, the energy proposals would
add about 2 percentage points to the increase in the Consumer Price Index over
the next two years. Others estimate that the total price impact could be as much
as 4 percentage points.

In our judgment, the major elements of the Administration's recommendations
should be rejected in favor of a fiscal program which will stimulate output and
employment, and a fuel conservation program which will achieve the long-run
objective of lessening dependence on imports without adding suddenly to the
overall rate of price increase. Our fiscal policy recommendations are discussed
be'ow. Energy policy will Ie discussed in more detail In our forthcoming Annual
Report.

THE NEED FOR FISCAL STIMULUS

The rapidity of the decline in output in the past few months has taken observ-
ers by surprise. Policies which seemed adequate a few months ago must now be
recognized as far from adequate to the changed situation. Our Committee has
examined a number of policy alternatives in an effort to develop a program
which will achieve the output targets suggested in Section II of this Report.

At the request of this Committee, the Council of Economic Advisers, Wharton
Econometric Forecasting Associates, and Chase Econometrics have used their
econometric models to estimate the impact of a set policy assumptions supplied by
this Committee. These assumptions included a $10 billion rebate on 1974 in-
dividual income tax liabilities; a $20 billion reduction in 1975 and 1976 income
taxes, effective through a change in the withholding schedule; a permanent in-
creake in the investment tax credit to 10 percent, effective January 1, 1975; and
an $8 billion increase In fiscal 1976 outlays, primarily to finance public service
Jobs. The results of these studies indicated that the proposed policies would have
a substantial favorable impact on the economy. By the fourth quarter of 1976,
the number of unemployed would be an estimated 850 thousand less than if the
President's program were adopted, real output would be about 3 percent higher,
and the price level about 2 percent lower. Even so, the results are not good
enough. The real growth rate from late 1975 to late 1976 is estimated at only
about 4.5 to 6 percent. This is not sufficient to produce a rapid reduction in un-
employment and, therefore, these policies do not represent a fully adequate
response to the present economic situation.

The recommendations presented in this Report would provide greater fiscal
stimulus than was assumed in the studies described above arid an accommodative
monetary policy. This additional stimulus appears required if the desired rate of
recovery from the recession is to be achieved. It should be stressed that the ad(ti-
tional expenditures recommended are all tied to the unemployment rate. They
will automatically phase out as full employment is regained.

TAX POLICY

Personal and business tax reductions totaling $32 to $35 billion are needed in
1975. Some, but not all, of these reductions should be continued in 1976 and subse-
quent years to offset part of the effect of inflation in raising tax rates. Legisla-
tion which has now passed the House of Representatives would provide an $8
billion rebate on 1974 individual income tax payments, an $8 billion reduction in
1975 individual tax liabilities and between $4 and $5 billion of business tax
relief, including an increase in the investment tax credit to 10 percent. These
provisions should be enacted without delay.

Virtually all the expert witnesses who testified before the Committee urged
that there be some tax reduction of a permanent nature. While the tax legisla-
tion which the House has enacted covers 1974 and 1975 only, there is a widespread
presumption that subsequent legislation will make the reductions permanent.
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This further legislation should proceed quickly. Past experience shows that
family income changes which are perceived as permanent have a larger impact on
consumer spending than those which are seen as only temporary.

The legislation discussed above falls $12 to $15 billion short of the total per-
sonal tax reduction which is needed in 1975. There are a number of ways in
which this further reduction might be achieved. One which seems especially
worthy of consideration is the adoption of an income tax credit against social
security tax payments.

In 1975 workers covered by the social security system will pay a tax of 5.85
percent of the first $14,100 earned. An individual income tax credit for each
worker equal to 1% percent of earned income up to $14.100 would reduce personal
income tax collections by $10 billion, including the cost of cash refunds to those
lower Income persons unable to claim the credit. The maximum benefit per Indi-
vidual would be $212 for a worker earning $14,100 or above. This proposal would
reduce the tax burden for those middle-income workers who have seen their taxes
rise especially sharply in the past two years because of increases in the social
security wage base. This tax relief would be accomplished through the income
tax system, leaving the financing of the social security system intact.

An alternative would be to couple a smaller individual income tax credit
against social security taxes with an equivalent credit to employers based on
the number of covered employees. This tax change would have the advantage of
reducing business costs and stimulating additional hiring. A credit of $150 per
employee ($75 to the employee and $75 to the employer) would achieve a $12
billion tax reduction, $6 billion to business and $6 billion to workers, including
cash payments to lower income individuals who cannot utilize the credit.

Another alternative would be the substitution at the option of the taxpayer of
a credit of $250 for each personal exemption to which the taxpayer is otherwise
entitled, which would provide a total annual tax reduction of $12 billion.

This change would also increase the progressivity of the tax system, since the
credit is of progressively greater value to taxpayers in lower income brackets.
Assuming a family of four, this change would provide some tax relief for fam-
ilies with incomes up to $29,000. However, this change would be of benefit 'to
families with Incomes so low that they presently pay no tax only If it were ex-
tended to provide actual cash payments to these families.

Whatever method of tax reduction is chosen, the lower liability should be im-
mediately reflected in reduced tax withholding so that the stimulative Impact
is felt in 1975 when it is most needed. The credit against social security taxes
could initially be for 1975 and 1976 only and could be renewed in later years only
if required by economic conditions at that time. The adoption of a tax credit
in lieu of the personal exemption would presumably be a permanent change In
the tax code.

EXPENDITURE POICY

The tax reductions discussed above and the easier monetary policy which we
support are essential elements in a program to achieve recovery. By themselves.
however, they are not sufficient. The economic decline has by now been allowed
to become so severe that consumer and business confidence is eroded. Surveys of
consumer attitudes indicate that an unusually high percentage of any disposable
income gains resulting from tax redaction may be used for savings or debt retire-
ment. These higher individual savings and an easier monetary policy will make
funds available for private investment. However, the recent fall-off in private
demands for credit suggests that, in the short run, private business may be slow
to utilize the available funds.

Had tax reduction and accommodative monetary policy come sooner, they
might have provided sufficient support for the economy. Now that the decline has
become so deep, Federal expenditure actions are also required. Government spend-
Ing is the surest and most direct method of supporting the economy.

At the same time, permanent new expenditure programs which will Involve
large outlays in future years when stimulus is no longer required should be
initiated only if these programs are fully justifiable on their intrinsic merits.
A time when otherwise-idle resources are available is a good time to initiate
needed new progrAms, such as national health Insurance and improvements in
Public transportation. It may also be a good time to speed un completion of
previously authorized public works, Provided the economic impact-of the speedun
can be achieved rapidly and then phased down as full employment is restored.
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However, new public works with long lead times are not suitable as counter-
cyclical programs. Previous experience has shown that such programs often
produce more spending after high employment had ben regained than during
the recession years in which It was needed.

The need to stimulate the economy does not justify spending in excess of essen-
tial national needs in such areas as defense, highways, or public construction.
To foster economic recovery through military expenditures in excess of true needs
would simply lay the foundation for the next recession when these expenditures
were litter cut back.

The expenditure programs which we recommend are largely of a temporary
nature, designed to take effect quickly and to phase out as full employment i,
regained.

Cost-of-Living Adjustments. The Administration has proposed that increases
in social security benefits, food stamps, and other Federal income support pro-
grams be held to 5 percent over the 18 month period from January 1975 through
June 1976, although by the Administration's own estimate, prices are expected
to rise 15 percent over that period. This would result in estimated budget sav-
ings of $3.8 billion in fiscal 1976. Due to price Increases which have already taken
place, the entire 5 percent increase in some programs would go into effect toy
June 1975. This would mean no cost-of-living adjustments whatsoever in fiscal
1976. Not only would this be a great injustice to the individuals affected, but
it would partially negate the effect of the tax proposals intended to stimulate
recovery. Little net economic impact can be expected from using the tax system
to raise the real disposable income of some families while using expenditure ceil-
ings to reduce the real income of others. The proposed ceilings on inicone support
payments should be rejected.

Public Scrvice Emploiment. With the unemployment rate now expected to
exceed 9 percent before the end of this year, a greatly expanded program of
emergency public service employment appears to be the quickest way to reduce
unemployment to more bearable levels.

Present emergency legislation passed in I)ecember 1974 authorizes funds for
approximately 300,000 jobs, all administered through State and local govern-
ments. This authorization is temporary, expiring at the end of 1975, and the full
authorization is not yet funded. This authorization should be fully funded, and a
further authorization should be provided with the size of the funding designed
to vary automatically with the quarterly average of the unemployment rate. We
are pleased to note that the President has recently recommended an extension of
the public service employment program into 1076. ills proposals are ,ill inade-
quate, however, in light of the current high level of unemployment.

We recommend that at a 6 percent unemployment rate, a total of 500,000 public
service jobs should be provided. Funds to provide additional Jobs should be made
available at higher levels of unemployment up to a maximum of one million
Jobs at unemployment rates of 8 percent ,)r above. The programp1hould be reduced
In similar stages as unemployment declines.

At unemployment rates of 8 percent and higher, a Federally administered
public service employment program is also needed. This should provide for 500,000
jobs at an 8 percent unemployment rate and an additional 500,000 Jobs for each
percentage point by which the unemployment rate exceeds 8 percent. Federal
administration of this program is desirable for the following reasons:

(1) A number of appropriate work projects are primarily) or exclusively
Federal in nature. These include work on a national transportation system,
work in the national parks, forests, and recreation areas, work on Federal
demonstration projects, and work of many other types.

(2) The Federal Government, more readily than State and local governments,
can provide work on temporary projects of one to two year's duration, avoiding
the problem of displacement of regular employees by special public service
workers.

(3) Unemployment is especially severe among persons between the ages of
16 and 25. In January the unemployment rate was 20.8 percent for those age
16 to 19 and 12.4 percent for those age 20 to 24. While the Federal component
of the public service employment program should be open to persons of all ages,
It would be especially suitable for these younger persons who are more mobile
and better able to accept employment of a temporary nature and who would
benefit from the Job experience provided by this program.



598

Antireceef on Grant to State and Local Governments. Many State and local
governments will experience serious financial problems in 1975. The combina-
tion of inflation-affected expenditures and recession-induced revenue shortfalls
has already forced many State and local governments to cut payrolls through
attrition or layoffs, to delay the construction of essential capital facilities, and
to cut the level of service they are providing. Many State and local governments
have also indicated that they will be forced to enact significant tax increases
to meet State constitutional requirements so that their budgets remain in
balance.

The aggregate effect of these actions could partially undermine Federal Gov-
ernment efforts to initiate an economic recovery. Federal efforts to stimulate the
economy by returning purchasing power to consumers through tax cuts will
suffer if State and local tax burdens are increased concurrently. Similarly, the
net job creation from Federal Government programs to provide emergency
public service Jobs is less than desired when State and local governments are
forced to lay off permanent employees and replace them with Federally financed
public service employees.

A sensible approach to this dilemma is to provide needy State and local
governments with Federal assistance. The total size of this revenue assistance
program should vary with the national unemployment rate, increasing by $1
billion with each 1 percent increment in the national unemployment rate above
4 percent (i.e., at 8 percent unemployment, $4 billion would be distributed).
This counter-cyclical revenue assistance program would also be designed to
target assistance to the units of Government experiencing the greatest reces-
sion-induced revenue shortfalls. Since the size of this shortfall is dependent
primarily on the level of economic activity in the unit of government, State and
local governments with the largest increases in unemployment should receive
proportionally greater assistance.

Unemployment Compensation. Congress acted in December to expand the
coverage of the unemployment compensation system and to provide extended
benefits at times of high unemployment. Action has not yet been taken to provide
greater uniformity among State programs by increasing the maximum weekly
benefit to two-thirds the average wage In each State, and providing that Individ.
uals receive at least 50 percent of their previous weekly wage, up to the maxi-
mum. This should be done.

An additional Federally funded emergency program is also needed as long as
the national rate of unemployment remains at extraordinarily high levels. This
program should provide benefits to any adult, including the self-employed

(1) Who can demonstrate current labor force attachment;
(2) Who is not otherwise entitled to benefits due either to exhaustion of

benefits or to lack of sufficient covered employment, nor to income support under
other programs; and

(3) For whom no employment of any kind, including public service employ-
ment, can be made available.

This program would be of special benefit to younger adults among whom
unemployment is widespread and who often have limited, if any entitlement to
unemployment compensation benefits.

THE BUDGET D$ICIT

The tax changes we have recommended would reduce receipts by $10 to $12
billion more In fiscal 1975 and by $21 to $25 billion more In fiscal 1976 than would
the Administration proposals. Our program would add to Federal outlay as
follows in fiscal 1976, assuming an 8 percent rate of unemployment:

$4 billion for antirecession grants to State and local governments.
$4 billion for continued full operation of cost-of-living escalators in Income

support programs.
$9 billion for the two public service employment programs (assuming they

reach full operation by the middle of the fiscal year).
$8 billion for the recommended improvements in unemployment compensation.
The $7 billion proposed by the Administration for "energy offset" payments

would not be needed under our program. Hence, the net effect of our proposals
would be to increase fiscal 1976 outlays by about $18 billion.

The higher level of economic activity generated by our program should result
in an increase in tax receipts and a saving on unemployment compensation and
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other income support programs of about $18 to $20 billion in fiscal 1976. Hence,
the net impact of our program would be to enlarge the deficit by $12 to $14
billion in fiscal 1975, and about $16 to $18 billion in fiscal 1976. In making these
estimates, it is assumed that Congress will make various other changes from
the specific outlay totals proposed by the President for individual programs, but
that these changes will be roughly offsetting. As we will discuss in our forth-
coming Annual Report, our own recommendations are that outlays for defense
be reduced, th,t outlays for housing programs be increased, and that initial out-
lays for a national health insurance program and for antipoverty efforts be
added to the budget.

A temporarily larger deficit is a necessary step toward restoring the health of
the U.S. economy. The alternative is to allow the economy to continue indefi-
nitely in a state of recession and rising unemployment. Not only is this alterna-
tive unthinkable in terms of the human suffering implied, but it would mean
enormous budget deficits many years into the future. The policies we support
will mean larger deficits temporarily, but they are essential to bringing the
budget into balance in future years. Indeed, looking at the budget deficit in fiscal
1976 by quarters, the deficit under our program begins to narrow significantly
during the course of the year due to the favorable impact on tax receipts of in-
creased income and employment.

Our recommendations are designed to produce a budget surplus once the econ-
omy regains high employment levels. The permanent tax cut we recommend would
serve only to offset part of the rise in the full employment surplus in the past two
years due to the impact of inflation on effective tax rates. The expenditures we
recommend automatically phase out as high employment is regained. The full
employment budget "margin" in 1980 (the difference between full employment
receipts and expenditures on present programs, including those recommended in
this Report) would be in excess of $50 billion. This, of course, does not mean that
the actual surplus will be that large, but rather that this amount will be avail-
able to be divided among new programs, tax reduction, and a Federal surplus to
help finance private investment.

Concern has been expressed that the large Federal demand for credit will.
swamp the financial system in 1975, leaving insufficient funds available for pri-
vate borrowers. Witnesses before this Committee have testified, however, that
this concern is misplaced. Private credit demands will be off markedly because
of the recession. One respected estimate by a private expert is that the total
1975 demand for credit, including government borrowing, will be 5 percent below
last year and 12 percent below the 1973 peak. If heavy government borrowing
does drive up interest rates, it will be because the Federal Reserve has failed to
make sufficient credit available, not because the financial system cannot handle
the flows.

A number of alternatives to our specific tax and spending recommendations
are available. We know that the Committees on the Budget will consider alter-
natives. In concluding this Report, we would offer the following suggested guide-
lines for evaluating alternative tax and spending plans:

(1) The overall size of the stimulus should be sufficient to support a strong
and sustained recovery from the present severe recession.

(2) Tax reductions should be of sufficient size to effectively stimulate con-
sumer spending. Some permanent tax reduction is required. At the same time,
this tax reduction should not be so large as to leave the Federal Government
with an inadequate revenue base in future years.

(3) Antirecession spending programs should be of a type which we can begin
quickly and which can be phased down as the economy recovers.

Various proposals for new spending projects have recently been offered by
Members of Congress and others. These proposed projects should be examined
with care to be sure they can become effective quickly and be concluded within
a reasonable period of time. To the extent these proposals are enacted they should
be a substitute for some of the spending programs we have recommended, not
a net addition. We believe the package we have suggested offers about the right
total amount of economic stimulus and at the right time.

'I t
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APPENDIX

List of witnesses testifying before the loint Economic Committee on the Presi-
dent's Economic-Program:

Ackley, Gardner, Economist, University of Michigan.
Alioto, Joseph, Mayor, City of San Francisco, California for the Conference

of Mayors.
Burns, Arthur, Chairman, Board of Governors, Federal Reserve System.
Evans, Michael, Economist, Chase Econometric Associates.
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Ford, Henry II, Chairman of the Board, Ford Motor Company.
Galligan, Thomas, President, Boston Edison.
Greenspan, Alan, Chairman, Council of Economic Advisers.
Houthakker, Hendrik, Economist, Harvard University.
Klutznick, Philip, Chairman, Research and Policy Committee, Committee for

Economic Development.
Lynn, James T., Director, Office of Management and Budget.
Modigliani, Franco, Economist, Massachusetts Institute of Technology.
McCracken, Paul, Economist, University of Michigan.
Nathan, Robert, Robert Nathan Associates.
Okun, Arthur, Economist, Brookings Institution.
Panuzio, Nicholas, Mayor, Bridgeport, Connecticut-For the League of Cities.
Perry, George, Economist, Brookings Institution.
Ragone, Stanley, Sr., Vice President, Virginia Electric Power Co.
Rees, Albert, Director, Council on Wage and Price Stability.
Regan, Donald R., Chairman, Merrill Lynch and Company, Inc.
Sawhill, John C., Former Director, Federal Energy Administration.
Schultze, Charles, Economist, Brookings Institution.
Scott, James, M., Supervisor, Fairfax County, Virginia, for the National As-

sociation of Counties.
Simon, William, Secretary of the Treasury.
Stewart, Milton, President, National Small Business Association.
Turner, Samuel A., Wayne County Board of Commissioners--For the National

Association of Counties.
Woodcock, Leonard, President, United Auto Workers of America.
Zarb, Frank, Director, Federal Energy Administration.
Simon, William, Secretary of the Treasury.
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