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THE REVENUE ACT OF 1971

THURSDAY, OCTOBER 14, 1971
U.S. Sexate,

Commrirrer oN FiNance,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m. in Room 2221,
New Senate Office Building, Senator Russell B. Long (chairman)
presiding.

Present: Senators Long, Anderson, Talmadge, Byrd of Virginia,
Nelson, Bennett, Curtis, Miller, Jordan of Idaho, Fannin, and Hansen.

The Cuarryian. This hearing will come to order. The committee is
pleased to have before us today the Honorable Jacob K. Javits, U.S.
Senator from New York. Senator Javits has down through the years
demonstrated a very thorough and sophisticated interest in all matters
involving foreign trade and economic problems generally, and we are
pleased to have your views, Senator Javits.

STATEMENT OF HON. JACOB K. JAVITS, U.S. SENATOR FROM THE
STATE OF NEW YORK

Senator Javirs. Thank you very much. Mr. Chairman, I am here
to present what a group of my colleagues and I consider an innovative
idea to the committee in respect of whatever it may decide to do on
the investment tax credit. I have a prepared statement which 1 ask
to have printed in the record.

On October 1, 1971, together with 12 other Senators, I introduced
S. 2632, which has been referred to the committee. The idea behind
S. 2632 1s to establish a tax credit for the creation of additional jobs—
a direct increased employment tax credit. The cosponsors of S. 2632
are Senators Brooke, Cook, Hatfield, Mathias, Packwood, Perey,
Randolph, Saxbe, Schweiker, Stafford, Taft, and Williams.

The tax credit proposed by S. 2632 would be in addition to, not in
substitution for, the mvestment, tax credit which has come over to us
from the other body and is sought by the administration.

The fundamental brief which we have, my cosponsors and I, is
twofold. One, that generally speaking, through the economy the in-
vestment tax credit as asked for by the administration is not a job
development tax incentive, essentially, it is a modernization incentive,
and I would say I certainly am all for that, and I believe that those
cosponsoring this measure with me are for that, but we do have a
serious unemployment situation in the country, and about half of all
employment 1s in service fields, which is not heavily capital impacted,
and, therefore, the idea of having a direct tax initiative for job creation
seems to us to be attractive.

(409)
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This is the essence of the idea.

The techniques which we use, the technical situation which we pre-
sent to the committee in the Lill, can very well be worked out by the
committee.

This should be put in the category of a suggestion. The basic idea
which we present to you is, will you or will you not crank into the
package a proposal which will have a direct effect in initiating because
of tax advantages the creation of new jobs?

That is the essence of what I would like to present.

Senator Taryapce. Will the Senator yield at that point? Last year
during the consideration of the family assistance plan in the Senate,
I offered a somewhat similar amendment, primarily to implement the
WIN program in which people of limited skill and limited education
had difficulty in procuring jobs.

This committee approved the amendment at that time unanimously.
The Senate also approved it by a vote of 81 to zero. We never went
to conference with the House on the bill last year, and, as the Senator
knows, my amendment never had an opportunity of becoming law.
Therefore. I intend to offer the same amendment to this bill.

As the Senator also knows, President Nixon in his campaign in 1968
strongly urged such a program.

Senator Bexxerr. May I ask the Senator a question ?

Are you going to offer it to this bill or the welfare bill?

Senator Taraapar. Iintend to offer it to this bill.

Senator BENNErT. Senator Talmadge, this proposal of yours is di-
rected essentially and primarily to low-income people; is it not ?

Senator Taraapce. That is correct.

Senator Javirs. The measure which we present to you is directed
across the board to an increase in the opportunity for jobs regardless
and without regard to economic status of the individual who would
get such a job.

I would hope, Senator Talmadge, in view of your interest in the
subject, that you would study this carefully. )

Senator Tarmaper. I will be glad to take a look at it. My interest
was primarily in those people with few skills and limited education,
who have made a career of welfare. They are able bodied and capable
of working, but they lack the neccessary skills. I am of the opinion
that this is where we ought to make the first thrust.

As the Senator knows, we have some 19 different Federal agencies
and subagencies conducting some 39 job training programs. Many of
them consist of classroom training for nonexistent jobs, and they have
not been very successful.

I share fully the Senator’s concern. The way to make a productive
employee is to put him on a piece of machinery or equipment and
teach him how to use it.

Once he learns to use it, he is a self-sufficient citizen and a taxpayer.

Senator Javits. As I say, I am very pleased with the Senator’s con-
tinuing interest in this field. I think we will find that the bias of the
idea we have in mind is to favor the relatively low skilled, and,
therefore, I am rather hopeful when he studies this he may decide
that it rolls into a broader pattern of what he himself had in mind,
and I was going to add substantively that no one would be happier than
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I, and I believe the cosponsors of our bill would feel the same way, if
the Scnator decided as a member of the committee to espouse the
whole theses.

So I welcome very much the Senator’s interest and the Senator’s
thought ful utilization perhaps of this design.

Now, the bill secks to accomplish its purpese by giving a credit
of &4 per man-day for additional employment which 1s ereated over
and above the employment in a base period.

Now, again I repeat, the ‘arions scales of how much and the
techniques are a suggestion. The basic idea is to give a credit for job
creation. Our scheme is 4 dollars per man-day, which comes to about
a thousand dollars per man-year, and we cstimate, and we ran it
through computerized estimates in the Joint Economic Committee’s
facilities, which has a computer available to it, we estimate based upon
what T have just told you that 500,000 additional jobs can be created
by the end of the fiscal year; that that would involve the first year
cost of the tax rolls of $1.800 million, and that would taper off very
sharply thereafter.

Now, we've juxtaposed that concept of the $4 per man-day credit
to other proposals now in the mill. My credit. for example, has been
caleulated as a constructive 4 percent corporate tax rate reduction.
So what would happen if you reduce the corporate income tax by 4
points, and channeled the additional cash flow into let us =ay, capital
spending? \*v that assumption we find that 300,000 jobs would
probably be encouraged. which wounld eost ns about $2 billion,

So we juxtaposed a $3,600 cost per job on our basis as against 2
6,600 cost per job if you reduced the income tax by say 4 points
with a corresponding rise in capital spending.

Now our thought is to complement. not to replace. the tax credit
which the administration seeks. And we believe that the approach
which we have is very likely to encourage employment rather than
overtime because we lay the credit on the basis of a 7-hour day. So
that you could not get the credit by working people overtime, which
is a big consideration.

Also we feel that it has a very strong effect of getting people in the
loss skilled and lower paid levels because a flat rate benefit 1s greater
for low-wage employees and I think that goes very much to Senator
Talmadge’s point in giving an inducement to get people who may need
some training because you have a benefit with which to give them
some training, carry them along even for a short time. Their work may
be uneconomic in terms of production. '

Finally, naturally, we are deeply interested in increasing productiv-
ity and I am, as I think you all know, one of the prime movers of that
idea including a major gill to establish local and plant productivity
councils.

Tt is logical to assume that this type of employment would not be as
productive as normal employment. There would be a certain discount
which an employer could avail himself of because these people are not
as productive. But you have to balance that off against the fact that
we are materially underusing our facilities today and that we are
anxious to have a direct impact for social reasons upon employing
more people, and, therefore, in the trade off we believe that it is very
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much to the advantage of this kind of inducement, even though I am
the first to say that these people may be somewhat less productive.

That is the matter we would like to lay before you and hope very
much that it may stimulate thinking in the committee.

Senator Talmadge already has indicated his interest so that we have
a balance in the Senate to the administration emphasis.

I will say this: It is so obvious it almost surprises me. ITalf of our
cconomy is capital goods impacted industries, relatively speaking
blue eollar worlers, Half of our cconomy is in the relatively speaking
service industries. We are trying to encourage, says the President, job
development in the capital impacted industries.

It certainly scems to me that to balance out the package you have to
do something about encouraging employment in the service industries
where you don’t have the input of capital goods and, therefore, where
they will really get very little, if anything, except perhaps for type-
writers and things like that, out of the capital goods tax credit.

I have just one other piece of evidence, Mr. Chairman, I would like
to lay before the committee and then I am through. Our researchers
discovered a very interesting, not analogy, but parallel with our situ-
ation, in the United Kingdom.

The United Kingdom has passed a bill which is now in effect called
the selective employment tax, which was introduced in 1966. This
imposes a heavy tax on employment, all employment, but rebates the
tax to employers in the manufacturing industries in depressed areas.

The theory being there to shift if they can employment from services
to manufacturing, and the report which has been made on the opera-
tion of the bill indicates that it has been quite effective in its operations.

That was a problem for apparently the British economy. They were
draining people away from the blue collar jobs to white collar jobs
and they wanted to recapture some of them.

The analogy it seems to me is an interesting one with our own situa-
tion. It shows that a tax measure can be effective in a shift of employ-
ment and that is why I think that we have a right to consider seriously
this tax measure if we want to build up employment in an area of the
economy which contains half of the total employment.

That isall, Mr. Chairman, thank you very much.

The Cuiamrmaxn. Thank you very much. It is a very interesting idea,
we will certainly look into it.

Senator Curtis. Senator, T have read your statement even though
I arrived late. I think it has interesting pessibilities. I would like to
ask you if you have an opinion with reference to a proposal that wages
paid for nonbusiness purposes be regarded as a deductible item for
the person who pays the wages?

Senator Javirs. Wages paid for nonbusiness purposes?

Senator CurTis. Yes; if you hire someone to work about your house
or paint your house or to do anything eclse, build you a driveway. work
inside, it is not a tax deduction. It is if it is a business. I am thinking
of a great many retired people who might be employing individuals
to perform work for them with this incentive.

Senator Javrrs. Senator Curtis

Senator Currtis. After all, they take part of their income and pay it
to somebody else in wages.
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Senator Javirs. Theoretically I would say that sounds logical. Prac-
tically I see two great difliculties with it and I do have an opinion. One
is that in that particular area of nonbusiness compensation one of the
difliculties is in ability to get that kind of help. And the second prob-
lem as 1 see it, it does run counter to the whole philosophic concept
of our tax system that you are entitled to deduct from what produces
income.

In other words, you are in a sense as a taxpayer in business for
yourself. If you produce income then you are entitled to deduct, gen-
crally speaking, whatever you spend in order to produce it.

That is not. produced income which you have in mind. Whereas
what I am testifying to does produce income, therefore, we give ¢
special advantage to encourage a given result but it does produce
income, it is counterbalanced on the other side.

I don’t rule out what you said.

Senator Curris. We have not followed that theory absolutely. An
individual taxpayer is entitled to a deduction for interest paid and
the interest might have been paid for any kind of a debt, one foolishly
incurred or even money borrowed to pay a gambling debt.

The interest is deductible.

Senator Javirs. That is very valid. But the genevality of borrow-
ing is for, some constructive purpose or buying a house or some other
purpose which contributes to the totality of the national resources.

So I can see some justification for that. But I might think it over and
decide I am with you but immediately those two points came to mind.

The Crramraran. Let me illustrate the same point where it appeals to
me. We have had the good fortune right now to have somebody to help
Mrs. Long with the housework. I think anybody ought to feel fortunate
if he can get help these days. I ould be perfectly content if T could
decuct that expense and pass that savings in taxes along to that worker,

In other words, if you are in a 20-pereent bracket vou can afford to
pay a person 30 or 35 percent more than you can pay otherwise, and the
thought occurs to me that would he a desivable goal if we could find a
way to assure that all or most of the tax advantages would go not to
the employer but to the employee. There are a million and a half low-
wage employees in this country who are working in domestic services
where it is not deductible and you really can’t help them by reducing
their tax because they don't pay mueh in tax anyhow,

But if you rednce the other fellow’s tax on condition he passed the
tax savings on to them it could have some of the same advantages you
are talking about here.

Tnsofar as we can help those less fortunate by reducing somebody
clse’s tax provided that he would pass the tax advantage on to the em-
ployee that has some appeal to mie and 1 am going to suggest something
aleng that Tine which 1 think is parallel o what von are suggesting.

Senator Javers, 1 think the concent of an eflort to use a credit for
the purpose of stimulating increased employiment 1s a very valid one
and that is the essential idea that T want to lay for myself and the 12
other Senators hefore the committee.

We think that our plan, becanse it does follow the basie pattern of
the tax system, to wit, it sceks additional eredit but an incentive eredit
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but in an are. where income is produced is consistent with the tax
scheme.

These other plans may very well, based on the facts, produce addi-
tional income. I think they are less advantageous rather than more be-
cause of that fundamental.

The Crratraan, Thank vou very much. You have made a very good
presentation for your suggestion and it has a lot of merit.

Senator . Javrrs. You were very kind, Mr, Chairman.

(Senator Javits' prepared statement and a subsequent statement of
Senator Javits received by the committee follows:)

PREPARED STATEMENT OF JAcoB K. JaviTs, A U.S, SENATOR FROM THE STATE OF
NEW YORK

The full Employment Act of 1946 expresses the policy of the United States to
provide “conditions under which there will be afforded useful employment op-
portunities, including self-employment, for those able, willing, and secking to
work, and to promote maximum employment, production and purchasing
power.”

We are far short of the goal of full employment today—several million jobs
short of it—and given the most optimistic estimates there is little chance that
we shall achieve it in the near future if we must operate within the general
parameters of the Administration’s current economic and tax proposals.

My purpose in appearing here today is to urge you to include within the
tax package you are shaping as a part of the President’s New Economic Policy,
a direct incentive to every businessman in America to increase his work force
through the use of a tax credit based on net additional employment. The basic
concept of such a tax credit is embodied in 8. 2632, a bill which with 12 other
Senators I introduced on October 1, 1971. Under it, during the next two years,
any employer in America whose employees work more man-days in the current
vear than in the previous one will be eligible for a tax ecredit in the amount
of $4 per man-day, or about $1000 per man-year. The credit is structured in
such a way as to discourage use of overtime and part-time employees. Also, he-
cause it is fixed in amount at $4 per man-day rather than calculated as a per-
centage of wages, it would operate as a greater incentive in the case of low-
wage, marginally skilled employees.

On the basis of computerized estimates prepared by the staff of the Joint
Economic Committee, I believe that this kind of tax credit could be expected
to generate at least 500,000 additional jobs by the end of the first full year,
at a total cost to the government of $1.8billion during the first year, tapering
off sharply thereafter. That sounds like and is a great deal of money. but it is
actually much less expensive ($3600 per additional man-year) than other pro-
po«als such as the investment tax credit ($6600 per additional man-year) or
public service employment ($5000 to $7000 per man-year) designed to create
additional employment.

This employment incentive credit is designed to complement, not to replace
the investment tax credit, The latter may well be needed to encourage American
business to modernize its facilities and as a general adjustment of the corpo-
rate tax rate in order to permit American businessmen to compete fairly with
their foreign competitors. But at best-—given the fart that our industrial plant
is presently operating at only 73 percent of capacity—it will directly stimulate
activity only in eapital-intensive industries and in some cases may even encour-
age the elimination of jobs through automation. And. the investment tax credit
will have very little effect on cervice industries which now employ about 50
percent of all American workers.

What is needed is a more broadly-hased measure which is addressed directly
to the creation of additional jobs in all industries, and that is the purpose of
S. 2632.

To put the issue in its proper perspective. T think it i useful to focus on the
number of additional jobs we need to create to reach an unemplovment level
of not over 4 percent. According to the Bureau of TLabor Statistics. during the
coming vear over 2 million additional jobs will have to be created to reach 4
percent unemployment by the end of 1972,
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That is the goal which we should seek, and my proposal is designed to fi{ in
as part of an overall plan designed to achieve it.

I recognize, of course, that what I am suggesting is an entirely new approach
to the problem of expanding employment. But I am convinced it is one which
deserves a trial. I am submitting herewith a favorable report from the staff of
the Joint Economie Committee, as well as a highly favorable study by cconomists
at the University of California of a similar tax credit proposal. T have also asked
the Council of Economic Advisors, as well as other economie forecasters, to ex-
amine our proposal and we shou!d be able to submit additional economic analysis
to you shortly.

Until very recently we have sought to achieve the goal of full employment,
and at the same time contain inflation, primarily through the use of overall
budeetary and fiscal policy. What the past decade has shown, however. is that
these traditional weapons of economic management are inadequate or, at best,
clumsy tools to achieve that objective. With them we have not been able to
move to contain inflation without producing a substantial amount of unem-
ployment; nor have we been able to reduce unemployment below about 4.5
percent without losing price stability.

We are now at the point of searching for more effective tools of economic
management; in particular this Committee is concerned with shaping a new
tax policy which will help to stimulate economic activity, yet assure the avail-
ability of the revenues which we will need to enable us to continue to deal with
our pressing social problems. Indeed, the President’s economic stabilization pro-
gram offers a unique opportunity to take new economic initiatives.

A tax credit along the lines I have proposed can furnish a powerful new
tool to stimulate additional employment without increasing inflationary pres-
sures. It would provide a direct incentive for additional employment, yet be-
cause it would do so by reducing costs it would avoid putting any upward pres-
sure on prices in the way that a simple increase in government spending would.
Furthermore, it would have the added virtue of reducing costs in the one area-—
labor—where our foreign competitors generally have had their greatest ad-
vantage over us.

I urge this Committee to give the mest serious consideration to inctuding the
kind of tax credit proposed in 8. 2632 as an extremely powerful device to help
us achieve full employment with price stability. 1 am not, of course, committed
irrevocably to the exact terms of 8. 2632, and I hope that the Committee will
carefully examine possible variations on the same theme, including a credit
based on a percentage of wages, and the possible use of a trigger device to end
or reduce the credit as we approach full employment. In that connection. I and
my staff have been working on some technical aspects of the credit, and I will
be furnishing you with additional technical comments in the next few days.

STATEMENT OF HON. JacoB K. Javirs, A U.S. SENATOR FROM THE STATE OF
NEW YORK

T urge the committee to include in the legislation it reports the prowisions of
S. 809, a bill I introduced on February 17th to provide the disabled for the cur-
rent year an inicome tax deducation of up to $650 to cover transportation to and
from work and to allow them the same additional $850 income tax deduction as
is now given the blind. This amount would increase as the personal deduction
sum increases under the law.

This measure is, in part, similar to the amendment to the Tax Reform Act
of 1969 which was sponsored by the distinguished Senator from Arizona. Mr.
Tannin, of which T was a cosponsor. The amendment provided for a tax deduc-
tion of up to $600 to the disabled for transportation and was approved by the
Senate on December 4, 1969 TUnfortunately, the provision was lost in conference.

This proposal is a logical sequence to a series of enactments by the Congress of
legislation designed to help the handicapped become useful and productive citi-
zens. The Civilian Vocational Rehabilitation Aet of 1920 provided graunts in aid
for such services as job training and artifieial limbs. The Vocational Rehabilita-
tion Act Amendments of 193 broadened the program to include, among other
things. corrective surgery And the 1954 Amendments further broadened the law
to enahle Federal grants to be utilized for equipping rehabilitation facilities and
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for sheltered workshops. In 1968, the scope of the program was further broad-
cned. My proposal is now a logieal next step.

The nation is now expending more than $1 billion annually for rehabilitation
programs, The economic incentive envisioned by S. 809 would further help these
people to help themselves and aid them to achieve some personal independence
from institutions, from overburdened families, and from local and State govern-
ments.

It has long been evident that our handicapped citizens are capable of being
productive workers, contributing to the Nation’s economy instead of being de-
pendent upon it. But their disabilities impose upon them additional expenses in
pursuit of their livelihoods which are not fully deductible, such as special orthope-
dic devices, extra travel costs because they are unable to utilize routine methods of
transportation, expensive additions to shop or home to facilitate their movements,
special prosthetic devices, higher insurance costs, and the costs of hiring help to
perform the simple tasks which the nonhandicapped perform for themselves. In
addition, rising costs of these items and services are particularly burdensome.

ITundreds of thousands of Americans have endeavored valiantly to transform
their physical handicaps from stumbling blocks to building blocks. They wish to
use their erutehes to move on, not to lean on. This legislation will help them to
do just that. It is as practical in economic terms as it is humanitarian. It is, in
effect. a practical bill to benefit those who have no alternative than to be
practical.

I ask that there be included in my statement a letter addressed to me from the
Department of the Treasury giving estimates of the cost of this proposal and
the numbers of individuals whom the Department deems would be eligible:

OFFICE OF THE SECRETARY OF THE TREASURY,
Wushington, D.C'., February 12, 1971.
ITon. Jacor K. Javirs,
7.8, Senate,
Washington, D.C.

Dear fexartor Javers: Mr. Martin Klein of your staff requested estimates of
the revenue loss and number of taxpayers affected by 8. 1069, which you intro-
duced February 18, 1969, if it were updated to reflect the provisions of the Tax
Reform Act of 1969, The original Lill provided an itemized deduction for trans-
portation expenses to and from work, not to exceed $600, for persons who have
lost, or lost the use of one or more extremities to such an extent that they could
not use public transportation without undue danger or hardship, or who are
blind. It further provided an extra personal exemption of $600 for persons who
have lost, or lost the use of their extremities.

It is estimated that the itemized deduction would affect about 850.000 tax-
payvers, and would cost $65 million in 1971, $70 million in 1972, and $75 million
in 1973, The exemption would be available for nonworking spouses and for re-
tired persons as well as for those who would take the deduction, and would af-
fecet an estimated 1,250,000 taxpayers. The cost is estimated at $150 million in
1971, %165 million in 1972, and $£180 million in 1973. Estimates refleet both
changes in the size of the personal exemption, to which the maximum allowable
deduction is also to be tied, and changes in population and income levels,

Sincerely,
JorL SEGALL,
Deputy Assistant Sccrctary.

The Crasemaxn. The next witness if he is here is the THonorable
Fruest F. Hollings, Senator from South (Carolina. Is Senator TToll-
ings here?

(No response.)

The Criamaax. Is the TTonorable John G. Tower of Texas here?

(No response.)

They were scheduled to appear before us this morning. Perhaps they
will be in shortly.

Mr. Joel Barlow, counsel of the National Machine Tool Builder’s
Association and Ameriean Machine Tool Distributor’s Association.

We are pleased to have vou here, Mr. Barlow.
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STATEMENT OF JOEL BARLOW, COUNSEL, NATIONAL MACHINE
TOOL BUILDERS ASSOCIATION AND AMERICAN MACHINE TOOL
DISTRIBUTORS ASSOCIATION

My, Barvow. My name is Joel Barlow and T am a partner in the
Washington, D.C\. Taw firm of Covington & Burling. T am pleased in-
deed to appear once again before this distinguished committee on the
very important and perennial subject, the inadequacy of our deprecia-
tion allowances, which we have all discussed a number of times before.

Tt is my understanding, Mr. Chairman. that my entire statement will
be included in the record.

The Cuarraran, That we do in all eases. It is not necessary for vou
to request it.

My, Barpow. T am speaking today on behalf of the Machine Tool
Industry which is represented l)\ the National Machine Tool Builders
Association and by the American Machine Tool Distributors Asso-
ciation.

First, Mr. Chairman, T want to commend the committee for expe-
diting action on this very important tax bill, and T also want to com-
mend the committee for its prohibition on reading long, repetitious
statements.

Ishall not even take the time of the committee to read all of my sum-
mary statements. Instead, I would like to reply, in the 10 minutes T
have, to some of the charges against this tax bill that have been made
within the past few days, Cand in addition refer to a few of the points
in my statement that have not. boon emphasized in these hearings.

Throughout these tax hearings in the Iouse and the Senate., asser-
tions have repeatedly been madv. and again yesterday by the AFTL.-
C10, that there is no sense at all in stimulating investment in produe-
tive facilities when 73 percent of our industrial capacity is excess
and idle capacity.

These assertions, of course, beg the whole question. The fact of the
matter is that we have all of this excess and 1dle capacity simpl_\' be-
cause so much of it is so obsolete and such high-cost capacity that T8,
idustry can no longer compete effectively in world markets, or even
in our own domestic market for that matter.

TFor example, the TS, Department of Commerce has just veported
that over 60 percent of the machine tools in the United States may be
obsolete ; and these tools, as ne: ul\ everyone now knows, are the hasie
and master tools that keep A merica competitive.

The AFL~CTO claimed yesterday that 50 percent of all machinery
in the United States is less than 5 vears old. This is very misleading.
For example, numerically controlled machine tools that were the
wonder of the world just 5 years ago are now obsolete. Computer-
controlled machine tool technology hias moved so fast ; as to make many
machine tools only 5 ve: 11%0](1(()1\11)]0‘(0]\ obsolete,

Yesterday, T also listened to the AFL-CTO witnesses in what T have
to characteri ize, unfortunately, as a wholly simplistic analysis of this
critically serious problen,

Their mlsrvpreeontatmnx and assertions were quite incredible. They
used all of the familiar labels and characterizations of the “raids™ this
committee wounld be making on the Treasury by “favoring the vieh™
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and opening loopholes of special tax privileges for the wealthy.” But
the plain fact of the matter is that they simply begged all of the ques-
tions that were asked by the committee as to just how T.S. industry
will be able to compete and provide jobs with the most obsolete high-
cost machinery of all of the industrial nations in the world, and with
the highest labor rates in the world.

Their simplistic solutions, as T listened to them, would have the
Government keep on using our inadequate depreciation allowances to
disconrage all investment in cost-reducing. job-making facilities, and,
in addition. they would have the Government further reduce individ-
ual income taxes to increase consumer spending so that industry would
have to use all of this obsolete, excess capacity, no matter how much
money it lost or how it failed to compete with foreigners in onr own and
world markets.

This., of course. as we all know (and as a very distinquished and
esteemed partner of mine. Dean Acheson, would have characterized
it) is utterly silly and the sheerest nonsense.

These labor spokesmen simplv do not scem to realize that we no
longer live in a completelv self-sufficient. insulated island economy
in the United States, and they don’t scem to understand that jobs de-
pend on our ability to compete for our own domestic market, and for
the other great markets of the world, including the European Economic
Community.

We simply cannot compete unless we modernize our plants to over-
come our much higher labor costs: and the evidence, it seems to me, is
crvstal clear that we cannot do this unless we have tax laws like those
of other nations to encourage modernization and replacement of
facilities.

The AFL-CIO yesterday talked about the inequity and unfairness to
individuals and to the working man of the tax reduction provided in
this bill. Secretary Connally and a host of witnesses have given a com-
plete answer to this very irresponsible assertion. As we all know from
the reliable statistics of the Treasury, for the 5 years 1969-73. tax pay-
ments for individuals will have been reduced by over $36 billion and
tax payments for corporations under this bill and the 1969 Tax Reform
Act, will actually have been inereased over $3 billion.

Yesterday, the spokesman for the German and American Chamber
of Commerce contended that 17.S. machinery does not need the protec-
tion of the tax credit in excluding foreign made machinery.

He presented a great many statistics which purported to support this
position. but he left out the single most important statistic which. it
seems to me, thoroughly discredits his argument.

e failed to point out that West Germany and Japanese machine
tools can be delivered in the United States at something like 60 or 70
percent of the cost of a comparable American-made machine tool, and
that this is possible simply because of the lower labor rates in these for-
eign countries, and the tax and other subsidies these nations give to
these exports.

The Department of Commerce Midyear 1971 Economic Report
stresses the dependence of U1.S. industry and the entire U.S. economy
on the advanced technology of machine tools.

As vou gentlemen know, the machine tool industry has increasingly
come to be regarded by cconomists, by business publications and Gov-



R it R e

B S

.

<

419

ernment ageneies as a kind of barometer or indicator of the industrial
health of the United States.

If the present economic plight of the machine tool industry—and 1
have set out in detail in my statement the facts and statistics to show
the serious depression in the machine tool industry—if this is any indi-
cation at all of the predicament that may befall other industries be-
cause of their inability under our tax laws to modernize, increase pro-
ductivity, and met foreign competition, then the handwriting and the
warning is on the wall.

I will have a word to say about that in just a minute, but first let me
summarize for the committee very briefly the position of the machine
tool industry on this pending bill.

We believe that this is a most essential transitional step, and I em-
phasize transitional step, toward a really effective, capital recovery tax
system comparable to that of other industrial nations. But the reduc-
tion of the credit from 10 percent to 7 percent, and the adoption of a
20-percent class life reduction, instead of the 40-percent reduction that
was recommended by the President’s task force last September 1970,
still leaves the United States with an inferior system that will continue
to put U.S. industry at a disadvantage in world competition.

I want to point out also that the figures that Secretary Connally
presented on the much higher after-tax cost of capital investment in
the United States as compared with the cost in foreign countries is very
conservative indeed and does not really tell the whole story.

Other nations in actual practice (and this is true also when U.S. com-
panies go abroad) permit much faster writeoffs than are provided in
their statutes and in their regulations, whereas in the United States,
the opyposite is true.

The comparisons in Secretary Connally’s analysis assume, for exam-
ple, that U.S. companies are all using tiie 1962 guidelines lives, when
the fact of the matter is that surveys in some of the metalworking in-
dustries, show that more than 30 percent of the companies—principally
small companies—do not and cannot use the guidelines because they
cannot meet the reserve rate ratio test, or they were afraid in the be-
ginning they could not meet the test. Tn many instances, they said the
reserve ratio test was so complicated that they couldn’t understand it.

This bill before us does have the great merit of discrediting the un-
realistic and unworkable reserve ratio test, which will help small com-
panies particularly. It also has the merit of adopting a standardized
class life system that moves toward the conventionalized capital recov-
ery systems used so effectively by other industrial nations and recon:-
mended by the President’s task force in 1970.

The failure of the bill to rid itself completely of the outmoded ac-
counting depreciation concept and prohibit the application of the re-
serve ratio test to all years (and not just to 1971 and to future years)
are deficiencies that sooner or later will have to he corvected.

The history of the T-pereent eredit in the 1960’s makes it clear that
this hill will provide a very considerable stimulus to modernization
and replacement. The graph of the machine tool industry experience
(1962-71) which is included in the House report confirms this. Tt
also shows very clearly that this hill must be enacted promptly to
stavt orders flowing even if the T-percent credit and the 20-percent
elass life reductions ave not increased.
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Mr. Chairman, is my 10 minutes now up on the ring of the bell?

The Cramraran. Yes.

Mr, Barcow. I will conclude my statement then, and T appreciate
the opportunity to appear before the commitiee.

The Crramraran. Thank you, Mr. Barlow.

1 believe you were a little too critical of the labor people. After all,
their beginning point for negotiations is evervthing for their crowd
and nothing for anybodv else. That is not unusual for someone rep-
resenting his people, is it ?

Don’t you sometimes represent. your client that way?

Mr. Barrow. Mr, Chairman, T have a way of saying that we are all
equally unselfish. but T think we have to speak the truth.

The Crararan. Thank you very much.

Senator Fanxi~, Just one question. you are talking abont what the
Japanese can do as far as imports are concerned—that they can im-
port comparable machine tools at 60 to 70 percent of our cost here in
this country. Is that what vou say?

Mr. Barrow. Yes: I said that Japanese machine tools, for example,
and other machinery and equipment. can be laid down dockside in
New York City at 60 to 70 percent of the cost in this country *o an
American builder manufacturing and selling in competition with these
foreion companies.

Senator Faxwin. That is what T understand. T was trying to com-
plicate that. What is the lahor pereentage of produetion cost of machine
tools? In other words, T am trying to determine how can we bring
about a balance. We know that there are many other inequities. hut
we know there, their labor costs arve one-fourth of ours. What per-
centage?

Mr. Rarrow. Your question is very siagnificant hecause the machine
tool industry has a verv high percentage of labor content in cost. As
much as 40 or 50 percent of the cost of the machine tool represents
labor. You have nnderscored the very point that makes this kind of
legislation very important to labor as well as to business in mod-
ernizing.

Senator Fan~in. T realize that, but our 10-percent surcharge and
this 7-percent investment tax credit and a few items like that are not
geing to add up then to the differential we are talking about. so they
would still be in a very enviable position as far as shipping into this
cormtrv and underselling us.

Mr. Barrow. T agree with you, we will still be at a disadvantage
even with this new kind of tax structure; and T want to make it per-
fectly clear that the machine tool industry labors under no illusion
that all of the productivity problems we face can be solved by this tax
bill. But we think it is very important that we make a start liere.

But there are other factors, as you know, Senator. For example, the
capacity of the machine tool industry abroad is not unlimited, and
when they are busy filling up their own markets, we have a better
opportunity to compete with them. But they are increasing their ca-
pacity, and the opportunity for competing with them is less and less.
There are times when our American machine tool industry is so busy
trying to meet the demands at home, particularly in a wartime econo-
my, that we can’t exploit foreign markets to help our balance of pay-
ments and our balance of trade.
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There are many other factors that enter into this. But the basic
problem, it scems clear to me, is that it we keep this tax structure of
ours the way it is, with depreciation allowances that represent only a
fraction of the allowances provided by the 5)1'incipal industrial na-
tions, we are in deep trouble, just as the machine tool industry is in
trouble today.

Senator Fax~in. Well, thank you very much, Mr. Barlow.

In other words, you are talking about bringing costs down to where
we would be in a competitive position. Do you feel that the labor per-
centage can be reduced if we modernize this equipment that we have
here in the United States?

Mr. Barrow. Yes, of course, That is precisely the thesis of the ma-
chine tool industry. Our only hope is to so modernize and so automate
that we ean reduce lnbor costs and he competitive,

I there is a transitional dislocation and unemployment, as there
was, 1 guess, Mr, Chairman, when they stopped making buggy whips
and stopped making wagons—if there is n dislocation, if people are
put out of jobs, we have to do something about that, too.

Actually, employment. in this relatively small machine tool industry
of relatively small companies has gone from 118,000 in 1966 to 81,000
today. Unless we have this change in tax legislation to put together
with the competitive ingenuity of the industry, reemployment of these
workers will not take place, "I'hese special skills will be lost because
those people are then permanently (llrninod ofl to larger companies
that are not as depressed as the capital-intensive, cyclieal machine
tool industry.

On the point of increasing jobs and reemploying people, if the ma-
chine tool industry moves once again into its upward cycle with a
benevolent tax Jaw, you will find there will be 118,000 people or more
employed once again, Some are being reemployed at the present time
with the passage of the bill in the ITouse.

Senator Benverr. Mr. Chairman, in the preceding colloquy, I
think the words *“cost” and “price” got mixmll up. I would like to
make the record clear.

When you say that Jupanese machine tools Inid down in New York
are at a cost of 60 to 70 percent of American tools, you mean that
the prices for those tools are 60 to 70 percent of the prices for the
sume American tools, not that they are 60 to 70 percent of the cost
of producing the tools?

Mr. Barrtow., What I mean is that they ean be laid down at a lower
cost, I am talking about cost and not price,

senator Bexserr, Cost to whom?

Mr. Barrtow. Cost to the Japanese and cost to the Germans, Their
cost is only 60 to 70 percent of the cost to \merican builders and
American manufacturers. Thus, they can reduce their prices. Their
prices ave not necessarily lower by the same percentages becanse they
can eut prices to get into this market and still set up new service orga-
nizations. They can sell much cheaper, that is my point, because their
cost is only 60 or 70 percent.

Senator Bennerr. I wanted to maks sure you were comparing the
sante things in both cases. You are comparing cost of production to
the American manufacturer as related to the German manufacturer?

Mr. BarLow. Yes.
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Senator BenxNerr. And not the prices at which they sell here.

Myr. Barrow. I am not talking about prices because they will sell
it at any price they need to, with such low costs, to invade our markets
and set up service organizations. I should say this: The machine tool
industry is not a protectionist industry. Many of the U.S. companies
in the machine tool industry are producing abroad, but they do believe
that free trade ought to be fair trade, that we ought to get rid of non-
tarifl barriers, and we ought to have an opportunity to compete on an
equal footing,

Senator Brenxrerr, That is fine. Thank you. Mr. Chairman.

(Mr. Barlow's prepared statement follows, Hearing continues.

PREPARED STATEMENT 0F JorL BARLOW, ON DBEHALF oF THE NATIONAL MaACHINE
T0o1n BUILDERS' ASSOCIATION AND THE AMERICAN MACHINE TooL DISTRIBUTORS'
ASSOCIATION

My name ix Joe]l Barlow, T am a partner in Covington & Burling, a law firm in
Waxhington, D.C,

I am speaking today on behalf of the United Rintes machine tool industry’
which is represented by the National Muachine Tool Builders' Association
(NMTBA) and the American Machine Tool Distributors’ Association (AMTDA).
These two national organizations have 350 member companies located in 40
states of the Unton.?

Tue Maciing Toorn INpUsTRY'S Posirion ox HLR. 10947

Briefly stated, it is the position of the industry that HLR, 10947 ix a most
essential, transitional step toward a really effective eapital recovery tax systein
compurable to that of other industrinl nations.

But it also is the industry’s position that the reduction of the eredit from 109,
to 7%. and the adoption of a 209% class life reduction instead of the 109, reduc-
tion recommended in 1970 by the Prestdent’s Task Force,? still leaves the United
States with an inferior system that will continue to put U.S. industry at a
disadvantage in world competition,

However, H.R. 10947 does have the great merit of diserediting the unrealistie
and unworkable reserve ratio test, and of adopting a standardized class life
system that moves toward the conventionalized eapital recovery systems used so
effectively by other industrial nations and recommended by the President’s Task
Torce.

The failure of the bill to rid itself completely of the outmoded depreciation
life concept, and prohibit the application of the reserve ratio test to all years
(instead of just to 1971 and future years) are deficiencies that sooner or later
will have to be corrected.

1 The Department of Commerce in its August, 1971 “The Economy at Midyear 1971 with
Industry Projections for 1072” (pp. 25-28) stresses the d(-?endence of U.8. industry and
the entire U.S, economy on the advanced technology of machine tools (the “master tools of
all industry'), to achieve the productivity required to meet foreign competition with its
much lower labor and materinl cogts. The report points to the high const of industrial
obsolescence in the U.S., the slowdown in facility investment, the deterrent to moderniza-
tion in our tax laws, the economic plight of the machine tool Industry and the threat this
poses to national defense. See %p 0670-572, Hearings Before the Committee on Ways and
Means, 92nd Com;l., 1st Session, September 14, 1971,

2 The NMTBA has 800 members building machine tools in the United States, Europe and
Japan, The AMTDA hag 250 members distributing both U.S. and foreign machine tools in
the United States.

Practically all distributors and many builders fall within the Government's classification
of “small business.” Sixty-seven rorcent of the builders have sales of $10 million or less.
Only 7% have sales above $560 million.

As one indication of the recent inroads of forelgn competition, in 1955 there were 32
AMTDA distributors representing foreign builders. In 1971, 164 AMTDA distributors were
representing 145 foreign bullders. Imports of machine tools decreased in 1970 and exports
increased because consumllmon of_machine tools decreased in the United States and con-
tinued at a relatively high level in Burope and Japan.

3The Report of the President’s Task Force on Business Taxation (September 1970) at
pages 10, 11, 28 and 29 shows in detail just how much smaller capital recovery allowances
are in the United States than in other industrial nations. The Report recommended the
adoption of a _conventionalized capital cost recovery system to replace our individualized
depreciation allowances, with 409 shorter periods than those in the 1962 Guidelines.
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'The history of the 7% credit in the 1960’s makes it clear that H.R. 10947 will
provide a very considerable stimulus to modernization and replacement, and
thus it should be enacted promptly even if the 7% and 20% allowances are
not increased.

It is, of course, absolutely essential as the T'reasury has proposed (and as
the Treasury earlier proposed and promised in the Kennedy and Johnson
Administrations) that the tax credit be made a permanent part of our capital
recovery tax structure, and not just a spigot to be turned off and on with every
change in the politi¢al and economic winds.

If, as the House Committee has suggested, a basis adjustment is ultimately
required to give permancnce to the credit (and silence those who ery “subsidy”
because of a write-off in excess of cost), basis adjustment may ultimately be a
sensible solution. However, as the House Committee has also suggested, no
adjustment should be made in the first two years since this would blunt the
intended impact of the credit. Actually, no subsidy is really involved, since the
credit ullowance amounts to nothing more than a partial “catch up” on the
inadequate depreciation allowances of prior years.

The Cominittee is to be commended for expediting action on the bill. America’s
competitive posture in world markets is so desperate, and this corrective tax
change is so urgent, that it would be tragic if H.R. 10947 is delayed or lighted
up on the Senate floor into a Christmas tree full of tax relief amendments with
the usual green lights for individuals and red lights for business. This would
thwart the singleness of purpose of H.R. 10947 to increase plant investment,
jobs and productivity to make America fully competitive. It would also postpone
the day of return to a free market economy and the end of wage and price
controls.

Increased productivity is the only effective antidote for infiation; and until
that productivity is achieved, increased consumer spending from further tax
reductions can raise the temperature of a renewed inflation. Secretary Connally
in his testimony has made a conclusive case that the equity and balance of
the tax reduction in the bill should not be changed to favor individuals.

Finally, it is the industry’s position that unless we make a start in H.R. 10947
to improve the economic health and strength of America, there is no hope at
all that solutions will be found for the distressingly long list of social and
political problems that confront us. That is the machine tool industry’'s greatest
concern,

THE PLIGHT OF THE INDUSTRY AS AN ECONOMIC INDICATOR

The machine tool industry has increasingly come to be regarded by economists,
business publications and government agencies as a kind of barometer or in-
dicator of the industrial health of the U.S. economy.? If the present economic
plight of the machine tool industry is any indication at all of the predicament
facing other industries because of their inability under our tax laws to modern-
ize. increase productivity, and meet foreign competition, then the handwriting
and the warning is clearly on the wall,

T.oss or JoBs AND SKILLS Is CRITICAL PROBLEM

Although U.S. machine tool manufacturing companies (better known through-
out the industrial world as “machine tool builders”) are leaders in advanced
engincering and production technology, they are nevertheless relatively small
companies, usually with less than 500 employees. One of the industry's greatest
concerns is that following the repeal of the 79 credit more than 14 of its highly
trained and highly skilled production workers have had to be laid off in 1970
and 1971 because of the ‘“sagging” expeditures for machine tools referred to in
House Report 92-533.%

1 The machine tool industry is under no illusion that the inadequate depreciation allow-
ances of our tax laws are solely to blame for our productivity crisis, or that changes in these
laws will alone solve our problems of inflation, productivity, and foreign competition. But
the evidence is conclusive that our tax laws are a principal cause of our economic crisis, and
that their immediate revision is mandatory if we hope to avold repeated extensions of our
Governiment-controlled economy.

2 The ITouse Report on H.R. 10947 uses a machine tool industry graph at page 6 to show
the impact of the enactment and repeal of the 7% ‘investment credit on the machine tool
industry from 1962 to 1971, and “the close correlation of machinery orders and the avail-
ability of the investment credit.” H. Rep. 92-533 (pp. 5~6).

3 Total industry employment has dropped from 11€,000 in 1967 to 81,000 in 1971. In the
major metal cutting sector of the industry, employment fell from 79,000 in January 1970 to
‘ttis,goo irzlg};llx; 1971, U.S. Bureau of Labor Statistiecs, “Employment and Earnings Sta-

stics.”
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It is not only concerned for its workers, and for the economic health of the
many small local communities dependent on these machine tool jobs, but it is
also concerned that, after years of costly special training, this unique reservoir
of skilled workers, so absolutely essential to an advanced technology industry,
may once again be permanently lost to larger companies not so depressed at the
present time,

"Thus the tax proposals of the President and the House as set out in H.R.
10947, to spur job development, job training, and rapid reemployment, become
tremendously important to this small but vital industry, and to the whole spec-
trum of the metalworking industries so dependent upon its tools and technology
to stay competitive with foreign manufacturers.

U.S. INDUSTRIAL AND DEFENSE BASE IS TIIREATENED

As concerned as the machine tool industry is with the losses it has already
sustained in the past two years in jobs, markets, sales and profits,* and as dis-
astrous as these losses have been for the industry, its workers and the many
industries dependent upon it, its greatest concern at the moment is for the
bleak tomorrow that threatens not only this industry but all U.S. industry, and
even the defense posture of the United States.” With the highest labor rates in
the world, the prospect is hopelessly bleak unless tax allowances are made
available to U.S. industry comparable to those provided by our foreign com-
petitors.

Consider for a moment just what has happened to U.S. industry principally as
a consequence of the lowest capital recovery tax allowances of any of the prin-
cipal nations:

1. The United States has the lowest rate of investment in new plant and
equipment in relation to GNI> of any of the leading industrial nations.

2. The Unifted States has the highest percentage of over-age, obsolete
production facilities of any of the leading industrial nations. Sixty per-
cent of all machine tools are obsolete.

3. The United States in 1970 had a smaller percentage increase in in-
vestment in production facilities than Japan or West Germany, our prin-

cipal competitors in world trade.

4. The United States now ranks 20th (Japan is first) in productivity
growth, with less than a 3% average annual growth rate of gross domestic
produet per employee for the period 1959-1969. Japan’s growth rate was 109%.

Our basic tax problem is, of course, that we rely more than any of these other
industrial nations on the income tax which puts a premium on inefficiency—on
high-cost production. The higher the costs, the lower the tax. Inefficient, mar-
ginal companies, 'losing money with obsolete facilities, are rewarded. They pay
no income tax at all.?

ForeiGN NaTioNs IIave ReEx GiviNg Us A Tax LEsSON

Foreign nations have been wise enough to discard outworn depreciation
accounting concepts and procedures that chain taxpayers to their “historical
replacement practices,” and to the tax collectors’ arbitrary guesses about “an-

T Machine tool shipments for 1971 arc estimated at $1.1 billion, a 279% decrease from
1970 shipments of $1.5 billion. The hacklog of orders in 1970 was $706,000,000 as compared
with $1.701.000,000 in 1966, a_decrease of 60%. The industry for the year to date has
received orders totaling $550.850,000, off 23¢9, from last year’s 8-month” total of $1,009,-
650.000. Shipments for the yvear 1971 to date were $668,850,000, down 349 from the
previous year's total of $1,009.650,000.

After-tax profits in the industry averaged less than 29 on both sales and investment in
lf)?O.lwigl mmtl_\' votmpinn(jes. large :n;d snuilll.isustginlng severe losses,

2The Department of Commerce states in its 1971 mid-year review of th
industry (See Exhibit A, p. 26) : ¢ machine tool

“The indnstry faces a dilemma of continuing or abandoning the manufacture of some
machine tools it can no longer produce economically. This possibility is of serious con-
cern to industry and Government. which recognize that some basie machine tools
necessary to the country's future defense needs could be put in jeopardy because of
the import impact.” :

?Sonner or later the United States to stay competitive will be foreed to rely less on the
income tax and follow more closely the realistic patterns of taxation of other industrial
nations, particularly those in the Furopean Kconomie Community which now provides a
greater market than the United States. Basic tax revision will almost certainly mean the
adoption of a value-added tax to put a premium on efficlency, and to permit a tax rebate on
exports and a border tax on imports, Under GATT this is not possible with the income tax.

It ix most important to uote that purchases of machine tools and other production equip-
ment are almost invariably exempt from the value-added tax. This has given our foreign
competitors another tax advantage by providing a further stimulus to investment.
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ticipated useful life”—a concept that still remains, unfortunately, in H.R. 10947,
These nations have been well aware for a long time of the unpredictable impact
of technological change; and they have been entirely realistic about the abso-
lute necessity of providing tax allowances that will insure the installation of
all the industrial facilities they require. Accordingly, nearly all of them adopted
some years ago the same kind of conventionalized capital recovery tax system
that the President’s Task Force recommended in 1970.!

For some time now foveign nations have been giving us a tax lesson in just
how capital cost allowances can stimulate productivity at home and exports
abroad. In 1970, the President’s Task KForce made a diligent effort to get the
Government to heed the lesson, but to no avail. Not until the ADR proposal,
and the President finally took emergency action in August was there any indi-
cation that anyone in Government really understood the tax lesson and the
reason we were losing out in world markets, Just 20 months earlier in December
1969, Congress had repealed the 7% ecredit upon its expressed convietion and
the prior Mreasury Secretary’s quite ridiculous rvepresentation that inflation
could be slowed by discouraging investment in the very facilities that would
have reduced costs, increased productivity and fought inflation in 1970 and
1971.2

Understanding this tax lesson has seemed to be completely beyond the com-
petence of those who so bitterly fought the ADR system tooth and nail on
every conceivable political and legal ground, no matter how flimsy., They seem
to have the mistaken notion that somehow or other U.S. industry will be re-
sourcetul and ingenious enough to work miracles of competition even in a
straitjacket of inequitable taxation. They simply do not realize that the age
of such miracles is over, that we can no longer be complacent, and that industry,
to a very considerable extent, has run out of capital and the investment mo-
mentum provided by the 7% credit in the 1960's.

The necessity for economic growth, and even survival, has taught our foreign
competitors another lesson—that they can no longer afford to play politics with
their tax structures by pitting individuals against business. Even the more so-
cialist nations have learned that in a ruthlessly competitive world, individuals
and business, labor and management, have a common interest in evolving a tax
structure that will assure the requisite private investment for full employment
and maximum productivity.

PrLANT INVESTMENT AND JOBS ARE MOVING ABROAD

If essential industries like the machine tool industry continue to be shackled
by U.S. tax laws in their efforts to increase their productivity and meet the
competition of Europe and Japan, there will be a continuing loss of traditional
world markets, and a loss of thousands of jobs that will continue to be “exported”
abroad as this and other industries keep on transferring their industrial base
abroad.! Unless the job development credit and the class life reduction are
adopted iminediately, American industry will simply have to continue to move
abroad to overcome the double handicap of the highest labor rates in the world.?

1 Some of those who continue to oppose the ADR system and ILR. 10947 in these hearings
do not seem to realize that we no longer live in a self-suflicient domestic economy, Whether
or not we favor or oppose tax credits, or initial allowances, or amortization, or aceelerated
depreciation, or asset depreciation ranges, or class lives, or accelerated capital recovery
allowances—or even tax subsidies, the United States really has no choice but to adopt a
system, or a combination of systems, of tax allowances equivalent to those allowed in other
industrial nations if U.S, industry is to compete on equal terms. Thig is as true for research
and development allowances as it is for capital cost allowances.

2 A strong case can be made that the repeal of the 7?; credit in the Tax Reform Act of
1969 not only had no counterinflationary effect, but actually marked the beginning of the
end of the free market system as we have known it, and the advent for the first time in
peacetime of Government controls over wages and prices. Many believe it triggered the
events that led to the capital famine and crunch. Business confidence was severely shaken
by the loss of the 7% credit and the bias agalnst investment in the 1969 Tax Reform Act.

1 Thirty-one U.S. machine tool companies had plants in Europe in 1970 as compared with
nine companies in 1965. .

Sixty-two U.S. machine tool companies had granted licenses covering patents and know-
how to European and Japanese companies in 1970 as compared to 28 in 1965.

3 The 1970 schedule of comparable machine tool industry wage rates compiled by the U.S.
Bureau of Labor Statistics shows that total hourly compensation in the United States was
$4.84 as compared with $2.18 in West Germany and $1.11 in Japan. See also Industry Week
for October 4, 1971, “The Wage Gap Widens . . .”” (pp. 5-17) and graphs comparing the
average total hourly cost per worker (1970) in the prinecipal industrial nations.

68-333—T71—pt. 2——8
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and the lowest capital recovery tax allowances.!

During the past ten years, a very high percentage of the machine tool in-
dustry’s new plant expansion has had to be installed abroad to meet the grow-
ing competition of foreign builders, not only for foreign markets, but also for
our own U.S. market as well.

Under the more realistic and benevolent tax laws of these foreign countries,
much of this recent U.S. investment abroad in both buildings and machinery has
already been completely written off. For example, instead of writing off machine
tools over a 12-year period as in the United States, U.S. builders abroad write
them off over five years or even much shorter periods—and more often than not,
on an entirely optional basis so as to synchronize write-offs with earnings?

It will be evident that it is the inducement in the foreign tax laws, and
not just the lower labor rates and the avoidance of non-tariff barriers, that has
persuaded U.S. industry that it must move abroad.

There are knowledgeable people who have been predicting for some time that
unless this 92nd Congress changes our income tax structure to encourage in-
vestment in industrial facilities, just as other leading nations do, the Tnited
States will fast become a service-oriented nation instead of a manufacturing
nation, and inevitably a second-class industrial and military power.?

FOoREIGN NATIONS ARE OUTSTANDING THE UNITED STATES*

Foreign governments and our own Government have been well aware for many
years that a strong machine tool industry is absolutely indispensable to an
industrial nation and its defense base. The Soviet five-year economic plan after
World War 11, and the industrial rehabilitation of Japan, West Germany and
the other Buropean nations, all focused very sharply on the establishment of a
strong, sophisticated and self-sufficient machine tool industry. Aided initially
by hundreds of millions of dollars in Marshall Plan funds, these foreign nations
have been dramatically successful in their programs to be self-sufficient both
in the quantity and quality of their machine tool production.

The tremendously increased productivity and accelerated technological ad-
vances that the Russian, German and Japauese machine tool industries gen-
erated, has enabled these nations to become fully competitive with the United
States across the whole spectrum of commercial products and military hard-
ware, Now they are actually beginning to outdistance us; and principally be-
cause their governments have consistently adopted tax policies and tax laws
that make possible the constant replacement of machine tools and other pro-
ductive facilities in all industries. They have learned very quickly, indeed, the
lesson the United States once knew so well in its formative years, that encour-
aging the consumption of machine tools at home is just as essential as en-
couraging the sale of machine tools abroad.

The preeminent position that the United States has held throughout this cen-
tury in the production and consumption of machine tools, and in machine tool
technology, has now been seriously threatened by West Germany, Japan and
the Soviet Union.

P
RuUSSIANS AND W. GERMANS Pass U.S. 1N MacuiNe Toorn PRopUCTION

In 1970 for the first time West Germauy produced a larger volume of machine
tools than the United States.” Present statistics indicate that Russia will pass

1 §ee footnote 1, page 1, supra.

2 Although Section 167 of our tax law provides for “a reasonable allowance for wear and
tear and obsolescence” it has seldom been granted. From the standpoint of “wear and tear”
taxpayers are put in the straitjacket of their past depreciation practices, no matter how
enlightened or what the cause. The obsolescence resulting from the rapid pace of techunologi-
eal change gets scant recognition. For example. many numerically controlled machines that
were the wonder of the world five years ago are now obsolete, Yet their depreciable Uves
under the 1962 Guidelines will continue to be 12 years, or approximately 914 years under
the new class life system.

3 See “Is There Still Time to Save U.S. Industry,” Industry Week, October 4, 1971

b, §-1),
([4 “The T.S. share of world antomobile production in 1960 was 769 ; last year it dropped
to 389. And the plunge is continuing. Our share of world steel production was 4777 in
1950. Last year it was only 209."” These are only two examples; the list is long. I'ndustiry
Week, October 4, 1971, p. S—1. See also “Why the Japanese Prosper,” The Washington Post,
Qctober 7, 1971, p. 11.

5 “Ior decades the U.S, was No. 1 huilder of machine tools—the master tools of industry.
By the end of this year we likely will be in fourth place—behind Russia, Japan and West
Germany.” Industry Week, October 4, 1971, p. §-1.,

See also American Machinist, March 8, 1971, p. 72, “Germany Edges Into Tool Lead”
reproduced at page 575, Hearings Before the Committee on Ways and Means, 92nd Cong.,
1st Sess., September 14, 1971.
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the United States in the total production of machine tools in 1971, and Japan
may very well be in third place by 1972, Thus, it ix almosi a certainty that
the United States will soon be relegated to fourth place in this most essential
defense and peacetime indusiry unless this 92nd Congress changes its tax poli-
cies and tax laws to enable industry to get rid of its obsolete and high-cost
facilities.

Excess U.S. Caraciry Is LARGELY OBsoLETE Hicii-Cost CAPACITY

Throughout these tax hearings in the House and Senate assertions have
repeatedly been made that there is no sense in stimulating investment in pro-
ductive facilities when 73% of our industrial capacity is excess and idle
capacity. These assertions, of course, beg the whole question. The fact of the
matter is that we have all of this excess and idle capacity (particularly in heavy
industry) simply because so much of it is so obsolete and such high-cost capacity
that U.S. industry can no longer compete effectively in world markets or even in
our own market. For example, the U.S. Departmment of Cfommerce has reported
that over 609 of the machine tools in the United States are obsolete, and these
are the basic and master tools that keep America competitive. The even higher
level of obsolescence in the steel industry, and many other industries, is so well
known that it needs no documentation. The whole purpose of the tax legislation
before us is to turn that obsolete, excess capacity into modern cost-saving pro-
ductive capacity to make the United States fully competitive once again.

ELIMINATING THE RESERVE RATIO TEST FOR ALL YEARS I8 ESSENTIAL

One of the principal reasons for stressing the immediate and urgent need for
enacting H.R. 10947 is that the day of reckoning for applying the restrictive
reserve ratio test has finally come despite the understandable and admirable
efforts of this Administration, and the Kennedy and Johnson Administrations,
to postpone and avoid enforcing the test. They have all been concerned, and
properly so, at the prospect of a complete administrative breakdown if the test
has to be mathematically applied. The Treasury is now uncomfortably on the
verge of disallowing millions of dollars in depreciation allowances (that are
already inadequate), and determining millions of dollars in tax deficiencies by
applying the test. Revenue agents are telling taxpayers they have no choice but
to apply the test for years prior to 1971,

No one can have any doubt at all that assessing all these tax deficiencies will
clearly have the effect of blunting the intended stimulation of H.R. 10947. This,
of course, can be avoided if the Treasury decides (perhaps on the basis of the
legislative history now being made) that it can rely principally on the “facts
and circumstances” provided in the 1962 Guidelines, and bypass a rigid applica-
tion of the test. Thus, the prompt enactment of I.R. 10947 is of the greatest
importance to clarify this question, and to lay the dust on the political con-
troversy over the ADR, thus foreclosing any further argument on the application
of the reserve ratio test to 1971 and future years.

NEW Crass LIFE SYSTEM WiLL IMPROVE TAX ADMINISTRATION

Even with the elimination of the reserve ratio test, the requisite degree of
permanence and comparability to foreign systems will not be built into rhe
U.S. system until outmoded accounting concepts of “‘depreciation,” “deprecinble
lives,” and even ‘“class lives” are finally relegated to the ash heap, and the
conventionalized capital recovery tax system recommended by the President's
Task Force in 1970 is adopted.

Perhaps the greatest weakness of ILR. 1047 is this rentention of the
depreciation concept, and the authority and latitude the Treasury is given to

‘change class lives from time to time by engaging once again in the guessing game

of determining “anticipated useful lives,” on the basis of studies of taxpayer
experience in industry groups. In this age of unpredictable and accelerating
technological change the past is seldom, if ever, prologue to the future.
Nevertheless. despite this weakness, the adoption of the class life system in
ILR. 10947, witl mean that, for the first time. U.8. industry will have statu-
tory. allowances that are not tied to each individual taxpayer’s replacement
practices, These have almost invariably been very bad, and principally because

'of the inadequacy of the depreciation tax allowances themselves. For the first
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time, depreciation deductions for industry will not depend entirely on guesti-
mates by revenue agents and horsetrading upon audit. This will mean a tre-
mendous improvement in audit procedures and the administration of the tax
laws.

NEw CrLAsS LIFE STANDARD Is ENTIRELY REASONABLE

Despite all the furor and legal arguments over the ADR, and the criticism that
has subsequently been leveled at the new class life system, the plain fact of
the matter is that no Supreme Court decision has held or implied that the in-
dividual taxpayer’s past experience must always be determinative; nor has the
Court held that the Treasury cannot change its regulations (as it did in 1962
and 1971, and as it is authorized to do in H.R. 10947) to set a sensible standard
in an industry-wide range or class life, to provide the “reasonable allowance”
to which industry is entitled under Section 167.*

The proof of the pudding that the 2(f9 reduction in guideline lives in the
ADR, and in the new class life system, is an entirely reasonable standard and
allowance from the standpoint of protecting the revenues, rests solidly on the
fact that many enlightened managements are already replacing and depreci-
ating on that basis, The principal merit of the 20¢, reduction in the new class
life system, and the elimination of the reserve ratio test, may very well be the
opportunity this gives to companies with traditionally bad depreciation and
replacement practices, and particularly smaller and medium-size companies, to
get out of the straitjacket of their bad practices and become more competitive.

The Committee on Ways and Means and the House of Representatives are
to be commended for resolving the controversy over the ADR by adopting its
essential elements to reassure the business community that some certainty and
permanence has finally been built into our depreciation tax structure,

AN Bxcess Prorirs Tax Wourp Nurriry THE CREDIT

The intended stimulus of H.R. 10947 would be largely nullified if Congress
were to listen to some of the current speeches of labor and political leaders and
adopt the worst of all taxes for an industrial economy-—the so-called excess
profits tax. It puts a premium on high costs and inefliciency, and it is notoriously
unfair to the capital-intensive cyclical industries. It tends to skim off the top
layer of profit periodically realized at the top of the cycle, that would other-
wise be used for modernization and for research and development,

As the Treasury and the tax-writing Committces have repeatedly acknowl-
edged over the years, the excess profits tax is practically impossible of admin-
istration. It has to be so cluttered with complicated relief and appeal provisions
that only lawyers and accountants get any real benefit out of its enactment. Only
in wartime when industry is operating under forced draft with fortuitous vol-
ume, fortuitous profits and labor shortages, is there any justification at all for
an excess profits tax. That is certainly not the situation today.

THE LIMITATION ON FOREIGN-MADE FAcIniTIES Is NECESSARY

The proposed limitation of the credit to American-made property will be very
helpful to the machine tool industry and many other industries injured by foreign
competition. The machine tool industry is not a “protectionist” industry, but
it believes that free trade must be fair trade, and that U.S. industry should not
be constantly barred by unreasonable non-tariff barriers abroad. There are those
in the machine tool industry who have great conviction that the limitation on
foreign-made property should be continued until our foreign competitors re-
move the many non-tariff barriers that arbitrarily shut out American machine
tools and other products.

However, the industry supports the transitional limitation in H.R. 10947 be-
cause it believes that the President’s surcharge and tax proposals may be per-
suading our foreign competitors that their unreasonable non-tariff barriers
must come down. For the first time there seems to be some prospect that this
will nappen. The machine tool industry also is persuaded that the accelerated

modernization of U.S. industrial capacity which will result from the combined

i The transcript of the Hearings Before the Committee on Ways and Means sets out at
pp. 579-589 the legal brief on the ADR system prepared by Covington & Burling and sub-
mitted to the Treasury on April 12, 1971 by the National Machine Tool Builders’ Assocla-
tion and the American Machine Tool Distributors’ Association. The brief supports the
Treasury’s position that it had ample authority under Section 167 to adopt the ADR system.
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effect of the proposed tax credit and the class life reduction, may obviate the:
need for any permanent preferential treatment for U.S, manufacturers.

USEp MACHINERY SHOULD BE EXCLUDED

As Secretary Connally pointed out in his testimony before the Committee on
Ways and Means, the whole purpose of the tax credit is to get rid of industrial
obsolescence so as to increase productivity and jobs. Encouraging the acquisitioh
of less efficient used machinery will not serve this purpose, even on the limited
basis proposed in H.R. 10047.

The House report states that the purpose of the limited inclusion of used
property “is to make the credit available to small business that does not have:
the financial ability to acquire new property.” Although the machine tool indus-
try does not strenuously oppose this limited eligibility for used property, it feels
constrained to have the record show that many small businesses are unable
to compete effectively, principally because they buy obsolete, high-cost, used
machinery on the basis of its lower initial price, when they actually do have
the financial ability to buy new, efficient, cost-reducing machinery that would
keep them competitive.

TuE INDUSTRY SUPPORTS THE TREASURY PROPOSALS

I will not comment at length on the remaining tax proposals before this Com-
mittee. We. support repeal of the automobile excise tax for the many reasons
that have been stated so ably by Secretary Connally and others.

(We also support the individual income tax relief provided in the bill because:
it will minimize hardship to the lower income group, and will result in increased
consumer purchasing power which will in turn create jobs and stimulate busi-
ness activity in general. We oppose any further tax reduction for individuals in
this bill for all the reasons we have mentioned and Secretary Connally ex-
plained so well in his testimony.

Finally, we support the DISC proposal as originally presented by Secretary
Connally instead of the almost meaningless version in H.R. 10947, The Treasury’s
proposal would provide the requisite tax deferral for export sales to enable
U.S. companies to compete more effectively with foreign companies which already
enjoy DISC-like tax benefits with respect to their export activities. In addi-
tion, a DISC with a substantial tax deferral provision would encourage U.S.
companies which might otherwise establish or maintain manufacturing facili-
ties abroad, to retain their manufacturing activities in the United States and
sell their products abroad through the DISC mechanism. The limited DISC in
H.R. 10947 will not achieve the intended goal of substantially increasing invest-
ment and jobs in the United States.

We see in the enactment of a truly meaningful DISC as proposed by the
Treasury, an opportunity for our Government to improve its bargaining position
in persuading foreign governments to make the subsidies and inducements in
their tax laws less prejudicial to the interest of the United States. The DISC in
H.R. 10947 would be of little help on this score.

ADDENDUM JLLUSTRATING TIE ADVERSE IMPACT OF INADEQUATE DEPRECIATION
ALLOWANCES ON THE RELATIVELY SMALL CoOMPANIES IN THE MAcHINE TooL
INDUSTRY

Traditionally, machine tool companies have opposed mergers and acquisitions,
and until recently they strenuously resisted take-overs by conglomerates and
other larger corporations,

However, in the 1960’s many machine tool companies have been acquired by
larger companies, principally because of the adverse impact of the income tax
and the estate tax laws. As the Committee is well aware, this has happened in
many other industries, too.

Most of these relatively small companies—many of them closely held—were
faced with the prospect of liquidation of assets or stock to pay death taxes.
Also, they were, in effect, in gradual liquidation as a consequence of being
forced year after year to pay taxes on income that was unavoidably overstated
as a result of the Treasury’s insistence on inadequate and unrealistic depreciation
allowances.

Cash flow and profits were gradually drying up. These relatively small com-
panies were running out of the funds that were critically needed for replace-
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ment of obsolete facilities, and for research and development, the life blood of
this high technology industry.

Their overstated profits—phantom profits—also put these companies at a
great disadvantage i wage negotiations with union leaders who pointed to
these overstated profits as clear justification for wage increases. The spiraling
wage rates that resulted made it difficult or impossible for these U.S. companies
to compete with their foreign competitors, or even with their more formidable
«ompetitors at home. Costs went up, productivity and profits went down.

Like most of the companies in the capital-intensive industries, these smaller
companies were caught in the capital “crunch.” They had been running out of
capital for years. Too often Section 531 of the tax law (or just the fear of it)
had forced them to distribute dividends that should have been retained for
modernization. Twice in the 1940's and 1950's under the excess profits tax laws,
and repeatedly under the Renegotiation Act, their profits had been taxed away
as “‘excessive’” when in fact they actually were the only reasonable or adequate
profits they had earned in years.

Finally in the 1960's, and particularly after the 79 credit repeal in 1966, it
became crystal clear to many of them that they would no longer be able to pro-
vide from cash flow and profits the funds needed to meet the tremendously in-
creased and inflated costs of research and development and plant moderniza-
tion. They would not be able to meet the reserve ratio test (which would mean
substantial tax deficiencies),! and they would not be able to meet the competi-
tion of the larger companies at home and abroad. These companies had exten-
sive research and engineering capabilities, more modern plants, and ready access
to bank credit and the security markets.

More of these companies will have to merge, liquidate or move abroad unless
(a) the job development investment credit is quickly adopted to “make up” for
the inadequate tax allowances of prior years, and (b) the new class life system
(with at least a 209 life reduction) is also adopted to prevent the application
of the reserve ratio test and the asgessment of hundreds of millions of dollars’
in tax deflciencies.

Nome of the remaining small companies in the industry are now looking for
merger partners, some of them are drawing plans for foreign plants to move
abroad, and others are already breaking ground for new plants in Europe and
Japan. This meansg a further and critical loss of U.S. machine tool capacity and
skilled jobs so essential to our defense base and the entire U.S. economy.

The CrairMaN. Thank you very much. While Mr. Barlow was tes-
tifying, Senator Hollings appeared in-the room. We will call him at
this point.

STATEMENT OF HON. ERNEST F. HOLLINGS, U.S. SENATOR FROM
THE STATE OF SOUTH CAROLINA

Senator Horrings. I have 15 minutes at least?

The CrAIRMAN. You have 10.

Senator Horrines. Just trying to cut it short and get right to the

oint, T wish some of the folks could see my mail, because the preced-
Ing witness just brings in scope how you talk about an investment
credit and creating jobs at the same time is just impossible to me. I
have been studying it and watching it closely.

In investment credit, I just can’t help but remember back in July,
just 2 years ago, a former member of this committee and the distin-
guished minority leader, Everett Dirksen, took the well in the floor
of the Senate and said, “Get rid of this thing, it is really causing us
trouble, it .s aggravating inflation and cutting out jobs.” I can’t for-

1 Surveys at the time in the metalworking industry revealed that more than half of these
small companies could not meet the reserve ratio test because of a lack of funds to replace;
and that nearly %4 of the companies had not even elected the 1962 Guidelines because of the
complexity of the test, thelr concern that they would not be able to meet it, and that they
would be involved in tax controversies precipitating other disallowances.
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get that. Your Government one minute says investment credit is caus-
g inflation and the next minute says since it is job investment credit,
1t 18 going to create jobs. And, gentlemen, one witness said, let’s do it
for German machinery and to create jobs over there. He gives us the
horse-and-buggy example and tells us something has to be done.

I believe if you and I and the President want to make sure we can
eliminate jobs fast, the quickest way to do it is put in investment cre-
dit to buy all of those computers to eliminate all of the jobs as fast
as we can.

The only reason we have progressed from the horsc-and-buggy days
is that we always develop technology, but in the last 15 to 20 years
in America, we have exported all of this technology to Germany and
Japan and elsewhere. Therefore, it has not created new jobs at home
in order to compete.

But this is what disturbs me about the President’s program. The
ox was in the ditch. Somenne had to act. The President acted, and T
support his wage-and-price freezes. I support his cutback on spend-
ing, his cutback of Government employment, the 10-percent surtax,
and all the other parts of the program. With respect to two parts, I
don’t say you have to take either or, but I do have a substitution for
the investment credit and automobile excise tax. You can pass a
House version. Let me emphasize this. You can pass the House version
of the investment credit and automobile excise tax and still be within
the President’s proposed budget cuts with the adoption of the rec-
ommendations I have.

Specifically on the investment credit, about 2 years after it was
instituted in 1962, the Council of Economic Advisers said, and I quote,
the “Credit was still to be realized because of substantial lags in the
investment decisionmaking and spending process.”

I wonder if we are going to wait around until 1974 for business to
get, this multibillion-dollar tax break and then have no real measur-
able impact in the next 24 months? That is what we are trying to do. Of
course, this investment tax credit has been in for some 7 of the past 9
vears; we just repealed it in late 1969. The Finance Committee said
in their report that year:

After careful consideration of the sources of the present inflationary pressures,
the committee concluded that the stimulus to investment which is provided by
the credit contributes directly to these pressures.

Now, looking at the automible excise tax, the idea is that you have
to buy a $3,000 car in order to get a $200 tax break. Isn’t that a great
plan? We are going around with the distinguished Senator from
Wisconsin, trying to eliminate pollution, and he says the greatest cause
of pollution is the American automobile, so what we want to do here is
sell more automobiles to cause more pollution, to appropriate more
money to eliminate the pollution.

That is the vicious circle and that is supposed to stimulate the eco-
nemy, Newsweek savs, but if you look at it this morning, they have
not emploved anyone extra in Detroit. They put out a lot of nice
stories 1n Life magazine, but unemployment there is still 8.9 percent.
The industry would rather give overtime than employ anybody else.

That is where we find ourselves, unfortunately, involved in the
argument between AFL-CIO and the chamber of commerce. The
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haves and have-somes, not the have-nots. The have-nots have yet to
come to bat. They never got a chance at all on the House side, and
that is what we want to speak to this morning.

Specifically, I propose first, a direct payment to each poverty house-
hold in the form of sales tax relief based upon the amount of sales
tax paid in the purchase of food. That is just reimbursing them for
the tax paid.

Second, I propose property tax relief to every poor household to re-
imburse it for State and local property taxes paid either as a home-
owner or as a renter. Third, I propose tax relief for American families
in the form of reimbursement for the cost of trying to provide for a
child’s trade school or other higher education. I travel, as you do, to
different countries where they have education free, but in the land of
education, the United States, we are still paying through the nose. 1
am trying to catch up with this, the highest cost we have, and at the
same time, I am trying to get to the heart of the problem, develop con-
sumerism, develop purchasing power to get to the American man oper-
ating not at 73-percent capacity, but nearer to 100-percent capacity.
When you put this money into these low-income and poverty groups,
when you put that money into the family paying for that postsecond-
ary education, you are really putting spending power there that will
have an immediate impact on the economy. This completes the Presi-
dent’s well-intended program of August 15.

This is a program of human investment. I believe it forms the basis
of a program which the Congress and the American people can
support. I would like to go over cach aspect of the plan.

The first aspect of this plan would provide food sales tax relief to
every household whose income is at or below the poverty level as de-
termined annually by the Bureau of the Census. The impact of sales
taxes is far greater on those in poverty, since a great percentage of
their income 1is used to provide food and shelter. Indeed, in 1965, sales
taxes took a 6.1-percent bite out of family incomes that were less than
$2,000, whereas a family of over $15,000 pays approximately 1 percent
in sales tax.

A State and/or local sales tax is levied on all food purchased for
consumption off the premises in 30 States, including Alaska, where
the tax is solely local. Sales taxes on food, therefore, cost those poor
persons who live in three-fifths of the States, between 2 and 6 percent
of their limited funds for food. The food sales taxes eats into their
ability to purchase an adequate diet. Food stamp program families in
New York, who are informed by the Department of Agriculture that
they need $108 to purchase the barest nutritional minimum, find in-
stead that they can buy as little as $100 worth of food. The State and
local government pockets the remaining $8, which was intended to
alleviate human malnutrition.

Against this background, it is reasonable and just for the Federal
Government to assume the responsibility for gnarantecing that the
poor have enough purchasing power (in stamps or money) to afford
the food they must have to subsist. This should be after, and not merely
before, taxation by other levels of government. Any attempt to elimi-
nate hunger before taxes must fail by definition.

At the same time, State and local governments are hard pressed.
They ought not to be deprived of such a valuable source of revenue.
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The food sales tax relief proposal would eliminate fiscal dependence
on the poor, without impairing State and local sales tax receipts. To
this extent, the relief contained in this proposal would represent in-
direct revenue sharing.

The sales tax relief would be in the form of an annual Federal
payment equivalent to the State and local sales taxes on food con-
sumed at home by members of poor households. Beginning taxable
year 1971, an application would be filed by cach family at or below
the poverty level. The Internal Revenue Service would first deter-
mine the combined State and local sales tax rates effective in the
houschold’'s area of residence, assuming a 4-percent rate in the four
States having no sales tax. This 4-percent rate for no-tax jurisdic-
tion is based on the fact that the rate in 23 States falls between 4
and 6 percent, while the tax rate in the 12 other States with a tax
lies between 2 and 4 percent. The IRS would multiply the tax rate
by the cost of the U.S. Department of Agriculture low-cost food
plan for that household’s composition. The resulting amount would
be sent to the household by check.

The low-cost food plan, $188 per month for a family of four,
is the most reliable measure of food expenditure because of the ad-
ministrative difficulties involved in requiring poor persons to re-
tain all of their receipts for food purchases. The Department of
Agriculture labels this plan “a reasonable measure of basic money
needs for a good diet.”

Going right down to exactly how it would work, I will include,
if there is no objection, my entire statement for the record.

A family of four living in Detroit, Mich., would receive $66. Be-
cause the tax bite is greater in Jackson, Miss.,, the same family
would get approximately $100. A young couple anticipating a child
would be entitled to $75 in New York City, while the same fam-
ilg in Butte, Mont., would receive $43. The relief for a household
of eight persons, including six children, would amount to $112
throughout South Carolina.

For those poor persons not actually subjected to food sales tax-
es, the relief would be a modest, but vital, boost for their food budg-
ets. In California, which does not impose a tax on food, the relief
contemplated would be $84. Assuming that every eligible household
applies, we would be turning an additional $420 million of direct tax
relief back into the economy. This is based on an average tax rate
of 4 percent and 25.5 million recipient poor persons.

The second aspect of my plan would provide property tax relief
to every houschold whose mcome is at or helow the Census Bureau’s
poverty level. As with the sales tax relief, it would take the form
of an annual payment through the Internal Revenue Service. The
payments would be equal to the State and local property taxes ac-
tually paid by homeowner houscholds. We all know that persons
who pay rent pay property taxes indirectly. Consequently, for those
who pay rent the rclief would be 20 percent of their annual pay-
ments. In operation, this proposal would mean that a housechold
of four paying $80 in rent per month ($960 per year) would re-
ceive a $192 payment.

The property tax is universal. Tt accounts for more than one-
fourth of the revenues raised by State and local governments from
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their own sources. But its impact is inequitable, falling hardest upon
the poor. Families with over $15,000 in total annual income require
only 1.4 percent of their income to meet property taxes. Families
whose income is less than $2,000 arve compelled to spend an aver-
age of 8.5 percent of their meager incomes on property taxes, while
3.1 million low-income nonfarm homeowners pay over 10 percent
of their income for this purpose.

Already in several States to offset the regressive nature of the
property tax, California, Kansas, Minnesota, Vermont, Wisconsin,
they have adopted so-called “circuit-breaker” statutes, which has
been recommended by the Advisory Commission on Intergovernmen-
tal Relations.

Assuming that all eligible houscholds apply, this form of tax relief
would total approximately $1.25 billion. This projects an average rent
for a family of four of $80 per month, or slightly over $190 in annual
relief per family.

We have written in to both payments a phaseout provision.

The third aspect of my plan provides relief to families trying to
provide higher education for their children. A tax credit would be
given for part of the expenses paid by the taxpayer for his dependent’s
school tuition, books, and equipment. The credit would be calculated
on a sliding scale with a $325 maximum.

You have had hours and weeks of hearings on this particular pro-
posal. I sponsored it this year, Senator Ribicoff sponsored it in 1969,
the last time the Senate passed it. You are completely familiar with
this proposal. Tt was unfortnnatelv knocked out bv the House both
times it passed the Senate. The cost would be $1.8 billion.

This really is the human investment, rather than automobile excise
tax and investment credit. This is how to get money directly back, de-
servedly back, to the people—on the basis of the sales tax, property tax,
and education costs that they have paid.

Now, Mr. Chairman, let’s look at the whole picture. The revenue
effects of my plan are entirely in keeping with what the President
has suggested as an economic program. Even if you adopt it on top
of HLR. 10947, the total over the next 3 years, would still not cost the
Treasury any more than what the President has already indicated he
wants to have deducted from the tax liability of businesses and
individuals.

Back in January he announced changes in the calculation of depre-
ciation that would save business $11.7 hillion through 1973: $40 hil-
lion by the end of the decade. In August he proposed another $17 bil-
lion in tax savings for a total of approximately $29 billion over the
next 3 years.

Now, the House Ways and Means bill is under $27 billion. So if
vou add my plan’s maximum cost, slightly in excess of $3 billion. you
would still be within the President’s budget. You don’t have to eli-
minate. It is not_an either/or proposition of excise or investment
credit, but. certainly my proposal is a positive way to start the Amer-
ican machine going again. Tt makes human and economie sense.

I wounld be glad to try to answer any questions that you may have.

The Cramyax. Well, thank you very much, Senator. T think vou
have made a verv interesting suggestion fo us.

(Senator Hollings’ prepared statement follows:)
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PREPARED STATEMENT oF ERNEsT F. HoLLINGS, A U.S., SENATOR FROM THE STATE
oF SouTnx CAROLINA

Mr. Chairman, I appreciate the opportunity to appear before this distinguished
committee this morning. .

Since the end of the Sccond World War, the United States has spent $130
billion in reconstructing the world, and $1 trillion 200 billion to defend it. Dur-
ing that time, our gold supply has dwindled from $24 billion to $10 billion, and
the demands have increased to $51 billion.

While the dollar has thus been jeopardized, the American economy was fur-
ther weakened by imports inereasing and then overtaking our exports. America’s
long-standing trade surplus—the surplus which helped finance all those efforts
at rebuilding after the war—has vanished. And until now, the problem has not
been faced up to in the Executive Branch, Instead, the focus has consistently
been on the politics of the problem rather than on the problems themsevies,

While our former advantages have disappeared, the countries who were re-
built thanks to American largess have spurted ahead. Generally speaking, their
financial position is sound. And comparatively speaking, the are not faced with
the urban, welfare, erime, drug and other problems that we in this country
must contend with every day. Nor do they have the problem of war to contend
with,

It was long since time, Mr, Chairman, that someone acted. On August 15th,
President Nixon did act.

Generally, I support hig initiatives. I support the surcharge. I support the
wage and price freeze. I support the cut in government spending, although not
the diserimination against government employes.

1 disagree, however, that the business incentives proposed by the President
will encourage the speedy restoration of prosperity. 1 am of the school of thouzht
that the hattle ngalnst Inflation was being won, and that the only real spurt the
ceonomy needed was public contidence that someone in Washington was minding
the store. The President’s speech of August 156th helped revive confidence. The
decisions o forego the volunteer army at a cost of $8 billion, to delay welfare
reform at a coxt of another §8 billion, and to postpone revenue-sharing at $5
bitlion demonstrated that fiscal restraint and responsibility had not entively
disappeared. The wage and price arrangements envisioned by the President have
already helped alleviate the dangerous psychology of inflation from which we
have suffered so long.

But in facing up to the problem of unemployment and under-utilizaticn of our
industrial potential, the President has not gone forward—but backward. ITe has
shown himself to be the prisoner of that old shibboleth-—the Percolntor Theory
of economic progress. According to that shopworn and antiquated concept, the:
way to prosperity is to enrich the wealthy few at the top and then wait untit
the wealth slowly filters down to the rest of the population. T.ook at tl ¢ Presi-
dent’s program for 1972—the depreciation allowance of $8.9 billion. The invest-
ment ceredit of $4.5 billion. The elimination of the automobile excise tax, which
will benefit big business far more than the consumer, at a cost of $2.2 billion,
With these we are supposed to create jobs, With these we are supposed to in-
crease the wealth and well-being of the country,

The need, Mr. Chairman, is not so much the stimulation of the business machine
through tax incentives. 'I'he need is to get those factory furnaces burning because
of increased consumer demand. OQur American business machine is operating at
3% of capacity, How modernizing that machinery and making it more produec-
tive is going to restore prosperity is beyond me. Are we going to enlarge our
productive eapacity so that instead of 279, of it standing idle, we can have 0%
or 50% of it unused ?

The fnvestment tax credit was put into effect in 1962, Two years later, the
President’s Council of Eeonomie Advisors reported to the American people that
the full effecet of the eredit was still to be realized beeause of “substantial lags
in the investment declsion-making and spending process.” Will we be told in 1974
that we gave business a multi-billion dollar tax break without any measurable
ceonomic fmpact? Will we have to wait another two years to discover that we
have legisiated in vain once again?

The investment tax credit has been a part of our tax laws for seven of the
past nine years. That is almost a decade in which business has suy:posedly been
encouraged to modernize by the lure of tax incentive. But the economic problems
remain. Unemployment is at 6 per cent. Inflation has gobbled up wage increases.
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I remember well when our late and esteemed Minority Leader, Everett Dirksen
of Illinois, led the fight to repeal the investment credit. Now Mr. Nixon changes
the name to “job development tax credit” and says it will solve our problems.
That is like using “full employment budget” to disguise a deficit. Or “Family
Assistance Plan” to camouflage a guaranteed annual income. You cannot run an
economy simply by changing the definition of words.

Mr. Nixon also proposed repeal of the excise tax on automobiles. To help the
tax-payer? Hardly. Why should the tax-payer be put in the position of having
to buy a $3000 car in order to take advantage of a $200 tax break? That may
help the high income taxpayers who can afford a new car. But it provides no
relief to the people who have been really hurt by our inflationary ills. And besides
not helping them, we are creating a ridiculous vicious circle. On the one hand,
we are encouraging the public to buy more cars, which in turn creates more pol-
lution, so that we then can turn around and appropriate more money to clean
the environment of the automobile’s pollution, That may make sense to someone
else—but the logic of it escapes me!

There is nothing new for the taxpayer in the bill before this committee. Except
for the low income allowance, the tax reductions for the average taxpayer pro-
vided in this bill are simply speed-ups of changes passed by Congress in 1969,
And I would suggest that we look a little more closely at that $300 increase
in the low income allowance. What that doev is establish that families living
in poverty simply will not have to pay income taxes in 1972 and thereafter. That
is all well and good, Mr. Chairman—but as you know so well, that principle
was agreed to three years ago.

And when you clear away all the rhetoric, you can see that for a family
of four with an income of $4300—the poverty level—this bill is only going to
save that family $20 this year. For meaningful tax relief and a boost for the
economy, $20 is a drop in the bucket.

If Mr. Nixon is looking for a meaningful investment in the future, he ought
to take a look at developing a sound oceans program. The oceans offer not only
a challenge, but the potential of the Last Frontier. The development of the
oceans means food, jobs, industry-—and even survival for the species. Earlier
this year, I introduced the National Oceanic Act of 1971, It would authorize
an immediate infusion of $1 billion over Administration requests for FY 1972,
This would prime the pump and set the stage for much larger infusions in
the years ahead. How much better to create a meaningful job, where a job
can do some real good, than to create made-work that offers little in the way
of personal fulfillment and nothing in the way of planning for our natior’s
future well-being. Either we will meet the challenge of the oceans and harness
them to the future—or others will reap the rewards and leave us far behind.
We are already behind in the exploitation and utilization of the seven seas.
‘We dare not remain behind.

But I am obviously not here today, Mr. Chairman, to attach an oceans bill
to the revenue bill pending before this committee. I am here to propose for your
consideration meaures which will redress the harsh imbalance of the President’s
proposals, which will eliminate the big business favoritism that runs through
the Chief Iixecutive’s plan. I am convinced that we must develop maximum
consumer buying power. And I am convinced this cannot be accomplished
unless substantial modifications are made in the proposed legislation,

My proposals are on behalf of a Iarge segment of Americans completely for-
gotten in the President’s economic package. I am talking about direct financial
relief for the little man, the wage earner, those for whom there is no work,
and the poor. In all the debate the compromises and trade-offs have heen be-
tween the haves and the have somes. The have nots have Leen eruelly forgotten.

My tax plan is a major step toward direet, immediate relief for the most
hard pressed segment of the American populaiion—the poor and the low
income American citizen. My tax plan will stimulate more demand for goods
and services. In turn, this will stoke the fires of our productive capacity and
got them burning again. My program focuses on three of man’s basic needs—ifood,
shelter and education. And to accomplish our goals, this plan would return
cash to eligible households for expenditures on these necessities. I have there-
fore developed the following plan of positive relief.

First, I propose a direct payment to each poverty hou<ehold in the form of
sales tax relief based upon the amount of sales taxes paid in the purchase of
food. .
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Second, I propose property tax relief to every poor household to reimburse it
fort state and local property taxes paid either as a homeowner or as a
renter.

Third, I propose tax-relief to American families in the form of partial reim-
bursements for the cost of providing for a child’s trade school or higher
education,

I call this a program of human investment. I believe it forms the basis of a
program which the Congress and the American people can support.

If 1T may, I would like to take each aspect of my plan, and explain how I
envision it would work. I will submit for the record the specific legislative lan-
guage to accomplish this.

The first aspect of this plan would provide food sales tax relief to every house-
hold whose income is at or below the poverty level as determined annually by
the Bureau of the Census. The impact of sales taxes is far greater on those in
poverty, since a great percentage of their income is used to provide food and
shelter. Indeed, in 1965, sales taxes took a 6.19, bite out of family inecomes that
were less than $2,000, whereas a family of over $15,000 pays approximately 1%,.
in all sales tax.

A state and/or local sales tax is levied on all food purchased for consumption
off the premises in 30 states, including Alaska, where the tax is solely local. Sales
taxes on food, therefore, cost those poor persons who live in three-fifths of the
states between two and six percent of their limited funds for food. The food sales
tax eats into their ability to purchase an adequate diet. Food stamp program
families in N.Y., who are informed by the Department of Agriculture that they
need $108 to purchase the barest nutritional minimum, find instead that they
can buy as little as $100 worth of food. The state and local government pockets
the remaining $8, which was intended to alleviate human malnutrition.

Against this background, it is reasonable and just for the Federal government
to assume the responsibility for guaranteeing that the poor have enough purchas-
ing power (in stamps or money) to afford the food they must have to subsist. This
should be after, and not merely before, taxation by other levels of government.
Any attempt to eliminate hunger before taxes must fail by definition.

At the same time, state and local governments are hard pressed. They ought
not to be deprived of such a valuable source of revenue, The food sales tax relief
proposal would eliminate fiseal dependence on the poor, without impairing state
and local sales tax receipts. To this extent, the relief contained in this proposal
would represent indirect revenue-sharing.

The sales tax relief would be in the form of an annual Federal payment
equivalent to the state and local sales taxes on food consumed at home by mem-
bers of poor households. Beginning taxable year 1971, an application would be
field by each family at or below the poverty level. The Internal Revenue Service
would first determine the combined state and local sales tax rates effective in
the household’s area of residence, assuming a four percent rate in the four states
having no sales tax. This four percent rate for no-tax jurisdictions is based on the
fact that the rate in 23 states falls between four and six percent, while the rate
in the 23 other states with a tax lies between two and four percent. The IRS
would multiply the tax rate by the cost of the U.S. Department of Agriculture
Low-Cost Food Plan for that household’s composition. The resulting amount
would be sent to the household by check.

The Low-Cost Food Plan, $138 per month for a family of four, is the most
reliable measure of food expenditure because of the administrative difficulties
involved in requiring poor persons to retain all of their receipts for food pur-
chases. The Department of Agriculture labels this Plan “a reasonable measure
of basic money needs for a good diet.” It counsels rejecting any lower level of
food spending as not conducive to nutritional well-being. Moreover,
there are differences in the plan based on the sex and age composition of the
family. Accordingly, the application would set forth the household’s address,
income, and the sex and age of each household member, including a notation as
to whether a member was expecting a child or nursing an infant during the year.
The relief under this and the other two proposals would not constitute income
for Federal income tax purposes, or for determining eligibility or assistance
level in connection with any federally subsidized benefit program.

As an example of the result this sales tax payment would have, a family of
four living in Detroit, Michigan, would receive $66. Because the tax bite is
greater in Jackson, Mississippi, the same family would get approximately $100.
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A young couple anticipating a child would be entitled to $75 in New York City
while the same family in Butte Montana would receive $43. The relief for a
household of eight persons, including six children, would amount to $112
throughout South Carolina.

For those poor persons not actually subjected to food sales taxes, the relief
would be a modest, but vital, boost for their food budgets. In California, which
does not impose a tax on food the relief contemplated would be $84. Assuming
that every eligible household applies, we would be turning an additional $420
million of direct tax relief back into the economy. This is based on an average
tax rate of four percent and 25.5 million recipient poor persons.

The second aspect of my plan would provide property tax relief to every house-
hold whose income is at or below the Census Bureau’s poverty level. As with the
sales tax reliel, it would take the form of an annual payment through the Inter-
nal Revenue Service. The payment would be equal to the state and local property
taxes actually paid by homeowner households. We all know that persons who
rent pay property taxes indirectly. Consequently, for those who pay rent the
relief would be 20 percent of their annual payments. In operation, this proposal
would mean that a household of four paying $80 in rent per month ($960 per
year) would receive a $192 payment.

The property tax is universal. It accounts for more than one-fourth of all
revenues raised by state and local governments from their own sources. But its
impact is inequitable, falling hardest upon the poor. Families with over $15,000
in total annual income require only 1.4 percent of their income to meet property
taxes. Families whose income is less than $2,000 are compelled to spend an aver-
age of 8.5 percent of their meager incomes on property taxes, while 3.1 million
low-income non-farm homeowners pay over 10 percent of their income for this
purpose.

To offset the regressive nature of the property tax, particularly where the
low-income elderly are concerned, five states—California, Kansas, Minnesota,
Vermont and Wisconsin—have adopted so-called “circuit-breaker” statutes.
These statutes provide a variety of income tax credits or rebates for elderly
homeowners and in some instances renters, whose incomes fall below fixed
levels. In no case, however, is full relief granted.

In other attempts to protect impoverished homeowners from property loss due
to nonpayment of taxes, seven states have homestead exemptions and sixteen
states have a modified homestead exemption tailored to veterans, frequently
limited to the disabled. However, none of these methods of relief is free of dis-
criminating characteristics.

The Advisory Commission on Intergovernmental Relations advocates the “cir-
cuit-breaker’” approach as introducing “a badly needed element of modern eco-
nomic realismm and social justice into the administration of the property tax.”
There is no reason for not extending such relief to a widow with a houseful of
children or an unemployed father with a family since they, too, are forced to
carry extraordinary residential tax loads in relation to their income.

The 20 percent figure assigned in connection with rent was selected to guaran-
tee all renters relatively complete relief. All the same time calculation of the
relief would be administratively simple. The Wisconsin “circuitbreaker” law
assumes that 25 percent of the rental payment goes for property taxes, while the
other four states apply the 20 percent factor.

Assuming that all eligible households apply, this form of tax relief would total
approximately $1.25 billion. This projects an average rent for a family of four
of $80 per month, or slightly over $190 in annual relief per family.

Written into my proposed legislation is a phase out provision whereby the
relief payment for sales and property taxes would be reduced by 50 cents for
every $1.00 in income over the poverty level.

The third aspect of my plan provides relief to families trying to provide
higher education for their children. A tax credit would be given for part of the
expenses paid by the taxpayer for his dependent’s school tuition, books, and
equipment. The credit would be calculated on a sliding scale with a $325 maxi-
mum. Should the credit, exceed the tax liability, a positive payment would be
received by the taxpayer. Room and board expenses are excluded and scholarship
axsistance would be deducted.

The sliding scale favors those whose children attend low tuition schools. Credit
is given, for a maximum of $1,500 as follows: 75 percent of the first $200, 25
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percent of the next $300, and only 10 percent of the remainder., The maximum
credit would be $325.

The credit also favors those in the lower tax brackets by providing for a
reduction in the credit by one dollar for each $100 of income over $25,000.

To illustrate, a family earning $4,000 and spending $300 to put a child through
a trade school or a public institution, would receive a $175 credit. Since this
family would not pay income tax, it would receive a payment in this amount.
A family which earns $15,000 and pays $1,200 toward a child’s higher education,
would receive a credit of $295.

A similar provision has passed the Senate on two separate occasions. The most
recent was in December 1969, when the distinguished Senator from Connecticut,
Senator Ribicoff, sponsored it as an amendment to the tax reform act, Regrettably
it was deleted in conference.

The cost of that proposal was estimated to be $1.8 billion. To that provision,
1 have added the positive payment where the credit exceeds the tax. The inclusion
of these low income fmailies should have only a slight impact on the cost.

We must recognize the heavy financial burden borne by families in providing
this vital education for their children. This burden falls particularly hard on
low and middle income families, It is appropriate for the federal govermment to
provide some measure of relief, and in doing so we will also provide an incentive
for more students to extend their education beyond high school.

This, Mr. Chairman, is my plan. It goes to the heart of the problem and provides
direct stimulus to our ailing economy. It represents positive methods of putting
revenue in the hands of consuners who can use it and who will spend it. We can
be certain that amounts paid out by the government will be turned back into
the economy through the purchase of consumer goods. This, I maintain, is the

road to recovery.
In addition, the revenue effects of my plan are entirely in keeping with what

the President has suggested is appropriate. My plan, even if added on top of
1L.R. 10947. would, over the next three years still not cost the Treasury much
more than the President has already indicated he wants to have deducted for
the tax liability of businesses and individuals. Back in January, he announced
changes in the calculation of depreciation that would save business $11.7 billion
through 1973 and $40 billion by the end of the decade. In August, he proposed
another $17 billion in tax savings for a total of approximately $29 billion over
the next three years. The House Ways and Means Comimittee has reduced this
overall package to under $27 billion, including the depreciation changes already

implemented by regulation,
My plan, at the outside, assuming 1009, participation by every eligible family,

which highly is doutful where the poor are concerned, would add $3.7 billion in
tax relief. A more realistic cost estimate would be in the neighborhood of $2.5.
This, when added to the House’s cost, would approximately equal the cost ap-

proved, indeed ardently desired, by the President.
My plan thus makes fiscal as well as human and economic sense. I urge its

adoption.

The Ciainaran. The next witness will be Mr. N. R. Danielian, pres-
. . 2 . . . . )
ident of the International Economic Policy Association.

STATEMENT OF N. R. DANIELIAN, PRESIDENT, INTERNATIONAL
ECONOMIC POLICY ASSOCIATION

Mr. Daxienian. I would like to have your permission to place my
full statement in the record and highlight its salient points,

The CaaraanN. That we do in all cases.

Mr. Daxieriax. We support the President’s program as submitted
to Clongress, with certain %urther suggestions of our own,

With respect to the investment tax credit, we approve the 7 pereent
allowed in the House bill, but wounld respectfully suggest the restora-
tion of the 10 percent credit for the first years in order to give a par-
ticulav stimulus to investments in the immediate future.

The repeal of the automobile excise tax is desirable at this time. Tt
would redress a serious cost disadvantage of the domestic producers
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and offset the large contribution that imports of passenger cars and
parts have been making to our balance of payments deficits. In 1970
this was $2.8 billion, and it was running at a $3.7 billion annual rate
up to June 30 of this year. The elimination of the excise tax, the adop-
tion of the 10 percent surcharge on imports, and the investment tax
credit should go a long way to redress this imbalance. I should say 1
disagree with Senator Hollings, with all due respect. One way of re-
ducing costs and fighting inflation is to produce increased amounts
of goods at lower costs and not buy the demand pool theory that has
been tried in the past and has proved rather unhelpful.

On the DISC proposal, we support the administration’s recommen-
dations with certain amendments, but have reservations on the changes
made in the House. The House version tries to limit the advantages of
DISC to incremental exports. This is not practical. All it will do is
encourage new and untried ventures, which most likely will take busi-
ness away from established exporters who have done so much in the
past to maintain our export position. We suggest, therefore, that the
committee restore the administration’s proposal.

We are in favor of expanding the concept of DISC to include serv-
ice industries. The House of Representatives included among qualified
export receipts engineering and construction services. We suggest very
strongly that this principle should also be extended by amendment to
cover travel and tourism, including equipment used in bringing foreign
tourists to the United States. Our deficit on tourist account 1s still $2
billion a year. It is better to deal with this problem, not by restricting
the right of Americans to travel abroad, but by giving incentives to
encourage foreigners to visit the United States. I suggest, therefore, in
section 993(a) (1) of ILR. 10947 on “Qualified Export Rececipts,” a
new subsection (1) as follows:

Gross receipts from the performance of tourist and travel services Tor foreign
visitors to and within the United States not in excess of the foreign exchange
earnings of such services.

In addition to these measures, we would recommend that the Internal
Revenue Code be amended to permit repatriation of earnings from
abroad for cligible investments in the United States without immedi-
ately incurring tax liabilities under the constructive dividend concept.
This will probably bring more funds back to the United States than
will all the burcaucratic redtape of OFDI. It will also create jobs
here in this country.

Mr. Chairman, this committee will remember that over the past dec-
ade our organization has warned, before this committee as well as
others, that if we persisted along the policy lines of the postwar era
and ignored the balance-of-payments effects of those policies, we would
have a crisis and something would have to give—the value of the dol-
lar, or liberal trade policy, or foreign aid, or military expenditures
abroad. All four of these things have now happened. IMF and GATT
are in disarray. The dollar has depreciated in world markets, we are
forced to cut foreign aid and retreat from our worldwide commit-
ments. Those who recently recommended benign neglect must now
have second thoughts.

The danger that we confront is of two kinds: on this one hand, a
retreat into a self-contained, autarchic, fortress American economic
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and military nationalism; and on the other hand, continued com-
placency and repetition of old mistakes.

Most of us would have preferred that the measures undertaken on
August 15 would not have been necessary ; but they were necessary and
the President must be commended for the courage he showed in under-
taking them.

S. 2592, which is before this committee, raises the first danger. With
respect to the second danger, therc are already voices in the country
who would like to force the President to give up the 10 percent sur-
charge merely in exchange for revaluation of other currencies abroad.
If we settle for so little, without changing other policies, we could
have another crisis within the decade.

Our studies indicate that a revaluation of a few selected foreign
currencies in terms of dollars by 10 or even 15 percent would not re-
dress our trade position and would simply increase the dollar cost of
our military expenditures. The deterioration of our trade position is
due to cost differentials higher than any contemplated currency revalu-
ations; but more importantly, the causes are not price sensitive, such
as the EEC common agricultural policy, the Japanese reluctance to
import our manufactured goods, and the evolution of common
markets, which by their very nature discriminate against us.

We must, therefore, focus on other issues beyond trade and exchange
rates. Minimum conditions for more stable arrangements should in-
clude: An agreement on access for our agricultural products to for-
eign markets; an agreement for elimination of nontariff barriers and
border taxes and rebates; an agreement for nondiscriminatory, recip-
rocal and national treatment of foreign investments, which in the case
of the United States is the major breadwinner abroad; and an agree-
ment for a more equitable distribution of the cost of mutual defense.
To achieve this last point, we have proposed setting up an Interna-
tional Security Fund to ncutralize the balance of payments effects
of U.S. troop deployment in NATO. I hope in time this principle can
also be extended in the Pacific with our allies, Australia, New Zealand,
and Japan. Cost sharing in defense is a better alternative than with-
drawal of American protection and better than unilateral rearma-
ment by other countries; and, in addition, it will ameliorate our bal-
ance-of-payments deficits and contribute to monetary as well as mili-
tary stability.

Finally, Mr. Chairman, a word on the international financial crisis
itself. The $60 billion in FEuro-dollars, much of it created by U.S.
deficits, splashes around from country to country for quick specula-
tive gains in exchange rate gyrations or to benefit from interest rate
differentials. It is a new factor, and it will not be eliminated by any
increase in the price of gold, floating rates, crawling pegs, or cur-
rency revaluations. The international financial community faces one of
the most important challenges of our time to determine how this huge
reservoir of investable funds will be neutralized as a speculative force
and guided into worthwhile and productive uses. Private companies
borrowing in this market for investment pnrposes are probably mak-
ing the best use of these funds. It should be a negotiating posture of
the U.S. Government that American companies should not be discrim-
inated against in their access to this market, and that exchange rates
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agreed up should be the same for current account as well as capital
account transactions. ) .

The question of devaluing the dollar by a change in the price of gold
may come to the Congress sooner or later. I hope our negotiators will
not accept an increase in the price of gold in addition to dropping the
10 percent surcharge, to get some revaluations of other currencies. l}at
would really be a bad bargain. What will be the actual effects of an in-
crease in the price of gold? We know that the gold producers and
hoarders (the committee knows the countries that are involved) would
be rewarded. They have probably $50 billion, both public and private.
We have $10 billion. Any increase in the gold price would be 5 to 1
against us.

Even beyond this, it would be well to know if we have “gold content”

guarantees in various swap arrangements and “offset” paper such
as the “Roosa” type bonds. Such information in the “fine print” of
Treasury and Federal Reserve obligations, so far as I know, is not
available publicly. But it should be available to Congress. Any gold
price increase would up these obligations. Our capital subscriptions
to international financial institutions, by the very charter, such as
th? World Bank, involve maintenance of value guarantees in terms of
gold.
“ In short, if the dollar price of gold is raised, the Congress will sooner
or later be called on to authorize and appropriate billions of dollars
to make good on these commitments. All the arguments in favor of a
gold price increase are self-serving for those who have it; but it is of
no conceivable benefit to us. If other countries want to raise the price
of gold, let them; and then they can merrily exchange gold amongst
themselves. We should stay out of it.

Thank you.

The Crratryan. Thank you very much, sir.

Senator Byrp. Could I ask a question ?

The CrarMAN. Yes.

Senator Byrp. Doctor, the total world supply of gold is $50 billion;
is that correct ?

Mr. Daniernian. It is about $60 billion. The official reserves are about
$40 billion. But it is estimated there may be another $20 billion in
Soviet Russia, in private holdings in France and Switzerland, and,
of course, some stockpile in South A frica, and in India.

Senator Byrp. The free world supply of gold is how much, $40
billion ?

Mr. Da~terian. The reserves, the official reserves in the possession
of central banks is about $40 billion, $40 or $41.

: Sgna.tor Byrp. That includes the $10 billion that the United States
1as?

Mr. DanteLian. Yes, sir.

Senator Byrp. As President of the International Economic Pol icy
Association you have kept up rather closely, I assume, with conditions
in Latin America?

Mr. Dantenian. Yes; I travel there every once in awhile to look
at conditions.

Senator Byrp. Someone mentioned to me the other day that in
addition to the United States. they now have some similarity with
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conditions that existed in Argentina at one point. I didn’t fully under-
stand that. Would you comment on that?

Mr. Danterian. Well, in my travels I have observed that the eco-
nomic theory that one hears among very serious students there is the
echo of theories that used to prevail in this country in the 1930%;
namely, if you put purchasing powers in the hands of people they
will go to the marketplace and buy the products, industry will expand
to snpply them, and then you are going to have prosperity. This has
become an article of faith in Liatin American governmental policies.
They raise wages without regard to productivity in the hopes that
that is going to create demand for industrial products and lead to
industrialization. Instead, it has led to inflation. It seems to me in
this country, too, the wage spiral that we have gotten into without
regard to productivity is pushing us in the same direction. '

In another respect, one might say that those who are engaged in this
power play in economic and wage negotiations are almost politicised
because they are really confronting the national interest as a whole.
This is exactly what has happened in the case of Argentina where
they demand higher wages and they go on strike if the government
doesn’t yield. It is almost a confrontation between organized labor

and government.
Senator Byrp. Thank you very much. Thank you, Mr. Chairman.

The Crairaan. Thank you very much, sir.
(Mr. Danielian’s prepared statement follows:)

PREPARED STATEMENT OF DR. N. R, DANIELIAN, PRESIDENT, INTERNATION AL
EcoNoMIC POLICY ASSOCIATION

SUMMARY

1. The International Economic Policy Association supports the President’s
economic program.

2. 'The problems facing the U.S. economy which these measures are designed
to correct are of serious proportions.

3. The Administration’s DISC proposal should be supported and made appli-
cable to all exports (rather than primarily fcr incremental exports), and ex-
panded to include additional export rebates of all direct and some indirect taxes.

4. Considered in the broader international context, the specific legislative
items in H.R. 10947, the investinent credit and excise tax elimination, are useful
and should be enacted.

5. Continued access of U.S. companies to Eure-dollars should be assured, but
ways found to stabilize the Furo-dollar market.

6. Foreign direct investment controls should be eliminated and new restric-
tions avoided.

7. Section 956 of the Internal Revenue Code should be amended to encourage
repatriation of earnings abroad for reinvestment in the United States in eligible
facilities.

8. The price of gold should not be increased, and the consequences of any
change studied carefully by Congress.

Mr, Chairman: It is a privilege to appear again before this Committee: and
in keeping with your request, my remarks will be brief.

I. INTRODUCTION

The International Feonomic Policy Association amalyzes international cco-
nomie problems—especially as they affect U.S, public policy issues. I will not
comment in any detail, therefore, on the wage-price actions which are closely
related to the parts of the President’s overall program included in the Revenue
Aect of 1971,

There is one obvious point, however, which needs to be made. Controlling U.S.
internal inflation is vital to our international policy in two respects: first, the
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inflation we have suffered has contributed to a loss of competitiveness and to the
deterioration in our trade balance; second, the erosion of the purchasing power
of the dollar is one of the reasons why other countries are not willing to accept
or hold dollars. Those who have advocated benign neglect of our balance of
payments deficits have had their comeuppance on this issue.

Both of these points are obvious:; but I would like to add a caveat to the
first one about the role of inflation in our deteriorating trade balance. Our
research to date tends to show that many of the commodity groups which figure
most eritically in our trade deterioration are not highly sensitive to price—
whether price is seen as a result of inflation or of the need for adjustment
in foreign exchange rates, or of costs of production. Various means of discrim-
ination against our exports limit them often without regard to their price; for
example, the EEC’s variable levy system on agricultural imports and nontariff
barriers of various kinds.

With regard to imports, the level is often determined by limitations on domes-
tic supply, mostly on industrial raw materials. Even in categories where demand
is relatively elastic, the differential between U.S. and foreign prices for many
items is so large that an improved U.S. performance in controlling inflation,
exchange rate adjustments, or even the 10 percent surcharge may not make
too much difference. Those who want French wines probably will buy them any-
way. And the buyer of, say, a $4.00 Japanese shirt will not be likely to shift to
a $7.00 American shirt because the former’s price increases to $4.40—or even
$5.00!

The point T want to make to this Committee is the danger of “any single tactor”
analysis of the cause of our problems and to emphasize the need for remedies to
cover a broad spectrum. For the most part, the President's program courageously
takes a broad-gauge approach. I am concerned, however, that in the negotiations
with our allies we may concentrate too much on obtaining a re-evaluation of
foreign currencies in relation to the dollar. The belief that this alone will solve
our problems negates the importance of other vital questions, such as sharing
the foreign exchange costs of U.S. military expenditures abroad, minimizing
the balance of payment effects of our foreign aid programs, and negotiating
the framework for genuinely reciprocal trade which accords with the realities
of the 1970’s. Additional problems include reciprocal, national, nondiscrimi-
natory treatment of U.S. investments abroad, for this is the brightest spot in
our international accounts.

Historically, as T have pointed out to this Committee in the past, the private
sector—including foreign investment—has earned a surplus. The very large defi-
cits in the public sector—mostly military and foreign aid—have created the
overall deficits which in turn have brought on the current U.S. and world
financial crisis.

II. PROBLEMS FACING THE ECONOMY

Let me briefly recapitulate the problems which led to the U.S. situation and
forced the President’s actions of August 15.

Domestically, we face:

1. A continuing rate of inflation of 4 to 5 percent per year.

2. An unemployment level of 5.8 to 6 percent.

3. A plant capacity utilization rate of about 74 percent.

4. A slow rate of real economic growth of —0.6 percent in 1970 and about
0.2 percent over the past eighteen months.

5. A stagnant level of investment in new plant and equipment since late 1969
and a low rate of productivity increase.

Internationally, we confront:

1. A basic balance of payments deficit in the current year running at an annual
level of $9 billion.

2. A trade deficit running at the annual rate of $1% billion which, if you
eliminate aid-financed exports, would probably reach $3%4 to $4 billion.

3. Liquid liabilities held by foreigners of nearly $60 billion, of which {40
ll))ii}ll'ion are in official reserves constituting claims upon our total reserves of $12-

ion.

4. A skittish international financial community which has lost confidence in
the stability of the dollar.

One must admit that in the various elements of the President’s program are
designed to make a contribution in each of these areas. The question we must
ask ourselves is whether the President’s program as announced will be suffi-
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cient to reverse these conditions and restore stability of prices, improve produc-
tivity, expand the economy in real terms, restore our competitiveness in interna-
tional markets, eliminate the deficit on trade and balance of payments accounts
and re-establish faith in the value of the dollar.

The means to these ends will have to involve bilateral negotiotions with
Europe and Japan on a number of outstanding issues, such as: an agreement
on access for agricultural products to foreign markets; an agreement for elimi-
nation of nontariff barriers against our goods; an agreement for nondiscrimina-
tory, reciprocal and national treatment of foreign investments; and an agree-
ment for a more equitable distribution in the costs of mutual defense. To
achieve the last, the Administration may well adopt the proposal to establish
an International Security Fund to neutralize the balance of payments effects
of U.8. troop deployments in NATO.

I hope that as occasions present themselves, this Committee will remind the
Administration of the neced to pursue our international objectives on a broad
front. But within this context, I do support the President’s economic program
in general and the proposed Revenue Act in particular. Let me now turn to the
specifics of H.R. 10947 and comment briefly on the investment tax credit, the
automobile excise taxes and DISC.

III. THE INVESTMENT TAX CREDIT

The investment tax credit should have the salutary cffect of increasing plant
investment at a time when it is vitally necessary to create employment in en-
terprise, to improve productivity and expand production. To yield to foreign
complaints about the discriminatory effects of the requirement of U.S. sourc-
ing, without negotiating a suitable quid pro quo, would defeat the key objec-
tive—making U.S. industry more competitive. On the principal ways of fighting
inflation is to increase production at a lower level of cost; and the investment
tax credit will serve this purpose. One might raise the question, however, as to
whether it is necessary to reduce this credit to a 7 percent level in the first
yvear. I hope the Committee will retain the long range program for a 7 percent
credit, but authorize for the first year a 10 percent rate as a temporary and
much needed shot in the arm.

We also support the proposed earlier application of the higher exemption
allowance from personal income taxes. This would have a desirable effect in
stimulating consumer purchasing power. I hope the Committee will not find it
necessary to curtail the investment tax credit to achieve thisx desirable result.

Presidential action to freeze wages and prices was necessary, and an effective
Phase II program to ensure relative stability of prices must be implemented. No
wage and price control system will long survive, bowever, under the inflationary
pressures of a greatly unbalanced budget. One of the most important actions
this Committee and Congress can take, therefore, is to set an overall Federal
cxpenditure ceiling.

IV. AUTOMOBILE EXCISE TAXES

The automobile industry, a large employer, has been particularly beset by
price inflation and import competition. The deficit in the balance of {rade in
passenger cars and parts was $2.8 billion in 1970 and is running at a projected
annual deficit of $3.7 billion this year. The elimination of the excise tax and
the adoption of a 10 percent surchrage on imports should go some way towards
offsetting the imbalance in cost of praduction. If we can hold the line on cost
during Phase II of the President's program, the investment tax credit may help
the industry retain the advantages provided by these actions,

V. TIIE DISC PROPOSAL

This Committee is well aware that our exports are at a disadvantage in a
world organized into trading blocs with their taviff and nontariff barriers
against the external world, as well as their export subsidies and tax rebates. The
DISC proposal, which we favor, is but a small contribution to rectify this
imbalance. Iiven if all of the income of a DISC is exempted from taxation by
virtue of being invested in qualified export-related activities, the advantage to
the exporter of 5 cents on the dollar is not enough to overcome the average 12
or 15 percent tax rebates of the EEC countries. We urge, therefore, that the
Committee give consideration to a more liberal and a more permanent treatment
of exports. This can be done in several ways: an export rebate on all the in-
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direct state and local excise and sales taxes which may be attributable in the
cost of exported goods at the water’s edge ; making a direct rebate of a portion
of direct income taxes; or establishing a lower rate of taxation on profits
derived from exports.

The action of the House in limiting this incentive in DISC largely to addi-
tional or incremental export sales still further dilutes its effectiveness. As this
Committee well knows, our exporters are having difficulty maintaining current
levels of exports in the face of foreign competition. As Secretary Connally has
already pointed out to this Committee, to allow deferral primarily for incre-
mental exports would penalize those companies which contributed most to the
U.S. trade balance in the past by exporting, and it may only result in shifting
exports from well established export operations to new outfits without an in-
crease in exports. We therefore recommend tha't this Committee permit deferral
of all exports qualifying under the DISC proposal, as originally proposed by
the Administration.

We do not understand the objections of those who insist that the solution
to our export problem and to domestic unemployment is to keep industry in the
United Sta'tes and export from here, but at the same time oppose this measure.

We are in favor of expanding the concept of DISC to include service indus-
tries. The House of Representatives again this year, in its good judgment,
approved an amendment extending the DISC proposal to export of engineering
and construction services. We suggest very strongly that this principle should
also be extended by amendment to cover’travel and tourism, including equip-
ment used in bringing foreign tourists to the United States® Our deficit on
tourist account is still $2 billion a year. It is better to deal with this, not by
restricting the right of Americans to travel abroad, but by giving incentives
to encourage foreigners to visit the United States. I suggest, therefore, in sec-
tion 993 (a) (1) of H.R. 10947 on “Qualified Export Receipts,” a new subsec-
tion (I) as follows: “Gross receipts from the performance of tourist and travel
services for foreign visitors to and within the United States not in excess of
the foreign exchange earnings of such services.”

VI. CONCLUSION

The bill which this Committee is called upon to approve is an essential part
of the President’s program. We therefore support H.R. 10947, except that we
prefer the original version of the DISC proposal for the reasons just explained.

These specific legislative items, and ineed the package as a whole, must be
considered in the broader international context. As you know, we do not live
in an ideal economic world. It is true that the classical concepts of free trade
have been outmoded by the rise of trading blocs and the growth of nomtarift
barriers; divergent labor conditions and wages are exacerbated by government
subsidies and monetary management limiting the applicability of “comparative
advantage.” But what we do not need in seeking the necessary adjustments to
reality is a return to mercantilism, autarchy and an economiec fortress America.
Legislation recently introduced in Congress (S. 2592—referred to this Com-
mittee—and H.R. 10914, H.R. 11057, H.R. 11094 and H.R. 11115) would be a
long step in this direction if enacted, even in part.

For example: the United States is in trouble because of our balance of pay-
ments deficits. One of the few bright spots still remaining is the income from
foreign direct investments—even when matched against capital outflows—plus
royalties, patents and fees. Yet S. 2592 would have the effect of sharply cur-
tailing this national breadwinner! Even the present foreign direct investment
controls—in effect voluntary since 1965 and mandatory since 1968—are hurting
both U.S. investment income and exports. They should be eliminated.

The Internal Revenue Code should also be amended to permit repatriation
of earnings from abroad for eligible investments in the United States without
immediately incurring tax liabilities under the constructive dividend concept.
This will probably bring more funds back to the United States than will all
the bureaueratic red tape of OFDI. It will also create jobs here in this country.

Finally, Mr. Chairman, a word on the international financial crisis itself. The
$60 billion in Muro-dollars, much of it created by U.S. deficits, splashes around

1 We now sell American aireraft to a foreign airline with a 6 percent Export-Import Bank
loan, and under the provisions of DISC, would allow a tax deferral on it as well. An
American airline, however, serving exactly the same market must borrow money at 10 or
11 percent as has happened in the past year, without the advantage of any tax concessions.
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from country to country for quick speculative gains in exchange rate gyrations
or to benefit from interest rate differentials. It is a new factor, and it will not be
eliminated by any increase in the price oi gold, floating rates, crawling pegs, or
currency reevaluations. The international financial community faces one of the
most important challenges of our time to determine how this huge reservoir
of investable funds will be neutralized as a speculative force and guided into
worthwhile and productive uses. Private companies borrowing in this market
for investment purposes are probably making the best use of these funds. It
should be a negotiating posture of the U.S. Government ithat American compenies
should not be diseriminated against in their access to this market, and that
exchange rates agreed upon should be the same for current account as well as
capital account transactions.

The question of devaluing the dollar by a change in the price of gold may
come to the Congress sooner or later. I hope our negotiators will not at any
stage of the negotiations accept an increase in the price of gold as a measure
of settlement of our problems, because I do not see how this could help the U.S.
position in any manner whatsoever. As a minimum, this Committee should
obtain from tke Treasury Department, on a confidential basis if necessary,
information on the actual effects of such a change in the price of gold. We know
that the gold producers and hoarders (the Committee knows the countries that
are involved) would be rewarded, that official reserves of gold would become
larger in terms of dollars and hence potential claims on U.8. resources. Even
beyond this, it would be well to know if we have ‘“gold content” guarantees
in various swap arrangements and “offset” paper such as the “Roosa” type bonds.
Such information in the “fine print” of Treasury and Federal Reserve obligations,
so far as I know, is not available publicly. But it should be available to Congress.
Our capital obligations to international finanecial institutions, such as the World
Bank, involve maintenance of currency value guarantees in terms of gold.
If the dollar price of gold is raised, the Congress will sooner or later be called
on to authorize and appropriate billions of dollars to make good these commit-
wments. To what end, I fail to see.

Thank you.

The CiiarrManN, The next witness will be Mr. Paul D. Seghers, presi-
dent of the International Tax Institute.

STATEMENT OF PAUL D. SEGHERS, PRESIDENT, INTERNATIONAL
TAX INSTITUTE, INC.

Mr. Sreurrs. I thank you, Mr. Chairman and the other members
of the committee, for this opportunity to appear here and speak on the
subject which is very close to my heart. Let me ask you if you would
kindly, on the summary of the statement, the last paragraph, there is
an error. After the word “penalizes” should be inserted penalizes the
U.S. owners of.

The Cuamryan. Right.

Mr. Seeuers. If T may continue with my statement.

This institute is an organization of almost 400 members throughout
the United States. These members are business executives, attorneys,
and accountants, who are specialists in the taxation of overseas income.
All are united by a common concern regarding the economic success
of the overseas commerce of this country.

This institute was organized in 1961 to meet the tax threat to 17.S.
exports and foreign trade. That threat came, not from foreign gov-
ernments, but from the U.S. Treasury.

Tn 1962. the Congress was misled by a brilliant theorist into impos-
ing a hitherto-unheard-of tax penalty on the export of T.S. products
and other income earned by foreign subsidiaries of U.S. manufacturers
selling their products abroad.
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The DISC proposal, which has been fully explained to this com-
mittee by others, is designed to remove, to some extent, those penalties
on U.S. exports and to provide help to U.S. manufacturers to meet
the ever-growing competition of foreign manufacturers in foreign
markets.

SPECIFIC RECOMMENDATIONS

(¢) We urge prompt cnactment of DISC, without the “incre-
mental” limitation.

(6) We recommend repeal of section 954 (d) of the Internal Reve-
nue Code, or at least its amendment, so as not to penalize the export
of U.S. products.

What this institute asks of your committee is to enact tax legislation
which would stimulate rather than penalize the export of U.S. manu-
factured products. What is nceded is the removal of penalties and the
enactment of incentives to help U.S. maaufacturers to overcome the
obstacles with which they must contend in selling U.S. goods in for-
eign markets. In addition to the competition of forcign manufacturers,
these obstacles include ever-higher U.S. labor costs per unit of pro-
duction; transportation costs to overseas markets, and increased for-
eign taxes.

To be effective, any tax incentive must confer a real benefit. DISC
would require the U.S. manufacturer to report a fair share of the
income realized on exports through a DISC. The DISC would be
allowed to defer payments of the tax on a portion of such income as
long as the funds representing that income continued to be employed
in the export of U.S. products. This seems to be fair to both parties—
to the manufacturer that risks loss of capital as well as income in
exporting or expanding the volume of its exports, and fair to the
government that defers collecting the tax on a portion of that income
as long as the resulting profits are being used to produce more income.

DISC INCREASES EXPORTS

DISC would work—it would increase exports.

When we say that DISC will increase exports, we speak from
knowledge and experience in this field. Experience with Panama
corporations prior to 1963 dramaticaly demonstrated that U.S. man-
ufacturers would eagerly grasp at the benefits to be obtained by de-
ferring the tax on profits realized by exporting their products.

The ultimate result was an increase in the volume of their exports;
an increase in their activities abroad in order to increase the volume
of sales of these U.S. products: an increase in their total export profits
and, eventually, an inflow of dividends to the United States far greater
than the original cash outlay made to start these export businesses.

The trend to exporting through Panama was snowballing when it
was suddenly checked and largely destroyed by the 1962 T.S. tax
legislation.

In this institute’s testimony before the Ways and Means Committee
on June 4, 1961, we stated that then existing law had: “influenced
many smaller U.S. manufacturers to engage actively in exporting.
This has, especially in the past few years, resulted in increased exports
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of U.S. products, in the face of competition by increasingly efficient
foreign producers.”
Remember—we said this in 1961—10 years ago.

ATTACKS AGAINST DISC

This committee undoubtedly has heard and will hear brilliant
theoretical arguments against DISC. Do those who spin these theories
know what they are talking about—that is, business?

American manufacturers have demonstrated the requisite skill and
organizing ability to scll great volumes of U.S. products abroad, in
the face of many obstacles and keen competition.

Academic theorists will not, cannot produce the increased exports
we llleed. Only competent business organizations can produce that
result.

False statements about DISC are being made by its enemies in their
attacks on it.

They say DISC would exempt from U.S. tax all income from
exports. This is doubly false.

DISC would not exempt from tax one penny of income. It would
postpone the time for payment of tax, but only so long as the DISC
carns 95 percent of its income from exports and 95 percent of its assets
are employed in producing export income.

Tt is false to say that DISC would exempt from T7.3. tax all the
})roﬁ(; on exports. As originally proposed and passed by the TTouse

ast year, DISC would postpone the time for payment of tax on about
half the net, after-tax profit from exports of U.S. products. As cut
down by the Ways and Means Committee, the deferral would be
reduced to only 1214 percent of income from exports not in excess of a
1968-70 base period average, and plus about 50 percent of any increase
over that average. Meanwhile, the balance of the profit would continue
to be subject to immediate U.S. taxation.

THE IMMEDIATE VISIBLE LOSS OF TAX REVENUE

Those who theorize about the “loss of tax revenue” from DISC throw
around billions so carelessly as to contradict themselves.

One billion dollars of exports adds that much to the prosperity of
our country.

All of it goes to labor and to the owners of the property that is used
t? produce the goods exported—most of it to labor. This is fact—not
theory.

One billion dollars of exports produces more than that amount. of
taxable income, because of the multiplying effect of payments to labor
and stockholders, who in turn spend most of it, creating income for
others. This is not a “trickle-down” theory, but fact as to the taxation
of personal income.

Jne billion dollars of exports probably results in no more than 10
percent of taxable net income after deduction of all allowable costs
and expenses.

Failure to collect income tax immediately on that profit makes our
country no poorer—but the billion dollars of exports has added most of
that amount to U.S. payrolls.
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The enemies of DISC say that it would be ineffective in increasing
U.S. exports, and they say it would lead to retaliation against U.S.
goods entering foreign markets. This is self-contradictory. If DISC
would not be effective in increasing U.S. exports, would European
governments and industrialists be so concerned about it? The New
York Times—September 17—reports from Paris that DISC “* * * is
seen as an essentially powerful stimulus that would intensify U.S. com-
petition in the FEuropean market.” This clearly indicates that those
most concerned and in a position to know, are convinced that DISC
would be effective in increasing exports of U.S. products.

WHAT THE RECORD SHOWS

Let us look at the record of exports of U.S. products since 1963. Is
this committee happy with it? As this institute and others predicted in
1961 and 1962, our then very favorable balance of trade has gradually
shrunk until it has disappeared. No longer are American factories able
to export more of their products than we buy from foreign factories. If
U.S. manufacturers cannot overcome their foreign competition here
at home, think what it means for them to compete in foreign markets.

THE INCREMENTAL LIMITATION

We disagree with the theory that DISC benefits should be allowed
only or almost exclusively to those U.S. manufacturers that have not
heretofore been doing their best to export their products. That theory
is founded on the uninformed assumption that those U.S. factories
that have been exporting their products will “naturally” continue to
do so and need no help to increase the volume of their exports. This
theory ignores the facts. More than one-third of the 100 U.S. producers
that export the greatest amount of U.S. products showed no increase
or a drop in the volume of their exports for the years 1965-67. Since
then, the trend of exports has declined, because of ever-increasing dif-
ficulties of U.S. manufacturers in exporting their products in the face
of European and Japanese competition.

INEQUITIES, DISCRIMINATION AND DIFFICULTIES OF ANY INCREMENTAL
LIMITATION

Obvious, glaring inequities that would result from any “simple”
formula for computing a base-period average would make relief pro-
visions essential. That would impose further burdens on those in need
of relief, and involve complex administrative problems.

Inequity would result from the fact that most U.S. manufacturers
that have been substantial exporters in the past will have great diffi-
culty in even equaling their 196870 export sales.

Granting more DISC benefit to those manufacturers who had
exported less in the base period would give them a discriminatory
advantage over their competitors who had contributed more in past
vears to employment and prosperity in the United States by exporting
more.

The administrative difficulties of any “incremental” limitation
scheme would be staggering.
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The complexities of the original DISC proposal would be of con-
cern only in connection with unusual situations. An “incremental”
limitation, however, would cause numerous, burdensome and unpre-
dictable difficulties in very case,

When the Congress, in 1961, considered an “incremental” limitation
on the investment credit, it was dropped for just those reasons—in-
equities, competitive disparities, and complexities. ,

A lack of confidence in the intention of Congress to enact a genuine
and meaningful tax incentive for U.S. exports would cause business-
men to hesitate in rel)‘ring on any promised benefits. This would
lessen the value of DISC as an incentive to U.S. manufacturers to
expend the necessary effort and money to enter the export ficld or to
increase the volume of their exports.

U.S. INCOME TAX PENALTIES ON THE EXPORT OF U.S. PRODUCTS
SHOULD BE REMOVED

Since 1968, there have been U.S income tax penalties on the export
of U.S. products. Internal Revenue Code section 954(d) has that
effect.

Before 1963, a U.S. manufacturer could use a single foreign corpo-
ration to sell its products worldwide and U.S. tax would be payable
on the overseas selling profit realized by that foreign corporation only
when distributed by it to its U.S. parent corporation. This permitted
the foreign selling corporation to use its retained profits to expand
its sales promotion activities through employment of increased per-
sonnel, more extensive advertising, carrying and warehousing larger
inventories, and other means.

Such activities of course resulted in increased volume of export
sales of the U.S. manufacturers’ products, on which the entire manu-
facturing profit was subject to immediate 1.S. income tax—only the
payment of U.S. tax on the overseas selling profit of the foreign sell-
ing subsidiary could be deferred.

Since 1963 Internal Revenue Code section 954 (d) taxes such profits
to the 10.S. parent company as imaginary dividends, even though
such profits are earned abroad by a foreign corporation and retained
and used abroad by it in its business. '

This tax result can be avoided by incorporating a separate selling
subsidiary in each country where sales are to be made. Only very
large U.S. manufacturers can afford this and even they are handi-
cipped by this provision. They are subject to the penalty tax if they
use, in the normal way, distribution and warehousing points, such as
Panama, Brussels, Amsterdam, Hamburg, and Hong Kong to supply
buyers in other countries.

It 1s clear that this is a powerful deterrent to the distribution of
U.S. products abroad. Section 954(d) has had that effect. It should
be repealed, or at least amended so as not to be applicable to goods
produced in the United States. -

HOW WILL THIS COMMITTEE DECIDE?

Unless something is done to remove the U.S. tax and regulatory
burdens on U.S. exports and to help U.S. manufacturers to meet for-
eign competition, the downward trend of our exports will be worse
in the 1970’s than it was in the 1960’s.
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Look at the record of our balance of trade for the 1960’s. Is this
committee happy with it?

This institute and others predicted in 1961 and 1962 this result of
the tax policies so forcefully and effectively urged upon the Congress
by the then Assistant Secretary of the Treasury, the Honorable Stan-
ley Surrey.

That brilliant advocate of ivory tower theories is the most persua-
sively eloquent opponent of DISC.

Do you intend to continue to accept his theories, as you watch the
continuing decline in the volume of our exports? Or will you now
decide for yourselves how to increase the export of the products of
U.S. factories—and their payrolls?

Will you heed the message of U.S. manufacturers who have been
exporting their products despite European and Japanese competition
in foreign markets?

SUMMARY

DISC, without the “incremental” limitation, would be a powerful
and effective incentive to increase the export of U.S. products.

DISC should be enacted and made fully effective without delay.

Section 954(d) of the Internal Revenue Code imposes a senseless
and needless U.S. tax burden on the export of U.S. products.

It should be repealed, or at least amended, so as not to apply to the
sale abroad of U.S. products.

These two measures are not the only steps the Congress could take
to increase the export of U.S. products. However, they are the simplest
and most desirable tax measures available for immediate enactment.

They would increase exports, and thereby help our economy, result
in increased payrolls, and improve our balance of trade position in
world markets. There should be no delay in enacting these measures.
They are urgently needed.

We ask permission to have the entire statement published and I
thank you for the opportunity. I hope that some of the Senators will
have a question.

The CaARMAN. We will certainly study it, Mr. Seghers, and we
appreciate your statement here today.

Senator Bexnerr. Before you leave, Mr. Seghers, was his last state-
ment the answer to the question he raised, that our present laws pen-
alize U.S. exporters?

Mr. Seerrers. Well, under 954(d), if a U.S. manufacturer sells to a
foreign subsidiary for resale in the foreign country where that cor-
poration is incorporated, then there is no U.S. tax until the profits are
brought home. However, if the 11.S. corporation sells to a U.S. manu-
facturer, sells to a single corporation, for example, in Panama, and
that Panama corporation has branches all around, then immediately
because it is a Panama corporation selling to various countries in Latin
America or selling, shipping in the Far East, or shipping even to
Europe, then the U.S. manufacturer is taxed on an imaginary divi-
dend measured by the profits on the resale of U.S. products abread.

Senator Bennerr. That is the explanation you gave us in the last
paragraph?

Mr. SEG1rERS. Yes.

Senator BrnverT. And that is the answer to your statement ?
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Mr. Sraners. That is the fact and no one has questioned the truth of
my statement that this is a U.S. income tax penalty on the export of

T.S. products.
Senator Benyrrr. Thank you very much.
(Mr. Seghers prepared statement follows :)

I'REPARED STATEMENT OF PAUL D. SEGHERS, DPRESIDENT, INTERNATIONAL TAx
INSTITUTE, INC.,, (FORMERLY, INSTITUTE ON U.S, TAXATION OF FOREIGN INCOME

Inc.)
INTRODUCTION

Since 1962, U.S. tax policies have discouraged foreign trade, even penalized
exporty of U.S. products. The DISC proposal is designed to remove to some ex-
tent those penalties. We know DISC would work—on the basis of knowledge and

experience.
SPECIFIC RECOMMENDATIONS

(a) Prompt enactment of DISC without the “incremental” limitation ; and

(h) Repeal or amendment of I.R.C. Secc. 954(d), so as not to penalize the
export of U.S. products.

To be effective, any tax incentive must confer a real benefit. DISC would per-
mit deferral of the time of payment of tax on a portion of export profit. The U.S.
manufacturer would be taxed at once on a fair share of the income realized on
exports through a DISC. This scems fair to both parties.

ATTACKS AGAINST DISC

Do those who make brilliant theories against DISC know what they are talk-
ing about—that is, business? Academiec theorists can not produce the exports
we need. Only competent business organizations can produce that resnlt. The
immediate visible loss of tax revenue from DISC would be offset by indirect
increases in revenue due to the multiple effects of payments to labor and stock-
holders.

Is the committee happy with the record of U.S, exports since 1963?

“Incremental theory”’——is based on the uninformed assumption that U.S.
factories will “naturally” continue to increase their exports. Any “incremental”
limitation would create inequities, competitive disparities and staggering com-

plexities.

U.S. TAX PENALTY ON EXPORTS

ILR.C. Sec. 954(d) penalizes the U.S. owner of any foreign corporation which
sells U.S. products in any country except the one in which it is incorporated. It
should be repealed or amended so as not to apply to U.S. products.

INTRODUCTION

This institute is an organization of almost 400 members throughout the
Tnited States. These members are business executives, attorneys and ac-
-countants, who are specialists in the taxation of overseas ineome. All are united by
a common concern regarding the economic success of the overseas commerce of
this country. Taxes, foreign and domestie, constitute the heaviest expense of busi-
ness today. We are concerned by the fact that, since 1962, the actual tax policy of
this country has been to discourage foreign trade—even to penalize exports of
U.S. products. We hope that we now see a light on the horizon for a brighter
day—a clearer vision on the part of those wielding the power to tax.

In 1961, when the shape of things to come could be seen, this institute was
organized to meet the tax threat to U.S. exports and foreign trade. That threat
came, not from foreign governments, but from the U.8. Treasury.

In 1962, the Congress was misled by a brilliant theorist into imposing a
hitherto-unheard-of tax penalty on the export of U.S. products and other in-
come earned by foreign subsidiaries of U.S. manufacturers selling their products
abroad.

The DISC proposal, which has been fully explained to this Committee by
others, is designed to remove, to some extent, those penalties on U.S. exports and



}
1
i

454

to provide help to U.S. manufacturers to meet the ever-stronger competi.tion of
foreign manufacturers in foreign markets. This would increase payrolls in U.8.

factories.
SPECIFIC RECOMMENDATIONS

(@) We urge prompt enactment of DISC, without the “incremental” limitation.

(b) We recommend repeal of See. 934(d) of the Internal Revenue Code, or
at least its amendment, so as not to penalize the export of U.S. products.

What this institute asks of your Committee is to enact tax legislation which
would stimulate rather than penalize the export of U.S. manufactured products.
There is no question about the need to increase exports—there has been plenty
of talk, talk, and tallk about it. Government has urged business to enter the
export field and to expand its exports., However, what we need is action—not
talk—the removal of penalties and the enactment of incentives to help U.S.
manufacturers to overcome the obstacles with which they must contend in
selling U.S. goods in foreign markets. In addition to the competition of foreign
manufacturers, these obstacles include (but are not limited to) ever-higher U.S.
labor costs per unit of production; transportation costs to overseas markets, and
increased foreign taxes (which, in part, reflect the effect of U.8. tax policies.)

We stress that since 1962 the U.S. income tax law has penalized exports of U.S.
products. The 1962 U.S. income tax measures directed against foreign trade have
helped to wipe out our favorable balance of trade position and to increase our
terrible balance of payments deficits. This result was predicted by this institute
in its testimony before this Committee when that unfortunate legislation was

under consideration.
ARGUMENTS IN FAVOR OF DISO

It is our opinion, based on our experience and knowledge in this field, that
DISC (without the “incremental’” limitation) would be an effective incentive
to large U.S. manufacturers to increase the volume of their exports and would
induce relatively small U.S. manufacturers to engage actively in exporting their
products.

To be effective, any tax incentive must confer a real benefit. DISC would not
reduce the amount of tax payable on the entire profit realized from the export of
U.8. products, but would permit deferral of the time of payment of the tax on
a portion of such profits. The U.S. manufacturer would be required to report a
fair share of the income realized on exports through a DISC, and the DISC would
be allowed to defer payment of the tax on a portion of such income as long as
the funds representing that income continued to be employed in the export of
U.S. products. This seems to be fair to both parties—to the manufacturer that
risks loss of capital as well as income in exporting or expanding the volume of
its exports, and fair to the government that defers tax on a portion of that
income as long as the resulting profits are being used to produce more export

income.
DISC WOULD INCREASE EXPORT#®

DISC would work—it would increase exports.

When we say that DISC will increase exports, we speak from knowledge and
experience in this field. Experience with Panama corporations prior to 1963
dramatically demonstrated that U.S. manufacturers would eagerly grasp at the
benefits to be obtained by deferring the tax on profits realized by exporting
their products. Many small U.S. manufacturers organized and made use of
Panama corporations to postpone payment of U.S. income tax on the export of
their products. Perhaps some of them defcrred more tax than the law really
allowed, but they did start to export and to increase the export of their products.
At first, such a U.S. manufacturer would use the Panama corporation as a mere
paper device. Soon the U.S. manufacturer would learn the advantages of carry-
ing a stock of goods in Panama from which overnight air deliveries could he
made to overseas customers. This reduced their customers’ requirements for in-
ventory stocks and thereby reduced the U.S. manufacturers’ credit risks. The
ultimate result was an increese in the volume of their exports; an increase in
their activities abroad in order to increase the volume of sales of these U.S.
products; an increase in their total export profits and, eventually, an inflow of
dividends to the U.S. far greater than the original cash outlay made to start
these export businesses,

The trend to exporting through Panama was snowballing when it was sud-
denly checked and largely destroyed by the 1962 U.S. tax legislation.
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In this institute's 1961 testimony before the Ways and Means Committee (on
June 4, 1961), we stated that:

“We know that our present system of taxing U.S. stockholders on income
earned outside the United States only when received has influenced many smaller
U.S. manufacturers to engage actively in exporting. This has, especially in the
past few years, resulted in increased exports of U.S. products, in the face of
competition by increasingly eflicient foreign producers.”

Remember—we said this in 1961—ten years ago !

ATTACKS AGAINST DISC

Thig Committee undoubtedly has heard and will hear brilliant theoretical
arguments against DISC. Do those who spin these theories know what they
are talking about—that is, business?

American manufacturers have demonstrated the requisite skill and organizing
ability to sell great volumes of U.S. products abroad, in the face of many obsta-
cles and keen competition.

Academic theorists will not, can not produce the increased exports we need.
Only competent business organizations can produce that result.

Ameican business will respond if DISC is enacted as an incentive for increased
exports,

Do you want theories—or increased exports?

False statements about DISC are being made by its enemies in their attacks
on it. Would they not be content to rely upon the truth, if they could find sound
arguments against DISC?

They say DISC would exempt from U.S. tax all income from exports. This is
doubly false.

DISC would not exempt from tax one penny of income. If that were true.
it would, indeed, rapidly and greatly increase the export of U.S. products. How-
ever, it is false—DISC does not provide any exemption from tax. It does post-
pone the time for payment of tax, but on only a portion of the income from ex-
ports, and only so long as the DISC earns 95% of its income from exports and
95% of its assets are employed in producing export income.

It is false to say that DISC would exempt from U.S. tax all the profit on ex-
ports. As originally proposed and passed by the House last year, DISC would
postpone the time for payment of tax on about half the net, after-tax profit from
exports of U.S. products. As cut down 75% by the Ways & Means Committee,
the deferral would be reduced to 259 of 50%, or only 12149, of income from
exports not in excess of a 1968-1969-1970 base period average, plus about 50%
of any increase over that average. Meanwhile, the balance of the profit would
continue to be subject to immediate U.S. taxation.

Other statements of enemies of DISC, while misleading and believed to be
unjustified, can not be branded as false, since they are only opinions, guesses
and predictions—not asserted as facts.

THE IMMEDIATE VISIBLE LOSS OF TAX REVENUE

Those who theorize about the (immediate, direct, visible) “loss of tax rev-
enue” from DISC throw arvound billions so carelessly as to contradict themselves.

One billion dollars of exports adds that wmuch to the prosperity of our country.
~All of it goes to labor and to the owners of the property that is used to produce
the goods exported—most of it to labor. (This is fact—not theory.)

One billion dollars of exports produces more than that amount of taxable
income, because of the multiplying effect of payments to labor and stockholders.
who in turn spend most of it, creating income for others. (This is not a “trickle-
down” theory, but fact as to the taxation of personal incomes.)

One billion dollars of exports probably results in no more than 109 of profit
(after deduction of all allowable costs and expenses other than income taxes.)

Failure to collect income tax immediately on that profit makes our country no
poorer—but the billion dollars of exports has added most of that amount (o
U.S. payrolls.

The enemies of DISC say that it would be ineffective in increasing U.8. ox-
ports, and they say it would lead to retaliation against U.R, goods entering for-
eign markets. This is self-contradictory. If DISC (as originally proposed) would
not be effective in increasing U.S. exports, would European governments and
industrialists be so concerned about it? The New York Times (Sept. 17th) reports
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from Paris that DISC %, .. is seen as an essentially powerful stimulus that would
intensify [U.S.] competition in the Iuropean market.,” This clearly indicates
that those most concerned and in a position to know, are convinced that DISC
would be effective in increasing exports of U.S. products.

Those with knowledge and experience in the field of international business
know that DISC would increase U.S. exports—quickly, in the case of smaller U.S.
manufacturers that have not hitherto made much, if any effort to export. and
more gradually, but in vastly greater volume in the case of larger U.S. manu-
facturers already selling widely in foreign markets.

WIIAT TIIE RECORD SIHOWS

Let us look at the record of exports of U.S. products since 1963 : Is this Com-
mittee happy with it? As this INSTITUTE and others predicted in 1961 and
1962, our then very favorable balance of trade has gradually sirunk until it has
disappeared. No longer are American factories able to export more of their
produets than we buy from foreign factories. If U.S. manufacturers can not over-
come their foreign competition here at home, think what it means for them to
compete in foreign markets.

THE “INCREMENTAL” LIMITATION

We disagree with the theory that DISC benefits should be allowed only or al-
most exclusively to those U.S. manufacturers that have not heretofore been doing
their best to export their products. That theory is founded on the uninformed
assumption that those U.S. factories that have been exporting their produets will
“naturally” continue to do so and need no help to increase the volume of their
exports. This theory ignores the facts. More than one-third of the 100 U.S. pro-
ducers that export the greatest amount of U.S. products showed 7o increase or
a drop in the volume of their exports for the years 1964-5-6-7. 1t is generally
recognized that, since then, the trend of exports has declined, because of ever-
increasing difficulties of U.S. manufacturers in exporting their products in the
face of European and Japanese competition. Many are unable to overcome that
competition here in this country.

INEQUITIES, DISCRIMINATION, AND DIFFICULTIES OF ANY “INCREMENTAL”
LTMITATION

Obvious, glaring inequities that would result from any ‘“simple” formula for
computing a base-period average would make relief provisions essential. That
would impose further burdens on those in need of relief, and involve complex
administrative problems.

A further inequity would result from the fact that most U.S. manufacturers
that have been substantial exporters in the past will have great difficulty in
even equaling their 1968-1969-1970 export sales.

Granting more DISC benefit to those manufacturers who had exported less
in the base period would give them a discriminatory advantage over their com-
petitors who had contributed more in past years to employment and prosperity
in the United States by exporting more.

The administrative difficuities of any “incremental” limitation scheme would
be staggering.

The complexities of the original DISC proposal would be of concern only in
connection with unusual situations. An “incremental” limitation, however, would
cause numerous, burdensome and unpredictable difficulties in every case.

When the Congress, in 1961, considered an “incremental” limitation on the
investment credit, it was dropped for just those reasons—inequities, competitive
disparities, and complexities,

A lack of confidence in the intention of Congress to enact a genuine and mean-
ingful tax incentive for U.S. exports would cause businessmen to hesitate in
relying on any promised benefits. This would lessen the value of DISC as an in-
centive to U.S. manufacturers to expend the necessary effort and money to enter
the export field or to increase the volume of their exports.

U.S. INCOME TAX PENALTIES ON THE EXPORT OF U.S. PRODUCTS SHOULD BE
REMOVED

Since 1963, there have been U.S. income tax penalties on the export of U.S.
products. Internal Revenue Code Section 954(d) of the monstrous 1962 “Subpart
F” has that effect.
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Before 1963, a U.S. manufacturer could use a single foreign corporation to
sell its products worldwide and U.S. tax would be payable on the overseas sclling
projit realized by that foreign corporation only when distributed by it to its U.S.
parent corporation. T'his permitted the foreign selling corporation to use its
retained profits to expand its sales promotion activities through employment of
increased personnel, more extensive advertising, carrying and warehousing larger
inventories, and other means.

Such activities of course resuited in increased volume of export sales of the
U.S. manufacturer’s products, on which the entire manufecturing profit was
subject to immediate U.S. income tax-—only the payment of U.S, tax on the
overseas selling profit of the foreign selling subsidiary could be deferred.

That is no longer possible since 1963—LR.C. Section 954(d) really taxes such
prefits to the U.S. parent company as imaginary dividends, even though such
profits are earned abroad by a foreign corporation and retained and used abroad
by it in its business.

This tax result can be avoided by incorporating a separate selling subsidiary
in each country where sales are to be made. Only very large U.S. manufacturers
can afford this and even they are handicapped by this provision. They are sub-
ject to the penalty tax if they use, in the normal way, distribution and ware-
housing points, such as Panama, Brussels, Amsterdam, Hamburg and Hong
Kong to suply buyers in other countries.

It is clear that this is a powerful deterrent to the distribution of U.S. prod-
ucts abroad. Section 954 (d) has had that effect. It should be repealed, or at least
amended so as not to be applicable to goods produced in the United States.

HOW WILL TH!S COMMITTEE DECIDE?

Unless something is done to remove the U.8. tax and regulatory burdens on
U.S. exports and to help U.S. manufacturers to meet foreign competition, the
downward trend of our exports will be worse in the ’70’s than it was in the ‘60’s.

Look at the record of our balance of trade for the ‘60’s. Is this Committee
happy with it?

This is what this INSTITUTE and others predicted in 1961 and 1962 would
be the result of the tax policies so forcefully and effectively urged upon the Con-
gress by the then Assistant Secretary of the 'T'reasury, the Hon. Stanely

Surrey.
That brilliant advocate of ivory-tower theories is the most persuasively elo-

quent opponent of DISC.

Do you intend to continue to accept his theories, as you watch the continuing
decline in the volume of our exports? Or will you now determine to act as states-
men, and decide for yourselves how to increase the export of the products of
U-S. factories—and their payrolls?

Will you heed the message of U.S. manufacturers who have been exporting
their products despite Huropean and Japanese competition in foreign markets?
Or, will you rely implicitly on fine theories spun by a brilliant college professor
and others who feel and urge that business must be penalized if it is large, suc-
cessful and profitable?

How much of the good things of life as we know it could be enjoyed by the
people of this country, if not produced by business?

SUMMARY

DISC, without the “incremental” limitation, would be a powerful and effective
incentive to increase the export of U.S. products.

DISC should be enacted and made fully effective without delay.

ISection 954(d) of the Internal Revenue Code imposes a senseless and needless
U.S. tax burden on the export of U.S. products.

‘It should be repealed, or at least amended, so as not to apply to the sale
abroad of U.S. products.

Phese two measures are not the only steps the Congress could take to increase
the export of U.S. products. However, they arc the simplest and most desirable
tax measures available for immediate enactment.

They would increase exports, and ‘thereby help our economy, result in in-
creased payrolls, and improve our balance of trade position in world markets.
There should be no delay in enacting these measures. They are urgently needed.

68-388 O—T71—pt. 2——5
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The Cuairman. Now, the next witness will be Mr. George B. Koch,
chairman of the Federal Finance Committee of the Council of State
Chambers of Commerce,

STATEMENT OF GEORGE S. KOCH, CHAIRMAN, FEDERAL FINANCE
COMMITTEE OF THE COUNCIL OF STATE CHAMBERS OF COM-
MERCE, ACCOMPANIED BY EUGENE F. RINTA, EXECUTIVE
DIRECTOR

Mr. Kocu. My name is George S. Koch and I reside at 57 Church
Lane, Scarsdale, N.Y. I am an attorney-at-law in New York and
appear here today as chairman of the Federal Finance Commit-
tee of the Council of State Chambers of Commerce. I am accompanied
by Eugene F. Rinta, executive director of the council. Our statement
represents the views of the council’s federal finance committee and
the member State chambers of the council which to date have endorsed
it. They are listed at the end of the statement.

We appreciate this opportunity to appear before you to emphasize
the need for tax legislation as proposed by the President. We are cer-
tain that the economy needs the stimulus this program will provide;
and this seems to be the overwhelming view in the Nation as well. A
fundamental point here is that the anti-investment effects of the 1969
Revenue Act must be corrected. As stated in our paper, this would
encourage improvements in productivity that are needed to maintain
reasonable price stability and to improve the American competitive
position in all markets, foreign as well as domestic.

We have recommended to you in our paper that a comprehensive
study of the entire depreciation area be made by Congress and the
Treasury to determine if there may be a better way to achieve the de-
sired results of the ADR system and the restored investment credit. In
the meantime we urge that the ADR system adopted by the Treasury
remain essentially unchanged until it is clear we know a better way
to accomplish the desired objective.

Something must be done to correct our large, chronic budget im-
balances. In our judgment this makes imperative a program of effec-
tive spending control. We urge in our paper that Congress follow the
pattern of control established in the Revenue and Expenditure Con-
trol Act of 1968 and bring the 1972 budget into reasonable balance, at
least on the so-called full-employment budget basis.

We strongly disagree with the contention that the President’s tax
proposals and the House bill are too heavily weighted in favor of busi-
ness. When one reviews the history of Federal tax legislation in the
1960’s it becomes clear that a significant bias against business will still
continue even if the President’s proposals become law. We refer you
{,)(_) our statement for an analysis of the development and size of this

ias.

Concerning specific issues which we see in the tax proposals, our
statement reflects our comments. We would like to emphasize, however,
that we believe the investment credit should begin at 10 percent and
later drop to a minimum of 7 percent. As for the DISC proposal, the
change made by the House, to limit the tax deferment essentially to
new export business, seriously limits its potential. We urge that DISC
be enacted but without the House limitation.
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Although not included in our statement, I would refer you also to
the foreign tax credit provisions in section 502(b) of the House ver-
sion of DISC. Here is another example of how the purpose of DISC
~an be defeated through reduction of its application to multinational
businesses.

We support the automobile excise tax provisions of the House bill.
These changes will directly aid consumers and will stimulate eco-
nomic activity and job creation in the automobile industry and its
many suppliers.

We also support the President’s proposals for acceleration of the
personal exemption and standard deductions for individuals. These
changes will improve purchasing power and increase economic
activity.

Genglemen, it may be difficult to admit but most of us now see the
serious deterioration of American industrial efficiency that has devel-
oped. Our competitive position, both at home and abroad, has suf-
fered as a result and the symptoms of further worsening are appar-
ent. Why this is so includes a_ complex of fundamental elements. But
one certain and major factor has been the slow pace of investment in
new plant and equipinent and it is imperative that this be changed.

Last Tuesday, October 12, the McGraw-Hill Publishing Co. ran
an advertisement in the New York Times and the Washing-
ton Post, among other papers. I hope all members of the Finance
Committee—indeed, all Senators—will read it because it very lucidly
and convincingly develops the imperative need to stimulate an up-
turn in American capital investment. The conclusion they reach, with
which we fully agree, is that the ADR depreciation system adopted by
the Treasury earlier this year and the investment credit under con-
sideration by your committee are both vitally needed to help create
this stimulus for capital investment.

Thank you.

Senator MiLLer. You recommend that the investment tax credit
be permited in case of computing minimum tax?

Mr. KocH. Yes.

Senator MiLLeR. I suggest to you that most businesses are not going
to be paying minmium tax because our research indicated that there
were only a comparatively small number that were not paying at least
as much tax as they had preferences in excess of $30,000. So since most
of them are not going to be paying minimum tax it would seem that
the application of the investment tax credit isn’t particularly neces-
sary to most of them.

Mr. Kocu. Well, Senator Miller, this may be so but in canvassing
the position of our committee we found at least one case where their
normal income tax is going to be zero or practically equivalent because
of the sustained lack of profitability but they will have minimum tax.
I didn’t see their calculations but they said this was so and I am sure
it is. As a result you can see that there would be an effect on minimum
tax.

Senator MiLLer. Well, if they are in practically a zero regular tax
pos(iition then they have no particular incentive for the investment tax
credit.

Mr. Kocr. Well, with the carryover provisions they always hope
for profit. ‘
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Senator Mirrer. Well, they would still be permitted to carry over.
I think maybe you are getting at a very minor problem here at the
most and, then, of course, as you know, the Congress really adopted
a policy in the case of the mimimun tax that we want people to be
paying tax at least equal to their tax preferences in excess of $30,000,
and there has been some criticism that there shouldn’t have been the
$30,000 exemption in the first place, but, that was a policy we adopted.
And if you indeed do find some that would be affected adversely by
this, we are talking about a rather small percentage, 10 percent or
4 percent, or 4/10 o%l percent, so I think you may be swatting a pretty
small fly.

Mr. Kocn. We would have to agree that this is a minor provision
compared to some of the things we would like to see you do to this bill.
We thought that it did represent an area in which there could be an
impairment of the credit and we thought that such impairment would
not be fair and, therefore, we thought we should point it out to you.

Senator Mirrer. Well, if this had an application, in other words, if
most taxpayers or even half of them were paying a minimum tax I
think I would be inclined to go along with you, but I assure you that
this minimum tax affects only a relatively small number in the over-
all picture and indeed in the example you put if they have a zero tax
they are not going to get any benefit from the investment tax credit
although they could carry over a carryover anyhow.

Mr. KocH. Well, T think our purpose was simply to point out to you
a possible area where the credit was diminished and it perhaps would
be an inadvertence. This was our purpose.

Senator MiLLER. I appreciate your doing that very much.

Mr. Kocu. Thank you very much.

(Mr. Koch’s prepared statement, follows:)

PREPARED STATEMENT OF GEORGE S. KoCiI ON BEHALF OF THE FEDERAI. FINANCE
COMMITTEE AND MEMBER STATE CHAMBERS OF THE COUNCIL OF STATE CHAMBERS
oF COMMERCE

WITH RESPECT TO THE REVENUE ACT OF 19071, I.R. 10047

‘My name is George 8. Koch and I reside at 57 Church Lane, Scarsdale, New
York. I am an attorney-at-law in New York and appear here today as Chairman of
the Federal Finance Committee of the Council of State Chambers of Commerce.
I am accompanied by Eugene F. Rinta, Executive Director of the Council. Our
statement represents the views of the Council’s Federal Finance Committee and
the member State Chambers of the Council which to date have endorsed it. They
are listed at the end of the statement.

In general, we support the total fiscal program proposed by the President on
August 15. We believe that his tax proposals would provide a desirable and sub-
stantial stimulus to the economy. Moreover, they would importantly correct the
adverse effects of the Tax Reform Act of 1969 on job-creating business invest-
ments, and thus would encourage the improvements in productivity that are
needed for maintaining reasonable price stability and for improving the Ameri-
can competitive position in world markets.

The expenditure reductions proposed by the President are, in our view, not
only necessary but should be a very minimum if a resurgence of inflationary pres-
sures is to be avoided. Even with the spending restraint proposed by the Presi-
dent a unified budget deficit of about $28 billion in the current year now appears
probable, and even the so-called full-employment will be in a deficit position of
some $8 billion.

‘While we believe that the House Committee on Ways and Means, and the
House as a whole, did a commendable job in responding to the President’s pro-
posals, we do have some comments and recommendations to offer with respect
to the bill, H.R. 10947, as passed by the House. First, however, we would like
to respond to charges that the Presiden’ts proposals and H.R. 10947 as well
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are too heavily weighted in favor of business. This requires some review of Con-
gressional tax decisions during the decade of the 1960's.

THE PRESENT BIAS AGAINST INVESTMENT IN THE TAX STRUCTURE

In enacting the Revenue Act of 1964 the Congress voted the largest tax reduc-
tions of all time. This Act had the effect of reducing income tax liabilities of
individuals by an average of 209 while at the same time reducing corporate tax
liabilities by less than 89%. This smaller tax reduction for corporations was justi-
fied in both the House and Senate reports on the legislation on the ground that
the benefits from the investiment credit enacted in 1962 and the liberalized depre-
ciation provided administratively the same year served, together with the 89,
reduction in the 1964 Act, to maintain the relative balance between individual
and corporate tax burdens.

Actually, however, the cash flow benefits of the.investment credit and the
depreciation guidelines of 1962 were largely offset in every year through 1969
by accelerations in corporate tax payments required by the Revenue Act of
1964, the Tax Adjustment Act of 1966, and the Revenue and Expenditure Control
Act of 1968. With completion of the speedups in corporate tax payments in 1970,
corporation tax burdens would have been in the relative position of balance
with individual tax burdens that was intended in the Revenue Act of 1964. This
balance was changed drastically, however, by the Tax Reform Act of 1969 which
reduced individual income taxes substantially and at the same time increased
corporation income taxes sharply.

Data presented by Secretary Connally in his appearance before this Committee
on October 7 indicates that by the end of calendar year 1973 the 1969 Act will
have reduced individual income taxes in the net amount of $22.7 billion and will
have increased corporation income taxes $15.1 billion. The effect of the 1969 Act
m 1973 alone is a cut of $10.2 billion in individual tax liabilities and an increase
of $4.2 billion in corporate tax liabilities. If a comparison were made of the im-
pact of the 1969 Act on investment with its impact on consumption, the disparity
of treatment would be even greater than the disparity between treatment of
individuals and corporations. Thig greater disparity would be largely accounted
for by the adverse effect on individual as well as corporate investments of repeal
of the investment credit and changes in treatment of capital gains and real
estate depreciation.

As the Treasury data submitted by Secretary Connally indicates, the provi-
sions of H.R. 10947 would partially redress the gross imbalance caused by the
1969 Act in the relative tax burdens of individuals and corporations. Combining
the revenue effects of the bill and! the 1969 Act produces a net tax reduction of
$36.4 billion for individuals and a net increase of $3.2 billion for corporations
through 1973. The effect in calendar year 1973 is a reduction of $14.6 billion
for individuals and a cut of §1.4 billion for corporations.

We believe that the tax bias against investment in the 1969 Act urgently needs
to be redressed, both for the near-term and the long-term good of the economy.
Toward this end we urge prompt restoration of the investment credit as a major
step Additionally, for the long-term good of the economy, we urge the Congress in
conjunction with the Treasury to undertake a comprehensive study of the whole
area of depreciation, including the possibility of replacing the present concept
of depreciation with a capital cost recovery allowance system. In the meantime,
the ADR depreciation system as now in effect should not be changed materially.

THE JOB DEVELOPMENT INVESTMENT CREDIT

We were pleased by the action of the House in approving the President’s recom-
mendation for reenactment of an investment tax credit We strongly opposed its
repeal in 1969 and we urge its restoration at this time for the same reasons that
it was enacted in 1962,

The purposes of the investment credit were concisely stated by former Secre-
tary of the Treasury Henry H. Fowler in April 1969 when its repeal was proposed
by President Nixon. Mr. Fowiler said that the investment credit “was designed,
adopted and ‘has proven effective as a permanent structural feature of our tax
system—

“for increasing national productivity ;

“for promoting competitive efficiency in our productive machinery on the
scale practiced by the countries competing in our markets at home
and abroad ;

“for enabling business to offset rising costs that lead to cost-push inflation ;
and
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“for encouraging the development of new products, processes, services, and
rewarding job opportunities.”
When the investment credit was enacted in 1962, it was expected to provide
a stable and continuing incentive for expansion and, particularly, modernization
of productive capacity as the means for enhancing econvmic prosperity and sup-
porting the growing commitments of government, The credit proved to be a vital
stimulant to the installation of modern tools, machinery and equipment. The
result was increased production of goods, a better balance between supply and
demand, and lower production costs than would have been possible with old
and obsolescent tools, machinery and equipment. The effect was less inflationary
pressures than would otherwise have been encountered. We have no doubt that an
adequate new investment credit would produce the same desirable results.

BUGGESTIONS WITH RESPECT TO INVESTMENT CREDIT PROVISIONS IN H.R. 10947

It should be made abundantly clear that the investment credit is intended
to be a permanent part of the tax structure so that taxpayers can rely on it in
making their investment plans.

Rate of the credit

We stated before the House Ways and Means Committee a month ago that
a first year rate of 109 for the credit would be desirable but that a permanent
rate of less than 7% would hardly be adequate to meet the objectives of the
credit. We have noted that the Administration now takes the saie position,
with Secretary Connally supporting the permanent rate of 7% in the House
bill but urging a first year rate of 10%. We fully support the Administration
in this position.

Carryover credits

The provision of H.R. 10947 which removes the special 209 limitatioun on use
of carryover credits that was imposed with repeal of the investment credit
in 1969 is highly desirable, as is the provision requiring the use of pre-1971
credits ahead of current year credits in regard to the maximum allowable
credits in the tax year. Without these provisions large amounts of these credits
would be lost to taxpayers with low earnings in recent years or, on the other
hand, the need to use the carry-over credits as soon as possible to avoid losing
them could significantly reduce the economic stimulus of the restored credit.

Minitmum tawx

Under present law (Sec. 56 of the Code), for purposes of computing the 10%
minimum tax, the regular income tax liability—after reduction by the amount
of the investment credit as well as in certain other credits—offsets the items of
tax preference. In order for the investment credit to fully serve its incentive
purpose, the regular tax liability should not be reduced by the amount of the
investment credit for the purpose of determining the minimum tax.

Also under present law the investment credit cannot be applied against the
minimum tax which was adopted in the same (1969) Act that repealed the
prior credit. The restored credit would provide little if any prompt investment
incentive to the taxpayer with a minimum tax liability but a small, if any,
regular income tax liability. Therefore, in order to preserve the full incentive
value of the restored credit, it should be available to reduce the minimum tax
a8 well as the regular income tax liability.

Pollution control facilities

In enacting five-year amortizacion for certified pollution control facilities, the
Congress in the 1969 Act denied the invesiment credit for such facilities (Sec.
169 (h) of the Code). The House provided in H.R. 10947 for an election of
either flve-year amortization or the investment credit with respect to these
facilities. We suggest that both the credit and rapid amortization should be
available for certified pollution control facilities which add to costs but do
not produce earnings.

Class life depreciation

Wae strongly support the action of the House in providing for a system of class
1ife depreciation which combines the present ADR system and 'the guideline
lives. The House did eliminate one major feature of the ADR system, namely, the
three-quarter year convention which would permit nine-months depreciation
for all property placed into service during the year. This action will tend to
reduce the stimulative effect of the President s proposals and it should be
reversed.
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PRESIDENT’S DISC PROPOSAL SHOULD BE APPROVED

In dealing with the President’s proposal to authorize deferment of income
taxes on export sales made by qualified Domestic International Sales Corpor-
ations, the House in H.R. 10947 retained the concept but largely removed its
incentive value. We believe the need for the DISC legislation, as passed by the
House last year and recommended by the President on August 15 with one
modification, is even more urgent now than it was a year ago.

Over the past decade we have frequently expressed our concern about the
recurring large deficits in the U.S. balance of payments. And had it not been
for our foreign trade surpluses, the international payments deficits would have
been much larger. But, unfortunately, our trade surpluses have shrunk from
an annual average of $5 billion in the 1960-67 period to a deficit in 1971, the
first in this century.

We believe that revision of the U.S. tax rules relating to foreign source income
is not only a desirable but also an essential action for long-sterm improvement
of our foreign trade balance. Accordingly, we supported the Administration's
DISC proposal last year and we continue to support it. We would prefer a more
direct income tax incentive than the DISC approach but we recognize the ob-
stacles posed under compliance with the GATT rules. On the other hand, the
DISC proposal should provide a significant incentive for expansion of export
sales of many companies and to arrest declines in export sales of others. Effec-
tive deferral of tax on the portion of export sales income allocated to a DISC
would help export sales in three ways.

First, it would, in many instances, make possible price adjustments to meet
foreign competition in overseas markets. Second, we are confident that it would
bring actively into the export field many firms which are not now seeking foreign
markets for their products. Third, it would encourage American firms to produce
in this country for export markets instend of manufacturing abroad to get the
benefits of lower costs. We suggest that, in limiting tax deferral of a DISC only
to income from export sales in excess of 749 of average base period (1968-70)
sales, the House bill would make the DISC concept far effective than is intended
in the President’s proposal. Accordingly, we urge amendment of the bill to re-
move this limitation.

REPEAL OF EXCISE TAX ON AUTOMOBILES ENDORSED

We heartily support repeal of the automotive excise taxes as provided in the
House bill. Such action would produce broad economnic benefits—directly to
consumers and indirectly for a wide range of business and industry.

First, it would have a favorable effect on the cost-of-living index. The auto-
mobile manufacturers have promised that the tax saving from the excise tax
repeal will be passed on to their customers. Lower prices for new cars will, in
turn, tend to cause lower prices for used cars. The effect on the cost of living
would be significant.

Second, reductions in new vehicle prices resulting from repeal of the excise tax
would mean added sales. Higher sales will generate more jobs, not only in the
motor vehicle industry but also in such major suppliers of the industry as steel,
glass ; and copper, and in related industries.

Third, repeal of the excise tax will accelerate the removal from service of
older cars which lack modern safety and emission control equipment. By modern-
izing the automotive fleet, progress toward achieving the country’s environ-
mental quality and safety goals will be accelerated.

INDIVIDUAL INCOME TAX REDUCTIONS SUPPORTED

We support provisions in the House bill advancing the effective dates of
presently scheduled increases in personal exemptions and the standard deduc-
tions. This action together with repeal of the automotive excise taxes would add
substantially to consumer purchasing power and thus stimulate increased eco-

nomic activity.
EXPENDITURE LIMITATION IS8 NEEDED

Estimates of the effects of the President’s economie program on the 1972 budget
indicate that expenditure reductions will exceed revenue reductions by $1.1
billion, with the prospective deficit being reduced by that amount. The data sub-
mitted by the Administration indicate that revenue reductions of $5.8 billion
will be partially offset by a revenue increase of $2.0 billion from the 109
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import surcharge for a net revenue loss of $3.8 billion. Proposed expenditure re-
ductions total $4.9 billion.

We strongly support a spending reduction of this magnitude as the very mini-
mum. In addition, we urge rejection of the general revenue sharing program in-
stead of merely deferring it for three months as proposed by the President on
August 15. This would reduce 1972 expenditures an additional $2.6 billion beyond
the $4.9 billion total in the President’s program and raise the total reduction in
1972 to $7.5 billion. This spending reduction would exceed the $3.8 billion net loss
in receipts from the various revenue measures by $3.7 billion and thus would re-
duce the prospective deficit by that amount.

The Administration now estimates that the 1972 unified budget deficit will be
about $28 billion as compared to the original budget estimate of $11.6 billion.
Moreover, even the so-called full-employment budget is mow estimated to be in
a deficit position of $8 billion instead of in balance as projected in the 1972 budget
document.

In view of the prospective Ludget deficit of $28 billion in 1972 following a $23
billion deficit in 1971 and a full-employment budget deficit of $8 billion in 1972,
we believe that an effective expenditure limitation is imperative. We suggest,
therefore, that the tax reduction legislation include an expenditure limitation
which will assure a spending reduction of at least $7.5 billion. This would include
the $4.9 billion proposed by the President plus an additional $2.6 billion from
rejection or tabling, instead of deferring, the general revenue sharing program.

We further suggest that the expenditure limitation be similar to the limitation
included in the Revenue and Expenditure Control Act of 1968. Such a limitation
would be far more effective in controlling outlays than would the highly flexible
limitations enacted in subsequent years.

We should note here that our recommendations on budget reduction and the
expenditure limitation represent the views of the Council’s Federal Finance
Committee. They have not been considered by and, consequently, cannot be
ascribed to the State Chambers listed as endorsing this statement. We are con-
fident, however, that most if not all of them subscribe to these views on expendi-
ture control.

This completes our statement, Mr. Chairman. We appreciate very much having
had this opportunity to present our suggestions for dealing with the program
presented to you by the Administration and by the House of Representatives.

(Following is a list of State Chamber endorsements.)

Of the council’'s 31 member State chambers of commerce, the following 28
organizations have to date endorsed the positions taken in this statement with
respect to the President’s tax proposals and H.R. 10947. As the footnote below
the list indicates, some of the State chambers did not have a position on one or
more of the proposals.

Alabama Chamber of Commerce

Arlansas State Chamber of Commerce
Colorado Association of Commerce and Industry
Connecticut Business and Industry Association
Delaware State Chamber of Commerce, Inc.
Georgia Chamber of Commerce

Idaho State Chamber of Commerce

Indiana State Chamber of Commerce

Kansas State Chamber of Commerce

Kentucky Chamber of Commerce

Maine State Chamber of Commerce

Michigan State Chamber of Commerce
Minnesota State Chamber of Commerce and Industry
Missigsippi State Chamber of Commerce
Montana State Chamber of Commerce

New Jersey State Chamber of Commerce
Empire State Chamber of Commerce (N.Y.)
Ohio Chamber of Commerce

Oklahoma State Chamber of Commerce
Pennsylvania Chamber of Commerce

South Carolina State Chamber of Commerce
Greater South Dakota Association

East Texas Chamber of Commerce

South Texas Chamber of Commerce

Lower Rio Grande Valley Chamber of Commerce (Tex.)
Virginia State Chamber of Commerce
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West Virginia Chamber of Commerce
Wisconsin State Chamber of Commerce

Note: The following State chambers of commerce did not have a position as
of October 12 on the proposal indicated :
Arkansas—IExcise tax repeal and personal income tax proposals.
Idaho—DISC.
Mississippi and South Carolina—DIS(, excise tax repeal, and personal
income tax proposals.
Pennsylvania—DISC and personal income tax proposals.
The Caamman. Mr. Gerald Ostrowski, director of services for the

National Constructors Association.

STATEMENT OF GERALD §. OSTROWSKI, DIRECTOR OF SERVICES,
NATIONAL CONSTRUCTORS ASSOCIATION, ACCOMPANIED BY
CHARLES E. GOLSON OF INTERNATIONAL ENGINEERING & CON-
STRUCTION INDUSTRIES COUNCIL

Mr. Ostrowski. My name is Gerald S. Ostrowski, director of serv-
ices for the National Constructors Association. Helping me is Charles
E. Golson. He is a director of government relations for Arthur G.
McKee, Co. He is appearing today in his representative capacity as
spokesman for the International Engineering & Construction Indus-
tries Council.

In the interest of conserving time of this committee, we have sub-
mitted the statements yesterday and we would ask that they be sub-
mitted in the record.

The Cuamrman. They will be.

Mr. Osrrowski. And we will gladly answer any questions that the
committee might have.

The CuairMan. Thank you very much, sir.

You might just briefly summarize what your position is.

Mr. Ostrowskri. Our position on the job development investment
credit essentially is that the facts as they existed in 1969, when the
investment credit was repealed, that is the economic facts, have
changed. Today the economy is in a position where the unemploy-
ment is high, industry is facing increasing deterioration of its posi-
tion in competition abroad with respect to foreign markets as well
as domestic markets; therefore, from our point of view the enactment
of the investment credit can do nothing but help in every respect. It
would help industry, labor, consumers, as welf as the investors. It
would create an investment climate favorable to the attraction and
retention of capital in the United States.

The CaamrMan. Thank you very much.

Mr. Gorson. In relation to title V, the DISC proposal, we would
like to summarize also on behalf not only of the National Constructors
but this is the whole engineering construction industries.

DISC when proposed to you last year and when proposed to you,
the Congress, by the administration this year was an attempt to obtain
“fair treatment” for American export of goods and services. It would
be very much similar to & measure which was passed by the Congress
in its wisdom 21 years ago, Western Hemisphere Trading Corp. It
would allow American exporters to face the competition created by
the use of value added taxes or other taxes which in effect subsidize
our competitors. As it has now reached you from the House this
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measure is just about nullified. It will result, I would say, probably,
unfavorably for our industry and we ask you, and we recommend, and
we urge that you restore it to its original intent of creating fair treat-
ment for services industry which 1s quite sizable not or?ly in itself
but in the sales of goods which it entails.

Thank you, Mr. Chairman.

The CrarMAN. Thank you very much.

Senator MirLer. Mr. Chairman.

Why don’t you advocate expanding Western Hemisphere Trading
001:}). provisions? ‘

Ir. GoLsoN. Apparently we have a treaty obligation undes GA'TT
which forbids the reduction of any or remittance of any tax on income
or profits. However, GATT allows a remittance of tax on a product,
value added tax on a product. Value added tax is applied to a prod-
uct, such as services considered a product, and can be remitted when
exported by value added tax countries. The DISC proposal does not
propose and does not violate the GATT agreement to remit the taxes
on profits derived from export of services but only to defer them while
theg are used for exports.

Senator M1LLEr., Well, that is the reason why I haven’t been opposed
but I haven’t been particularly enthusiastic about this DISC pro-
posal because it is a tax deferral. If it was a tax cut I could under-
stand your position that it gives us a better competitive position. But
if it is just a tax deferral, about the only advantage I can see is the
savings on the interest on the money that would otherwise go for
taxes, and that is not very much when you are dealing with value
added tax competitors. That is why it seems to me that the Western
Hemisphere Trading Corp. approach would be far more meaningful
and I must say that I would like to get a good sound opinion on just
what GATT means in some of these areas, they are very fuzzy, and
I would think that you might advocate trying to get the Western
Hemisphere Trading Corp. approach expanded as a preference.

Mr. Gorson. Senator, we dr;g request this when DISC was intro-
duced last year. We did request it again when it was introduced before
the Ways and Means Committee, or we mentioned it, but apparently
we would run counter to treaty obligations that this country has.

If GATT is renegotiated, as apparently it may be, then we would
very much prefer a Western Hemisphere Trading Corp. arrange-
ment applied to exports.

Senator MirLer. Thank you.

The Cuamrman. Thank you very much, gentlemen.

(Mr. Ostrowski’s prevared statement and attachments follow :)

PREPARED STATEMENT OF GERALD 8. OSTROWSKI, NATIONAL CONSTRUCTORS
ABSOCIATION

The National Constructors Association appreciates this opportunity to present
its views in support of the proposed Job Development Investment Credit (Title
I) and Domestic International Sales Corporations (Title V) of bill H.R. 10047.

The Association, known as NCA, is composed of 35 internationally known firms
of engineers and constructors that design and erect large-scale industrial com-
plexes within the United States and throughout the world, including oil refineries,
chemical plants, steel mills and power generating plants. Attached to this state-
ment is an informational folder describing the Association and listing its mem-
bers, officers and major committees.
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JOB DEVELOPMENT INVESTMENT CREDIT

The repeal of the investment credit in 1969 was based upon the premise that
“sustained full employmeni has eliminated the need for this type of encourage-
ment to investment.”” And, “in the period since the enactment of the credit, the
economy has been brought to full employment, the level of business investment
has been raised, productive capacity has been expanded, and efficiency of pro-
duction has reached very high levels. Continuously expanding markets and high
profit levels should provide sufficient investment incentive in the future even
without investment credit.” Page 11 of Report No. 91-321, Committee on Ways
and Means. . .

The factual bases of the foregoing conclusions do not prevail today. Instead,
the American economy faces problems of a continually declining balance of trade,
lagging productivity, low profits and increased unemployment.

The proposed credit is not a panacea. It is equally true, in our judgment, that
enactment of this incentive to investment would at least substantially resolve
these correlated problems.

The encouragement to develop and utilize the latest technology would re-
sult in a more competitive American industry at home and abroad, in the light
of increased foreign competition and competitors.

H.R. 10947 would create a healthier investment environment conductive to
the attraction and retention of domestic and foreign capital. This factor should
not be minimized in view of the existing fierce international competition for fi-
nancing.

Unemployment would be alleviated, immediately and in the years ahead, by
the creation of many jobs in the design, production, installation and operation of
modern equipment, leading to better products, greater productivity and an in-
creased standard of living throughout the world.

In summary, enactment of the Job Development Investment Credit would bene-
fit industry, labor, consumers and investors.

DOMESTIC INTERNATIONAL SALES CORPORATIONS

The National Constructors Association is a member of the International
Engineering and Construction Industries Council.

We endorse and submit herewith the statement of the Council, which generally
sllllpp(zrts the DISC proposal and respectfully recommends certain amendments
thereto.
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Members

The Austin Company

3650 Mayfield oad Cleveland, Ohio 44121 216-382-6600
The Badger Company, inc.

One Broadway, Cambridge, Massachusetts 02142 617-492-7400
Bechtel Corporation
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Blaw-Knox Chemical Plants, Inc., Subsidiary of Blaw-Knox Co.
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C F Braun & Co
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Burns and Roe Construction Corporation
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Kaiser Engineers
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The M. W. Kellogg Company, Division of Puliman Incorporated
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Arthur G. McKee & Company

6200 Oak Tree Blvd., Independence, Ohio 44131  216-524-9300
The Ralph M. Parsons Company

617 W. Seventh St., Los Angeles, California 90017 213.629-2484
J. F. Pritchard & compmy

4625 Roanoke Parkway, Kansas City, Missouri 64112 816-531-9500
Procon Incorporated

1111 Mount Prospect Rd., Des Plaines, llinois 60016 312-391-3700
The Rust Engineering Company

930 Fort Duquesne Boulevard, Pittshurgh, Pa. 1F _¢2 4.2-391-6400
Sanderson & Porter, Inc

25 Broadway, New York New York 10004 212-344.5550
Stearns-Roger Corporation

700 S. Ash St. (P.0. Box 5888), Denver, Colo. 80217 303-758-1122
Stone & Webster Engmeering Corporatian
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United Engineers & Constructors lac.

1401 Arch Street, Philadelphi», Peansylvania 19105 215-564-1800
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E. F. Jones, Combustion Engineering, Inc.

Hugh McCullough, Day & Zimmermann, Inc.

Frank ). Tobin, Ford, Bacon & Davis Texas

D. ). Gagnon, Hydrocarbon Research, inc.

Eugene Roderick, Northeast Constructors

William S, Jordre, Oberte-Jordre Company, Inc.



e e i g

Ways & Means Committee

Chairman
J, 1. 0'Donnell, Bechtel Corporation

Accident Prevention Committee

Chairman
C. R. Mattson, The Badger Company, Inc.

Co-Chairman
J. A. Barton, Ir., Bechtel Corporation

Employee Relations Committee

Chairman
Bruce Cantwell, The Badger Company, Inc.

Co-Chairman
). E. Reiter, Dravo Corporation

Insurance Committee

Chairman
Warren Johnson, Ebasco Services incorporated

Co-Chairman
William Schmitt, United Engineers & Constructors Inc.

International Affairs Committee

Chairman
). M. Lane, Stearns-Roger Corporation

Policy Committee

Chairman :
John E. Kenney, Foster Wheeler Corporation

Regional Labor Relations
Committee Chairmen

East Coast
E. F. Jones, Combustion Engineering, Inc.

Great Lakes
B. T. Cherry, The H. K. Ferguson Company

Gulf Coast
Harry Hine, The Ralph M. Parsons Company

Mid-Continent
W. R. McCahan, ). F. Pritchard & Company

West Coast
T. ). Richardson, fluor Corporation

Government Affairs Committee

Chairman
Jesse K. Taylor, Kaiser Engineers

Vice Chairman
William H. Thomas, Procon Incorporated

470

Serving Industrial Growth

Since its founding in 1947, the National Constructors
Association has performed group activities designed to im-
grove the services offered by its member companies at
ome and abroad.

The Association is composed of 35 internationally known
engineering and construction contractors engaged primarily
in designing and building chemical plants, steel mills, power
generating facilities and oil refineries. It conducts concerted
programs to improve and stabilize field labor relations.
Acting through national and regional labor committees, it has
made significant contributions in this field which have been
recognized by industry, government and Jabor organizations.

Early this year the Association executed two historic
national agreements with the Building and Construction
Trades Department (AFL-CI0) designed to improve field labor
productivity and eliminate strikes and picketing over juris-
dictional disputes. In one agreement the General Presidents
of the National and International Building Trades unions
subscribed to a set of 11 standard work rules aimed at doing
away with feathcrbedding, standby crews, local restrictions
against use of tools and other costly work practices. The
agreement on work jurisdiction sets up for the first time a
system of heavy financial penalties against unions that fail
to take vigorous action to hait work stoppages and picketing
in jurisdictional disputes. Similar penalties are provided for
employers making unreasonable work assignments. Both
agreements provide that other contractors and contractor
associations can become parties by a simple procedure of
formal assent.

NCA has also sought to improve the industry in other
ways. It has been a leader in efforts to halt the inflationary
spiral of construction wage rates. Through membership on
the President’s Construction Industry Collective Bargaining
Commission and the Construction Industry Stabilization Com-
mittee it supported moves leading to establishment of wage
and price controls for the industry. It has also pushed for
legislative or other reform of the bargaining process through
area rather than local negotiations under multi-employer
multi-craft arrangements.

Creation of safe working conditions on industrial con-
struction projects is a special concern of NCA, Its Accident
Prevention Committee annually carries out a number of pro-
%rams to enhance the safety of workmen and the public. The

ommittee's work has been credited with achieving signifi-
cantly lower accident frequency and severity rates in the
operations of member companies.

Work of other NCA groups has proved beneficial to
Association members, the industry and the public. The Labor
Relations Committee includes representatives of all member
companies. Other standing committees are Accident Preven-
tion Committee, International Affairs, Employee Relations,
Insurance and Government Affairs. NCA publications include
a monthly Newsletter, a Safety Supplement and an Interna-
tional Directory of Engineering and Construction Services.

General direction of the Association is in the hands of a
seven-member Executive Committee. The Ways & Means
Committee, composed of former presidents, is responsible
amonﬁ other things for development of long-range policy.

CA is an active participant in the International Engi-
neering and Construction Industries Council, and the Council
of Construction Employers, and it cooperates with other

roups to improve the work of planning and building for the
uture.
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INTERNATIONAL JINGINEERING AND CONSTRUCTION INDUSTRIES COUNCIL

The International Engineering and Construction Industries Council welcomes
this opportunity to present its comments on the subject of proposed legisla-
tion creating Domestic International Sales Corporations.

The Council is composed of the Associated General Contractors of America,
the Consulting Engineers Council of the U.S. and the National Constructors
Association. The first comprises almost 9,000 general contractors, the second
includes approximately 8,000 consulting engineers, and the N.C.A. is composed
of 34 firms of engineers and constructors. These three associations represent
the engineering and construction industry in the U.S.A. and abroad, with a total
annual volume of contracts approaching seventy billion dollars, 109 of which
are performeed abroad. Of this amount, more than 609 are actual exports of
goods, equipment and materials derived from U.S. engineering and construction
services.

We wish to express our gratification of the House Ways and Means Commit-
tee report to the House of Representatives as to their intent in the formulation
of Section 993(a) (1) (g) with respect to consideration of engineering and arch-
itectural services for construction projects located outside the United States.
We hope that your concurrence will serve as guidelines for corresponding reg-
ulations to implement this intent.

We regret that income from royalties, license fees, or technical assistance fees
derived from the use of proprietary patents or know-how connected with proj-
ects outside the United States has not been considered as qualified export re-
ceipts within the purview of the proposed DISC. In many cases such proprie-
tary patents or know-how are a decisive factor in the choice of an United States
engineer/architect or contractor by a foreign client.

The recent changes in the pending legislation have substantially reduced any
possible benefit that this legislation might have for our industry. Similarity be-
tween this Bill and the one submitted to this Committee in 1970 appears to be
limited to the name of the proposed Domestic International Sales Corporation.
The House Ways and Means Committee report mentions the conditions which
present legislation and regulations impose on U.S. corporations engaged in
export trade and recognizes that discriminatory effects of U.S. taxes on foreign
earnings has been one of the main handicaps which have had to be faced by
exporters.

As early as 1950 the creation of Western Hemisphere Trading Corporations
was an early recognition by the Congress that U.S. companies required an al-
leviation of these tax measures.

When the DISC was proposed by the Treasury in 1970, the fact that taxes
on certain foreign earnings were to be deferred, not remitted, was understood
to be necessary because of GA'T'T provisions, Since our tax structure is a direct
tax on income, or profits, while that of our main competitors is an indirect tax
applicable to the sales of a product or service, the foreign tax could be remitted,
while ours could not. However, the DISC proposal under consideration is no
longer effective in restoring a measure of competition to our exports, and is so
surrounded by so many limitations as to restrict its effectiveness as an incen-
tive to maintaining, let alone expanding exports of goods and services.

We submit that the present Balance of Trade, and its consequent effect on
the Balance of Payments require a return to the original concept of placing our
exporters in a more competitive situation when facing foreign entities. We sub-
mit that even if this were to be considered by some as a form of subsidy, that
the President of the United States in a recent statement recognized that such
might be required.

Reduction in tax receipts, which have been purposely exaggerated, will be
temporary and will be compensated by increased production and exports and by
taxes derived from the income of employees profitably employed. This is a case
where the economy of the country will profit greatly, as has been borne out in
other countries where similar measures to promote exports have been adopted.

It appears to this Council that {t is not only necessary at this time to promote
the expansion of foreign exports over those of the base period years of 1968,
1969, and 1970, but a question of providing a life-line to exporters drowning in
a sea of well-intentioned but discriminatory taxation. We therefore urge the
committee to provide the necessary legislation to give “fair treatment” to one
of America’s largest service industries and the greatest potential factor to an
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improved Balance of Payments and return to the intent presented to the Senate
last year.

Wi appreciate the privilege of presenting these views to the Senate Committee
on Finance and hope that it will take the required action.

The CrramrmaN. The next witness is Louis M. Stern, vice president
of government affairs for the Machinery Dealers National Associa-
tion. Is Mr. Stern here? - o .

We will print your entire statement and we invite you to summarize
it.

STATEMENT OF LOUIS M. STERN, VICE PRESIDENT OF THE MA-
CHINERY DEALERS NATIONAL ASSOCIATION, ACCOMPANIED BY
RICHARD L. STUDLEY, EXECUTIVE DIRECTOR OF MDNA

Mr. SterN. Mr. Chairman and members of the conmittee. My name
is Louis M. Stern and I appear here today as a member of the small
business community and as the first vice president of the Machinery
Dealers National Association (MDNA). I am accompanied by Rich-
ard L. Studley, executive director of MDNA in Washington. On
behalf of MDNA I wish to express our appreciation to the committee
for extending us the opportunity to express our views on the Presi-
dent’s economic policy, particularly the job development credit. I re-

uest that our prepared statement be entered in the record. MDNA is
the spokesman for the used metalworking machinery industry. The
300 members of our association supply small and medium-sized metal-
working businesses with modern used machinery and equipment. We
are speaking on behalf of our Nation’s 105,000 metalworking firms.
More specifically, we are speaking on behalf of 90,000 of those firms
who employ fewer than 100 persons. Yet they operate 43 percent of the
2.8 million machine tools in use in this industry which employs 10 mil-
lion persons.

We agree with the House of Representatives action in approving an
investment credit which we see as an essential step toward improving
productivity. We endorse the House action in making used property
eligible for the credit.

We vehemently disagree, however, with the action of the House
which will reduce the amount of used property eligible for the credit.
In the House measure, purchases of new property will offset pur-
chases of used property, thereby reducing the amount of qualified used
property dollar for dollar from a maximum of $65,000. This statement
will outline reasons for eliminating the “offset” provision contained in
H.R. 10947 as being discriminatory and contraproductive for it works
to the detriment of small and medium-sized business firms. Used prop-
erty was included to help these firms modernize. but the offset will
negate much of this benefit.

The House recognized that used property plays a vital part in the
modernization of smaller business firms. The administration accepted
this position by the House and altered its original policy of total ex-
clusion by recommending alternatives for including limited quantities
of used property. The resultant action taken by the House in establish-
ing this offset indicates its concern that competition exists between
used and new machinery. This is not the case in most instances in the
metalworking field, our field of expertise. Used and new machinery
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compete in separate markets based on price, function, size, and degree
of sophistication.

To illustrate, most numerically controlled new machine tools cost in
excess of $50,000 while some cost upward of $1 million. Few small
and medium-sized metalworking firms are in the market for new ma-
chine tools requiring such a heavy investment. The purchaser must
justify all capital equipment purchases in terms of the stability of his
order backlog and his ability to obtain capital for such investment.
Most small business firms are limited in both of these characteristics

‘and must purchase used machine tools to increase productivity. Con-

gress recognized this fact when the investment credit was enacted in
1962. At that time, $50,000 of used property was made available for the
credit and with no offset involved.

We do not wish to convey the idea that smaller businesses purchase
only used equipment, because this is not the case. There are items of
machinery and equipment which are not available on the used market
and must be purchased new. Treasury statistics bear this out. However,
we have many testimonial letters from such manufacturers stating
that the only way they can increase their basic productivity is with
used machinery.

There are two types of equipment which firms must purchase new.
Federal regulations under the Occupational Health and Safety Act
of 1970 will require expenditure of capital funds to modify existing
facilities just to remain in business. For example, the necessary but
highly restrictive regulations will necessitate the replacement of every
electric motor in existing machine tools and related industrial equip-
ment today. Of the first 82 metal stamping plants inspected in Michi-
gan, all were found to be in violation of the mandatory safety stand-
ards. Thus, plants must make the necessary modifications to their
equipment, regardless of the expense, and these expenditures qualify
as new property purchases which would be subject to the offset.

The second type of equipment normally purchased new includes
furnaces and ovens, testing and inspection equipment, paint spray
units, couseyor and material handling systems, cranes, plating and
degreasing systems, air compressors, clectrical switch gear, and envi-
ronmental control equipment.

Much of the previously mentioned property is not productive and
in some instances will be contraproductive. Each of these necessary,
though nonproductive, new purchases will reduce the amount of credit
remaining available for essential used machinery purchases which are
the key to increase productivity.

In 1962 the investment credit allowed to used section 38 property
was limited to $50,000 annually. The inequity was recognized by the
House Select Committee on Small Business in 1964 when it reported
that this limitation excluded many businessmen from the operation
of the tax credit and recommended changes be considered so as to per-
mit the investment credit to be used to a greater extent by small busi-
ness.

Since small business is vital to the free enterprise system, its needs
must be recognized and interests protected. The high capitalization
requirement of metalworking and other manufacturing firms can per-
mit them to qualify as small- and medium-sized businesses based on

68-333 0—71—pt. 2——6
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employment, and share of the market, even though their assets ma
approach $5 million. These firms are part of the thousands of small
business enterprises battling head to head for a small share of the
market in fields dominated by a handful of giant corporations. When
one thinks of the computer industry, 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 same small asset bracket, fighting to remain competitive with
three dominant corporations and there are 111 small businesses com-
peting against five giants in the farm implement industry. These are
only a few of the many cases of domination within our competitive
system.

yModernization of a plant or development of a production line re-
quires multiple purchase of machinery. Without a liberal investment
credit for multiple used machine tool purchases, H.R. 10947 would
take a long step in the direction of creating a corporate caste system
and would strike a crippling blow at the small- and medium-sized
manufacturer who wishes to grow and compete in a free and open
market.

Finally, the recent emergence of more sophisticated machinery on
the used market makes the $65,000 limit, even without an offset, totally
unrealistic. A recent survey of our membership indicated that a sub-
stantial number of used machine tools in current inventory are valued
in excess of $50,000 each.

We recognize that the House action was not an attempt to penalize
smaller businesses, but rather a sincere desire to help them. However,
the result is a serious penalty which provides a lesser degree of credit
than these firms had in 1962. To rectify the error in H.R. 10947 will re-
quire at the very least a return to the investment credit f:» used prop-
erty in 1962 : $50,000 and no offset. To truly help small business will
require at least $100,000 with no offset to cover used property purchases
in a manner more adequate to meet small business modernization and
expansion needs.

The Treasury Department has submitted a projected revenue impact
in excess of $300 million by extending a $50,000 credit to used property.
We are unable to comprehend Treasury’s revenue estimates for the total
revenue impact in 1965 was $51.6 million. We find it incredible for
Treasury to project a sixfold increase in eligible used property pur-
chases in 1972.

In summary, the MDNA strongly supports enactment of the 7-
percent job development credit as a permanent addition to the tax law.
We urge this committee to review the projected revenue loss caused by
extending the credit to used property. In 1965 used property eligible
for the credit accounted for only 2.6 percent of all eligible property.
We urge you to help small business modernize and expand their pro-
ductive capability by raising the limit to $100,000 with no oftset.

Mr. Chairman, MDNA is fully prepared to assist the staff of this
committee or the Treasury Department in any way to resolve this
serious problem. Thank you.

The Crairman. Thank you very much, Mr. Stern, for your state-
ment.

Mr. Stern. Thank you, sir.

(Mr. Stern’s prepared statement follows:)
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PREPARED STATEMENT OF Louis M. STERN, VICE PRESIDENT, MAOHINERY DEALERS
NATIONAL ASSOCIATION

INTRODUCTION

This statement is submitted to the Senate Finance Committee by the Machin-
ery Dealers National Association in connection with H.R. 10647, the Revenue
Act of 1971,

The Machinery Dealers National Association (MDNA) represents the indus-
try which supplies small and medium sized metalworking firms with modern
used machinery and equipment. MDNA is composed of 300 members and is the
spokesman for the used metalworking machinery industry. We are speaking on
‘behalf of our nation’s 105,000 metalworking firms. More specifically, we are
speaking on behalf of 90,000 of those firms which employ fewer than 100 persons.
Yet they operate 439, of the 2.8 million machine tools in use in this industry
which employs 10 million people.*

In summary, we strongly support efforts to stabilize wages and prices, in-
crease employment, stimulate additional production and improve productivity.
Further, we agree with the House of Representatives’ action in approving an
investment credit which we see as an essential step toward improving produc-
tivity. We endorse the House’s action in making used property eligible for the
credit. We vehemently disagree, however, with the action of the House which
will reduce the amount of used property eligible for the credit. In the House
measure purchases of new property will offset purchases of used property there-
by reducing the amount of qualified used property from a maximum $65,000.
This statement will outline reasons for eliminating the “offset” provision now
contained in H.R. 10947 as being discriminatory and counter productive because
it works to the detriment of small and medium sized business firms. Used prop-
erty wag included to help these firms modernize, but the offset will negate much
of this benefit.

BASIS FOR HOUSE ACTION INCLUDING OFFSET

The House recognized that used property plays a vital part in the Moderniza-
tion of smaller business firins. The Administration accepted this position by the
House and altered its original policy of total exclusion by recommending several
alternatives for including limited quantities of used property. However, the re-
sultant action taken by the House in establishing this offset indicates its con-
cern that competition exists between used and new machinery. Such is not the
case in most instances in the metalworking field, our field of expertise. Used
and new machinery compete in separate markets based on price, function, size,
and degree of sophistication.

To illustrate, most numerically controlled new machine tools cost in excess
of $50,000 while some cost upwards of $1 million. Few small and medium sized
metalworking firms are in the market for new machine tools requiring such a
heavy investment, The additional productivity to be gained would so exceed
their normal requirement that it cannot be economically justified. The purchaser
must justify all capital equipment purchases in terms of the stability of his
order backlog and his ability to obtain capital for such investment. Most small
business firms are limited in both of these characteristics and must purchase
used machine tools and other equipment to increase productivity. Congress recog-
nized this fact when the investment credit was enacted in 1962; at that time,
$50,000 of used propertly was made eligible for the credit and with no offset
involved.

THE OFFSET I8 DETRIMENTAL AND SHOULD BE REMOVED

There are items of machinery and equipment which are not available on the
used market and must be purchased new. We do not wish to convey the idea that
smaller businesses purchase only used equipment because this is zuct the case.
However, we have many testimonial letters from such manufacturers stating
that the only way they can increase their basic productivity is with used ma-
chinery. Treasury’s own statistics for 1965, the last full year of the investment
credit for which statistics are available, bears this oni. For example, firms with
assets less than $5 million claimed 889, of the creut taken on nsed property in
1965.° Those same firms claimed 19.49% of the ne s property purchases eligible for

1 American Machinist, McGraw-Hill Publishirg Co., Tenth Inventory of Metalworking
Eq’u sj@ment—— 068.
atistics of Income—1965, Corporation J.ucome Tax Returns,
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the credit. These statistics also demonstrate that smaller firms purchased both
new and used property in order to modernize,

There are two types of equipment which firms must purchase new. Federal
Regulations under the Occupational Health and Safety Act of 1970 will require
the expenditure of capital funds to modify existing facilities just to remain in
business. These necessary but highly restrictive regulations will necessitate the
replacement of every electric motor in existing machine tools and related indus-
trial equipment today. Of the first 82 metal stamping plants inspected in Michi-
gan, all were found to be in violation of the mandatory safety standards. Thus,
plants must make the necessary modifications to their equipment, regardless of
the expense, within the next three years. These expenditures qualify as new
property purchases which would be subject to the offset. Other examples can be
cited such as: air and water pollution control facilities, waste disposal facilities,
and other abatement machinery which can only be purchased new.

The second type of equipment would include unique single-purpose machinery
which must be manufactured to satisfy the particular production requirement
of the purchaser and such machinery is obviously not available on the used
market. Additional equipment normally purchased new includes furnaces and
ovens, testing and inspection equipment, paint spray units, conveyor and material
handling systems, cranes, plating and degreasing systems air compressors, elec-
trical switchgear and environmenial control equipment.

Much of the previously mentioned property is not productive, and in some in-
stances, will be contra-productive. Ifach of these necessary, though non-produc-
tive new purchases will reduce the amount of credit remaining available for
essential use machinery purchases which are the key to increased productivity

It is wholly unreasonable to restrict these smaller firms by penalizing their
efforts to modernize in the be<t way they can. The offset provision of H.R. 10047
provides such a penalty.

THE $65,000 LIMIT IS INADEQUATE

In 1962 the investment credit allowed to used Section 38 property was limited
to $50,000 annually, with no offset and no provision for a carryback or carry-
forward on purchases of used property in excess of $50,000 annually. The in-
adequacy was recognized by the House Select Committee on Small Business in
1964 when it reported and recommended that—

“* * * the House Small Business Committee in it final report to the 87th Con-
gress pointed out that the limitations of $50,000 for purchase of used property in
any one year and a property with a useful life of at least four years, excludes
many businessmen from the ope.ation of the 7% tax credit. It was recommended
the changes on these limitations be considered by the appropriate legislative
committee so as to permit the investment credit to be used to n greater extent by
small business.”

Since small business is vital to the free enterprise system, its needs must be
recognized and interests protected. The high capitalization requirement of metal-
working and other manufacturing firms permits them to qualify as small and
medium sized businesses based on employment and share of the market, even
though their assets may approach $5 million. These firms are part of the thou-
sands of small business enterprises battling head to head for a small share of
the market in fields dominated by a handfull of giant corporations. When one
thinks of the computer industry 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 same small assets bracket
fighting to remain competitive with 8 dominant corporations. There are 111 of
the same small asset group competing against § giants in the farm implement
industry. These ave only a few of the many cases of domination within our com-
petitive system.

Full modernizacion of a plant, or development of a production line, requires
the purchase ot multiple pieces of machinery. Without a liberal investment cred-
it for multiple used machine tool purchases, this H.R. 10947 would take a long
step in the direction of creating a corporate caste system and would strike a
crippling blow at the small and medium. sized manufacturer who wishes to grow
and compete in a free and open market.

The recent emergence of more sophisticated machinery on the used market
makes the $65,000 limit, even without an offset, totally unrealistic. A recent sur-
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vey of our membership indicated that a substantial number of used machine
tools in current inventory are valued in excess of $50,000 each.

iWe recognize that the House action was not an attempt to penalize smaller
businessed, but rather a sincere desire to help them and concurrently protect
against excessive revenue loss. However, the result is a serious penalty, one which
provides a lesser degree of credit than these firms had in 1962 even if the factors
of inflation and technological advance are ignored. If this Committee wants only
to rectify the error in H.R. 10047, it should at the very least return the invest-
ment credit for used property to its status in 1962, $50,000 and no offset. If the
Committee earnestly wants to help small business, it should provide at least
$100,000 to cover used property purchases in a manner more adequate to meet
small business modernization and expansion needs with no offset.

PROJECTED REVENUE IMPACT OF INCLUDING U SED PROPERTY

The Treasury Department nas submitted projections covering the revenue
impact in extending the credit to used property. As we understand it, Treas-
ury has projected a revenue loss of $320 million if a limitation of $50,000 is
placed on used property eligible for the credit. Further, Treasury estimates that
a $50,000 limit with the offset established in the House Bill will produce a rev-
enue loss of $300 million. Stated another way, Treasury estimates the effect of
the offset at slightly less than 634%.

We are unable to comprehend Treasury’s revenue estimates. In 1965 corpo-
rations purchased $947 million worth of used property which was eligible for the
investment credit.* Because many of those purchases were eligible for only par-
tial credit due to abbreviated useful life, the total revenue impact in 1965 was
$51.6 million. Although individuals entitled to the credit were not included in
this Treasury analysis of actual returns for 1965, we find it incredible for Treas-
ury to project a sixfold increase in eligible used property purchases in 1972.

{Used machine tool sales in 1965 were $413.3 which, in terms of total qualified
used Section 38 property, would represent 44% of eligible used property in 1965.
Applying the same percentage figures to Treasury’s projections, used machine
tool sales in 1972 would reach $2.5 Dillion. Much as we would like to believe
Treasury’s projections, we cannot because the biggest sales year in the used
machine tool industry was 1967 with sales of $525 million. It seems perfectly
clear that Treasury’s projections should be reviewed in light of past purchases

of used property.
THE PROPOSED CREDIT SUPPLEMENTS THE ASSET DEPRECTATION RANGE SYSTEM

MDNA lauds the strong steps taken in recent months by the Administration
to overcome previous inadequacies in capital investment recovery. The Asset
Depreciation Range (ADR) system recognizes the need to maintain our pro-
ductive capacity in a continuing regenerative eycle. We urge this Committee to
reinstate fully the provisions of ADR for the long term benefit of our economy,
military preparedness base and international trade position.

(BUMMARY

MDNA. strongly supports enactment of the 7% job development credit as a
permanent addition to the tax law. We urge this Committee to review the pro-
jected revenue loss caused by extending the credit to used property. In light
of the actual revenue loss in 1965 when used property eligible for the credit
accounted for only 2.6% of all eligible property, we urge you to provide smaller
businesses a reasonable mode for modernization and expansion by raising the
limit to $100,000 with no offset. We feel that the revenue loss with the higher
limit still will not approach the Treasury estimate of $300 million.

The Cuatrman. While we were hearing Mr. Stern, Senator Tower
came in the room. I know you are busy, the Senate is in session. We
will call you at this time if you are prepared totestify.

4 Statistics on Income—1965, Corporation Income Tax Returns.
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STATEMENT OF HON. JOHN TOWER, A U.S. SENATOR FROM THE
STATE OF TEXAS

Senaor Tower. Yes, I am, Mr. Chairman,

The CramrMan. I read your statement while I was hearing other
witnesses but the committee will be pleased to hear you at this point.

Senator Tower. Thank you.

Mr. Chairman, I am going to read a brief version of my statement
and I would like to ask consent to have my full statement printed in
the record.

The CramrMaN. That we always do.

Senator Tower. Mr. Chairman and distinguished members, I am
delighted to have the opportunity to appear. I am sorry I was late.
I was detained with and by the Secretary of Defense, and I have more
military installations in my State than any other State. That is very
important.

he CaarrmAN. At least you have this advantage over Georgia, you
didn’t have to double-deck the place to get them all in there.
[Laughter. ]

Senator Tower. I am not Dick Russell either. T am presenting for
your consideration today a bill, S. 2273, that I introduced on July 14
of this year along with Senators Hansen, Pearson, and Stevens. I
have slightly modified this proposal, which will be presented to the
committee in the form of an amendment to H.R. 10946, by my col-
league from Wyoming, Senator Hanses.. In the last. few years, it has
become apparent that the domestic oil industry is in a declining state
not only in the capacity of the domestic industry to produce petroleum

roducts in proportion to our needs, but also there are fewer and

ewer jobs in this most vital industry. Where there used to be many
seismograph and drilling crews operating in this country providing
substantial loyment, this number has in recent years declined
subst.a,ntia,ll;nﬁs I will point out later, this is not due to the lack
of petroleum reserves in this Nation, but rather is due to the declining
return on the investment in the domestic petroleum industry.

In a study recently completed compifi)fxg figures through 1970, the
Chase Manhattan Bank reviewed 28 selected petroleum companies.
The result of this study on the 28 companies, which I shall refer to
asthe “group,” is truly alarming. To quote from the report:

For the past decade the growth of the net income has lagged substantially
behind the expamsion of both end market and capital spending and in the last
two years while the market for oil increased by more than 18 percent the
Group’s net earnings declined.

To illustrate this point, the group’s net income from domestic op-
eration declined 4.4 percent between 1969 and 1970 and the rate of re-
turn on investment declined for the third consecutive year. The rate
of return was 12.6 percent in 1968, 10.9 percent in 1969, and 9.9 percent
in 1970. Thus, correspondingly, the investment donated to the search
for new petroleum reserves in the United States was at the lowest
level in 1970 of any of the past 4 years. And I have said before, the
decline in exploration and production in this vital industry means the
loss of jobs throughout the Nation, jobs that we can ill afford to lose.

Mr. Chairman, there is still another problem in the oil industry
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that is of great import to our continued economic health and our na-
tional security; that problem is the shortage of oil and gas.

I have warned repeatedly during the past few years that this Nation
would experience dangerous shortages of energy resources unless
corrective actions were taken. Much to my regret and alarm, few
such actions have been taken and these few have been inadequate.
Consequently, we continue on a collision course with dangerous energy
shortages.

The causes and dimensions of these shortages have been abundantly
documented in numerous recent reports and statements by representa-
tives of Government and industry. Because of these reports, there has
been a growing awareness that a serious national energy problem
exists.

I would like to focus upon a particular consequence of our energy
resource shortages which I find appalling. That is our increasing reli-
ance upon Middle East sources of crude oil to make up the growing
deficiency between our ability to produce and our consumer demand.

Estimates of the magnitude of our future reliance on Middle East
sources vary. But, practically all the reports conclude that during
the next 15 years we will be forced to rely increasingly upon imports
of crude oil from the Middle East to meet larger portions of our bur-
geoning energy demands.

Secretary of Interior Rogers C. B. Morton reached this conclusion
in his June 15 testimony before the Senate Committee on Interior and
Insular Affairs. He estimated that by 1985 our total oil consumption
would approach 24 million barrels per day and that the United States
could be forced to import approximately 12 million barrels of crude
oil per day from Middle East sources. He concluded that:

Unless a marked and early improvement occurs in exploration and discovery
success and * * * investment in oil producing activities in the United States,
there appears little chance that domestic production can keep up with the strong
upward trend in demand.

He further predicted that by 1985 we will be forced to rely upon
the Middle East for at least 45 percent of our supply of crude oil.

A more pessimistic view of our growing reliance on Middle East
oil was presented by Mr. M. A. “Friglzt, chairman of the board of
Humble Oil & Refining Co., on May 17. He told the Florida Gov-
ernor’s Conference on the Big Swamp that—

After the next year or so, essentially all of the growth in U.S. petroleum
demand will have to be met with imports from the Eastern Hemisphere. Un-
less we make a substantial effort to increase domestic supplies of all forms
of energy, by 1985 foreign imports will supply over half our demand for
petroleum and most of this will come from the Middle East.

We must not allow ourselves to rely on any foreign sources to
meet our needs for one of the foundations of our national security.

Our national security objectives regarding supplies of crude oil
were officially established in 1956 by Presicential Proclamation No.
3279. These criteria were reaffirmed by the President’s Task Force on
the Oil Import Question in February 1970, and more recently by
the “Report on Crude Oil and Gasoline Price Increases of November
1970” issued by the Office of Emergency Preparedness in April 1971.

The criteria are as follows:
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First. The need to guarantee supplies sufficiently to meet the needs
of U.S. military forces and defense industries. ) ‘

Second. The need for a suflicient supply of crude oil and its deriva-
tives to meet essential civilian demangs and sustain economic growth.

Third. The need to foster exploration and development so as to
insure a depletion of reserves to an extent which would not jeopardize
the capability of the petroleum industry to meet future demands,
without undue reliance on foreign sources of questionable reliability.

The Cabinet Task Force Report of 1970 also recommended that
imports from Eastern Hemisphere sources not exceed 10 percent of
our domestic consumption. ‘

In summary, then, these objectives explicitly recognize that we
must encourage continued exploration in order to insure suflicient
producing petroleum reserves to meet both our military and essen-
tial civilian needs; that we should maintain a producing capacity
sufficient to guarantee future economic growth; and that we should
not become overly dependent upon foreign sources of questionable
reliability.

These objectives were hammered out over an extended period of time.
They have been honored by several administrations. They recog-
nize that petroleum is a vital ingredient to our national defense
and to our continued economic health.

‘Secretary Morton, in his testimony on June 15, projected that by
the year 2000, oil will still provide 35 percent of our energy needs,
down from the present 44 percent. This translates into a volumetric
increase in crude oil requirements from 15 million to 33 million bar-
rels per day, since our energy needs will rise substantially.

Secretary Morton’s projected decrease in the percentage of our
energy requirements which will be met by crude oil may be overly
optimistic, for his projections are based on assumptions which could
be erroneous. The projections assume that we will have developed
the necessary technology and machinery by the year 2000 to utilize
various exotic means for energy production such as the breeder reactor,
solar and thermal cells, oil shale, and coal gasification and liquefac-
tion, to name a few of the possibilities. Past estimates of the speed of
dsvelopment of this type of technology and equipment have been
notoriously inaccurate, and we have no basis for assuming the new
estimates to be more accurate. Development of this type technology
and equipment often requires more time than at first anticipated.

I can appreciate the difficulty in making such estimates. Many of the
problems are unknown and unforeseen at the time. But we should be
aware that these estimates may be too optimistic. If so, we may be
forced to depend upon crude oil for longer periods of time and in
greater quantities than presently estimated.

The essential point is that we are heading into an intolerable situa-
tion in which we are becoming increasingly dependent upon Middle
East sources to supply our essential petroleum needs and that political
realities in the Middle East make this source insecure.

A recent event which increases doubts about the reliability of
Middle East oil was the signing of the 15-year treaty between the
Soviet Union and the Unit,egn Arab Republic. Dr. Fayez A. Sayegh, a
permanent observer of the League of Arab States and a leading
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spokesman for the Arab world, recently warned that the signing of
this treaty represented an indication of further deterioration of Arab-
American relations. e stressed that the significant feature of this
treaty was that the United Arab Republic had abandoned its policy of
nonalinement, and he implied that other Arab countries may be
tempted to do the same.

Perhaps the single most important development which highlighted
the insecurity of Eastern Hemisphere oil was the dramatic display of
bargaining strength and uuity by the members of the Organization
of Petroleum Exporting Countries in their recent negotiations with the
oil company concessionaires. This organization is often referred to as
QPEC, and is composed of the following countries: Abu Dhabi, Qatar,
Kuwait, Saudia Arabia, Iraq, Iran, Algeria, Libya, Venezuela, Indo-
nesia, and Nigeria.

This list includes practicaly all the major producers of crude oil in
the free world besides the UTnited States. The importance of this orga-
nization is exhibited by the fact that we present.{);dmw 55 percent of
ous total imports, equivalent to about 11 percent of our total oil con-
sumption, from these OPIEC members.

The tough and unified bargaining stance taken by the OPEC coun-
tries represented a reversal of several of our traditional concepts con-
cerning Middle East oil.

First, this was essentially the first time that these countries united
to bargain for their common good. In the past, these countries had
bargained on an individual basis, often exhibiting a lack of trust in
each other. Their overall stance had made it relatively easy for the oil
companies to bargain effectively with one at a time.

Second, the demands made by the OPEC countries and finally ob-
tained by them were extremely tough. They extracted large percentage
increases in their participation in the profits derived from the pro-
duction and transportation of oil within their own countries.

Third, their main bargaining weapon was the threat of an embargo
on all oil shipments from these countries. This was a most powerful and
effective weapon. Until 1970, few believed that any Middle East coun-
try would voluntarily reduce or terminate its oil production. Most
believed that none of these countries would deprive itself of the sub-
stantial revenues derived from this production. But in 1970, Likva
stopped producing a sizable percentage of its oil, and the myth was
shattered.

In order to appreciate the relative bargaining strength of the OPEC,
it is necessary to examine the increased reliance of western Europe,
Japan, and the United States on Middle East oil. In 1950, the primary
source of energy for Western Europe and Japan was coal. Now, over
one-half of the total energy supplies of these large industrial nations
is supplied by Middle East oil. As to the magnitude of this source, the
10 OPEC countries control over 80 percent of the known oil reserves
in the world.

The critical aspect of these negotiations was the use of the threat of
embargo on oil shipments from these countr.es. This threat can, and
probably will, be used again. Most of the oil-consuming countries will
he powerless to do anything but to capitulate to the demands of the
exporting countries.
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The United States does not have to cower before threats of embargo.
‘We have enough indigenous oil reserves to satisfy our needs for several
decades to come at projected rates of consumption. It has been reliably
estimated that there remains to be discovered more oil in the United
States than we have yet discovered throughout our history. The U.S.
Geologic Survey has estimated that approximately 430 billion barrels
of recoverable oil await discovery in the United States. It has been
estimated that we will consume an average of 21 million barrels of oil
per day over the next 15 years. 1f this estimate is accurate, we will con-
sume approximately 105 billion barrels of oil in the next 15 years. So,
we have adequate undiscovered reserves of oil to meet all our needs.

But, the mere possession of undiscovered oil reserves does not give us
a viable alternative to increasing reliance upon Middle East oil. Our
undiscoverad reserves must be converted into producing oil fields.

Converting undiscovered reserves into producing reserves can be
accomplished only through massive investments in exploration. Esti-
finaﬁes of the required investments range into the tens of billions of

ollars.

Yet, at the present time, our exploration investment is minimal and
the level of our domestic exploration activity is at a 28-year low.

The reason for the depressed level of exploration activity can be
attributed to the overall negative attitude of the public and government
toward the domestic petroleum industry. This negative attitude has
been manifested by a combination of government policies which appear
to have been especially designed to inhibit and discourage domestic
exploration activity rather than encourage it.

For example, the Tax Reform Act of 1969 reduced the depletion
allowance from 271, to 22 percent. It has been estimated that this
placed an additional cost on the industry of approximately $700 million
per year. Thus, at the very time when the oil industry desperately
needed help, this tremendous tax burden was added. This dampened
domestic exploration.

At this very time, our producing reserves are declining more rapidly
than they are being supplemented. Our surplus producing capacity 1s
now less than our imports. Therefore, our own producing reserves are
no longer sufficient to sustain normal consumll))t,lon should our imports
be disrupted. Our energy supply situation is bad and is worsening.

In providing policies designed to bring forth adequate supplies of
this essential commodity, we must not be overly cautious. If the rem-
edies we employ are later found to be overly effective in bringing
forth supplies of crude oil, we can adjust them. I am proposing toda;
a tax incentive program to encourage the domestic production of oil.

Tax incentives encourage exploration. Our history has shown that
this form of incentive works. We must devise new and imaginative tax
incentives designed to stimulate exploration for new reserves of oil and
natural gas.

In this connection, the measure I am proposing today would estab-
lish a 7 percent domestic exploration investment tax credit. This tax
credit would reduce a year’s income taxes by 7 percent of any money
spent that year in exploring for or developing new domestic reserves
of oil and natural gas. The tax credit would be a temporary one and
would expire automatically 10 years from enactment of this bill.
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_ The intent of this legislation is to stimulate investments for explora-
tion of new domestic reserves of oil and natural gas. It is intended to
help reverse the present dangerous trends which would result in our
growing reliance upon insecure Middle East sources of crude oil and
to guarantee the consumer the energy supplies he requires.

ay I add in addition to new exploration, I urge consideration of
new secondary exploration, which is a very expensive process.

We must act now to reverse the depressed level of domestic explora-
tion activity so this Nation will not be dependent upon insecure Middle
East sources for the bulk of our crude oil supplies which are so vital to
our national security and our economic health.

Mr. Chairman, members of the committe, I think you for the oppor-
tunity to testify.

The Cuairman. Thank you very much for your statement. I agree
with you and I hope we can do something about that.

Senator MivLer. I appreciated your statement, Senator. You alluded
to the regressive approach by the Congress in the Tax Reform Act
of 1969 with respect to domestic development of our oil resources.

You may recall that I sought to achieve that purpose that you
have been talking about through my plowback amendment in which
1 proposed that the percentage depletion rate not be cut provided
the amount of depletion allowance was plowed back into the explora-
tion and development of oil reserves.

In the case of those that had not plowed it back, then of course, they
would have to have a cut in the percentage depletion. I still think
that this is a good policy to follow and I regret that we couldn’t
get enough support to get it passed.

Now you are proposing that we apply the investment tax credit to
exploration and development anrd these, as I understand, are currently
deductible expenses. The investment tax credit which we know has
thus far been limited to capitalize the whole package of expenditures
and I am wondering if we are getting into an area which may cause
difficulty, because on the one hand industry can currently write off
these expenditures.

In the case of the items to which the investment tax credit has
heretofore applied and which are covered by the House-passed bill,
those items have to be capitalized and it is true their lives may be
5, 10, 15, or 20 years, but 1t seems to me that the policy thus far has
been to limit the investment tax credit to capitalizable type cost. If we
move from that to cover currently deductible expenses, then there is a
question of where do we stop?

I am wondering if we would be forced really, if we allowed the
investment tax credit the way you propose, to allow the credit also in
the case of research and development cxpenses which are currently
deductible ?

I think there is a great deal to be said for allowing the investment
tax credit to apply in case of R. & D. expenses which have to be
capitalized but, query, if they should go to all currently deductible
R. & D. expenses?

Senator Towrr. What we ave aiming here primarily is the inde-
pendent producer. The independent explorer. Most of the major oil
companies do capitalize exploration and as far as research and de-
velopment is concerned there is very little research and development
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that goes on in the independent oil industry. This is largely by the
majors.
enator MiLLer. I understand. But if we allow what might be called
comparable type expenditures on the part of the independent, oil com-
anies, shouldn’t we also allow the comparable expenditures for
ﬁ. & D., currently deductible R. & D. for other ty;)es of businesses?

Senator Tower. That is a matter that I haven’t considered and
would not be prepared to comment on it. I think it is a matter worthy
of consideration and might be an equitabie thing to do.

This is not a tried approach but I think we should try it. After all,
we are experimenting quite a bit in some of our legislative activities.
I felt that this was a better approach than trying to reraise the deple-
tion allowance, go this route rather than trying to get the depletion
allowance back to its original level.

The depletion allowance has become an emotional cry amongst
those who thought the oil industry was getting some kind of windfall
out of it, Domestic explorations are down, rigs are being stacked every
day and we cannot, I think, allow ourselves to become inordinately
dependent on Mideast sources of oil because the Arab sheiks can turn
the screws on us at any time they want to.

Senator MiLLer. It may be you are correct in your assessment of
what is more possible than something else. Although I think that in
view of what has happened in the record that can be built that a res-
toration of the cut in depletion allowances in the case of plowback
people might be indicated. But in lieu of that, you are proposing an
mvestment tax credit, I suggest to you that you might consider limiting
that to those companies that do indeed plow back their percentage
depletion, then you see we are putting them on all fours with the
policy of Congress that the purpose of the depletion allowance is to
get them to plow back to develop natural resources for the good of
the public in this country and we are allowing further the investment
tax credit to those wlho do so.

Senator Towwg. I think you want to go to a broader incentive be-
cause people go in the oil business to attempt to make money. There
are some who go in with the intention perhaps of losing it for tax
purposes. But we are interested in the ones that are genuinely trying
to find oil and I think it should be made profitable to them.

I think you have to allow really a better prospect for profits in a
very hi¥h risk venture of this type than you do in something that is
relatively low risk, because you are virtually sure of a return, you
have to have a little bit of pot of gold at the end of the rainbow to
convince that guy he ought to go out and look for the end of the
rainbow because he is spending a lot of capital trying to get there.
Its high risky chances are better he will lose than Ke will win,

Senator Mirrer. I thoroughly agree with that, as you know, but 1
am just suggesting consideration of drawing a line between a little
gett,er treatment of those who do indeed plow back and those who

on’t.

Senator Towxr. I would certainly be willing to give some considera-
tion to studying that type of proposal ar.d, of course, now in the com-
mittee this is going to be, I think, largely under the sponsorship of
our distinguished colleague from Wyom'ng and I wou{d be inclined
to be influenced somewhat by his judgments or this matter too.
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Senator MrLLer, Thank you very much.

The Criarman. Thank you very much, Senator Tower.

Senator Tower. Thank you, Mr. Chairman.

Senator Hanskn, I would like to ask unanimous consent that there
could be included in the record at the conclusion of the remarks of our
distinguished colleague two articles from newspapers I have. I would
put the whole article from the Washington Post in the record, if I
may, but I want to point out that under dateline of October 7, Vienna,

_ the story says:

The countries also demanded an increase in revenues from the oil companies,
to offset what they called the “de facto” devaluation of the U.S. dollar.

And further on it points out that these OPEC countries account for
92.9 percent of all of the oil that is presently exported.

So I think that the testimony from our colleague from Texas is very
much in order this morning. We do need to take some drastic steps,
it occurs to me, if we are not to get into the situation that everyone
fears where we have to become unduly dependent upon foreign sources
of supply.

Here 1s another story from the Washington Kvening Star dated
June 18—that is a long time ago—but it tells what is contemplated
in Venezuela. They are talking down there about confiseation. This is
the kind of attitude that we are submitting ourselves to if we don’t
take steps to see that we firm up the domestic supplies and I think that
I agree completely with my colleague from Towa that we ought to
study the ramifications of his proposal but I think, overall, our concern
should be to see that we take every step we possibly can so as to
assure ourselves of an adequate supply which will leave no question at
all about the security of this country, a nation that depends more than
99 percent upon oil and natural gas for all of its motive supply.

More than half of the tonnage shipped to Vietnam, as the Senator
from Texas knows, has been oil and gas, and this is the sort of thing
that I know he wants to secure this Nation against just as you and T
do. Thank you.

Senator Tower. Thank you.

(Articles referred to and news reiease follows:)

O1r. COUNTRIES DEMANDING MORE CONTROL
[From the Washington Post, Oct. 8, 19711

VIENSA, Oct. 7 (UPI).—The countries which own 90 per cent of the world’s
oil exports demanded a share in the local property and operations of the western
companies that extract the oil.

The countries also demanded an increase in revenues from the oil compa-
nies, to offset what they called the ‘“de vacto devaluation of the U.S. dollar.”

In both cases, the countries called for negotiations with the oil companies—
not outright nationalization or legislative fiat. But they threatened ‘“con-
certed action” if the corapanies balk.

The demands—issved by the Vienna headquarters of the Organization of
Petroleum Exporting Countries (OPEC)—-were framed Sept. 22 at a meeting
in Bierut of the 11 OPEC members. These members—Algeria, Libya, Indonesia,
Iran, Iraq, Saudi Arabia, Qatar Kuwaif{, Abut Dhabi and Nigeria—account for
?2.9 per cent of world oil exports and acting together, could throttle western
ndustry.

Last February, OPEC won larger tax and royalty payments for its six Persian
Gtilg members by threatening a boycott. The threat nearly caused a world oil
crisis,
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[From the Washington Star, June 18, 1971]
CUBRRENT OUTLOOK—FOREIGN OIL FIRMS AWAITING CONFISCATION BY VENEZUELA

i0ARA0AS (UPI).—The suspense has ended for foreign oll firms with facilities
in Venezuela.

For years officials of the firms have wondered where they’d be when their 40-
year concessions ended in the 1983-84 period.

Now they know where they’ll be—out in the cold.

The way things look now, Venezuela is going to take over all the oil company
installations without any compensation to the companies,

A Dbill along these lines is now under consideration in Congress with chances
fair that it will become law by the end of the month,

Nationalization has always been a forbidden word in Venezuela, which owes
much of its spectacular growth in oil to the vacuum caused when Mexico na-
tionalized its industry in 1938 and saw it dwindle into relative oblivion.

LARGER SHARE GOAL

A larger share of profits, which rose from $54,000 in 1917 to $1.7 billion this
year, always has been the goal of successive governments, bui, nationalization was
vigorously rejected.

As a matter of fact, the country’s oil, as well as other sulsoil wealth, has been
owned by the state, making nationalization a meaningless term in Venezuela.

Venezuela’s role as a tax collector and overseer of the industry, however, did
not, satisfy many political sectors of the nation, most notably Accion Demo-
cratica, the country’s grassroots party that began to chalisnge oil company power
here as early as the 1940’s, when most of the concess:ons due to expire were
signed.

DICTATORSHIP REIGNS

When Accion Democratica came to rule in 1945 through a military coup, it
announced no further concessions would be granted.

Three years later, a dictatorship under Gen. Marcos Perez Jimenez took over.

Output doubled in 1955 and again in 1957 when annual production topped
a billion barrels. Perez Jimenez granted the nation’s last concessions in 1956-57.

When Perez Jimenez was overthrown in 1958 and Accion Democratica’s
founder, Romulo Betancourt, was subsequently elected in free presidential elec-
tions, the call for no further concessions was renewed.

During the 10 years in which Betancourt and successor Raul Leoni, ruled they
laid the groundwork for tipping the balance of power between the oil companies
and the state.

MTaxes were increased, a state oil company established and a new system of
service contracts posed to replace the discarded concessions.

‘When Social-Christian Rafael Caldera defeated Accion Democratica candidate
Gonsalo Barrios in the 1968 presidential elections, it was believed that a more
moderate stand could be expected on oil.

‘Under (Caldera however, latent nationalism finally found its voice in almost
all political sectors.

In December, Venezuela increased oil income taxes. It also gave the chief
executive unilateral powers to fix price levels used for taxing the companies.

OIL REVERSION BILL

Barly this year, a former mines ministry expert who had studied the problem
of reversion for years, finished the draft of an oil reversion bill which was
submitted to Congress by the “Movimiento Electoral del Pueblo” party, an offshoot
of Accion Democratica.

The bill lay in the 266-man parliament until last week when it came to life
as it was put under debate with overwhelming possibilities of approval before
the end of the month.

The measure provides that when the 40-year concessions end in 1983-84, all
equipment, installations and even intangibles such as technical data used to
exploit concessions go to the state without compensation.

The bill stipulates, moreover, the government may immediately inspect and
control the properties to assure they revert in good working order. Additionally,
to guarantee the companies will comply, they must deposit a special fund in the
central bank.

‘The companies have called the bill confiscatory and ‘‘defacto nationalization.”
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DEPARTMENT OF THE INTERIOR NEwWS RELEASE
DoMESTIO ENERGY DEVELOPMENT A POLITICAL DEOCISION, MINERALS OHIEF SAYS

The United States has within its boundaries all the energy resources it needs
for any degree of self-sufficiency it chooses to maintain, but their development
will be more costly than purchasing energy from abroad, stated Hollis M. Dole,
Assistant Secretary of the Interior for Mineral Resources, before the National
Energy Forum at a session held September 24 in Washington, D.C. Because of
this added cost, “the choice of maintaining this self-sufficiency is overwhelmingly
a political decision” he said.

Dole addressed the participants in the two-day meeting on the general subject
of “Development and Utilization of the Nation’s Energy Resources”. He noted
the extensive intrusion of the Federal government into the economics of energy
production, transmission and use, and foresaw even greater government participa-
tion in the future, noting that in addition to controlling oil imports, the Federal
government controls access to most of the remaining domestic energy resources.

The Interior official spoke of the need for early settlement of the environmental
issues preventing development of the large oil discoveries made on the Alaskan
North Slope and in the Santa Barbara Channel. He cited accelerated leasing of
Outer Continental Shelf lands as being the most promising prospect for getting
large quantities of oil and gas to market quickly, noting that oil and gas from
coal and oil shale would not measurably affect the supply picture before 1980.

Dole expressed his concern over the fact that through a combination of circum-
stances, including the progressive failure of domestic natural gas supply and
tightening environmental restrictions on coal usage, the nation would increase
its dependence upon oil which could only be supplied by Eastern Hemisphere
sources. If the United States became excessively dependent upon these sources,
he predicted that foreign oil prices might well rise to levels above those in the
United States. By that time, however, he added, it would be too late, for the
domestic industry would have lost its capability to respond quickly to increased
demand. He stressed the critical importance of time, and the need for public
decisions now which would make it possible to bring the large submarginal
energy resources of the United States to market when they are needed.

Dole held out small hope that significant reductions in the historic growth
rate of energy could be achieved. He pointed out that both the work force and
the general population will continue to rise for the next several decades, and
that increased production of goods and services is essential to provide the ma-
terial means for achieving the social goals the nation has set for itself, including
restoring the environment.

The National Energy Forum is sponsored by the United States National Com-
mittee of the World Energy Conference, and was convened for the purpose of
generating free discussion among government and energy policy makers involved
in solving today’s energy problems.

The Cramman. Senator Tower, recently while discussing some
trade problems with one of our Canadian friends, he pointed out that
if Canada wants to really put the pressure on the United States in this
trade struggle that is going on at this moment, the best way to do it is
to cut off the gas they are shipping into the Dmted States. Of course
they are getting a big price for it.

enator Tower. Yes, sir.

The CaarmaN. All they have to do is wait for the cold of winter
and cut the gas off.

Senator Tower. Yes, sir.

The Cramrman. The people relying on it will corie up screaming
bloody murder and 'there is not much we can do about that.

Senator Tower. Of course when they do, mswbe some of our friends
in the consuming States will understand what it’s all about.

The Cuamman. That is right. You and I know that our Arab friends
know as much as our Canadian friends about how to put the pressure
on us, if that is what they want to do, and let us become completely
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reliant on their fuel. Cutting it off, particularly in the cold of winter,
is a good way to make this Nation see it their way.

Senator Towxrr. As the Senator well knows, every foot of natural
gas in this country is already on contract and committed. Yuu have
to go and find more new wants to serve new customers.

he Cuamrman. Thank you.

(Se:;abor Tower’s prepared statement follows. Hearing continues on

p- 492.

PREPARED STATEMENT OF HonN., JouN Tower, A U.S. SENATOR FROM THE
StaTE OF TEXAS

1t is my pleasure today to have the opportunity to speak before this most
distinguished Committee. I am presenting for vour consideration today a bill,
S. 2273, that I introduced on July 14, of this year along with Senator Hansen,
Pearson and Stevens. I have slightly modified this proposal, which will be
presented to the Committee in the form of an amendment to H.R. 10947, by my
colleague from Wyoming, Senator Hansen. In the last few years, it has become
apparent that the domestie oil industry is in a declining state not only in the
capacity of the domestic industry to produce petroleum products declining in
proportion to our needs, but also there are fewer and fewer jobs in this most
vital industry. Where there used to be many seismograph and drilling crews
operating in this country providing substantial employment, this number has in
recent years declined substantially, As I will point out later, this is not due to
the lack of petroleum reserves in this nation, but rather is due to the declining
return on the investment in the domestic petroleum industry.

In a study recently completed compliling figures through 1970, the Chase Man-
hattan Bank reviewed 28 selected petroleum companies. The result of this study
on the 28 companies, which I shall refer to as the Group, is truly alarming. To
quote from the report: “For the past decade the growth of the net income has
lagged substantially behind the expansion of both end market and capital spend-
ing and in the last two years while the market for oil increased by more than
18 percent the Group’s net earnings declined.” "T'o illustrate this point the Group's
net income from domestic operation declined 4.4 percent between 1969 and 1970
and the rate of return on investment declined for the third consecutive year.
The rate of return decreased by 12,6 percent in 1968, by 10.9 percent in 1969 and
by 9.9 percent in 1970. Thus, correspondingly, the investment donated to the
search for new petroleum reserves in the U.S. was at the lowest level in 1970 of
any of the past four years. And I have said before, the decline in exploration
and production in this vital industry means the loss of jobs throughout the
nation, jobs that we can ill afford to lose.

Mr. Chairman, there is still another problem in the oil industry that is of great
import to our continued economic health and our national security ; that problem
is the shortage of oil and gas.

I have warned repeatedly during the past few years that this Nation would
experience dangerous shortages of energy resources unless corrective actions
were taken. Much to my regret and alarm, few such actions have been taken and
these few have been inadequate. Consequently, we continue on a collision course
with dangerous energy shortages.

The causes and dimensions of these shortages have been abundanily docu-
mented in numerous recent reports and statements by representatives of govern-
ment and industry. Because of these reports, there has been a growing aware-
ness that a serious national ene1 gy problem exists.

I would like to focus upon a particular consequence of our energy resource
shortages which I finl appall’'ng. That is our increasing reliance upon Middle
Rast sources of crude oil to make up the growing deficiency between our ability
to produce and our consumer demand.

Estimates of the magnitude of our future reliance on Middle East sources
vary. But, practically a « the reports conclude that during the next 15 years we
will be foreced to rely increasingly upon imports of crude oil from the Middle East
to meet larger portions of our burgeoning energy demands.

Secretary of Interior Rogers C. B. Morton reached this conclusion in his June
15 testimony before the Senate Committee on Interior and Insular Affairs. He
estimated that by 1985 our total oil consumption would approach 24 million
barrels per day and that the United States could be forced to import approxi-
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mately 12 million barrels of crude ofl per day from Middle East sources. He con-
cluded that :

“Unless a marked and early improvement occurs in exploration and discovery
success and . . . investment in oil producing activities in the United States, there
appears little chance that domestic production can keep up with the strong up-
ward trend in demand.”

He further predicted tha. bv 1985 we will be forced to rely upon the Middle
Bast for at least 45 percent of ou.' supply of crude oil.

A more pessimistic view of our growing reliance on Middle Bast oil was
presented by Mr. M. A. Wright, Chairman of the Board of Humble Oil and Re-
fining Company on May 17. He told the Florida Governor's Conference on the
Big Swamp that—

“After the next year or so, essentially all of the growth in U.S. Petroleum
demand will have to be met with imports from the Bastern Hemisphere. Unless
we make a substantial effort to increase domestic supplies of all forms of energy,
by 1985 foreign imports will supply over half our demand for petroleum and
most of this will come from the Middle East.”

He attached a chart to his statement which showed that by 1985 imports of
liguid petroleum products could be 62 percent of our consumption.

I find these projections by the Interior Secretary and an eminent industrial
leader most alarming. Unfortunately, these two projections cannot be considered
to be either unique or without foundation.

Increasing reliance on Middle East sources is a totally unacceptable solution
to our crude oil supply problems.

‘We must not allow ourselves to rely on any foreign sources to meet our needs
for one of the foundations of our national security. And because of its history of
turmoil and unrest, the Middle East is the least desirable of free world sources.

Our national security objectives regarding supplies of crude oil were officially
established in 1959 by Presidential Proclamation no. 3279. These criteria were
reaffirmed by the Presidents Task Force on the “0il Import Question” in Feb-
ruary 1970, and more recently by the “Report on Crude Oil and Gasoline Price
Increases of November 19707 issued by the Office of Emergency Preparedness in
April 1971,

The criteria arc as follows:

First. The need to guarantee supplies sufficient to meet the needs of U.S.
military forces and defense industries.

Second. The need for a sufficient supply of crude oil and its derivatives
to meet essential civilian demands, and sustain economic growth,

Third. The need to foster exploration and development so as to insure
a depletion of reserves to an extent which would not jeopardize the capabil-
ity of the petroleum industry to meet future demands, without undue re-
liance on foreign sources of questionable reliability.

The Cabinet Task Force Report of 1970 also recommended that imports from
Eastern Hemisphere sources not exceed 10 percent of our domestic consumption.

In summary, then, these objectives explicitly recognize that we must encour-
age continued exploration in order to insure sufficient producing petroleum re-
serves to meet both our military and essential civilian needs; tha't we should
maintain a producing capacity sufficient to guarantee future economic growth ;
and that we should not become overly dependent upon foreign sources of ques-
tionable reliability.

These objectives were hammered out over an extended period of time. They
have been honored by several administrations. They recognize that petroleum is
a vital ingredient to our national defense and to our continued economic health.

I cannot stress strongly enough the importance I place upon the mainterance
of these objectives. If the projections of the experts come true, we will have ki w-
ingly violated these national security and economic goals. Unless we act now to
reverse the current trend, our military capability and our national economic
health will be seriously jeopardized, perhaps irrevocably.

Of course, the percentage of our total energy requirements which will be
satisfled by oil will probably decrease in the future as other sources of energy
develop. Nevertheless, our need for oil will continue to be tremendous. Secretary
Morton, in his June 16 testimony, projected that by year 2000, oil will still
provide 35 percent of our energy needs, down from the present 44 percent. This
translates into a volumetric increase in crude oil requirements from 15 million
to 33 million barrels per day, since our energy needs will rise substantially.
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Secretary Morton’s projected decrease in the percentage of our enegry re-
quirements which will be met by crude oil may be overly optimistic, for his pro-
jections are based on assumptions which could be erroneous. The projections
assume that we will have developed the necessary technology and machinery
by che year 2000 to utilize various exotic meaus for eunergy production such as
the breeder reactor, solar and thermal cells, oil shale, and coal gassification and
liquifaction to name a few of the possibilities. Past estimates of the speed of
development of this type of technology and equipment have been notoriously in-
sceurate, and we have no basis for assuming the new estimates to be more ac-
curate. Development of this type technology and equipment often requires more
thime than at first anticipated.

[ can appreciate the difficulty in making such estimates, Many of the problems
are unknown and unforeseen at the time of the estimates. But we should be
aware that these estimmates may be too optimistic. If so, we may be forced to
depand upon crude oil for longer periods of time and in greater quantities than
presently estimated.

The essential point is that we are heading into an intolerable situation in
which we are becoming increasingly dependent upon Middle East sources to
supply our essential petroleum needs and that political realities in the Middle
East make this source insecure. B

The Middle East has a long history of turmoil aad unreliability. I could com-
pile a lengthy list of uprisings which have resulted in the disruption of the flow
of oil from this arca.

In addition, there have been recent events in the Middle East which could
make these sources even less secure than in the past.

For example, the Soviet Union has increased its capabiiity to disrupt oil ship-
ments through the Mediterranean Sea. Time magazine reported in its June 28
issue that the Soviet Union had dramatically increased the size of its fleet there.
At the present time, the flcet of the Soviet Union very nearly equals our own,
it was reported. This means that our strength in the Mediterranean is being
challenged. The Mediterranean sealanes are of vital strategic importance in the
shipment of crude oil.

Another recent event which increases doubts about the reliability of Middle
East oil was the signing of the 15-year treaty between the Soviet Union and the
United Arab Republic. Dr. Fayez A. Sayegh, a permanent observer of the League
of Arab States and a leading spokesman for the Arab world, recently warned
that the signing of this treaty represented an indication of further deterioration
of Arab-American relations, He stressed that the significant feature of this treaty
was that the UAR had abandoned its policy of nonalinement, and he implied that
other Arab countries may be tempted to do the same.

Perhaps the single most important development which high-lighted the in-
security of Eastern Hemisphere oil was the dramatic display of bargaining
strength and unity by the members of the Organization of Petroleum Exporting
Countries in their recent negotiations with the oil company concessionaries.
This organization is often referred to as OPEC, and is composed of the following
countries: Abu Dhabi, Qatar, Kuwait, Saudia Arabia, Iraq, lran, Algeria, Libya,
Venezuela, Indonesia and Nigeria.

This list includes practically all the major producers of crude oil in the free
world besides the United Stutes, The importance of this organization is exhibited
by the fact that we presently draw 55 percent of our total imports, equivalent to
about 11 percent of our total oil consumption, from these OPEC members,

The tough and unified bargaining stance taken by the OPEC countries repre-
sented a reversal of several of our traditional concepts concerning Middle East
oil.

First, this was essentially the first time that these countries united to bargain
for their common good. In the past, these countries had bargained on an indi-
vidual basis, often exhibiting a lack of trust in each other. Their overall stance
had made it relatively easy for the oil companies to bargain effectively with
one at a time.

Second, the demands made by the OPEC countries and finally obtained by
them were extremely tough. They extracted large percentage increases in their
pariicipaiion in the profits derived from the production and transportation of
oil within their own countries.

Third, their main bargaining weapon was the threat of an embargo on all oil
shipments from these countries. This was a most powerful and effective weapon.
Uatil 1970, tew believed that any Middle East country would voluntarily reduce
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or terminate its oll production. Most believed that none of these countries would
deprive itself of the substentinl revenues derived from this production, But in
1970, Libya stopped producing a sizable percentuge of its oll, and the myth was
shattercd.

In order to appreciate the relative bargaining strength of the OPEC, it is
hecessary to examine the increased reliance of Western Burope, Japan, and the
United States on Middle Kast ofl. In 1950, the primary source of energy for
Western Burope and Japan was conl. Now over one-half of the total ener y
supplies of these large industreial nations is supplied by Middle East ofl, As to the
magnitude of this source, the 10 OPIC countries control over 80 percent of the
known oll reserves in the world.

We presently fmport only three percent of our needs from Middle Kast sources.
This figure, though small, 18 deceptive, Middle Iinst oll constitutes 98 percent of
the fuel ofl consumed on the cast coast of the United States, And I have already
stressed the trend of increasing reliance upon imports from the Middle Kast to
meet future ofl defleits, Bome arveas of the United States are already over-reliant
on Middle Itnst ofl, and it 18 now predicted that we shall become over-reliant as
an entire nation,

The result of the OPEC bargaining was that the balance of power tipped in
favor of the oll exporting countries, Under tho terms of the resulting contract, ofl
revenues to these countries will be increased by approximately $8 billlon over the
next five years, Large portions of this increase in cost to the oll companies will
probably be passed on to the consumers, '

The critleal aspect of these negotlations was the use of the threat of embargo
on ofl shipments from these countries, 'Lhis threat can, and probably will be used
ugain, Most of the ofl consuming countries will be powerless to do anything but to
capitulate to tho demonds of the exporting countries.

Tho United States does not have to cower hefore threats of embargo. We have
enough indigenous ofl reserves to satistfy our needs for several decades to come
at projected rates of consumption, It has been rellably estimated that there
remaing to be discovered more oll in the United States than wo have yet dis-
covered throughout our history. Thoe U.N, Goeologle Survey has estimated that
approximately 430 billlon barrels of recoverable oll awalt discovery in the
United States. 1t has been estimated that we will consume an average of 21
million barrels of oll per day over the next 15 years. If this estimate Is accurate,
weo will consume approximately 105 billion barrels of oll the next 15 years, So,
wo have adequate undiscovered reserves of oll to meet all our needs.

But, the mere posgsession of undiscovered oll reserves does not give us a viable
alternative to increasing rellance upon Middle Bast ofl. Our undiscovered re-
sorves must be converted Into producing oh flelds.

‘Converting undiscovered reserved into produeing reserves can be accomplished
only through massive investments in exploration, Ilstimates of the required
investments range into the tens of billlons of dollars,

Yet, at the present time, our exploration investinent Is minimal and the level
of our domestic exploration activity is at n 28-year low.

The reason for the depressed level of exploration activity can be attributed to
the overall negative attitude of the public and government toward the domestic
petroleum industry. This negative attitude has been manifested by a combination
of government policles which appear to have been especially designed to inhibit
and discourage domestic activity rather than encourage it.

Tor example, the Tax Reform Act of 1000 reduced the depletion allowance
from 27% to 23 percent. It has been estimated that this placed an additional cost
on the industry of approximately $700 million per year. Thus, at the very time
when the ofl industry desperately needed help, this tremendous tax burden wae
added. This dampened domestic exploration.

At this very time. our producing reserves are declining more rapidly than
thoy are being supplemented. Our surplus producing capacity is now less than
our imports. Therefore, our own producing regerves are no longer sufficient to
sustain normal consumption should our imports be disrupted. Our energy supply
situation is bad and is worsening.

In providing policies designed to bring forth adequate supplieg of this essen-
tial commodity, we must not be overly cautious. If the remedies we employ are
later found to be overly effective in bringing forth supplies of crude oll, we can
adjust them. I am proposing today a tax incentive program to encourage the
domestic production of oil.
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Tax incentives encourage exploration. Our history has shown that this form
of incentive works. We must devise new and imaginative tax incentives de-
stgned to stimulate exploration for new reserves of oil and natural gas.

In this connectlon, the measure I am proposing today would establish a seven
percent domestic exploration investment tax eredit. This tax credit would re-
duce a year's income taxes by seven percent of any money spent that year in
exploring for or developing new domestie reserves of oll and natural gas. The
tax eredit would be a temporary one and would expire antomatically ten years
from enactment of the bill

This measure Is shnllar to a bill that I had Introduced on July 14 of this
vear, 8, 2273, which Ix currently pending before this Committee. The only
difference between the two §s that my original measure called for a 1234 percent.
credit and did not include the secondary recovery provisions of the current
amendment. 1 have changed the 121, percent flgure to the general seven percent
figure already approved by the IHouse and upon refleetion have become con-
vinced that secondary recovery must be included to have o well-rounded ap-
prouch to our energy erisis,

The Intent of this legislation is to stimulate investments for exploration of
new domestic reserves of oll and natural gas, It is Intended to help reverse the
present. dangerous trends which would result In our growing reliance upon
fnsecure Middle Bast sources of erude oll and to gunrantee the consnmer the
energy supplies he requires.

I urge prompt conslderation of this proposal. We muast act now to reverse
the deproessed level of domestie exploration activitles so this nation will not, be
dependent upon insceure Middle Enst sources for the bulk of our crude ofl
supples which are so vital to our national security and our economic health,

The Cuamaran. Due to the fact that he is unable to appear this
afternoon, Mr, Clarence M. Tarr, vice president, National Association
of Retired Federal Employees, has decided to submit his statement
for the record.

(Mr. Tarr’s prepared statement. follows:)

PREPARED STATEMENT OF CLARENCE M. TARR, VIicE PRESIDENT, NATIONAL ASS80-
OIATION OF RETIRED IPEDERAL KMPLOYEEKS

Mr. Chairman and members of the committee, for the record, T am Thomas
G. Walters, President of the National Associntion of Retired Iederal Employees
(NARFRE), I am accompanied this morning by Mr. Clarence X, Tarr, Vice Presi-
dent of our organization, and Miss Judith 13, Park, Administrative Assistant.
NARFR is now In itg 50th year and is a nonprofit, incorporated assoclation with a
membership of more than 150,000, composed exclusively of retirees of the Ilederal
Government. and thelr survivors restding throughout the 50 States, Puerto Rico,
the Canal Zone, and the Philippines,

I appear before this Senate Committee on Finance today on behalf of our
membership to suggest some amendments and lHberallizations to H.R. 10947,
especially as it applies to annuitants and survivors and to senlor citizens who
are forced to live on low ingufficient incomes,

Generally speaking, we support President Nixon's legislative proposals in-
cluded in his economic program released on August 15, 1971, and IT.R. 10947 which
was approved by the ITouse of Representatives on Wednesday, October 7, 1971,
but we do believe that the personal exemption should be further lberalized and
made effective as of January 1, 1971,

RETIREES SUFFER

Mr. Chairman, I do not feel that any member of this committee needs to be
persuaded of the fact that the retired persons of this country have been the ones
most flercely hit by the inflationary economy of the past several years. The
average retiree on a fixed, limited income has had to bear the brunt of ever-
increasing rents, consumer prices and services without the henefit of any sub-
stantial pension increase. The cost-of-living increases provided by law since
December 1, 1965, have been helpful, but a 4 percent or 3 percent increase on a
base annuity of $100 or $200 a month, does not bring about enough increase to
realistically aid in meeting such cost-of-living increases as a $25 rent increase,
or goaring food prices.
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The pension that at one time might have allowed him to maintain a decent
standard of living has been eaten away to the poinc that he now finds himself
in dire financial need, unable to afford even the basic necessities of life, such as
rent, food, clothing, and medical services, Wage increases that have aided active
employees in coping with the infiation have not been reflected in the pensions
and annuities of the majority of retireey, and resulting price increases have simply
pushed the clderly closer to or further below a poverty level existence,

We are hopeful that the present wage-price freeze and the proposed second
stage of this cconomie policy will provide an effective means toward checking
inflation, particularly as the freeze applies to rents and to prices on consumer
products and services so essential for simple existence,

The latest statistles avallable to us show that of the more than 900,000 Civil
Servicee retirees and survivors, some 273,000 receive less than $100 per month;
more than 511,000 receive less than $200 per month; and 698,000 more than two
thirds, recelve less than $300 per month, These figures show gross annuities, and
do not take into necount deductions for health benefits, Medieare, ete,

In quoting these statistics, in the past we have often been confronted with the
argument that the majority of these low annuity retirces were *‘short term”
employees, who only spent a few years of thelr working eareers in the Federal
service, and therefore, it would be only natural that their annuities would fall
fnto a low-income bracket. We have never agreed that this theory was fully
correct but were not able to determine from official records just how many of
them were “short term” employees, Therefore, about flve months ago we began
encouraging our members with more than fifteen (15) years of service and
monthly annuities of less than $350 to contaet us as to thelr years of service and
resulting annuities, with the understanding that we would not publicize their
names.

Since requesting this information from our membership we have received more
than 15,000 letters on the subjeet, and I assure you that all of these letters are
authentic and signed by Civil Service annuitants, The entive file is availuble in
my office and could be made available to this Committee at any time.

The letters have been broken down into categories of years of service and
resulting annuities, Ineluded in this exhibit we have 13 members with 14 to 19
years' service receiving less than $100 per month, ranging from $19 for 14 years
through $52 for 19 years, and $99.20 for a fifteen-year annuitant, In the 20-25
year category, we show 15 members receiving less than $100, with one 23-year
retirce receiving $45.00 per month, Kven in the 25-30 year group we find four
members reporting annuities of less than $100 per month: one such member
receiving $75.00 for 27 years' service. We also have a letter from a 37-year
annuitant who receives $78 per month.

Mr. Chairman, I don’t believe angone will contest that 40 years’ IFederal
service is not “short term,” and in this category we have numerous members
receiving less than $300 per month, One retivee reports a $209 annuity based on
45 years of service, and one with 54 years' service receives a mere $292 monthly
annuity. One couple with more than 50 years of service between them receive less
than $250 per month. Among the survivor annuitants we have heard from,
we have exhibits of $92 based on 39 years’ service; $74 on 38 years; $H2 on 25
years; and $27.50 on 15 years of service,

NARTFE strongly supports the general idea that is contained in ILR. 107 to
advance the personal exemptions and percentage stundard deduetions scheduled
in the 1909 fax Reform Act. We strongly believe, however, that today’s social
structure and present cconomic situation warrants a further increase in the
personal exemption and percentage standard deductions, and we urge this Com-
mittee to go beyond the President’s proposal and 1L, 10MH7T's provisions and
grant a personal exemption of $1000 and a 20 percent standard deduction with
a $2000 ceiling effective January 1, 1971, Such a provision would be of great
benefit to millions of American taxpayers and would be especially helpful to
the elderly and low income people as those retivees 65 years of age and over re-
ceive a double exemption. We strongly believe that any senior citizen who is
forced to live on an income at or below the so-called poverty level should be
exempt from all Federal, State, and municipal taxes, but if we had on the
statute books a $1000 personal exemption and a 20 percent standard deduction
with a $2000 ceiling, the majority of these needy elderly people would be re-
moved from Federal income tax rolls.

Mr. Chairman and Members of the Committee, I know that each of you are
anxious to pass legislation that will give tax relief to our senior citizens 65
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years of age and older. This i3 the group I am most concerned about, and I am
sure that you share that view. It is my deepest hope that we can find some way
to exclude from Federal income tax all of these retirees and survivors who are
being forced to llve below the poverty level through no fault of their own.

I am sure you realize that because of age thousands of annuitants and survi-
vord who are lving today will not be here next year. Our membership of
more than 150,000 is made up of men and women who range in age from 50
years to 100 plus years, and from this number we average 800 to 500 deaths per
month, so whatever we do to assigt these annuitants and survivors should be
done today—tomorrow may be too late.

Though I speak today with speclal emphasis on the plight of the elderly and
low-income people in today’s ‘“high-priced” soclety, I sincerely believe that the
proposals I have mentioned will be beneflcial to millions of Americany, regardless
of their age, for certainly every citizen has felt the bite of inflation. I trust that
in the near future this Committee and the Congress will pass and send to the
President for approval, legislation to ease the flnancial burden of those who need
it so badly, and which will work for the common good of this country.

In conclusion, Mr. Chalrman, may I again urge that as this Committee works
upon this important legislation, it keep uppermost in mind the necessity for
bringing under control the terrifying inflation that rapidly ruins those retired
on a fixed income. I have heard inflation spoken of as debiiitating, I have heard
it spoken of as an economic illness. Some scem to feel it should be treated as a
chronic disease of an industrial soclety. But may I direct the attention of this
Committee to the fact that for a retirce on a fixed income, inflation Is a terminal
economic iliness slowly repressing his freedom. his quality of life, and his dignity
a8 a human being. It is beyond his control, There is nothing he can do to alleviate
it or ease the pain. It is an economic leukemia that wastes his resources and
finally destroys his economic well being. He has no cure. Mr. Chairman, as you
proceed with your deliberations, we look to you and this Committee to help cure
this {llness of inflation. Above all, this is our need.

On behalf of our entire NARFE membership I express to you, Mr. Chairman,
and to the Members of this Committee our sincere thanks for this opportunity
to present our story on the need for correcting legislation for retirces and the
elderly. We also extend our deep appreciation to your most cefficient staff for
the work and cooperation we have received from them,

We shall be delighted to answer any questions you may have.

The Cnamman. We will now stand in recess until 2:30 due to the
fact some of us have commitments during the noon hour.
(Whereupon, at 12:30 p.m., the committee was recessed until 2:30
p-m. of the same day.)
AFTERNOON SESSION

Present : Chairman Long and Senator Miller.
The Crramrman, The next witness will be Mr. John R. Greenlee,
chairman, tax policy committee, the Tax Council.

STATEMENT OF JOHN R. GREENLEE, CHAIRMAN, TAX POLICY
COMMITTEE, THE TAX COUNCIL

Mr, Greenveg, Thank you, Mr, Chairman.

The Cramman, We are pleased to have you.

Mr. Greenvee. My name is John R. Greenlee. I am director of taxes
for the Hanna Mining Co., Cleveland, Ohio. I appear here for the Tax
Cq&ncil, of which I am a director and chairman of the tax policy com-
mittee.

We welcome the opportunity to appear in these hearings. We sup-
ﬁort and urge your approval of the provisions of H.R. 10947, the

evenue Act of 1971, which would :

(a) Establish a 7-percent job development investment credit;
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(b) Create a new depreciation system retaining, except for the first
year convention, the major features of the asset depreciation range
(ADR) system adopted by the Treasury Department in June;

(¢) Repeal the 7-percent excise tax on automobiles, and the 10-
percent excise tax on small trucks; and

(d) Reduce individual income taxes. )

We also strongly support enactment of the DISC—Domestic Inter-
national Sales Corp.—program, but urge that you substitute deferral
of tax on all DISC income for the “incremental” approach of the
House bill as recommended by the Secretary of the Treasury in his
testimony before you on October 7. Further, we hope you will give
favorable consideration to the administration’s proposal that the rate
of the job development. credit. be set at 10 instead of 7 percent for the
first year, because we believe this would mean more new jobs opening
up at the earliest possible date. o

(a) The charge that the investment credit and new depreciation
rules represent. a “trickle down™ policy is not just short on objectivity,
it is countereducational because the benefits of capital formation are
no trickle; they are the most substantial economic benefits known to
man.

(d) The corporation is the principal means in non-Communist coun-
tries for maximizing for people the benefits of capital formation,

(¢) More capital formation first puts people to work producing new
productive facilities, and then puts additional people to work using
those facilitics—or keeps people at work who otherwise would lose
their jobs to foreign competitors.

(d) As contrasted with consumption spending, capital formation
makes a continuing contribution to employment, economic product and
revenues. Over 10 years, a $1,000 marginal investment is estimated to
bring a total addition to national product of $3,346—of which Govern-
ment would take $1,305 (table 1).

PLANT UTILIZATION AND CAPITAI FORMATION

A third reason which currently might be used to rationalize, but
certainly would not justify, the notion that capital formation is a
“trickle down” process is the plant utilization rate of 73 percent.

It first should be noted that the utilization figures apply only to
manufacturing and manufacturing accounts for only a{;out 40 per-
cent of business expenditures for new plant and equipment. Public
utilitics account for 16.5 percent, communications 12.8 percent, mining
2.4 percent, railroads 2.3 percent, air transportation 8.4 percent, other
transportation 1.6 percent, and commercial and other the remaining
21 percent. With utilization crowding capacity in public utilities, com-
munications major mining areas, commercial and transportation ex-
cept for air, complacency about the need for new facilities is hardly
warranted.

A second point about utilization is that a great deal of manufactur-
ing capacity is obsolete, perhaps as much as 10 percent, and then an-
other percentage is marginal. Of course, the situation will vary in-
dustry by industry.

A third point about utilization involves economic balance. We have
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no experience which indicates we could have a fully operating, bal-
anced economy without business capital spending holding up its end.
We know that when capital formation flourishes, so does the economy,
and when the economy flourishes it needs all the capital formation 1t
can get in order to improve productivity and counterinflationary
forces. A step-up in capital formation is the best way both to increase
plant utilization and to assure a balanced and less inflationary economy
when we get back to high-level production and employment.

JAPITAL. AND INTERNAT/ONAJ. COMPETITION

A valid question is why America with its high stock of capital
per worker finds itself at a competitive disalvantage with nations
whose stocks of accumulated capital are substantially lower. We be-
lieve open and frank discussion of this subject would be a healthy edu-
cational exercise. Without pretending to delimit the subject, our think-
ing turns up five major points affecting our ability to compete which we
believe deserve consideration:

First, the push of wage and salary levels for so many groups in the
United States beyond the increases in real incomes made possible by
capital formation and inereased productivity.

Second, a serious lag in productivity in recent years.

Third, concentration of other nations in capital formation and high
technology in export areas.

Fourth, & much faster rate of growth of capital formation in other
countries than here, so that a larger proportion of their eapital stock
is of the most modern technology.

Fifth, more restrictive tax provisions for capital recovery in the
United States than among our major competitors,

Some of the figures and facts which bear on these points are most
illuminating. In the 5 years after 1965, average hourly earnings in the
United States increased three times as fast as productivity, with the
difference approximating the inflation rate; when productivity over
the 5 years was increasing 10 percent here, it increased 70 percent
in Japan and then ranged downward from 40 to 18 percent in Europe:
in 1970, West Germany passed the United States in the production of
machine tools and Russia and Japan were not far behind; and, in
1968, capital formation as percent of GNP was only 13 percent in
America but ranged upward to 18 percent. in France and Germany on
to 27 percent in Japan.

For a vivid illustration of the adverse cffects of Federal tax policy
on business capital spending in the United States, as compared with
other nations, table T of Secretary Connally’s testimony on October
7 could not be improved upon.

I would now refer you to table 2 of our statement,

(¢) Over the past 18 years, there has been a substantial decline in
unemployment when profits increased by more than 10 percent—75
years—and a substantial increase in unemployment when profits de-
clined by more than 10 percent—2 years. (Table 2.)

(%) There was a profit gap of $25 billion in 1970, and a cumulative
gap of $64 billion, using profits in relation to GNP in 1965 as the base.
(Table 3.) The January 1966 annual report of the Council of Eco-
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nomic Advisers attested to the fact that 1965 was a year of good
balance in the economy.

(¢) From the same base, there was a cash flow gap of $21 billion in
1970, and a cumulative gap of $56 billion. (Table 4.)

() Compared with the profit and cash flow gaps, estimated cor-
porate tax savings from the new investment credit and depreciation
rules are quite modest.

A GUIDE FOR POLICY

'The facts and figures recited provide a clear guide for policy. They
indicate it would be a major mistake of economie policy for this com-
mittee or the Senate to fail to go along completely with the new credit
and depreciation rules as passed by the House. Instead of cutting back
on these measures, after a year or two of experience we think 1t may
well be found that further easing of the tax restraints on capital
formation is very much in order to serve the public interest.

(m) Althou%h the cconomie situation is more serious now than in
the carly 1960°s, the tax actions preceding the fine balance in the
cconomy of 1965 included lower corporate tax rates as well as the
investment credit and liberalized deprecintion.

(n) Because (i) the problem today is lack of income of })eople who
are unemployed and not shortage of income of people who are em-
ployed; Jii) Federal stimulus of demand is out of hand with a full
employment deficit of $5 billion up; (iii) of the profit and cash flow
gaps; and (iv) the need for revival of business cn‘Fitul spending if we
are to move forward to a perviod of economic balance, there is no
economic case whatsoever for modifying the business tax cuts in order
to make further tax cuts for individuals.

The great concern which I express to you is that the need
of the unemployed for new job opportunities not be subordinated in
any degree to putting more money directly into the hands of the
employed.

0) More specifically, we emphatically urge upon you the view
that none of the potential for jobmaking of the new investment credit,
and depreciation rules combined be tx'aﬁed for any kind or amount of
further personal tax cuts to aid those now employed.

(p) If the United States is to reverse the trend which jeopardizes
its world economic leadership, the release of tax restraints on capital
formation provided in ILR. 10947 would be a very modest beginning.

Thank you.

The Crairman. I would like to ask you one question about this. This
is an impressive table over here that could really prove what you seem
to think it does.

Now, would you mind explaining to me how that table demonstrates
your point. I would like to see if it supports it to the point that you
apparently think it does.

Mr. Greencer. Well, we have used the figure of 25 percent of in-
creased or GNP generated by capital investments. As I recall, 20 years
ago the economists, as a general rule, were accepting that as a foregone
conclusion. We have just picked up that same 25 percent figure.

The CiarMan. Give me that again. You say you are relying upon
an assumption ?

Mr. GreeNcee. That is right.
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h’I‘};e CuairmaN, What is that assumption now? Would you restate
that

Mr. Greenpie. The assumption is one, at least I have heard econ-
omists, and I just use the term broadly, have used for the last 20 years,
that the resulting flow and the effect on gross national product from
capital investment as opposed to a substantial investment is in the
range of 25 percent. That 1s an assumption on which this table is based.
The other assumption is that some 14 percent of our gross national
product, in turn, goes into capital investment.

Now, the point we are making is that funds released, with funds
released that becomes a part of gross national product on the consump-
tion area and will be subject only to the 14 percent which will go as on
the average into the arca of capital investment, whereas the effect of
the additional job creation by capital formation has a factor such as
25 percent added to it in addition to the 14 percent that will flow from
all expenditures that affect GNP. That is the basis for the table and
it is based on those assumptions.

The Cramrman. I want to study this and explore that assumption,
because it might be correct and, if it is, I would like to put it in the
computer and leave it there.

r. GREENLEE. Sure.

The Ciamman. I discovered all during the periods that we were
prosperous, that for the gross national product to increase by $1, the
total public and private debt, that is, the debt structure of public plus
private, had to increase by $2, and it did.

Mr. Greenreg. All right.

The Criamman. That was our experience. Of course, you understand
that gross national product is a recurring thing, it is an cvery year
:E.ing, while the public and private debt structure is a cumulative

ing. .

Mr. GREENLEE. Yes, sir.

The Criairman. So one is just a 1-year shot and the other is what
happens after it is all over. It doesn’t mean that you are poorer be-
cause you have a bigger public and private debt structure, because after
all, we as a nation owe it to one another. But it would appear in order
for the economy to produce and consume one more automobile, let’s say,
than it had the year before—in other words, assuming last year it pro-
duced a million automobiles and you want to produce a million and one
this year, if that were a $3,000 automobile, you are going to have to in-
crease your debt structure by $6,000. That would mean, in effect, in
order to merchandise that one additional automobile beyond what you
merchandised the year before, that & man would have to borrow the
money from a bank to buy the automobile, or from GMC, and that
they in turn would borrow that from an insurance company. So that the
debt structure had been increcased by $2 to make that $1 increase in the
gross national product.

Now, please understand we are no poorer, what we owe isall owed to
one another. So the total economy is no poorer, but the debt structure
has increased in order to accommodate that additional auto. It might
be that we can keep the country prosperous without expanding the
debt structure, although I know I have made some independent study
of every year that we were prosperous and every year that we were
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prosperous we expanded the debt structure by $2 for every $1 we in-
creased the gross national product.

Have you looked at those figures?

Mr. GreenLee. No, I have not. They are interesting. I will make a
point to do so.

The Crnairman. Please take a look at the figures that we put in the
record every time we raise the debt limit. We have a whole group of
comparative figures, some are in constant dollars, some are in current
dollars, and if you just get those figures together and look at your gross
national product and then look at your public plus private debt—and
T am talking about the total, not any one segment.

Mr. GREENLEE. Yes, sir,

The Cuamrman, So that when I see all of that and hear someone
screaming about the fact that the Government owes more money, I
find myself saying, “While that may be bad, and taken alone it is, if
you want to be prosperous somebody is going to owe somebody some
znore money because if the country is to grow the debt structure has

0 grow,

r. GREENLEE, I agree with that, Mr. Chairman, and that is particu-
larly true as long as we can keep our country on the dynamic path. I
agree with you completely.

The Crramrman. I don’t want to go into any more debt myself, unless
I can afford it. I don’t enjoy being in debt. But as a practical proposi-
tion there is only so much gold around and so much currency and when
a bank reflects that one man has money in his account, it is usually be-
cause somebody owes money at some point. Ane man’s debt is another
man’s asset.

Mr. GREENLEE, Yes,sir,

The CuairmMan. Well, thank you very much. I appreciate your state-
ment and I assure you I will study it further. I particularly want to do
justice to the theory that you point out here on page 4.

Senator MiLLer. Before the witness leaves, as long as we are talking
(ia!con}omic theory, I would like to have him probe this point a little

urther,

If, for example, you bought a $3,000 automobile but you went down
to the bank to borrow the $3,000, and that was the only transaction as
of the end of the year, I doubt if you would be talking about an in-
crease in your gross national product, or an increase in your real
economic growth because the one offsets the other.

Mr. Greenveg. That is perfectly right.

Senator MirLer. And in looking at it from a countrywide standpoint,
I suggest that you would look at the same thing.

Now, of course, there is a lot of disagreement over what is true
economic growth, but it would seem to me as a basic principle if the
true economic growth is offset in whole by the addition to the national
debt, then we are just kidding ourselves if we think we have had real
economic growth.

Mr. GrEENLEE. Senator, I would suggest, if you will, and I think
the point we are trying to make is that 1t is not just the car itself but
the extra people that are put to work making that car, all the way from
the expanding machine tool industry to the job of suppliers all the
way up the line.
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I quite agree with you on the one transaction. I have no quarrel at
all with your statement.

Senator MiLrer. We could make it as many transactions as you
want. If you have had so much economie, true economic, growth for
the Nation.

Mr. GREENLEE. Yes, sir.

Senator MirLer. And you have had an equal amount added to the
national debt or to the total borrowed debt, consumer credit, national
debt, the State and local increase in debt, then I suggest to you you
haven’t had any real economic growth, you have just stood still.

Mr. GreeNLEE. Yes, sir.

Senator, I would suggest, however, this is one of the points we were
trying to make to the extent that we can generate profits, and I am
talking about corporate profits, with which to acquire new capital
necessary for expansion and maintaining additional technology. This
does add to real wealth and real income. To that extent, we are not
talking about a debt acquired in order to accomplish this goal.

Senator Mirrer, I am all for that and T am all for borrowing money
in order to put more people to work and make more profit. 1 just
want to warn, however, that if we for a period of time have found
an serious increase in economic growth and at the same time an equal
amount of increase in total debt, that we are just kidding ourselves
if we think we have made any progress.

You see, you would have to allocate it across the board. TTow much
additional growth is there from every man, woman and child in this
country ¢ And then how much of the total debt for every man, woman,
and child in the country, and you get down to the individual case that
I mentioned to you.

So it seems to me that we shouldn’t confuse that situation with the
desirability of adding to debt if that will help us increase, I mean make
a genuine increase in our ecconomic growth.

So that T think what Senator Long is talking about is this addition
to the national debt in relationship to the gross national product ac-
tually may be smaller this year than it was 10 years ago.

Mr. GreenLeg. That is correct.

Senator Mirrer. But that doesn’t tell the whole story and T think
the whole story is you have to look into the true economic growth;
perhaps you have to shrink the inflation out of it to get the real dollar
picture, not only on both sides of the ledger, on the plus side and on
the debt side, and see what the picture is then.

Mr. Greennee. Surely, I quite agree.

Senator MiLrer. Thank you.

(Mr.)Grcenloe’s prepared statement. follows. Hearing continued on
p. 511.

PREPARED STATEMENT OF JOHN R. GREENLEE IN BEHALF OF TIE TAX COUNCIL
1. POLICY RECOMMENDATIONS

(a) Bnactment of provisions of H.R. 10947 which would—

(1) establish a T7-percent job development credit

‘(i) create a new depreciation system retaining (except for the first
year convention) the major features of the Asset Depreciation Range (ADR)
System adopted by the Treasury Department in June

(iil) repeal the 7-percent excise tax on automobiles, and the 10-percent
excise tax on small trucks and

(iv) reduce individual income taxes
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(b) Enactment of the DISC (Domestic International Sales Corporation) pro-
gram, substituting deferral of tax on all DISC income for the “incremental”
approach of the House bill as recommended by the Secretary of the Treasury
in his testimony on October 7Tth.

(o) Favorable consideration of the Administration’s proposal that the rate of
job development credit be set at 10 instead of 7 percent for the first year.

2. SUPPORTING POINTS

(a) The charge that the Investment credit and new depreciation rules repre-
sent a “trickle down” policy is not just short on objectivity, it is counter-
educational because the benefits of caplital formation are no trickle; they are
the most substantial cconomic benefits known to man.

(b) The Corporation is the prineipal means in non-Communist countries for
maximizing for people the benefits of capital formation.

(c) More capital formation first puts people to work produecing new productive
facilities, and then puts additional people to work using those faeflities (or keeps
people at work who otherwise would lose their jobs to foreign competitors).

(d) As contrasted with consumption spending, capital formation makes a con-
tinuing contribution to employment, economic produel and revenues. Over ten
Years, a $1,000 marginal investment is estimated to bring a total additlon to na-
tional product of $3,846—o0f which government would take $1,305 (Table 1).

(¢) The plant utilization rate of 78 percent is not a reason to hold off on capi-
tal formation because: 1) The percentage relates only to manufacturing which
accounts for only 40 percent of new exepnditures on plant and equipment, and
utilization crowds capacity in most of the other areas; 2) a great deal of manu-
facturing capacity is obsolete, and another percentage is marginal; and 8) when
capital formation flourishes, so does the economy, and when the economy flour-
ishey it needs all the capital formation it can get in order to improve productivity
and counter inflationary forces.

() Despite its high stock of aceumulated capital, the U.S. ability to compete
with other nations is adversely affected by 1} the push of wage and salary levels
for so many groups here beyond the increases in real incomes made possible by
capital formation and increased productivity ; i) a serious lag in productivity in
recent years; iii) concentration of other nations in capital formation and high
technology in export areas; iv) a much faster contemporary rate of growth of
capital formation in other countries than here; and v) more restrictive tax pro-
visions for capital recovery liere than among our major competitors, Supporting
figures include: in the five years after 1965, avernge hourly earnings in the United
States {nereased three times as fast as productivity, with the difference approxi-
mating the inflation rate; when productivity over the five years was increasing
10 percent here, it increased 70 percent in Japan and then ranged downward
from 40 to 18 percent in Lurope; in 1970, West Germany passed the United
States in the production of machine tools and Russia and Japan were not far
behind ; and, in 1968, capital formation as percent of GNTI was only 13 percent in
Amerlea but ranged upward to 18 pereent in France and Germany on to 27 per-
cent in Japan, Also sce Table 1 of Secrotn ry Connally’s testimony on October 7th,

(¢) Over the past 18 years, there has been a substantial decline in unemploy-
ment when profits incereased by more than 10 percent (five years) and a substan-
tial Inerease {n unemployment when profits deelined by more than 10 percent (2
yvears). (Table 2.)

(k) There was a profit gap of $25 billion in 1970, and a cumulative gap of $64
billion, using profits in relation to GNP in 1965 as the base. (‘Table 3). The
January 1066 annual report of the Counell of Economic Advisers attested to the
fact that 1966 was a year of good balance in the economy,

(f) Yrom the same base, there was a eash flow gap of $21 billion in 1970,
and a cumulative gap of $56 billion. ("Table 4).

(j) Compared with the profit and cash flow gaps, estimated corporate tax
savings from the new investment credit and depreciation rules—$2 billion in
1971, $4.6 billion in 1972 and $5.4 billion in 1978—are quite modest,

(k) Considering all the facts and figures cited, it would be a major mistake of
economic policy for the Committee or the Senate to fail to go along completely
with the new investment credit and depreciation rules as passed by the House.

(1) Instead of cutting back on the credit and depreciation rules, it may well be
found in a year or two that a further easing of the tax restraints on capital
formation is very much in order.
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(m) Although the economic situation is more serious now than in the early
1960s, the tax actions preceding the fine balance in the economy of 1965 included
lower corporate tax rates as well as the investment credit and liberalized
depreciation.

(n) Because 1) the problem today is lack of income of people who are unem-
ployed and not shortage of income of people who are employed, il) federal
stimulus of demand is out of hand with a full employment deficit of $5 billion
up (compared with surpluses in 1962-1965), iii) of the profit and cash flow gaps,
and iv) the need for revival of business capital spending if we are to move for-
ward to a period of economic balance, there i{s no economic case whatsoever for
modifying the business tax cuts in order to make further tax cuts for individuals.

(0) More specifically, none of the potential for job-making of the new invest-
ment credit and depreciation rules combined should be traded for any kind or
amount of further personal tax cuts to aid those now employed.

(p) If the United States is to reverse the trend which jeopardizes its World
economic leadership, the release of tax restraints on capital formation provided
in H.R. 10947 would be a very modest beginning. :

‘“PHE BENEFITS OF CAPITAL FORMATION ARE NO TRICKLE"

The Council is a non-profit, policy organization supported by business, Its
membership includes large, medium-size and small companies., The Board of
Directors is a working board drawn largely from membership but including some
distinguished people in the fleld of taxation without a membership connection.

We welcome the opportunity to appear in these hearings, We support and
urge your approval of the provisions of H.R. 10947, The Revenue Act of 1971,
which would: a) establish a 7-percent job development investment credit;
b) create a new depreclation system retaining (except for the first year con-
vention) the major features of the Asset Depreciation Range (ADR) System
adopted by the Treasury Department in June; c¢) repeal the 7-percent excise tax
on automobiles, and the 10-percent excise 'tax on small trucks; and d) reduce
individual income taxes.

We also strongly support enactment of the DISC (Domestic International
Sales Corporation) program, but urge that the substitute deferral of tax on
all DISC income for the “incremental” approach of the House bill as recom-
mended by the Secretary of the Treasury in his testimony before you on Oc-
tober 7th. Further, we hope you will give favorable consideration to the Ad-
ministration’s proposal that the rate of the Job development credit be set at
10 instead of 7 percent for the flrst year, because we belleve this would mean
more new jobs opening up a't the earliest possible date.

Mr. Chairman, the national problems of unemployment, inflation and low
productivity have not been thrust upon our nation by external forces, they are
of our own creation. When we look for the sources of our problems, we must
start with government but the challenge is not to decide who is responsible but
to work together to resolve them. All of us have got to display more under-
standing and a more cooperative attitude if we are to be successful. We must
bring a high level of objectivity into our discussions if we are serious about
a common effort to get our nation back on the track of its great destiny. We
must avold language which frustrates constructive dialogue.

‘“'RICKLE DOWN”

In the doom and gloom of the great depression the phrase “trickle down”
was colned as an eplthet against concepts attributing necessary function to
profits, savings and capital, but its use was abandoned as the economic dialogue
became more sophisticated In the late 1950s and early 1960s. It was revived
early this year as the leading edge of the attack on the Asset Depreciation
Range (ADR) system initiated by the Administration. More recently, it has been
used to attack the job development credit, the combination of the credit and
the new depreciation rules or in general the concern for direct tax action to
re-energize the capital formation process as reflected in the Administration’s
new economic program and now in H.R. 10947. The phrase has been used by
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union leaders, some Presidential hopefuls and other members of Congress, edi-
torial writers, columnists and college economists including the head of the
Council of Economic Advisers at the time the original investment credit, the
1962 depreciation guidelines and the 1964 corporate tax reduction were initiated.

Counter-educational

The charge of “trickle down” is not just short on objectivity. It is counter-
educational. The benefits of capital formation are no trickle. They are the most
substantial economic benefits known to man. The high real wages and salaries
including those of government employees, and the high standard of living of
the American people as a whole, all derive from high capital formation. When
we compare real incomes here with those in other countries, we find ours are
way ahead for the basic reason that our stock of capital (accumulated total of
savings and investment) per worker or per citizen is far higher than elsewhere.
The level of unemployment benefits here is far above the level of income for
work in major industrial nations. Iiven welfare payments here are larger than
wages in many countries. It all stems from more capital.

If union power, or government dispensation, could uplift the real wage and
living standards of a nation, the rest of the world would be as well off as
Americans. Unlons and well-meaning governments are not peculiar to the
American shore. The well-being of a nation's people advances on the disciplines
of saving, investment and work, not on the largess of government nor the boasts
and claims of union leaders.

When we look for reasons why capital formation would be downgraded by
use of the phrase “trickle down”, we find three which seem the most likely.

Corporations and pcople

The first is really only a ploy to attract the support of people who do not
understand their stake in the profitable operation of corporations. The ploy is
to make antagonists out of corporations and of people. The truth of course is
that the corporation is the principal means in non-Communist countries for
maximizing for people the benefits of capital formation.

The benefits of capital formation

The second major reason for the “trickle down” attribution would appear to
be the tendency to appraise the results of tax reduction in an extremely short-
term and narrow context. It's obvious that people who spend most of thelr in-
come immediately will do the same with most of any tax reduction they get.
But it is equally obvious that once spent the economic effect of wuch tax reduc-
tion tapers off except as there is a flow through to profits and capital formation.
It also is obvious there may be some delay in the first effects of tax reduction to
further capital formation, but what's overlooked in the “trickle down” frame
of reference is the double impact of more capital formation in creating more
jobs and in its continuing contribution to employment, economic product and
revenues.

As regards double impuct, capital formation first puts people to work produc-
ing new productive facilities, and then puts additional people to work using
thoge facilities (or keeps people at work who otherwise would lose their jobs to
foreign competitors).

As regards the continuing impact of caplital formation, a reasonable estimate
of the economic yield from marginal capital investment is 25 percent. That is,
for every additional dollar of capital investment, there is an annual addition
to national product of 25 cents. On this basis marginal capital investment will,
compounded, yield its value in current consumption in less than four years.
with the annual yield thereafter being all bonus for having saved and invested
the original income instead of using it for immediate consumption. Over a 10-
year period, a $1,000 marginal capital investment brings a total addition to
national product of $3,346—of which government would take $1,305. Table 1
shows how the figures increase year-by-year,

Plant utilization and capital formation

A third reason which currently might e used to rationalize. but certainly
would not justify, the notion that capital formation is a “trickle down” process
is the plant utilization rate of 73 percent.

It first should be noted that the utilization figures apply only to manufactur-
ing and manufacturing accounts for only about 40 percent of business expendi-
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tures for new plant and equipment. Public utilities account for 1G.5 percent,
communications 12.8 percent, mining 2.4 percent, railroads 2.3 percent, air trans-
portation 3.4 percent, other transportation 1.6 percent, and commerecial and
other the remaining 21 percent. With utilization crowding capacity in public
utilities, communications, major mining areas, commercial and transportation
except for air, complacency about the need for new facilities is hardly warranted.

A second point about utilization is that a great deal of manufactuving capacity
is obsolete, perhaps as mueh as ten percent, and then another percentage is
marginal, Of course, the situacion will vary industry by industry,

A third point about utilization involves economie balance. We have no experi-
ence which indicates we could have a fully operating, balanced economy without
business capital spending holding up its end. We know that when capital forma-
tion flourishes, so does the economy, and when the cconomy flourishes it needs
all the capital formation it can get in order to improve productivity and counter
inflationary forces. A step-up in capital formation is the best way both to in-
crease plant utilization and to agsure a balanced and less inflationary economy
when we get back to high level production and employment.

TABLE 1.—10-YEAR YIELD IN ADDITIONAL PRODUCT (INCOME) AND REVENUE FROM MARGINAL CAPITAL
INVESTMENT OF $1,000

National product New capital
Marginal capital (income) zg;nerated investment from  Total addition to Revenue yield
investment, ercent (ld'parcenl national product (30 parcent
cumulative of col, 1) of col, 2) (cols, 2+3) of col. 4)
Q) @) (€)) %) (5)
$1,000 $250 $35 $285 l$386 50
1,035 259 36 295 8. 50
1,071 268 38 306 91 80
1,109 277 39 316 94,80
1,148 287 40 327

1,188 297 42 339 101.70
1,230 308 43 351 105,30

1,273 318 45 363 3
1,318 329 46 375 112,50
1,364 341 48 389 116.70
........................ 2,934 412 3,346 1,304.85

1 Includes 30 percent of the $1,000 capital investment.

CAPITAIL, AND INTERNATIONAL COMPETITION

A valid question is why America with its high stock of capital per worker
finds itself at a competitive disadvantage with nations whose stocks of aceumu-
lated capital are substantially lower. We believe open and frank discussion of
thig subject would be a healthy edueational exercise. Without pretending to de-
limit the subject, our thinking turns up five major points affecting our ability
to compete which we believe deserve consideration:

First, the push of wage and salary levels for so many groups in the United
States beyond the increases In real incomes made possible by eapital formation
and increased productivity.

Second, a serious lag in productivity in recent years.

Third, concentration of other nations in capital formation and high technology
in export areas.

Fourth, a much faster rate of growth of capital formation in other countries
than here, so that a larger proportion of thelr capital stock is of the most modern
technology.

Fifth, more restrictive tax provistons for capital recovery in the United States
than among our majorcompetitors.

Some of the figures and facts which bear on these points are most illuminating,

In the five years after 1965, average hourly earnings in non-agricultural, pri-
vate employment in the United States inereased by over 31 percent. In the same
period, productivity increased only about 10 percent. The difference of 21 per-
centage points approximates the inflation rate (consumer price increase) of 23
percent.
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. In the five years in which productivity was increasing only about 10 percent
in the United States, the increases were over 70 percent in Japan, a little more
than 40 percent in the Netherlands and a little less in Sweden, 33 percent in
France and 27 percent in West Germany. Even in the United Kingdom the in-
crease was 18 percent, nearly double the U.S. rate.

In 1970, West Germany passed the United States in the production of ma-
chine tools and Russia and Japan were not far behind.

In 1968, capital outlays in the United States were 13 percent of gross national
product while among our competitors the percentages ranged upward from 14
percent in the United Kingdom to 16 percent in Belgium, 18 percent in France and
also in Germany, 21 percent in the Netherlands and 27 percent in Japan.

For a vivid illustration of the adverse effects of federal tax policy on busi-
ness capital spending in the United States, as compared with other mations,
Table I of Secretary Connally’s testimony on October 7th could not be improved
upon.

More capital formation may seem unimportant to some here at home, but for
most of the years since World War 1I the rest of the world considered the United
States a model of how to advance hwnan well-being through this process. The
figures suggest, however, that the model may be getting a little worn around
the edges. On the opening day of thes: hearings, Senator Bennett quoted from
an Evans and Novak column in the Washington Post transmitted from Japan
which I repeat here: “It is a chilling experience to hear a top government econ-
omist say, with a broad smile: ‘I am sorry to tell you this, but I think the
United States is beginning its economic decline "just as Great Britain began
theirs 20 years ago. The decline is irreversible’.” We stand with the Senator
in his opinion that the decline can be reversed, but if we are to pull the trick
we must seek better public understanding of the criticeal role of capital forma-
tion and avoid such counter-educational inputs as ‘“trickle down”.

TOWARDS A BALANCED AND STRONGER ECONOMY

To reverse the decline in our competitiveness with other major nations, we
must achieve a better balance in our economy thau obtains today. The first
matter of balance which we must face is under-utilization of our labor force.
This is not just a matter of economics and national pride, it is a matter of con-
science. It may be difficult to agree on a precise level of unemployment which is
tolerable, or whether and at what level there is a trade-off between unemploy-
ment and inflation, but there’s no room for disagreement that the six percent
zone of unemployment is much too high. When we look at the economics of the
matter, it is not hard to find cause and effect. Increasing the pay of the em-
ployed more than justified by the productivity performance of the economy does
not just put inflationary pressure on prices, it puts a deflationary squeeze on
profits, The vietims are those who lose their jobs or who can’t find jobs in
an economy in which profits are out of balance with other factors.

Union leaders may rail at profits when they are seeking wage increases unre-
lated to productivity in the economy, but to do so is as counter-educational as
the ‘“trickle down” phrase. Profits are the mainspring of job-making. Loss of
profits means loss of jobs and more profits means more jobs. Aside from the
incentive to produce which profits provide, they are the major source of new
business capital. If we are to avoid the fate of the Japanese economist sees for
us, the profit level has got to be adequate to the task.

The connection between profit trends and jobs may be verified statistically from
experience. Substantial variation from one year to another in the volume of
profits usually is accompanied by an opposite movement in the rate of unemploy-
ment. In the tive of the past 18 years, for example, when net profits increased
by more than 10 percent over the preceding year, there was a substantial decline
in the rate of unemployment. In the two years in which profits declined by more
than 10 percent, the rate of unemployment increased substantially. The figures
are shown in Table 2.

By the fourth quarter of 1970, net profits were down to an annual rate of
$39 billion, and the unemployment rate was up to 6.2 percent—an increase of 2.6
percentage points or 70 percent over the fourth quarter of 1969.

68-333 O - Tl - pt,2 -- 8
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TABLE 2.—VARIATIONS IN NET PROFITS AND RATE OF UNEMPLOYMENT

Net profits Unemployment Profit variation Percentage-point
after taxes (percent of  of more than 10 variation in rate
Year (billions) labor force) percent (biltions)  of unemployment

~
~
~
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The profit gap

It would be a mistake, however, to assume from these figures that all that is
needed to put the unemployed to work and regain some economic muscle in
international competition is a modest annual increase in profits over the next
few years. The facts are that we have developed a serious imbalance in the
relation between wages and profits since 1965 and the result is a rather frighten-
ing profit gap, or lag or deficiency in profits, both on an annual and a cumulative
basis.

In 1965, wages, salaries and other labor income were 552 percent of gross
national product. By 1970, this had increased to 58.6 percent. A large chunk of
the increase was in the government sector, where the total moved up from
10.1 percent to 11.7 percent of GNP.

In 1965, net profits were 6.8 percent of GNP, but by 1970 had dropped to only
4.2 percent—a drop roughly comparable to the percentage increase in compen-
sation. As we noted earlier, the victims of this process are those who are un-
employed. The lag or deficiency in profits over the five years on an annual and

cumulative basis is shown in Table 3.

TABLE 3.—THE LAG IN PROFITS
[Doilars in billions)

The profit record
Gross Reduction from 1965
National Profits

Year product after tax  Percent GNP  Percent GNP Current year Cumulative
$685 $46.5 [ 2
750 49.9 6.6 0.2 $1.5 $1.5
794 46.6 5.9 .9 7.2 8.7
864 47.8 5.5 1.3 11.2 19.9
929 4.5 4.8 2.0 18.6 38.5
974 41,2 4,2 2.6 25.3 63.8

This table tells us that the profit gap in 1970 was $25.3 billion, and that the
cumulative gap over five years was $63.8 billion.

If we were this year to return to the profitability of 1965, net profits would be
in the order of $71 billion; next year, the figure would be some $78 billion. If
these figures seem stlartling compared with present profit levels, it should be
recalled that 1965 was one of fine balance in the economy.

The 1965 economic performance was eulogized by the Council of Economic
Advisers in its annual report to Congress of January 1966. A major section was
entitled “The Balance of the Economy” and this was the theme which flowed
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throughout the report. After a number of years of cconomic lag and too much
unemployment, the economy was filled out and the unemployment rate was down
to the 4 percent zone at the end of the year.

The cash flow gap

While profits are the essential incentive to produce, the most important factor
in business capital spending is cash flow which is profits after tax plus capital
consumption allowances. The investment credit adds to profits, whereas both the
credit and larger depreciation allowances add to cash flow. Even with the linger-
ing effects of the 1962 depreciation guidelines, the cash flow gap is nearly as great
as the profit gap. The figures are shown in Table 4.

As the table shows, there was a steady decline in the ratio of cash flow to GNP
from 12.1 percent in 1965 to 10 percent in 1970. The annual deflciency in cash flow
in 1970 was $20.5 billion. The cumulative deficiency was $55.5 billion,

The job development investment credit and the new depreciation rules, as pro-
vided in H.R. 10947, would mean a tax reduction for corporations of roughly $2
billion in this calendar year, $4.6 billion in 1972 and $5.4 billion in 1973.

TABLE 4,—THE LAG N CASH FLOW

The cash flow record
Reduction from 1965

9ros§ Cash flow Current year

product GNP GNP Cumulative,

Year (billions) Billions {percent) (percent) Billions billions

1965, .. ... .. 3585 $82.9 |
1966. . ..ol 750 89,5 11.9 0.2 $1.5 $1.5
1967 .. 794 89.6 1.3 8 6.4 1.9
1968, ... 864 94.6 10.9 1.2 10.4 18.3
1969 . .. ... 929 95.8 10.3 1.8 16.7 35.0
1970 . ... 974 97.4 10.0 2,1 20.5 55.5

As compared with the annual and accumulated deficiencies in profits and cash
flow, these totals are quite modest.

A guide for policy

The facts and figures recited provide a clear guide for policy. They indicate
it would be a major mistake of economic policy for this Committee or the Senate
to fail to go along completely with the new credit and depreciation rules as passed
by the House. Instead of cutting back on these measures, after a year of two of
experience we think it may well be found that further easing of the tax restraints
on capital formation is very much in order to serve the public interest.

The record surveyed here re-enforces the findings of The Tax Council bulletin
of March 25, 1971, entitled “Investment Credit Needed Now”’, in which we stated
“The economy of 1971 is confronted with a mix of problems with much more
serious implications for economic health than was the situation in 1962 (when
the investment credit was enacted initially). Reinstatement of the credit would
not be a cure-all, but there certainly is much greater need for such a credit now
than in 1962.” Instead of restating the various points made in that bulletin,
copy is appended to this statement.

When we compare the present situation with that in the earlier period, we
should not forget that enactinent of the investment credit and promulgation of
the depreciation guidelines (which reduced property lives in some categories as
much as 35 to 40 percent as compared with the 20 percent overall reduction in
the new rules) was followed by a substantial reduction in the top rates of cor-
porate tax. In a discussion of the “Key role of business fixed investment” in
the January 1966 Economic Report, the tax measures were rated a major deter-
minant of “investment demeud” over the preceding two years in these words:
“the anticipated future returns from investment have been enhanced by the
prospect of continuing economic expansion and by the investment tax credit,
the liberalized depreciation rules, and the lowered corporate tax rates’.

We do not understand how it can be argued that less is needed now.
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THE DISC PROGRAM

By deferring tax on profits of Domestic International Sales Corporations
(DISCs) when such profits are used in export-related activities, the Adminis-
tration’s original DISC proposal would have increased the profitability of pro-
ducing goods for export, thus not only creating new job opportunities in domes-
tic industries, but protecting old ones. In modifying the proposal to largely limit
deferral to increased or ineremental export sales, H.R. 10947 essentially elimi-
nates the role of protecting existing export-related jobs. In view of the momen-
tum which foreign producers have achieved in increasing productivity, which
makes it ever more difficult for American producers to compete in their markets,
we think it would be a mistake to limit the objectives of the DISC program
to creating new jobs. We urge this Committee to accept the Administration’s
suggestions for revision of the bill Lbefore you to carry out the objectives of the

orignal proposal.
REPEAL OF THE AUTOMOBILE EXCISE TAX

Repeal of the T-percent excise tax on new automobiles would bring to an end
a selective and discriminatory levy which, in our view, should have been off the
books a long time ago. We also concur in the House action which would repeal
the 10-percent excise tax on small trucks. These actions will add to the stream
of production, employment and consumption, and have a favorable effect on the
automobile component of the cost of living index. A fringe benefit from this move
would be improvement of the environment by more rapid replacement of old,
pollution-prone cars with new cars which already reflect a great deal of progress
in pollution control.

INDIVIDUAL INCOME TAX CUTS

Adding the personal tax reductions whieh will take place under existing law
and those provided by the House bill, individuals will receive an annual tax cut
of $8.68 billion effective in 1972, While we would not ask nor exvect the Senate
to reduce this total, we do urge forbearance as regards going farther for three
reasons :

First, the problem today is lack of income of people who are unemployed,
not shortage of income of people who are employed. There is still an inflationary
potential from the excessive (in relation to productivity) wage and salary in-
creases of the past few years, but this potential is held in check by the unusually
low rate of current spending out of current income (less than 92 percent of dis-
posable personal income, whereas 94 plus is considered a normal range). An
increase of 114 percent in the rate of spending would add some $12 billion to
the consumption stream, reducing the flow of current savings by a comparable
amount. These shifts could come abruptly enough over the months ahead to
cause quite a problem of digestion by the economy without any further stimulus
on the demand side of the equation.

Second, using the full employment budget as the measure, federal stimulus
of demand already is out of hand as compared with the experience preceding
the balanced year of 1965. A full employment deficit of $5 billion up is now
estimated for the current fiseal year, as compared with full employment sur-
pluses of $1 billion in 1965, $1.8 billion in 1964, $9.0 billion in 1963 and $4.4 billion
in 1962. In appraising the importance of investment demand in achieving the
balanced economy of 1965, the 1966 economic report observed that the experience
of the preceding two years had refuted the “pessimistic assessments of the
strength of private demand” and continued “With stronger consumer markets
and higher after-tax profits, business fixed investment has broken out of its
earlier lethargy. Balance was restored in 1965 between private investment and
private high-employment saving., demonstrating that high employment was in
fact achievable without substantial, permanent Government deficits”.

Third, with the tremendous profit and cash flow gaps, and the importance of
a revival of business capital spending to moving forward to a period of economic
balance and steady, less inflationary growth, there is no economic case what-
soever for modifying any part of the business tax cuts provided in the pending
bill in order to make further tax cuts for individuals.

The great concern which I express to you is that the need of the unemployed for
new job opportunities not be subordinated in any degree to putting more money
directly into the hands of the employed. More specifically, we emphatically urge
upon you the view that none of the potential for job-making of the new invest-
ment credit and depreciation rules combined be traded for any kind or amount
of further personal tax cuts to aid those now employed.
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A CONCLUDING COMMENT

Mr. Chairman, the Japanese economist cited by Messrs. Bivans and Novak may
well have found the courage of his convictions in a piece by Andrew Stein which
appeared a week earlier, October 1st, in the New York Times, entitled “On to the
Poorhouse”. Mr. Stein is a Democratic State Assemblyman from Manhattan.
The piece is not appended to my statement because the Times has not responded
for our request for permission to reproduce, but I have an original here if the
Committee wishes it placed in the record.

Mr. Stein recounts the figures which show that New York State’s popula-
tion is “increasingly dominated by the helplessly poor, by ecivil servants and
retirees” while a “dwindling number of middle-income taxpayers struggles to
cope with rising government costs” and the State’s economic climate deteriorates
more rapidly than the climate of the nation as a whole, and concludes “Unless
the current movement is reversed, the next ten years will push this state to
economic collapse’.

The thought I would like to leave with you, Mr. Chairman, is that the kind
of pressures to beef up government at the expense of the private economy which
exist in New York also exist in Washington. The basic criticism of the new depre-
ciation rules and a new investment credit is that they preempt money which
otherwise could be used in various spending programs. Table 1 of this state-
ment demonstrates the shortsightedness of this view as regards to the nation’s
economic strength and the tax base. If the United States is to reverse the trend
which jeopardizes its World economic leadership, the release of tax restraints on
capital formation provided in H.R. 10947 would be a very modest beginning.

THE TAx CoUNCIL
March 25,1971,

INVESTMENT CREDIT NEEDED NOW

1. Revival of the investment credit would be good for the economy

The credit would make an important contribution towards a faster growing
economy. This was the conclusion of a Council sponsored tax legislative con-
ference on revival of the credit on the morning of March 24th. In the afternoon,
the Council’s Tax Liability Policy Committee decided to ask the government’s
tax policy leaders to give top priority to seeking early re-enactment of the credit.

2. The economy of 1971 nceds the investment morce than did the cconomy of

In the summer of 1962, the Treasury Department revised depreciation rules to
reduce permissible property lives by an average of about 15 percent. Shortly
thereafter the Congress enacted the investment credit as the second step of a
two-part program to re-energize capital spending to induce faster economic
growth and create more jobs in the private economy.

A new revision of the depreciation rules, providing a reduction of 20 percent
in property lives through the ADR system, is nearing final promulgation. While
the new allowances fall short of those provided by some of our major competitors
abroad, they will be tremendously helpful in quickening the pace of business
capital spending and making more growth possible over the years ahead. The
need, however, is for a substantially greater release of the tax restraints on
capital formation. The economy of 1971 is confronted with a mix of problems
with much more serious implications for econoniic health than was the situation
in 1962. Reinstatement of the credit would not be a cure-all, but there certainly
is much greater need for such a credit now than in 1962. Some of the reasons
are:
(a) The labor force i8 increasing much more rapidly now than in 1962.—In the
five years ending with 1962, the annual increase in the civilian labor force aver-
aged only a little over 700,000 ; but in the five years ending with 1970, the average
was over 1,600,000. Faster growth in the labor force makes it more difficult to
return to full employment, and to maintain full employment once achieved.
Strong growth in capital formation is indispensable to getting back to and stay-
ing on the full employment track. Faster growth in the labor force, moreover,
requires faster growth in the stock of capital in order to maintain growth in
productivity.

(b) The rising aspirations of the American people result in much greater em-
phasis now than a decade ago not just on jobs but on better and more remunera-
tive jobs. Unless underwritten by more and more capital, these aspirations end
up in the frustration of higher prices chasing higher wages.
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(¢) The current unemployment of scientific and professional people had no
counterpart in the early 1960’s.—There can be little doubt that adequate ‘career
opportunities for these people, and for the highly-trained college people just en-
tering the labor force, are dependent on re-establishing and maintaining a higher
rate of capital formation in the private economy.

(d) The over-all need for capital is much greater in this period than it was
a decade ago.—Another way of saying this is that any list of national priority
areas 1s simply a list of areas where more capital is needed—housing, pollution
abatement and control, sources of energy, community facilities of all kinds, and
improved productivity, in addition to the over-all one of underwriting faster
growth and more new and better jobs.

While the contemporary easing in capital markets may make the problem
seem a little less urgent, most authorities seem to agree the United States will
not escape in the 1970’s the world wide problem of scarce capital.

(e) Financially, American business is in much tighter straits than in 1962.—
For example, net working capital of American corporations averaged only 22 per-
cent of gross national product in 1970 as compared with 28 percent in 1962; and
retained earnings of corporations in 1970 came to about two percent of GNP as
compared with three percent in 1962.

(f) Despite the easing in capital markets, long-term moncey rates for corpora-
tions are approximately double thosec of 1962.

(9) The wage-push inflation of 1971 had no conterpart in 1962.—While noth-
ing except abatement of excessive wage increases will resolve the problem of
wage-push inflation, the measure of excess is the extent to which the increases
exceed average productivity gains in the private economy. Because more capital
is the primary force for greater productivity, release of capital from taxation
is counter-inflationary.

(k) Foreign competition is more intense today than in 1962.—The U.8. trade
surplus was 0.8 percent of GNP in 1962, declining to 0.3 percent in 1970. It’s a
hard race, and it’s fought primarily with capital expenditures for modernizing
plant and equipment. Our competitors have tremendous advantage in lower wages,
as well as more favorable tax rules.

(t) Forbearance in consumer spending in 1971 as compared with 1962 reflects
lack of confidence in economic direction and not lack of enough income among
the employed.—This point is especially significant in weighing reinstatement of
the investment credit against tax relief designed to increase consumer incomes.
Consumers are now spending something less than 93 percent of their current in-
come as compared with over 94 percent in 1962. It seems evident that more un-
employed would be put to work by using a given amount of tax reduction dollars
to influence and finance an uptrend in capital formation than to increase the
income of the employed.

3. Capital formation has a double effect in putting people to work

The first effect of more capital formation is more jobs in the ecapital equip-
ment industries, and the second effect is new and better jobs using the new
equipment.

4, Time consuming controversies should be avoided in seeking reinstatement of
the credit

Other things being equal, a credit at a higher rate than the original seven
percent credit would have a more beneficial effect on the economy, and any limit
on life of the credit would be undesirable. However, the most important thing at
this time would be to move as rapidly as possible towards re-enactment even
if this meant staying with the seven percent rate or even putting a time limit
on the life of the new credit.

5. Thorough study is needed of the burden of corporate tazxation on capital for-
mation and economic progress

Instead of a statutory time limit on a new credit at this time, a most con-
structive development would be a commitment or understanding by or among
the tax writing authorities that there would be undertaken a thorough review,
no later than 1973, of the burden of the corporate tax on capital formation and
economic progress. The objective of the review would be to provide a base for
legislative decisions on the continued place in the federal tax system of the in-
vestment credit, on a further reduction in property lives under the ADR system
and on goals for reducing the rate of tax on corporate profits.

J. R. GREENLEE, Chairman,
Tax Policy Committee, The Tax Council.
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Norte.—The substance of this bulletin has been transmitted by letter to Secre-
tary of the Treasury John B. Connally ; Office of Management and Budget Direc-
tor George P. Shnitz; House Ways and Means Committee Chairman Wilbur D.
Mills; House Ways and Means Committee Minority Leader John W, Byrnes;
Senate Finance Committee Chairman Russell B. Long and Senate Finance Com-
mittee Minority I.eader Wallace F. Bennett.

The Cramman. The next witness will be Mr. Reed Larson, execu-
tive vice president, National Right To Work Committee.

We are pleased to have you.

STATEMENT OF REED LARSON, EXECUTIVE VICE PRESIDENT,
NATIONAL RIGHT TO WORK COMMITTEE

Mr. Larson. Mr. Chairman, Senator Miller, I am Reed Larson,
executive vice president of the National Right To Work Committee.
Ours is a citizens’ organization devoted exclusively to opposing the
abuses resulting when individuals are compelled to pay money to a
labor organization as a condition of employment.

I want to thank you for the opportunity to be here today, and com-
mend this committee on its careful consideration of this important
problem at hand. We particularly appreciate the opportunity to give
our testimony becanse we acknowledge that the solution that we recom-
mend is not within the jurisdiction of this committee. However, your is
the only committee that is holding hearings at this time and giving
consideration to the present economic crisis in our country. We believe
that, in addition to hammering out the details of the tax package to
treat the immediate symptoms, it is very important that solutions be
considered to get at the root causes that have brought us to the point
of economic crisis.

So this is why we felt it was appropriate for this committee to hear
testimony on our view as to one of the fundamental causes that has
created this economic crisis which we are trying to solve in the in-
terests of all members of the public. :

We believe that there is general agreement today on the part of
most economists and certainly on the part of the general public that
a key factor that has brought our Nation to the present point of eco-
nomic crisis is the excessive power concentrated in and wielded by a
few top union officials. One of the economists who has summarized
this problem in this.last few weeks, which I think is fairly represent-
ative of the opinion of many who have studied this question, is John
Davenport, a well-known journalist and formerly an editor of Fortune
magazine, He wrote, and I would like to quote about three para-
graphs of his recent paper.

Mr. Davenport said:

For while organized labor constitutes something less than 25 percent of the
U.S. working force, its grip on our basic industries is wholly critical. It is this
mlonopoly power which forces producers to raise prices if they can, and if they
can’t cut back production with resulting unemployment. And it js this monopoly
power * * * which has thus far defeated all attempts to achieve stabilization
and high employment levels by traditional fiscal and monetary means.

The wage price freeze in itself does nothing to get at the tap roots of union
power and, indeed, coutrols if perpétuated may in the long run enhance that
power.

Mr. Davenport concludes:

The effective and courageous way to deal with union monopoly power is large-
scale revision of our present permissive labor 1¢ ws and their administration.
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This is the missing ingredient from the President's program and had it been
under'taken in good time we might never have arrived at the present impasse.

Mr. Chairman, this suammarizes the relationship that we see between
the need for a national ban on compulsory unionism, a root cause, in
our opinion, of the present economic problems and the current financial
crisis. This crisis certainly has to be dealt with by short-range measures,
but, we hope, combine with long-range measures as well. We believe
this is the time to seriously raise the prospect of a national ban on
compulsory unionism which exists in this country because of the
sanction of Federal law.

The Federal law, the National Labor Relations Act and the Na-
tional Railway Labor Act, gives the authority of the Federal Govern-
ment to the practice of compelling workers to join and pay dues to a
union in order to work. An amendment is needed to remove from the
Federal law those specific sanctions of compulsory unionism. Such
an amendment, we believe, would contribute immeasurably to the
elimination of the root cause that today has brought us to an economic
crisis which is working to the disadvantage of the wage earner, business
and all aspects of our society.

I might comment further that all surveys and public opinion indi-
cate that the public is in accord with this concept and that the average
voter, the average citizen, including a large proportion of the members
of union families, would support a ban on all forms of compulsory
unionism.

I will not go into any more detail. If you have any questions, I would
appreciate an opportunity to answer them. Again I thank you for
giving us a hearing in this forum which I acknowledge is dedicated
primarily to hammering out very sticky economic details of a pro-
posal to solve a problem we have gotten ourselves into in this country.
I hope we will do something fundamental about solving it, as well as
something to treat the symptoms.

The Crarman. Well, thank you, sir.

I am afraid that on this Committee on Taxation, if we can solve
the part that falls into our lap, we will be doing more than anybody
has a right to expect from us, and I am afraid it is not within our
capability to solve the problem that you bring to us, which, as you
know, falls within the jurisdiction of another committee.

We are pleased to have your statement and we will make it available
to the Senate.

Mr. Larson. Thank you, and T appreciate the opportunity to get
it on the record. I think 1t needs to be.

(Mr. Larson’s prepared statement and attachments follows:)

PREPARED STATEMENT OF FRED ILARSON, EXECUTIVE VICE D’RESIDENT, NATIONAL
RicutT T0 WORK COMMITTEE

Mr. Chairman, members of the committee; the National Right to Work
Committee is a single-purpose citizens organization, comprised of both employers
and employees, devoted to the concept that no individual should be compelled
to pay money to any private organization as a condition of employment. On
behalf of our members, I wish to thank you for the opportunity to submit this
statement.

Iike most Americans, we are deeply disturbed by the economic woes confront-
ing our Country today. Therefore, Mr. Chairman we compliment you for your
prompt action in holding hearings on the various legislative proposals outlined
by President Nixon on August 15 and those contained in HR 10947.
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These proposed measures are certainly commendable; however, they appear
to offer only short-range solutions. When looking at our economic ills in their total
context, the proposals in HR 10947, in the judgment of many economists, tend to
treat only the symptons, not the disease.

There is widespread agreement by the public and by most respected economists
that excessive union power is the key factor in bringing our Nation to the
brink of economic disaster. Thus the root cause of this unhealthy concentra-
tion of power—compulsory union membership——must be eliminated. Only this
course of action holds out hope for the long term; the remaining alternative
appears to be a totally regulated economy.

‘T'o bring about such a solution will be difficult. Shrewd union bargainers know
that most big concessions to compulsory unionism in the past have been wrung
from government and industry as bribes to union officials to obtain their support
and cooperation with national poliey in times of great emergency. History shows
that :

1. The federal government first sauctioned compulsory unionism in most of
industry with the passage of the Wagner Act during the economic upheavals
of the 1930's.

2. Compulsory unionism first fastened its stranglehold on much of major in-
dustry during World War II when government wage-price administrators rec-
ommended forced unionism clauses as the price of keeping union bosses from
fomenting production-interrupting strikes. Labor Department reports show that
of all employees covered by union contracts, only 209 were bound by com-
pulsory membership clauses before World War II, whereas 77% were under
such clauses in 1946.

8. The only major federal legislative gain for compulsory unionism since
1935 came with the repeal of the Right to Work provision oft the Railway Labor
Act in 1951, sneaked through Congress by union lobbyists under cover of the
Korean War emergency.

Fxpecting history to repeat itself, CWA president Joe Beirne—just four days
after President Nixon’s announcement of the wage-price freeze—called on Con-
gress to repeal Section 14 (b) of the National Labor Relations Aect.

Mr. Chairman, we must reverse this trend. Today our Nation is at the cross-
roads. It can face up to the problem of union monopoly power by eliminating
compulsory unionism, thus setting a course toward freedom of choice economy ; or,
it can purchase the cooperation of union officials through concessions of even
greater union privilege, thereby insuring the necessity of permanent government
controls of every detail of our economic system.

We believe the time has never been more appropriate than now to ask se-
riously of every Member of Congress and the President to remove the federal
sanction of compulsory unionism, tirst enacted in 1935. An outpouring of pub-
lic demand for such a National Right to Work law will point the Nation in the
direction of real labor reform and away from the typical patchwork solutions
which have resulted in today’s economic crisis. '

It is important to note that others share our view.

On December 5, 1970, Mr. Jenkin Lloyd Jones in a nationally syndicated col-
umn entitled “Union Demands Could Signal End to Free Market,” discussed the
enormous power wielded by union officials and noted that “an imbalance of the
law . . . makes the abuse of union power inevitable. . . .

In concluding his article, Mr. Jones states that the cure “won’t be simple but
the right of unions to cut off the water was not handed down among the Ten
Commandments, and the compelling of a worker to join and obey a union in
order to hold a job is probably going to have to go.”

More recently, Mr. John Davenport, a former editor of Fortune magazine
focussed on our present economic difficulties in a cover article in the September
11, 1971 issue of Human Events titled, “Congress Must Curb ILabor Union
Monopoly.” Mr. Davenport states: “What ails the economy ix not the free price
and profit system as such but the fact that it is afilicted in a single sector by a
powerful and pervasive monopoly element. 1 refer, of course, to the power of
labor unions. . . .”

(Mr. Davenport goes on to say, “The effective and courageous way to deal with
union monopoly power is large-scale revision of our present permissive labor
laws and their administration. . . . Unions should be what they set out to be;
namely purely wvoluntary organizations, purged of their present coercive and
often violent practices.”
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A copy of aach article is enclosed so that they may be included in the record.

The results of a recent Opinion Research Corp. survey show that an over-
whelming majority of the American people share Mr. Davenport’s view con-
cerning voluntary unionism. These results indicate that 62% of the American
public favor labor legislation which would permit a man to hold a job whether
or not he belongs to a union. It is significant that 53% of the members of union
families also favor such a law.

iIn conclussion, Mr., Chairman, I would like to reiterate that our committee
is a single purpose organizaion concerned with the concept that all Americans
should have the right to join or to refrain from joining a labor organization. It
is not our role to express an opinion on the relative merits of an economic sys-
tem based on voluutary exchange of goods and services as compared to a system
based on totalitarian regimentation of the market place. We do, however, feel
a deep obligation to point out that the decisions that will be made by this
committee, the Congress and the President in the next few weeks will pro-
foundly affect the economy and the American people—probably for genera-
tions to come, We also feel a responsibility to bring to your attention the prospect
that failure to deal with the fundamental problem of unrestrained union power
will, in the opinion of many authorities, leave no alternative to long-term
totalitarian government regimentation of the economy—an alternative we be-
lieve would be totally unacceptable to the majority of the American people.

We believe the proper course of action is to eliminate compulsory unionism
and we call upon the members of this committee to assume the initiative in
seeking congressional approval of a legislative measure which would repeal the
existing provisions in federal law that sanction compulsary union membership.

This concludes my statement. I will be happy to respond to any questtions.
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WASHINGTON STAR

PHILADELPHIA ENQUIRER

From a Column Syndicated Nationally by General Features Corp., December 5, 1970

Union Demands Could

Signal End to Free Market

By JENKIN LLOYD JONES

1S LABOR union power in
America leading us all into an
economic  strait-jacket? Could
be. And if 1t could be, the fault
lies not with
union labor or
2ven ‘he most
ambitious labor
leaders, but
with an m-
balance of the
law that makes
the abuse of
union power
inevitable, and . &
the suppression Jones
of that abuse by government
inevitable, as well.

The greatest unresolved prob-
fem in human economy is how
to make the laborer worthy of
his hire and the hire worthy of
his laber.

© 0o ©°

WHEN THE 19th-century fac-
tory system dastroyed cottage
industry, it succeeded also in
breaking rural serfdom by oiter-
ing employment opportunities
other than scratching and har-
vesting the land. But as the
cities burgeoned and increasing
thousands depended for their
daily bread upon the opening of
the factory gates, the power of
the factory-owner grew enor-
mously. As his machines im-
proved and production increas-
ed, e was reluctant to pass on
a fair share of the benefits to
his hired hands.

Instead, the threat of the lock-
out became ever more devastat-
ing and the lightly taxed profits
to the few plus the spread of
wage-slavery to the many led
Karl Marx to assume the com-
ing collapse of the whole
system.

o 0 o

THREE THINGS made Marx
a bad prophet, First were the
anti-trust laws, most stringently
enforced in America, which
made it unlawful for in-

dustrialists to band together in
order to diminish competition,
rig prices and depress wages.
Second was the income tax,
putting the largest burden of
taxation upon those with the
highest ability to pay. Third
was the rise of union labor.

The union turned the feeble
power of the individual werker
into the collective clout of the
work-force. The power of the
boss met its match in collec-
tive bargaining.

The mistake was made,
however, 1in not foreseeing that
union power, if subjected to no
regulation, could develop the
same evils that had been

ers, the retirees or most of
the people in the service in-
dustries to obtain for them-
selves similar protection from
rises in the cost of living.

Thus the UAW becomes the
benelficiary of special
privilege—exemption from a
condition which its own action
will help produce.

The auto worker whose wage
increases outrun his produc-
tivity can be paid only by lower
profits or increased prices. The
UAW settlernent will be a tax
upon all auto users. It may kill
the much-hoped-for American
minicar in ils cradle.

The $18,000-a-year plumber

d rated by unregul
industrial power.
o o o

WHEREAS, once combina-
tions of employers could say to
workers, “Take what we offer
you or you will not eat,”” now
union power can say to
employers, “Give what we de-

mand or you will not produce,”
and to the general public, “Un-
less we win, what you need
you will not have!”

it is unfair to curse union
leadership for unrealistic wage
demands. Indeed, the most
moderate wage demands are
likely to come from Matia-
controlled unions where a cor-
rupt leadership is willing to
write ‘‘sweetheart” contracts
for a price. Homest union
leaders are under pressure
from the rank-and-file to equal
the highest percentage raise
obtained by any other union.
The result, quite naturaily, is
mad escalation,

o o O

AND THIS feeds (inflation.
Unions understand this and in
the recent General Motors set-
tlement an unlimited *“cost-of-
living” wage increase was
achieved. It will be impossible
for the self-employed, the fari.-

imp a tax on all home
buyers. The  $17,000-a-year
bricklayer shiows up in super-
market prices. One railway
union, having made wage de-
mands that even it concedes the
railroads cannot pay, is now
suggesting federal subsidies,
which means its intention to
charge part of its wages to the
taxpayers, who are everybody.
© 0 o

WHERE ARE we going? It's
pretty plain. Unions, having
priced more and more
American goods out of the in-
ternational trade and having
made foreign imports even
more alluring, are beginning to
demand high protective tarilfs
which could trigger intemation.
al retaliation and perhaps a
worldwide depiession. Outraged
consumers are beginning 0 dee
mand wage-pricé controls which
would mean the end of the free
market and free wage nego-
tiations.

The cure?

It won't be simple. But the
right of unions'to cut off the
water was no: handed down
among the Ten Commandments,
and the compelling of rker
to join and MM or-
der 8 FOIE"X"M08"is probably
going to have tc go.

(o Genrol Features)
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Wage-Price Controls Unneeded

Congress Must Curb
Labor Union Monopoly

Despite widespread accliim in many
quarters. and an initial {avorable reac-
tion from the stock market. President
Nixon's so-called new economic pro-
« nis neither entirely new nor inter-
frwy CONSistent.

In its international aspects the pro-
pram deserves praise and support, since
it has been clear for some time that the
doltur is over-valued in terms of other
currencies and that a readjustment of
exchange rates is a prime necessity. But
in coupling dollar devialuation abroad
with u general price and wage freeze at
home the President has embarked on a
dangerous  expedient where possible
short-term  gains must be measured
against long-term losses both for the
cconomy and for the principles of the
frec market which the President says
he is seeking to uphold.

With respect to short-term gains the
wage-price freeze may temporarily dam-
pen inflationary expectations which usu-
ally follow monetary devaluation and in
this case cutting loose from the fiction of
$35 gold. and one must charitably sup-
pose that this was the determining
t r inthe President's decision. -

Mr Davenport is author of US Economy. a
Sornier editor of Barcon's and former member of
the board of Fortune.

By JOHN A. DAVENPORT

Moreover. if the freeze momenturily
slows the upward pressure on wages and
costs, which is the chief cause of our ditfi-
culties, it may allow production, produc-
tivity and employment to expand and the
economy may well work its way onto
higher ground. But when these possi-
bilities are conceded, the fact stunds
the President has nof come to grips with
the fundamental causes of inflation and
unemployment, and with every day that
passes the program will face new ad-
ministrative difficulties,

As to that, Mr. Nixon now finds him-
self playing the role of King Canute bid-
ding the tides of inflation to recede and
even the little waves to be quiet. In their
hearts both he und his advisers know that
this cannot really be effected by govern-
ment ukase and the frenetic activity of
the pitifully unprepared Office of Emer-
gency Preparedness and the new Cost of
Living Council.

Already the price freeze has left the
steel industry in the curious position of
huaving raised prices’ on structural steel
but now being denied contemplated
raises in the price of tin-plate products
and other items. Similar distortions are
appearing in textiles and other industries
and applications for exceptions are
bound to multiply both as regards prices
and wages.

If these exceptions are granted,
then price stabilization becomes just

another name for unbridled govern-
mental discretion by officials who
cannot possibly know what a fair
price or fair wage for any particular
class of workers really is. If excep-
tions are not granted, then we may
confidently expect the emergence of
grey and black markets.

Large producers in the public eye may
officially adhere to ceiling prices. or as in
the case of automobiles. patriotically
announce a roll-back. But especially
among smaller firms this semblance of
stabilization will be accompunied by
covert but perfectly legal readjustments
in trade discounts and extras that nullify
official orders and guidelines.

The truth is that an enterprise econ-
omy can no mare function without con-
tinuous price and profit adjustments
thun a gasoline engine can perform with-
out its vital timing and distributor
mechanism.

But the difficulties of enforcing con-
trols, and the harm done if they are en-
forced, is not the crucial point. The
crucial point is that the freeze is at best
an indirect and one might almost say
surreptitious  way of dealing with what
ails the economy.

What ails the economy is not the
free price and profit system as such
but the fact that it is afflicted in a
single sector by a powerful and per-
vasive monopoly element. | refer

Reprinted by special permission from the September 11, 1971 issite of HUMAN EVENTS.
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of course to the power of labor
unions to force up wages and costs
vear after year without regard ¢o
general productivity advance.

For while organized lubor constitutes
something less than 25 per cent of the
U.S. working force, its grip on our basic
industries is wholly critical. Tt is this
monopoly power which forces producers
to raise prices if they can. and if they
can’t to cut back production with result-
ing employment. And it is this monopoly
power (aided by unwise minimum wage
laws) which has thus fur defeated all at-
tempts o achieve stabilization and high
employment levels by traditional fiscal
and monetary means.

The wage-price freeze in itself does
nothing to get at the tup roots f union
power und. indeed, controls if perpetu-
ated may in the longer run enhance that
power. It should not be forgotten that it
was during a regime of controls in World

War Il and during the Korean War that organized

" labor gained some of its most costly viclories.m
. notably the spread of union shop contracts which

force workers to pay union dues as the price of hold-

_ing their jobs and which automatically swell union

treasuries with funds that can then be used for politi-
cal purposes. The explanation of this is not far to
seek.

Faced by a government contcol board, unions will
accompany exhorbitant wage demands with “sweet-
eners” such as demand for the union shop, or the
closed shop, or changes in work rules. In an effort to
chip off a few cents from the wage package, the gov-
ernment agency will swiftly capitulate in other mat-
ters, the more so because such boards are always
politically motivated. Union muscle will thus be in-
creased rather than diminished for the years ahead
by throwing wage settlements into the arena of
politics.

The effective and courageous way to deal with
union monopoly power is large-scale revision
of our present permissivellabor laws and theiir
administration. This is the missing ingredient
from the President’s program and had it been
undertaken in good time we might never have
arrived at the present impasse.

The objective of sound labor reform is not to
smash all unions, but to bring them back under the
sweep of the law as it applies to other private associa-
tions and to individuals. Unions should be what they
set out to be; namely purely voluntary organiza}ions.
purged of their present coercive and often violent

practices. The scope of collective bargaining needs
sharp limitation to the end of preventing unions from
closing down whole industries, not to mention vital
state and municipal services.

The legal means for effecting these reforms are
various, but in general we need to apply to unions the
spirit, if not the letier.of ouranti-monopoly laws to
the end of freeing upjithe labor market, protecting the
rights of working men themsclves, and mecting the
needs of the long-suffering public which is the chief
loser under present arrangements.

Combined with prudent! fiscal and credit policies.
such legislative reform would give the American
people what they want and deserve; namely, price
stability and expanding job opportunities for all able
and willing to work. Good for the economy at home,
such a program would also yield high dividends
abroad.

In seeking a realignment of world exchange rates
and in temporarily cutting the dollar loose from
$35 gold, the President has made a first step in re-
constructing a more rational international order. But
it is only that., If the effort is to succeed, whether
under a “floating” or fixed exchange rate system, it
is essential that the U.S. permanently conquer both
inflation. and unemployment; and on the evidence the
wage-price freezeand controls will not turn the trick.

Foreign nations like Canada that have tried con-
trols and so-called “incomes policy" have had to
abandon these palliatives as wholly ineffective. In-
deed, “incomes policy" is really only another name
for evading the tough realities that now confront us.

Beyond all this, controls pose a symbolic issue
for the American people. The U.S. has grown great
by bining a philosophy of limited government
with a free market econemy which allocates goods
and services through free choice andtends to dis-
perse power and- decision. Such a system requires
that government lay down the rules of the road and
provide among other things an adequate monetary
framework. It is directly threatened, however, by
bureaucratic controls which in the end must lead to
the socialization of the economy and the endangering
of our higher liberties. Free men need (ree markets.

The President instinctively knows this, 1t is time
he transiated principles into practice by redeeming
his pledge to lift the wage-price freeze promptly at
the end of 90 days, by resisting pressure to set up
permanent stabilization machinery and by setting in
motion now the reform of labor legislation which
would make controls wholly superfluous. The result
could be the strengthening bothof the U.S. economy
and the world economy. It could be the beginning of
a truly new economic policy —a policy worthy of our
traditions-and legitimate expectations.
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CARAVAN
C i
SURVEYS

OR NC.

THE U. S, PUBLIC'S
ATTITUDE TOWARD

RIGHT-TO-WORK

Research Findings
Prepared for

NATIONAL RIGHT TO WORK COMMITTEE

RESEARCH PARK, PRINCETON, N.J. 08540
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FOREWORD

This report presents the findings of a personal interview research survey
conducted among 2,061 men and women 18 years of age or over living in
private households in the continental United States.

Interviewing for this Caravan survey was completed during the period
January 27 through February 20, 1971, by members of the Opinion Research
Corporation national interviewing staff. All interviews were conducted
in the homes of respondents. ‘

The most advanced probability sampling techniques were used in the design
and execution of the sample plan and the results, therefore, may be pro-
Jected to the total U. S. population of men and women 18 years of age or

over.

Only one interview was taken per household, regardless of the number of
people 18 years of age or over in the household. Weights were introduced
into the tabulations to ensure proper representation in the sample.

As required by the Code of Ethics of the American Association for Public
.Opinion Research, we will maintain the anonymity of our respondents. No
finformation can be released that in any way will reveal the identity of
}a respondent. Also, our authorization is required for any publication

“of the research findings or their implications.

| Caravan Surveys, a division of Opinion Research Corporation, is a syn-
§dicated, share cost data collection vehicle. Caravan reports, such as
§this one, are presented in tabular form. Interpretive analysis is
provided by Caravan, only if specifically .contracted for by the client.
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Which onc of these arrangements do you favor for workers in industry?

1. A man can hold a job whether or not he belongs to a union

2. A man can get a job if he doesn’t already belong, but has to join after he is hired
3. A man can get a job only if he already belongs to a union

4. No opinion

'S
.

NUMBER OF

INTERVIENWS
UNWID WTD 1. 2. 3.
TOTAL U.S. PUBLIC 2061 8012 62 27 4
MEN 1031 3854 61 31 3
WOMEN 1030 4158 64 23 4
18 - 29 YEARS OF AGE 528 1971 65 29 1
30 - 39 359 1282 65 25 5
40 - 49 348 1471 60 30 5
50 - 59 323 1313 59 31 3
60 YEARS OR OVER 498 1958 b2 21 4
LESS THAN HIGH SCHOOL COMPLETE 747 3371 58 28 4
HIGH SCHOOL COMPLETE 679 2743 61 31 4
SOME COLLEGE 623 1848 72 21 2
PROFESSTONAL 290 946 76 18 2
MANAGERIAL 232 855 12 21 1
CLERICAL, SALES 261 1079 64 25 2
CRAFTSMAN, FOREMAN 394 1515 59 33 5
OTHER MANUAL, SERVICE 421 1798 53 38 4
FARMER, FARM LAEORER 66 252 82 5 0
. NON-METRO = RURAL 263 958 75 15 1
URBAN 391 1655 63 25 4
N METRO = 50,000 = 999,999 583 2223 63 28 3
: 1,000,000 OR OVER 824 3177 57 32 "
{ NORTHEAST 464 2038 59 29 4
NURTH CENTRAL 611 2205 59 33 3
; SUUTH 599 2447 68 20 2
I WEST 287 1322 62 27 6
UNDER $5,000 INCOME 485 2427 64 20 5
) $5,000 ~ $6,999 309 991 56 34 4
i $7,000 =~ $9,999 421 1510 62 32 2
] $10,000 - $14,999 492 1760 60 33 3
; $15,000 OR OVER 311 1158 68 23 3
’ WHITE 1828 6968 63 26 4
NONWHITE 198 943 55 36 2
NO CHILDREN IN HOUSEHOLD 1032 4213 62 25 3
WITH (HILDREN UNDER 18 1026 3794 63 29 5
WITH TEENAGERS 12 = 17 463 1895 60 30 6
3 OWN HOME 1383 5185 63 21 4
H RENT HOME 667 2790 61 21 3
g UNION MEMBERS 319 1200 40 50 6
UNION FAMILIES 291 1170 53 39 4
NON-UNION FAMILIES 1423 5534 69 20 3

3 POLITICAL AFFILIATION

DEMOCRAT 910 3654 56 32 4
REPUBLICAN 467 1632 75 17 3
INDEPENDENT 515 1960 62 29 4

-

-
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EDITORIAL PAGE

The Richmond News Leader
Friday, Septembher 17,1971

National Right o Work?

The National Right to Work Com-
nittee, recognizing that union bosses
nay demand many concessions in ex-
:hange for their co-opération with the
urrent wage-price freeze, has orga-
lized a drive for a national right-to-
Tork law,

If such a law had existed in the
sast, the state of the economy might
10t have demanded emergency action
in the nature of 4 wage-price f{reeze.
For yeurs, especially in the States
without right-to-work laws, organized
abor has grown powerful through
tompulsory unionism. Toddy a handful
of labor leaders can shut down entire
ndustries, at great inconvenience to the
‘ublic, to gain exorbitant wage in-
ireases. And that same handful of
.abor leaders can declare war on the
Jnited States government and defy
presidential action aimed at rectifying
“conomic situations largely caused by
the unions themseives.

Public opinion finally may be rally-
ing against the unions. Even while
union leaders were denouncing the
freeze, public opinion polls were show-
ing that 71 per cent of union members
Jupport the freeze. A similar public
“ipinion poll also shows that 62 per
cent of the public and 53 per cent of
families with union members favor a
pational right-to-work law.

] No doubt the Right-to-Work Com-
%\iuee is right in expecting union
3bosses to demund trade-offs in return
“or their co-operation, even though a
;vast majority of union members favors
sthe freeze. Joseph Bierne, head of.the
ECommunicauon Workers of America,
!
i 68-333 O - 71 - pt, 2 -- 9

already has called for repeal of Sec-
tion 14 (b) of the Taft-Hartley Act
that permits States to enact State right-
to-work. laws, George Meany may be

bargaining for the compulsory unionism

of all farm workers. ]

Such trade-offs have occurred be-
fore. At the beginning of World War
11, only 20 per cent of union members
were covered by compuisory member-
ship provisions. During the war, when
wage-price freezes were in effect,
union leaders won a number of com-
pulsory unionism concessions from the
Roosevelt-Truman Administrations in
return for their agreement not to
strike. At the end of the war, 77 per
cent of union members were covered
by compulsory membership provi-
sions. And during the Korean War
wage-price freeze, railroad workers
learned to their dismay that they had
lost their right to work through con-
gressional repeal of a clause in the
Railway Labor Act.

No doubt union leaders hope that
the current freeze will give them
fresh opportunities to demand more
compulsory unionism as the price for
their co-operation. But the Nixon Ad-
ministration, however much it may be
tempted to smooth over its differences
with- vecalcitrant union leaders, should
resist strongly any such compromise.
Far better, now that union leaders
have defied the national interest with
unparalleled arrogance, that President
Nixon should announce instead that he
intends to support a national
right-to-work law. Judging by the
polls, he would have the public behind
him all the way.
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The CuairmaN. That concludes the hearing until tomorrow morning
at 10 a.m.

(Whereupon, at 3 p.m., the committee adjourned, to reconvene at
10 2.m., on Friday, October 15,1971.)
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THE REVENUE ACT OF 1971

FRIDAY, OCTOBER 15, 1971

UNITED STATES SENATE,
CoMMrrTEE ON FINANOCE,
Washington, D.C.

The committee met, pursuant to recess, at 10:05 o’clock a.m., in
room 2221, New Senate Office Building, Senator Clinton P. Anderson,
presiding.

Present : Senators Long, Anderson (presiding), Talmadge, Bennett,
Curtis, Jordan of Idaho, and Fannin.

Senator ANprrson. The committee will come to order.

Congressman Link, we will start now.

STATEMENT OF HON. ARTHUR A. LINK, A REPRESENTATIVE IN
CONGRESS FROM THE SECOND CONGRESSIONAL DISTRICT OF THE

STATE OF NORTH DAKOTA

Mr. Link. Thank you, Mr. Chairman, and members of the Senate
}I:‘inancaa Committee. I want to thank you for the opportunity to appear

ere today.

I wish to discuss the investment tax credit provisions of H.R. 10947,
the Revenue Act of 1971, and to suggest two changes that are needed

to provide greater equity for farm operators and small businessmen.

As a Representative of North Dakota, the most agricultural State
in the Union, I am keenly aware of the need for legislation beneficial
to farm operators and small business enterprises that serve agricul-
ture. I can also justify this position as a U.S. Cougressman on the

round that tax relief should be given where it is most needed and
that it would help solve the interconnected problems of rural renswal
and urban renewal, so vital to achieving a more rational population
balance in the Nation. The weak agricultural economy continues to
cause an exodus of people from rural America to our already con-
gested cities. This rural economic weakness infects the entire national
economy.

The vast majority of farm operators and small businessmen in my
State of North Dakota pay their taxes on a calendar year basis. Tt is
unjust to change the tax rules for those people in the middle of the
tax year. Therefore, I recommend that your committee make the in-
vestment tax credit retroactive to January 1, rather than April 1, as
1s provided by the House bill.

If your committee should decide the revenue loss would be too great
by lengthening the retroactive period, I would suggest that it be ap-

(523)
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plied on a limited basis only for the January to April period. This
could be accomplished by providing the full credit on just the first
$15,000 of capital investment. Such a provision would hold the rev-
enue loss down to approximately $175 million while giving meaningful
relief to those who most need it, such as the farm operators and small
businessmen 1 represent.

I wish to point out still another problem of considerable consequence
to farm operators and farm equipment dealers: The provision in the
House bill excluding all imported capital goods from the investment
tax credit.

As a general proposition, I believe this provision, together with the
10 percent surcharge or imports imposed by the President under exist-
ing authority, invites retaliation from other countries, thus encour-
aging an international trade war.

In particular, I wish to explain how the provision affects farm
operators and farm equipment dealers in my constituency.

Several leading farm equipment manufacturers now have factories
in Canada. In many cases a large proportion of the parts are made in
the United States. Many farm equipment dealers have continued their
long association with their companies despite the fact that they have
plants across the border. Under the House bill these dealers would be
placed at a serious competitive disadvantage through no fault of their
own, because farmers who wish to continue buying a certain brand of
equipment that may be manufactured in Canada will not be able to
take advantage of the investment tax credit.

Ispeak with full knowledge of the effects in rural America. Similar
inequities in other segments of the economy can also be cited.

I urge your committee to write a provision into the Revenue Act
that would remedy this problem, as well as to extend the retroactive
feature of the investment tax credit to January 1, 1971.

I want to thank you for this opportunity to present this formal
statement and, Mr. Chairman, with the permission of you and the other
members of the committee, I would like to indicate the results of a poll
that we took just this last week, a representative poll of a substantial
number of farm equipment dealers in the State. They indicated to us
fthat on a statewide average about 15 to 20 percent of their sales are
made in the first quarter of the year.

Under the provisions of the present bill, these purchasers, these
farmers who bought in the first quarter of the present tax year would
be denied the investment tax credit that will be forthcoming to those
who purchase after April 1.

AlFof these dealers expressed support of my suggestion that the
bill be amended to provide for the retroactive feature to January 1.

I would like to share just short excerpts from letters received. They
came yesterday. From S & S Motors at Watford City, N. Dak.:
“We and our customers are waiting for passage of an investment credit
bill which we feel would be beneficial to the economics of our region
and of the country. In anticipation of such a bill, we have put two
unemployed men to work.

“Approximately 15 percent of our machine business is done during
the January 1-March 31 period. We would like to see an investment
credit bill passed that would be retroactive to January 1, 1971.”
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From another dealer: He indicates that their average sales for the
first quarter of the year are 14 percent and he concludes his letter
with this statement:

“I hope these figures will help you convince the Senate Finance
Committee that investment credit should be backed up to the farmers’
fiscal year of 1 January 1971.”

Mr. Chairman, I again thank you and the members of your com-
mittee for giving me this opportunity to present my requests and
solicit your favorable consideration.

Senator ANpErsoN. Thank you very much.

Senator Long, the Chairman, is now presiding.

-The Ci1AIRMAN (now presiding). Is Mr. Mark Freeman here, and
Mr. Frank Costello? We will call them later.

Is Mr. John C. Williamson here ¢

Mr. WiLLiamson. Yes, sir.

The Cuamrman. It isnice to have you, Mr. Williamson.

STATEMENT OF JOHN C. WILLIAMSON, DIRECTOR, GOVERNMENTAL
RELATIONS, NATIONAL ASSOCIATION OF REAL ESTATE BOARDS,
ACCOMPANIED BY EDWIN KAHN, SPECIAL TAX COUNSEL, NAREB

" Mr. Winriamson. Mr. Chairman and members of the committee,
my name is John C. Williamson and I am speaking here on behalf of
the National Association of Real Estate Boards. With me is our Special
Tax Counsel, Edwin Kahn.

I am going to ask permission to file our full statement in the record
and I wﬁl take a few minutes to discuss one section of the Fouse-passed
bill and upon the conclusion of my remarks I would like to have Mr.
Kahn supplement my remarks and fill in some of the blanks which I
am sure I will leave.

I would like to address my oral statement to Section 304 (a) of the
bill which appears on page 48 and 49.

By way of background, the Tax Reform Act of 1969 provided for
the disalﬁ)wa,nce of the deductibility of the excess of investment in-
terest over investment income, that is, a substantial portion of this ex-
cess would not be deductible under certain circumstances, and as X
understand it the rationale for this is that in many instances invest-
ment interest is a charge for income which reflects a lack of business
activity on the part of the taxpayer, that it is passive income.

The 1969 act provided that net leases would invoke this disallow-
ance under the theory that net leases would reflect a lack of business
activity on the part of the lessor.

Then the act provides that a net lease would be considered to exist
if the section 162 expenses, that is ordinary business expenses are less
than 15 percent of the rental income.

Now, in the regulations which the IRS proposed they went further
and said that reimbursable expenses, that is expenses which are paid by
the lessor and reimbursed by the lessee, would not be considered as
expenses in determining the 15 percent.

Now, we protested this regulation as going beyond the stature and
apparently the theory behind the regulgation is that if expenses are
reithbursed that reflects a lack of business activity on the part of the
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lessor ; and we challenge that because the expenses that are paid by the
lessor, many of them do, in fact, reflect a business activity. For example,
a lessor could be supervising a security service for which and the ex-
enses would be reimbursed. Just because the expenses are reim-
ursed does not mean that there was no business activity with respect
to that expenditure.

So we think that the Internal Revenue Service was wrong and we
protested it and said that it went beyond the statute. But now sec-
tion 304(a), in the House bill, would provide for that—what the IRS
wants in the regulation would be provided in the law, that reimbursed
expenses would not be considered in determining the 15-percent test.

e strongly urge the committee to delete this provision from the bill.

Mr. Kahn may have some remarks.

Senator Curtis. May I ask a question right there?

What do you mean by net lease? Is that where a business place is
rented on the basis of the percentage of the profits?

Mr. WirLiamson. That could be. A basic rent and a percentage
. Senator Curtis. To what do you refer when you talk about the net
eases ?

Mr. WiLLiamsoN. Just a total, a net return to the lessor.

Mr. Kaun. May T add to that, Senator Curtis? A net lease is usually
a lease in which some of the expenses of the lessor, but perhaps not all,
are to be charged back to the tenant.

A very good example would be real estate taxes which change from
year to year. The ordinary commercial lease extends beyond 1 year
and, therefore, when a commercial lease of several years is written it is
customary to provide that if the taxes in effect at the time the lease goes
into effect are increased, the rent will be increased by a similar amount.

That does not indicate that there is a lack of activity on the part of
the landlord in maintaining the property, particularly where you have
multitenant properties such as an office building or shopping center.

May I add to Mr. Williamson’s statement, Mr. Chairman.

The Cuamrman. Yes, sir.

Mr. Kaun. If I could just add briefly, we have several problems with
this provision: (1) As pointed out in Mr. Williamson’s filed statement,
it is not germane to the emergency situation to which the rest of the
bill is directed ; and in this area there are a large number of technical
problems of which this is only one.

This association as well as others joined in a joint technical brief
to the Internal Revenue Service on the regulations in which around 18
different aspects of the regulations were protested as either without
statutory authority or producing very peculiar and discriminatory re-
sults. This particular provision is one of the worst in the sense that by
statute there is a definition of net lease that is arbitrary and does not
conform to whether there is business activity or not and, therefore,
under the statute and the proposed regulation two businessmen running
a shopping center or office building may find themselves in two entirely
different situations because of what is an arbitrary rule not directed to
the amount of business activity.

The service and taxpayers have experienced in four other tax areas
as to when a landlord is deemed to be in a business and when he is
not, and we are suggesting in the filed statement that that experience
is sufficient and this arbitrary rule of the statute is not desirable.
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If the committee has time to get into the problems to which sec-
tion 304 is directed, we suggest the committee should consider the en-
tire problem and not this little aspect. If it does not have time, we
suggest that the best approach is merely to delete this provision that
1s unrelated to the much more important aspects of the bill.

The Cuamrman. I might say, Mr. Williamson, this is very seldom
I make this statement, but I think 1 have one bone to pick with you
that might come as a surprise. You are not asking for enough and
you are one of the very few witnesses to whom I would say that. It
seems to me that if we are going to have a program to stimulate the
economy, we ought to be doing more to help people to own their own
homes and we ought to be taking another look at some of those things
that we did with that so-called tax reform act 2 years ago when
we removed a great deal of the incentive for people to build homes
and people to own them.

If I can, I am going to try to do something about those interest
rates. Aren’t you concerned about that ?

Mr. WiLLiamson. Oh, yes, but not—we didn’t think this was the
forum to discuss the availability of mortgage money.

With respect to other provisions and the results of the Taxn Re-
form Act OF 1969, the industry is still reeling under the Tax RReform
Act; and in our statement we do address ourselves to some of the
language in the House report which would—could recult in very
serious consequences. We do have—we know we were going to be
limited in our time—and we do have some other witnesses who will
follow in the real estate field who will probably discuss some aspects
which we would have discussed had time permitted.

The CramrMaN. I know we don’t have—ordinarily it would be the
Banking and Currency Committee rather than this one that would
have some jurisdiction with regard to the Federal Reserve Board
and that is one area where you expect to have some help. But it has
been my experience if you want the administration to help you get
something done that you think is necessary that the time to talk
to them about it is when they are asking you to do something. And
this bill right here is the one they want to move the economy and I
want to help them. But in connection with this bill we ought to talk
to them about these interest rates because, frankly, would you not agree
with me that a lower level of interest rates would do a great deal more
t{mnds;)me of the other things in this bill to help move the economy
ahead?

Mr. WiLiamson. Well, Senator, we are encouraged by reports we
are receiving from all over the country that interest rates are easing;
and we think that they will continue to ease, and that is the position
of our Association at this time, which is that if you try to impose any
rigid interest rate ceiling that you might cut off sources of money for
real estate, We think——

The CrrairmaN. The Federal Reserve Board has the power to create
as much money as it wants to create. We gave them that power. Now,
it seems to me that one way to make the economy move, and T mean
really move ahead to whatever degree you want it to move ahead, is
to first put controls on so that by widening the money supply, broad-
ening it and increasing it, that you are not going to have run-way
inflation or inflation to any degree that would be the cause of concern.
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And then having gotten your controls on to where you can hold a lid
on those areas of the economy—I mean both business and labor—
where certain people are in a position to write their own ticket and
get it, then proceed to ease up on the money supply, make a lot more
money available and at lower interest rates so it would be attractive
for people to build homes as well as build plants and machinery.

Why shouldn’t we at least try to bring about the same kind of in-
centive to build a home that this bill provides to build a new plant
or machine ?

Mr. WirLiamson. Senator, that has not been the experience of con-
trols. When we have had rent controls to try to keep rents down, you
discourage investment and you have less housing. And we have had
experience with rigid interest rate ceilings even in the FHA and VA
programs. We would much rather take our chances on what will hap-
pen to the economy if the rest of the President’s program is approved.

There are signs that the interest rates are easing and we are hope-
ful that they will continue to ease.

The Criamrman, I will just refer you to some of the speeches I made
back at a time when I was advocating that we repeal or suspend the
investment tax credit. I put charts in the record at that point to illus-
trate that what was being done here was the use of tight money and
high interest rates to try to control inflation on the one hand, and a
tax incentive to build new plants on the other, with the result that
the major corporations of the country were just muscling the poten-
tial homeowners away from the market by hogging up all the avail-
able capital. That led to high interest rates.

There was no parallel tax advantage for a homeowner; and the
high interest rates squeezed him out of the home market so that those
who wanted to build homes found it almost impossible to obtain credit
on reasonable terms while those who had the tax advantage to build
new plants, had the economic muscle with their own people sitting
right ti..re on those bank boards to guarantee them they could get
the credit to build these new plants.

Now, I want to see a balanced, forward movement of this economy.
I don’t want to see the homeowner left out of it and as it stands right
now he is going to be left out of it.

I am surprised you are not in here advocating that we do more than
what you are asking here. I thought, speaking for the real estate
board that you would be in here saying by all means let’s put the little
prospective homeowner in on the act, let him have a piece of the
action.

Mr. WiLLramson. Senator, we are building 2.2 million housing units
this year. I don’t think that we have reached that level in the post-
World War II period. Rather than approach it from that angle, I
think it might be better to encourage more investment in real estate
which, in turn, would create jobs if we could back up a little on some
of the provisions in the Tax Reform Act of 1969, because it is the
construction of real estate that produces jobs. If the Treasury would
take a more realistic view toward the useful lives on real estate you
could neutralize some of the adverse aspects of the 1969 act.

Mr. Kahn and I could talk for a long time about some of the provi-
sions of the Tax Reform Act of 1969 which do inhibit investment in
real estate. :
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The CramrMan. Let me ask you this: Do you think that a repre-
sentative for the Association of Home Builders will testify the same
as you are testifying, that they are not concerned about the level of
interest rates and not asking us to do anything about it?

Mr. WirLiamson. Well, Senator, we are concerned about the level
of interest rates. We want the interest rates to go down because every
time the interest rates go down it broadens the market for homeowner-
ship. We contend that there are signs that the interest rates are going
down. We are afraid at this time that the imposition of some interest
rate control would divert money away from home ownership and to
other sources of investment. This has been the history. And at this
point now—our convention is meeting in November—we are having

ople from all over the country and we are going to review the sub-
jects of interest rate controls because it will be a matter of hearings
before the House Banking and Currency Committee next week; but
at this point the information that we have received from brokers all
over is that the interest rate, the structure situation is easing sufficiently
to avoid at this time any type of control.

The Cuamman. Well, now, tight money brings high interest rates
in a free economy. We agree on that, don’t we?

Mr. WiiLiamson. That’s right.

The Cramman. In other words, in a free economy if you tighten
up on the money supply you raise the interest rates; isn’t that right?

Mr, WirLiamson. That’s right.

The CuarMaN. If the law of supply and demand operates anywhere
that is how it has to work. You tighten up on the supply, that raises
the price of the product.

All right, now, that can be defended as an anti-inflationary device—
it tends to slow the economy down; isn’t that correct?

Mr. Wirniamson. That is correct.

The Criairman. All right. Now, you don’t need that device of tight
money and high interest rates if you are going to put controls on prices.
At that point you can afford to keep your prices where you want them
with your controls and you can afford to ease up on the money supply,
and the Federal Reserve Board without even imposing any controls on
interest rates can push them down by just making money much more
freely available; is that correct or not?

Mr. WiLLiamson. Well, they could, yes; whether this would defeat
our antiinflationary objectives I don’t know.

The Cramman. But the point Mr. Williamson, is that you can
have low interest rates when you have controls on prices, and there
are only a few segments of the economy that are in position to write
their own ticket and get it.

Some of our friends in organized labor can do that. They can go
out on strike and just deny you the product unless you pay them what
they demand. A fellow who has a patent on a commodity can just
refuse to sell it unless you pay him the price he wants under his
(Government protected patent. But most segments of the economy have
to sell for a competitive price.

Now, when you put price controls on what people can sell for, why
can’t you also expand the money supply enough to bring interest
rates down to whatever point you want it to be?
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I mean, some reasonable point. I am not talking about making
them Joan the money out for nothing or 1 percent; but suppose you
are talking about a reasonable Ievel of interest rates. Why can’t you
push them back down?

Mr. WirLiamson. Well, if it could be done without aggravating
inflation, fine. But what we have discovered—we have discovered that
lenders are putting an inflationary premium on their rates because
of wne anticipation of inflation.

Now we think that this is going to stop. We have hopes of it.

I went to a Minnesota convention recently and talked to a realtor
from Red Falls, Minn., and I asked him what the rates were for FHA
and he said banks were beginning to make 7 percent loans without
discounts. This is probably the most heartening thing I have heard,
hecause the lenders are starting to refrain from exacting this infla-
tionary premium and I think that is going to bring the interest rates
down; we hope it will.

The Cramman., Well, thank you. I think I have your view.

Any further questions?

Thank you very much, Mr. Williamson

(Mr. Williamson’s prepared statement follows:)

STATEMENT OF JOHN C. WILLIAMSON, DIRECTOR, DEPARTMENT OF GOVERNMENTAL
RELATIONS, NATIONAL ASSOCIATION OF REAL EESTATE BOARDS

Mr. Chairman and members of he Committee :
I welcome this opportunity to testify on behalf of the National Association
of Real Estate Boards at this hearing on H.R. 10947, the Revenue Act of 1971.

BACKGROUND

'The National Association of Real Estate Boards consists of approximately
1,600 local Boards of Realtors located in every state of the Union, the District
of Columbia and Puerto Rico. The combined membership of these 1,600 boards
is approximately 500,000 persons actively engaged in the business of brokering,
managing, and appraising residential, commercial, industrial and farm real
estate.

COMMENTS ON H.R. 10947

Our remarks here today are limited to two aspects of H.R. 10947 :

1. The alteration of the statutory deflnition of ‘property subject to a net
lease”—Section 304 (a) of the bill; and

2. The House Ways and Means Committee Report reference to useful lives
of real property—House Report 92-533, p. 35.

(1) “Property subject to a net lease”

Section 57(¢) (1) (relating to items of tax preference subject to the minimum
tax) and Section 163(d) (4) (A) (i) (relating to the limitation on the deduction
of interest on investment indebtedness) are similar provisions. One imposes a
mindmum tax on excess investment interest for the years 1970 and 1971, and
the other provides for a disallowance of a portion of such interest for years after
1971,

The problem at which these provisions is directed is not germane to the
President’s Emergency Program, which is the subject of this bill. It appears
to us to be inappropriate to include this type of technical legislation in a bill
directed at an emergency situation. Careful study is necessary for technical pro-
visions of this nature, and there may not be time for such study in connection
with this bill.

The problem at which both of these provisions are directed is the problem of
the current deduction of interest on indebtedness used to carry investments.
These provisions are not supposed to be directed against business indebtedness.
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Unfortunately, both statutory provisions contain an arbitrary rule that if
real property is subject to a net lease, and if under the net lease certain de-
ductions are less than 15 percent of the rental income, the property will thereby
be deemed to be investment property whether or not the operation of he prop-
erty is in fact a business. This statutory rule is particularly burdensome on
owners of large real property projects, such as shopping centers and office build-
ings, where most of the property is subject to leases to tenants, and where the
owner of the property must perform substantial services in the operation of the
property.

There are at least four regulations which have directed themselves to the
question of when income from real property operations is rental income, that is,
passive or investment income, and when such income is in fact business income,
These regulations have been issued with respect to the fmposition of the self-
employment tax, which is imposed only on business income and not on_rental
income (Regs. § 1.1402(a)-(4) (e) (2)), the impostion of the tax on untelated
business income of exempt organizations, which is imposed on business income
but not on rental income (Regs. §1.512(b)-1(c) (2)), the determination of
personal holding company income, which will subject the corporation to a
personal holding company tax on its rental income (proposed Regs. § 1.543-12(d)
(2) (i1) ), and the regulations with respect to Subchaper S corporations, which
cannot qualify as such if pasive income such as rental income amounts to more
than 20 percent of gross recepits (Regs. § 1.1872-4(b) (5) (vi)). In each one of
these regulations no specific statutory test is provided. Instead, a factual de-
termination is made as to the amount of service activity required of the land-
lord. Taxpayers and the Internal Revenue Service have developed considerable
experience under these regulations, and many rulings have been issued by the
Internal Revenue Service on this question.

On the other hand, neither taxpayers nor the IRS has any experience with the
specific rules relating to the 15 percent test imposed in the determination of
excess investment interest under the 1969 Revenue Act provisions. In issuing
the regulations under Section 57, the Treasury obviously had severe problems.
Proposed regulations were issued, and these were the subject of vigorous pro-
tests by this Association as well as others on the ground that many of the rules
in these regulations did not have a statutory authority, as well as on the grounds
that many of these rules would produce distorted results and present very burd-
ensome problems in record keeping and other compliance aspects.

Apparently, the point that some of the provisions in the regulations were with-
out statutory authority was well taken, since we find in H.R. 10947 retroactive
provisions designed to support the provisions of the regulations. Specifically,
these provisions would treat rent paid by the operator of a shopping center or
an office building (that is, ground rent) as not includable for purposes of the 15
percent test. In addition, the proposed legislation would adopt the provision of
the regulations that expenses of the landlord which are reimbursed by the tenant
also may not be counted in determining whether the 15 percent test is met. This
last provision is particularly inappropriate since it has no connection with the
amount of activity required of the landlord. Obviously, any businessman is going
to be reimbursed and, hopefully, make some profit on his activities. The fact that
he covers his costs by his income does not go to the question of the extent of his
activity, and it is the extent of his activities which is crucial in determining
whether the operation is a mere passive investment or is an active business,

It is our position that the net lease provisions of the 1969 Act with respect to
excess investment interest are so poorly adapted to the problem involved that
these provisions should be stricken from the law if any legislative action is to be
taken at this time. Removing these provisions from existing law will leave the
matter as a factual question, so that the experience developed in the four other
areas of the tax law described above can be applied in this situation, and sensible
and appropriate results can be achieved.

On the other hand, if the Committee feels that the emergency nature of the
legislation included in H.R. 10947 will not permit a non-germane technical
amendment of this type, then we further submit that section 304(a) is also non-
germane and should be stricken from the bill; in addition, it reaches improper
results and requires more study and analysis than is possible in a bill of this
importance directed at other urgent matters.
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(2) Reference to useful lives of depreciable property in the House Ways and
Means Committee report

To the best of our knowledge, the Treasury Department has not made a thor-
ough study of what would constitute the proper guidelines for depreciable real
property since the 1942 edition of Bulletin F. The Treasury has an abundance of
experience with this subject, and this Association endorses the views of the Ways
and Means Committee that the Treasury Department should undertake a review
of guidelines for the useful life of depreciable real property. These guidelines
should provide lives which are much shorter than those which were originally
placed in effect in 1942 and in substance continued in the 1962 guidelines. The
considerable technological changes in the construction and use of real property
since 1942, as well as the economic changes that have occurred in the interim,
make the longer guidelines of 1942 unrealistic today.

On the other hand, we strongly oppose the suggestion in the Ways and Means
Committee Report that further consideration be given to the question of whether
the depreciation recapture rules presently applicable in the case of real property
should be made more like those applicable to personal property. These recapture
rules as to real property have been the subject of intensive study by both the
Treasury and Congress in connection with the Revenue Acts of 1962, 1964, and
1969. As the result of these studies, not only have recapture rules for real prop-
erty been adopted, but real property has been subjected to a much narrower
allowance for accelerated depreciation than that allowable for personal property.

To a large extent, the recapture rules are a function of accelerated deprecia-
tion rather than of the actual useful life of the property. As noted above, the
Congress has already deprived real property of much of its right to accelerated
depreciation.

Furthermore, the re-enactment of the investment credit, which will be appli-
cable primarily to personal property and not to real property, will place real
property at a further disadvantage as a capital investment when compared with
personal property. In view of this, we strongly oppose reopening consideration
of the recapture rules for depreciation on real property.

Mr. Chairman, on behalf of the Natlonal Association of Real Estate Boards,
I appreciate this oportunity to present our views on these aspects of H.R. 10947
and respectfully hope that our comments will be of help to the Committee in your
deliberations.

The Cuairman. Next we will call Mr. Fred Peel, American Mining
Congress.

STATEMENT OF FRED W. PEEL, CHAIRMAN, TAX COMMITTEE,
AMERICAN MINING CONGRESS

Mr. Peer. Mr. Chairman and members of the committee, I am Fred
W. Peel, chairman of the Tax Committee of the American Mining
Congress, and I am appearing today to present the tax committee’s
views on the House-passed bill.

We urge the enactment of the job development credit. We think it
will be most effective if the credit is established at the 7-percent rate
on a permanent basis.

We were opposed to the temporary suspension of the credit several
years ago we were opposed to its elimination in 1969, and we feel that
to be most effective it should be on a permanent basis at a fixed rate
rather than on a temporary basis.

When we appeared before the Committee on Ways and Means we
pointed out that the 5 percent-10 percent proposal of the administra-
tion would not accomplish much during the initial 10-percent rate

eriod, as far as the mining inudstry is concerned, because of the very
ong leadtime that is involved in making plans for new capital invest-
ment and getting that new capital investment either acquired or con-
structed and in place. We suggested that, unless the period for the 10-
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percent rate was enlarged, a flat 7-percent rate would be preferable.

We suggest that the incentive effect not be diluted by any offsetting
adjustments in the tax system. In particular, we point out that if
the credit should be applied against the basis of assets, then the
credit’s effectiveness wouFd be cut unless there is a compensating in-
crease in the 7-percent rate.

We suggest that regular income tax should be subtracted from
tax preference items to arrive at the base to which the 10-percent
minimum tax is applied, before the regular tax is reduced by the in-
vestment credit. Otherwise a taxpayer who has tax preference items in.
substantial amount—and the mining industry generally does have tax;
Ereferellce items—will, in essence, have its investment credit discounted

y 10 percent.

If we take the example of a taxpayer who has $2,030,000 of tax
preference items, and an income tax liability for regular income tax
of $1 million, and suppose that taxpayer earns a $100,000 invest-
ment credit under the ’?— ercent investment credit as passed by the
House, the effect of that $100,000 investment credit is to reduce his
regular income tax from $1 million to $900,000. So then when he
computes his minimum tax he subtracts the $30,000 exemption, and
instead of $1 million he subtracts $900,000 of regular income tax from
the $2,030,000 of tax preference i*ems, and as a result he has an addi-
tional $100,000 subject to the 10-percent minimum tax. So, in effect,
he has had his investment credit discounted by 10 percent; so that he
gets a 6.3-percent investment credit instead of a 7-percent investment
credit. And aside from any question of fairness on that, it just simply
means that so far the mining industry and some other industries are
concerned, the investment credit won’t be doing the job that Congress
anticipated that it would do.

So we suggest that in computing minimum tax liability the credit
not be taken off until after that computation has been made.

We also suggest the credit will be more effective if it is available,
to be applied against any minimum liability the taxpayer may have
as well as being applicable against. his regular income tax liability.

We suggest the credit not be denied on pollution abatement facili-
ties because the taxpayer elects to deduct the cost of these facilities
over a 60-month amortization period. The House-passed bill requires
the taxpayer to make a choice. He can either have the tax credit or the
60-month amortization, but he is not permitted to have both and the
effect of the investment credit is such that, as a practical matter it is
just about a standoff, and the taxpayer will get no greater benefit from
the 60-month amortization.

We recommend that the asset depreciation range system be retained.
The statutory authorization for the ADR system as contained in
the House bill is desirable. We suggest that the study of the use-
ful lives of industrial buildings, which was requested by the Commit-
tee on Ways and Means in its report, should be broadened to include
consideration of making industrial buildings eligible for the accele-
rated depreciation methods such as the double declining balance and
the sum-of-the-years digits depreciation.
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Finally, we recommend that the Domestic International Sales Cor-
poration provision be adopted. This will stimulate exports of a number
of minerals produced in this country.

We suggest that the deferral be permitted on all of a DISC cor-
poration’s income rather than being limited to the excess of the income
generated by exports over 75 percent of a base period.

If the deferral is limited, however, to the excess over 75 percent of
base period exports, we suggest that this 75-percent limitation be
applied separately with respect to each mineral exported, because the
theory of having any sort of a base period is to allow the deferral
where the taxpayer has increased his export of that particular item.

There is no logical reason to believe that a taxpayer will deliberately
cut down exports of one product in order to increase exports of another.
He would want to increase them all as much as possible.

But if circumstances are such that for some other reason exports of;

one product decline, there is no reason why that should interfere with.

the taxpayer’s eligibility to defer through a DISC the income gener-
ated by exports of another product. In the case of minerals it would be
relatively simple to distinguish the minerals, one from another.

That completes the summary of our position.

The Cramryan. Thank you very much, sir.

I have no doubt that under the pressure that this committee was
subjected to rush that 1969 act through, that we undoubtedly did a lot
of things in the bill—I don’t want to take all the credit for it in this
committee ; the House was even worse in that respect than we were—
but there were undoubtedly a lot of things in that so-called tax reform
bill which have served to stagnate this economy. And we ought to
be taking another look at some of those things.

The investment tax credit repeal undoubtedly played its part, but
the sort of thing that you make reference to here should also be con-
sidered in connection with that.

If you want to put people back to work and provide somebody with
a profit incentive to employ people and engage in new enterprises, we
ought to be taking a second look at some of those things we did with
that bill; and that is part of what you are suggesting here.

Mr. Prer. We would hope the committee will do that particularly
with reference to the minimum tax. T was describing its effect in re-
lation to this investment credit but it is really a built-in drag on any
attempt to stimulate the economy.

The Cuamrman. I hate to say 1t, and I am afraid nobody in that con-
ference when we put this minimum tax together could have told you
just exactly how it would have applied to your industry; and unless
somebody has analyzed it with regard to each individual industry
and each segment of the taxpayers, it is not fair to say that it has been
thoroughly considered.

Thank you very much.

Mr. Peer. Thank you.

The CuarMAN. Now, the next statement will be from Mr. Clifford
Brown, executive vice president of the Federated Investors, Inc.
ge i\&i]l be accompanied by Mr. Edward L. Merrigan and Mr. Charles

. Morin.
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STATEMENT OF CLIFFORD BROWN, EXECUTIVE VICE PRESIDENT,
FEDERATED INVESTORS, INC., ACCOMPANIED BY EDWARD L.
MERRIGAN AND CMARLES H. MORIN

Mr. BrowN. Mr. Chairman and gentlemen, I appreciate the oppor-
tunity to appear before you this morning. I have already submitted a
written statement and in the interest of saving your time——

The Cramman. We will print the statement.

Mzr. Brown. I would ask it be incorporated in the record.*

The Crairman. May I say for the benefit of all witnesses we do
print your full statements and we expect you to summarize it.

Mzr. Brown. I would like to introduce Mr. Charles Morin.

Mr. Morin. Mr. Chairman, in an effort to again conserve the time
of the committee, I should like to offer into the record a letter from
counsel to the Joint Committee on Internal Revenue Taxation which
goes into a great deal of detail on the matters that Mr. Brown will
now summarize, and I think it would be a great saving of time for us
to introduce this letter and also a fact sheet entitled “Federal Tax
Generation by Tax-Free Ixchange Investment Companies.” if I may
offer those for the record.

The Cuamrman. Fine*

Mr. Browwn. Mr. Chairman, our firm is an investment adviser to
15 investment companies registered with the Securities and Exchange
Commission with assets of approximately $300 million, which are
invested mostly in the securities of American corporations, and we
represent 40,000 shareholders almost all of whom are individual tax-
payers. Our interest, of course, is in the security market, but more
importantly in the health of the economy and for that reason we
support the provisions of the Revenue Act of 1971 because we believe
it will strengthen the economy. And we are especially interested in
the investment tax credit provision because it will provide, in our opin-
ion, additional revenues for business, additional jobs, additional con-
fidence in the economy.

However, these provisions are expected to reduce Federal revenues.
We address ourselves today to a proposed amendment to title IT to H.R.
10947 which if enacted would permit individuals in certain extraor-
dinary circumstances to diversify their security holdings without incur-
ring a premature capital gains tax and, at the same time, such an
amendment to section 351 would, in our opinion, produce additional
Federal tax revenues of approximately $25 million in fiscal 1972, and
$100 million in fiscal 1973.

The amendment is a simple one since it would restore section 1 of
the Internal Revenue (Clode to its status in 1966 and really to what
it was through the 40 years prior to that time.

Prior to the 1966 amendment to section 351, individuals in this coun-
try, individual taxpayers, were permitted to band together and ex-
change securities with an investment company, form a new investment
company of which they would be the sole owners and in that way to
diversify their securities, their investment position without an immedi-
ate realization of capital gain and capital gain taxes.

This was done in the period 1960-67 by 18,000 individuals in the
United States, in some 36 investment. vehicles. However, in 1966 the

*See pp. 538 ff.
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Treasury department took the position that they no longer felt that
individuals should be entitled to do that. So an amendment was pro-
posed in this committee in 1966 to make the point very specific in sec-
tion 351 that it would apply to the formation of investment companies.
That amendment was passed on the floor of the Senate, but in joint
conference committee, at the insistence of the Treasury, a compromise
was adopted so that this type of diversification for individuals was
permittted only for a limited time, namely, through June 30 of 1967;
and the objection was based on the contention that the Joint Committee
for Internal Revenue Taxation had not had sufficient time to examine
the entire problem.

Since that time we have submitted voluminous statistics on this mat-
ter and met with members of the staff of the Joint Committee on
Internal Revenue Taxation.

We would like you to consider restoring Section 351 to its 1966 status
for two important reasons: First of all, 1t will increase tax revenues.
One of the theories for excluding individuals from forming investment
companies under this section was that the individuals wil] sell their
securities and pay their taxes right now and, therefore, there will be
more revenue generated by the individuals selling those securities; but
the experience of the entire investment community is that individuals
with a low tax cost basis in fact will not sell.

There are 82 million individuals in this country who own securities,
equities that the market value is some $700 billion, In our opinion, over
half these securities are in safe deposit vaults and they will never be
sold because the individuals have too high a tax liability.

The studies by the New York Stock Exchange have indicated that
the average tax cost basis of securities held by all individuals in the
United States is only 40 percent, 40 percent of market. Our own ex-
perience with the formation of some 36 investment. companies was that
the individuals, 18,000 individuals who participated in these forma-
tions had an average cost, tax cost basis in their hands of only 10
percent.

Now, these 18,000 people, and the 32 million people, do not repre-
sent the wealthy people of the country; they represent the general
cross section, the general middle class of the country. There are not
only presidents of corporations who wish to exchange their securities
for shares in investment companies but. also we had in our own funds
rather modestly employed employees of Sears Roebuck who had ac-
cumulated shares over a period of years in an emnployees’ trust. We
have had steelworkers; we had all types of individuals.

But the pressure on the individual not to sell is just too great. With
Federal taxes and State taxes, the individual with a nondiversified
investment, with a low tax cost basis, stands to lose some 35 percent
of his capital when he sells.

I don’t think many advisers in this country, investment advisers,
would ask a client to incur an immediate 35-percent capital loss for
the idea of protecting himself against some possible future loss in the
individual stock.

Our experience is that the individuals who come into these invest-
ment companies have held their stocks for quite a long time; 63 per-
cent of them had held their securities over 5 years.
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The increased capital gains tax rates for 1972 will inhibit further
the securities sales. We believe that by amending section 351 many in-
dividuals would band together to form investment companies; the in-
vestment companies would then manage the portfolios and sell the se-
curities and create capital gains taxes; we would create substantial
additional revenues in the first 18 months.

The other point is the point of public policy. The U.S. securities
market is the envy of the rest of the world and it is the envy because it
is a very liquid market ; and that is so because we have great quantities
of stock; it is widely held and shareholders are willing to sell.

However, while 85 peicent of the securities in the United States are
owned by individuals and institutions only own 15 percent ; almost 40
to 50 percent of the trading is now done by ir.stitutions. Institutions
are becoming more dominant in the securities market and the ind:
vidual is becoming less of a factor because they will not sell their se
curities and reduce their capital through the tax.

So the lessening participation by individuals is not good for liquir
ity ; it is not good for a sound market meclianism and it is not good fo.
the brokers, the individual people who constitute the investment in-
stitution in this country, and make it possible to have a liquid secu-
rities market.

Allowing individuals again to participate in exchanges would free
up rather enormous quantities of securities. The potential tax liabil-
ity in the securities held by individuals, the half that we believe they
would refuse to sell, the potential tax liability is $45 billion, an enor-
mous possibility.

One last point; in the formation of these new funds it would be
a help to the brokerage community which is very hard pressed these
days—they need new products. Investors want to participate in this
sort of diversification program.

And we have to remember that as we saw in the stock market de-
cline of 1970, the people who are affected are the 32 million people
in this country, not just a few people in Wall Street; it is estimated
that one out of three houséholds in United States has a stockholder
i in the house. So things that happen to the securities market happen
! to a large number of people in the country, and diversification is

sound and is important for all of them ; but they are prevented from
doing that now.
L We recognize the reluctance of this committee to consider amend-
i ments to the present bill, but we hope that we can ask you to consider
! this one because while it will apply to individuals it will not result
i in less revenue but will result in more revenue and provide a great
i benefit to the individual securityholders in this country.
: Thank you very much. We appreciate it.
% Mr. Morin. Before the witness leaves, may I please introduce, sir,
g for the record, a proposed amendment so that it will appear in the
:

e g

record ?
The CrairmaN. Yes; it will appear in the record at this point.
(The proposed amendment follows:)

PROPOSED AMENDMENT TO SECTION 351 oF THE INTERNAL REVENUE CoDE OF 1954

Section 351(a) of the Internal Revenue Code of 1954 (relating to transfers to

Ed
H corporations controlled by the transferors) is amended to read as follows:

{ 68-333 O - 71 - pt. 2 -~ 10
i
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“SEC. 8351. TRANSFER TO CORPORATION CONTROLLED BY TRANSFEROR

“(a) GENERAIL RULE.—No gain or loss shall be recognized if property is
transferred to a corporation (including a regulated investment company as de-
fined in Section 851) by one or more persons solely in exchange for stock or
securities in such corporation and immediately after the exchange such person
or persons are in control (as defined in Section 368(c¢) of the corporation. For
the purposes of this section stock or securities issued for services shall not be
considered as issued in return for property.”

Section 351 (d) is repealed in its entirety.

Section 351 (e) is redesignated Section 351(d).

Senator Anperson. What percent of stock is held by individuals?

Mr. BrownN. Stock in this country is—85 percent of the stock in this
country is held by individuals and 15 percent by institutions, but in-
stitutions do more of the trading.

Senator Anperson. What is the source of that information?

Mr. Brown. Well, the New York Stock Exchange, sir, their annual
fact book. The recent releases indicate that the individuals own $700
billion worth of stock; those are SEC figures put out in the Depart-
ment of Commerce monthly survey and the total of all stocks in the
country is estimated at somewhere around $900 billion.

Senator ANperson. It is estimated; aren’t there some facts? Doesn’t
some information actually show what it is?

Mr. Brown. Well, in the New York—the American exchanges—
it is possible to calculate that. The over-the-counter market is not
quite as definable as that. I think the SEC characterizes their calcula-
tions as estimates. Y