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TAX REFORM ACT OF 1969

MONDAY, SEPTEMBER 15, 1969

U.S. SENATE,
ComMrITEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 2221, New
Senate Office Building, Senator Clinton P. Anderson, presiding.

Present: Senators Long (chairman), Anderson, T.aimadge, yrd
Jr., of Virginia, Williamns of Delaware, Bennett, Miller, Jordan of
Idaho, and Fannin.

Also present : Senator Cranston. .

Senator ANpERsoN (presiding). The hearing will come to order.

This morning the topic before the committee is the taxation of fi-
nancial institutions—commercial banks, mutual savings banks, and
savings and loan association. : )

The House bill tightens up on the bad debts reserve deductions taken,
by all these institutions with respect to their gains and losses on bonds:
and other corporate and governmental evidences of indebtedness.

‘While the Treasury Department generally supports the restrictive:
amendments in the ;fouse bill, it has suggested to the committee that
a special deduction be made available to banks to encourage them to.
invest more of their assetsin real estate lans. L

The first witness this morning is the Honorable Preston Martin,.
Chaiyman of the Federal Home Loan Bank Board. Mr. Martin you
may proceed with your statement.

STATEMENT OF HON. PRESTON MARTIN, CHAIRMAN, FEDERAL.
HOME LOAN BANK BOARD; ACCOMPANIED BY ERIC SLATTIN,
OFFIOE OF EXAMINATIONS AND SUPERVISION

Mr. Marrin. Mr. Chairman, and members of the committee, it is a
priv ge to appear to testify on H.R. 13270. I will confine my remarks
to the taxation of savings and loan associations. The Federal Home
Loan Bank Board (“Board”) urges the enactment of a tax incentive on
residential real estate loans; a deduction based upon a percent of gross
interest income from these loans, the so-called administration proposal.

The Board further'suﬁgests the consideration by this committee of
a stronger incentive on the same deduction basis, based on gross mort-

ge income derived from conventional, that is uninsured, mortgage

oans to moderate and low income households. If the administration’s
“B-percent deduction” is adopted, the Board requests consideration. of
a 10-percent deduction for gross income so derived.

1717)
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_FHLBB opposes the tax definition of a savings and Joan associa-
tion contained in H.R. 13270. H.R. 13270 first describes a savings and
loan as an insured institution or one which is subject to regulatory
supervision and examination. The Board believes that this is an ade-
quate definition and that to go further inhibits the adaptability of the
savings and loan industry ip a changing environment.

The present application of the tax law to “supervisory” mergers or
acquisitions of assets instituted by it in the public interest should be
relieved in thistax effort. S ,

This Board appreciates that the committee, the Congress, and the
administration must act as Solomen in balancing the revenue needs
of the Nation with the potential impacts of tax %egislation upon the
meansg; for obtaining our many national goals. Housing is and should
be paramount among these goals, and housing for moderate and low-
income households is a goal which is fundamental to our social stability.
The Board supports the tax deductions approdch based upon & per-
centage of gross interest income in the taxation of savings'and loans. It
does s6 because the deduction approach has those virtues of simplicity
and clarity in contrast to the complications and ambiguities of the
present “bad debt reserve” approach. The deduction aplpmach‘ has the
social virtue of widening the incentives for residential lending t6.non-
savings and loan institutions. It will be 1970 in just 15 weeks, Finane-
ing tHe great housing needs of this Nation in the 1970’s of something
like, 26 million additional units and tens of millions of salés transac-
tiong necessary in the existing inventory to move the new units'is a task
of such hercﬁean magnitude that all lending institutions should be
stimulated to participate. - ) T P

" The Federal Home Loan Bank Board is in present dialog with the
Treasury as to considerations of the 5-percent deduction rate, its
phase-in curve over time, and the deduction percentase which may be
recommended as additional incentive for uninsured, unguaranteed
loans to moderate- and low-income households, - I

I respectfully ask the committee that the Board be granted the
privilege by the committes of submitting a supﬁlementary statement
of the above issues ;f):‘ior to the closing of these hearings. | ~

If I may depart from the prepared text, Mr. Chairman, why con-
tinue spEe'cml‘ tax treatment for mortgage lending but in an improved
form? Every developed country in the world has special incentives
for housing. We have had in our institutional framework such in-
centives for over 30 years of our history. Mortgage money will not
manage itself, and in the past 10 years the mortgage as an investment
has lost out to other investmerts for financial institutions. It has lost
out to business loans, It is easier today to finance inyento? or to.finance
a new plant to produce gadgets or widgets; easier today to.finance
one more shopping center than it is to finance a neighborhood of homes
atid apartments for families. The mortgage instzumeht has lost out to
consumer eredit instruments, Tt is easier to finan¢e dancing lessons or
a trip to Paris than an inner city housing project.for the disadvantaged.

. Mpost of the time investments in mortgages are less desirable 'to in-
stitutional investors becduse, the nét yield to them ig'less, Tamilies will
paiv onlﬁ so much for housing ¢tedit. The money s tied up many times
as long by the investors and there is little or no secondary market aside
from Fannie Mae, and there only for FHA-VA mortgages. An incen-
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tive is required today more than ever because investors turn away from
credit for housing in our recurring tight money periods; 1966 and 1969
are the outstanding examples. :

Mortgage interest rates on 25- and 30-year mortgages already on the
books aren’t raised when market interest rates go up. Contrast that
with the situation in which most c«)mmerci:ﬁ bank loans carry
escalation clauses.

You can’t expect a lender to tie up his money in a 25-year, 734-per-
cent mortgage when he can finance a dealer inventory of color TV’s
at 9 percent and turn the money over in 6 months. So it is easier to
finance that second or third color TV than an apartment to put it in.

H.R. 13270, Mr. Chairman, has a number of tax incentives to in-
dividuals and to investors in housing itself. I respectfully ask you to
consider how we are going to stimulate large amounts of housing if
the incentive is only to that individual or corporation which puts up 5

ercent or 10 percent of the development cost, while the financial
mstitution putting up 90 percent or 95 percent (often 100 percent),
before the project is completed, has no specific incentive at all. The
Federal Home Loan Bank System is curvently advancing funds to
member institutions so they can finance FITA projects in inner cities.
There is not even adequate money for these insured risks at this time.
Certainly there will not be funds for quicker, more flexible approaches
of the private lender for his community where Federal guarantees
and insurance do not have to be waited for. A more generous tax
deduction such as 10 percent would do much to provide ncentives in
this necessary area. ~

H.R. 13720 proposes to reenact—with modifications—the existing
tax definition of a savings and loan association.

H.R. 18720 first describes a savings and loan as an insured institu-
tion or one which is subject to regulatory supervision and examination.
The Board believes that this is an adequate definition and all that is
needed is the tax law. To go further inhibits the ability of the industry
to adjust to today’s changing consumer demand structures.

Let me make reference to a 3-year study of some 3,500 pages in
Tength chaired by Professor Irwin Friend of the University of Penn-
silvania, Wharton School. The Friend study recently completed, has
shown that the economics of the industry are changing dramatically
and will continue to change in the short term. While the industry has
grown throughout the postwar period, profitability has declined from
12.5 percent of net worth in 1962 to 4.1 percent in 1967. During this
same time Eeriod, the rate of growth of associations’ deposits, the rate
of growth has continually declined. By the mid-1960’s it was well below
that of the commercial banks.

Professor Friend also found that there are pronounced economies
of scale in the financing of residential mortga It is cheaper to
finance a lot of mortgages than to finance g, few. This lead to the con-
clusion that mortgage lending can be handled more efficiently by spe-
cialized institutions like savings and loan associations, originatin
volumes of mortgages, than by diverse institutions like commercis
banks, which are sporadic mortgage lenders. ~ = ,

All of this évidence of changing economics leads the Board to believe

that less rigid definitions are needed rather than mors stringent ones.

(w4 FER



1780

Rigid definitions of permissible asset Eercentages also place the Con-
gress in an awkward position in the changing times. -

Based on the existing language of the savings and loan definition,
the Treasury in 1962 ?ublished certain tests—the “gross income” test
and the “sales activity” test—to determine whether an association was
“investing in loans” as required by the statute. The “gross income”
test was conceived when the industry apparently was extremely profit-
able and was designed to limit availability of the savings and loan tax
shelter to income generated by the traditional savings and loan activi-
ties. The test is met if 85 percent of an association’s income is normal
savings and loan operating income.

The sales activity test has further onerous consequences. The test
was designed to limit an association’s ability to sell loans or loan par-
ticipations even though the sale may have resulted from a deficiency
of demand for loans over savings capital in the association’s geograph-
ical area. Such & restriction directly conflicts with the public ohjective
of furthering optimal geographical allocation of funds. With a fore-
cast overall shortage of mortgage capital over the next decade, it
seems all the more important that the barriers to such funds flows
should be removed.

Fiaally, the proposed tax definition in HLR. 13270 sets forth an
elaborate structure as to the mix of assets which a savings and loan
association must hold. An association must fall within this framework
to maximize its bad-debt deduction under the bill.

The Board sees no need for anﬁ' asset test in the presence of regula-
tory limitations for federally chartered associations and cease-and-
desist powers to prevent unsafe or unsound concentrations of invest-
ment in nontraditional 1t%pes of assets—generally the types which are
now limited in the Board’s regulations.

“There is a further reason. The “asset tests” included in H.R. 13270
probably would be difficult to change during the next decade. Who can
say today what asset will be in the public interest during the 1970’
in order to optimize the savings and loan industry’s contributions to
housing? Mobils home lending is an example of the “forbidden asset”
of the 1960’s, one of sudden strong growth and of moderate-income
service ability todaIs;‘ .

The present tax Iaw as it applies to the mergers of savings and loan
associations—makes the supervisory merger in many cases very dif-
ficult or impossible. Let me explain what I mean by a supervisory
merger as opposed to a business merger. A supervisory merger is
encouraged or instituted in the public interest by the FSLIC and the
FHLBB, involving one or more savings and loans with financial or
managerial, ;iljoblems. A business merger is initiated by member
savifigs and loans for objectives like economies of scale or market
entry. . . .

‘ Iggw; it is the application of the tax law to the supervisory merger
which concerns the Board. The problem is that under current tax
Inw-—including section 393 (f)—tax deducted reserves may be subject
to recipture; and, if this is the case, the tax must be taken from exist-
ing net worth which is ususlly already too thin. This effectively bars
some othetwise desirable merger candidates or unduly limits the
available supervisory solutions.

!
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_The Board recommends that the tax law be amended to state that

there would be no recapture of reserves in a tax-free reorganization
for clarification, even though the Internal Revenue Service recently
published a ruling which supports the conclusion that there is no res-
toration required in nontaxable mergers. )

1f I may digress for a moment, In summary, the Board is arguing
for, first, a tax incentive for mortgage lending by any lender. A tax
-deduction as the approach, not a bmf debt allowance.

Second, that incentive be greater for riskier conventional loans to
moderate- and low-income families and that that additional incentive
be ’Frovided for all lenders.

hird, that the definition of a savings and loan for tax purposes be
that its accounts are insured by the Federal Savings and Loan Insur-
ance Corporation and that it is subject to supervision and examination.

And fourth, the Board recommends that supervisory mergers, in
supervisory mergers that the tax deducted reserve be not subject to
recapture.

Thank you very much, Mr. Chairman.

Senator ANDpErsoN. Senator Williams.

Senator WiLLrams. Mr. Martin, in the House bill there is no pro-
vision for any 5-percent deduction at all, is that correct ¢

Mr. MarTIN. That is correet, Senator Williams.

Senator WirLiams. And you are recommending that it be made 10
percent instead of 5 ¢ , | ' )
. Mr, MarTIN. I am recommending, Senator Williams, that this ap-
proach, the tax deduction approach be used. The Board is currently
working with the Treasury as to the exact percentage. We are recom-
mending for a special class of loans, those are made to moderate- and
low-income families, that there be a 10-percent deduction if the com-
Inittee in its wisdom sees fit to adopt a 5-percent deduction for normal
mortgagelending,

Senator WirLrams. In principle, what difference would there be
in this and in what we allow for depletion allowance?

. Mr. MarTiN. This is Mr. Eric Stattin who is head of the Examina-
‘tions and Supervision Office of the Federal Home Loan Bank Board,
:a former, I guess I should say a present, CPA, formerly in tax au-
diting activity with Arthur Anderson & Co. ,

Mr. StaTTIN. Senator Williams, I believe there is no difference in
.substance or in theory between the deduction, as I understand it, as
proposed by the Treasury and the depletion tiype of deduction that
18 avai{able in the natural resources or In the oil and gas industry, for
'examp e. i L . .

. Senator WiLriams. Comparable in principle. . .
.. Now, these mortgages that you are referrinf to are insured by the
Government to begin with, are they not, most of them? .- .

Mr. StaTTIN, I gon’t believe that the bulk—-

Senator Wirriams. The FHA ¢

.. Mr. StattIN, The bulk of the S. & L. industry’s loans are not.

. Senator WirLiams, The bulk of them would not be :

« Mr.SrammiNe Yos . ‘ R T
. Senator WirLuiams, But part of them wouldbet -~ -
L« Mr, Smrﬁx?,li: re i an existing stock of mortgages held by the
savings and loan industry that are insured or guaranteed. = . .
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Senator WiLrLiams. Are they not absorbing any currently that are
guaranteed ¢

Mr. StaTrIN. I am sure they are at the present time,

Senator WiLrLrams. So they would be a part, a portion of this?

Would you want that, are you suggesting that, this depletion al-
lowance or this deduction apply to mortgages insured by the U.S.
Government as well ¢ . |

Mr. Srarrin. Well, I would say if you are referring to the 10-percent
additional, 5 percent over the administration proposal, that was in-
tended to apply to a special class of loans, that is uninsured and non-
guaranteed, I would say the answer to your question is “No.”

Senator WiLrrams. If we adopt vour proposal would there be any
increase in taxes as far as the savings and loans are concerned as com-
pared with existing law ¢ Wouldn’t 1t result in pretty much a reduction
as compared with existing law rathér than an increase?

Mr.. rrN. Senator Williams, if I may speak to that, Senator, I
think there are two offsetting effects: If the committee or the Con]gress
were to adopt an additional 5-percent deduction for conventional loans
to moderate- and low-income households, I take it that is the thrust of
the question, Part of such lending since it would be uninsured and
unguaranteed, would be funded by the Federal Home Loan Bank Sys-
tem, and so it is our viéw, and our projection, that there would be
mortgage loans made which would otherwise not be made and so there
would be, I think, the offset of additional taxation which arises from
the taxation of the income generated by these loans which would be
partly offset by the deduction. It is not a 100-percent deduction.

Senator WiLrrams. I don’t want to continue this, but the net effect
of adopting all of your recommendations in their entirety, would it
not result in a reduction in taxes for this industry rather than an
increase

Mr. Mar11n. Senator, I will have to defer to the Treasury, to the
submission of Treasury evidence on this, The Federal Home Loan
Bank Board thinks it knows something about mortgage financing but
I would hesitste for ours to be the principal testimony on the tax effect,
if I may, sir. ; ‘ ‘

‘Senator Wirtrams. No further questions.

Senator ANprrsoN. Senator Bennett.

“Senator Bennerr. No questions.

" 'Senator AnpensoN. Senator Miller., | '

- ‘Senator Mrtrer. Mr. Mariin, I recently met a group of savings and
loan peogle in my State and most of them indicdted that under the
House bill they would be paying substantially more taxes and that
ag & result of paying substantially more taxes, they would have to
charge imore intérest. Have you considered the possibility that the
impact of t;'le bill Might aggravate the high-iitterest situation for home

mo“g%

Mr. | 1N. Well, T am sure that the savings and loan mariagers,
those savings and Joan managers who would find themselves paying
more tax, and again I am not ai e:&)er't'on' the tax impact on the pro-

bifl, might try to pass on the additional tax in the form of

her interest rates. T am not sure they would succeed in this, ,Séi:ﬁtor,
tise, ‘a8 I safd in my testimony, & family will'only pay $o inuch
formortgag inmrestl‘at(‘s.]'x i Cotherind St e AR S A N L R
'

+




1783

I think, the Board thinks, that to the extent there is a tax effect it
would tend to come from the accumulation of reserves not in the form
of higher interest rates or more of it would come out of net profit after
tax, which is allocated to the reserves of a savings and loan. I think
much less of it would come out of higher rates. ,

Senator MiLLER. Well, they pointed out to me that they are locked in
on low-interest loans that are outstanding, and 1En‘obably will be for
another 10 or 15 years, and that this is going to have quite an impact
on their operation. It would seem to me that it would be helpful to the
committes if you could have your tax counsel provide us with two or
three examples of the impact of this bill on a typical S. & L.

. Mr. MarTin. We will be glad to file that testimony, Senator.

(Information subsequently received follows:)’

TAX BILL IMPACT ON TYPICAL SAVINGS AND LOAN’S AVERAGES FOR GROUP! 1968
(fn thousands)

Small, Medium, l.ar&)od
under 10 to 100,000,

2,500,000 17,500,000 and over

5 286.0 12,918.1 218,599.8

85.2 873.7 15,771.9

20.9 1685.6 - 2,628.2

62.8 694,0 12,493.0

55.8 590.0 10,621, 2

2.0 104.0 1,877.8

4.2 62.4 1,126.7

L3 2.0 360.5

............ .57 84.0 1,5172.3

45-percent deduction. . ....c..ueeeneniennnnane. . 3.2 46.8 845.0
Taxes (48 percent)... cee . 1.8 2.5 49,2

“. Netaftertax........ . 5.2 6.5 1,381.6
30-parcent deduction.. . 21 32 563.3
Taxes (43 percent).... .- 24 34.9 631.0

L LT T - O, 4.6 69,1 1,286.8
Number of associations. . ..cueceeececicrnacecarmececioorannnnovenna 547 912 218

" 1The estimates are based on 1968 operating figures from the ‘“‘Combined Financial Statements,” FHLBB.

- Sehator MiLrer. Now, you referred to this 10 percent additional

déduction for moderate- and low-income housing. How do you define
modérate and how do you definelow income?
. Mr. MarriN. Well, Senator, there are two, basically two, approaches
that have been taken in this area. One is that in each city, let’s say,
in each county and city, that the definition done by the appropriate
agency of H'[},D in that city be used. HUD has already defined these
terms for the various'ateas of the country, and one approach which
we_would be perfectly willing to do would be to accept ths HUD
definitions in each place in which they worked. :

The approach taken by the State of California in a tax credit and
Eg)ecml ad debt deduction for moderate- and low-income housing
18'an’ alterndtive' approach which would be acceptab’e to us. In this
particular bit of legislation, legislation in the Siate of California,
1t simply uses a definition of average income as provided by the De-
partment of Commerce for the State of ‘California each year, and
conventional loans made to families with income below that average
qualify for the California tax treatment.

Senator MiLLEr. Asmoderate?

Mr. MarTIN, Asmoderate.

Senator MrLr.er. Orlow income?
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" Mr. MarTiN. Well, anything below that qualifies, :

Senator MILLER. We it seems. to me that we have such a tre-
mendous task ahead of us with respect to the low-income families
and people of this country, that you wouldn’t want, at this time to
g.llute y(?)ur efforts. Why not limit this 10 percent to the low-mcome

ousin,

Mr, Marrin, Well, because, Senutor, there is such s shortage of
Thou uging and such a dlﬁiculty of financing for the moderate-income
famlly I mean that many of these families have rather large numbers
of chlldren, and they ave in the moderate-income class. They are in
‘the $7,000 or $8,000 a year situation, but that is gross before taxes and
‘they have many children to take care of .and they have difficulty in
finding financing for housing. So I would hesitate to exclude . this
:great bulk of Americans from a special tax treatment, sort of let the
‘middle alone, so to speak,

Senator MrLiEr. If you are %omg to set Erlorltles where are you
.going to go first? If you only have so much in the way of lendin
-capacity, so much in the way of appropriations to cover this 1
‘percent, doesn’t it seem fair that we concentrate on the 10w~mcome
-area ﬁrst. .and then after we take care of that move into the next level
which is in ‘need. Certainly moderate-income people are not as badly
off as the low-income people. That is the reason for the definition,
:and if Y understand some of the statistics we have been receiving
'in‘the last 2 or 3 years we have a tremendously long way to go in
;just the low-income arca, let alone diluting our e orts there and
‘moving into the moderate-income area.

- Mr., Marrin. The Senator is certainly rlght We have a Iong way
togo in each of these areas,
senator MrLLeEr, Well then, why not set our prlontles and con-

-centra,te on the low-income areas ficst and then when we cleai that
‘one up then we can move into the moderate income area, instéad of
-diluting the ¢ffort.
\ Now,qf we.can do both that is one thing, but-if I understand the

t,églc ture we can’t, and untl,l we do; I . we should, c&ncentmte
on rst things ﬁrst which is the low-moome area .and.then move
into ﬁhe oderate—mcome area.

Magriv, I certainly can understand the seb of pnormes and
ap reclate them.
. Senator Mrurer, Well, I’ appreclate your understandm of them
"but we are looking to, you for some guidance on this. I thi
be helpful if you haven’t furnished this in your statemenf,, to glve
us an ides of the areas by velume of mortgage requirements so. that
‘we mig] maka a decl on on whether or not 'we, can do t.h. :

et é"? lqw-mcome and querate-mcome and
- Mx, Ms Alln WE\\‘lllbegladto o
i&?jﬂ%"!‘ Euglcyou ; e S S
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. .(I,:ri‘formation subsequently received follows:)

MORTGAGE LOAN REQUIREMENTS ON NEW UNITS
[Blllions of dotlars)

Assisted Unassisted
1-4 family  Multitamily 1-4 family Multifamily

RPN
NN NN
Wwpp, o
2o (0 N P 20 00 OB
|t~
SOPIND
SOWNC a0
WD o n
WVOPNNWD

O et
od
Pt gt g

Note: We would estimate that the assisted units would all be for low-Income families and soma fair pw‘ ‘ion of the-
;ma?'sllsted unitts wm;l% lbe for moderate-income families, We regret that exact figures on the needs of moder .te-income
amilies are not avaitable,

Senator ANDERsox. Senator Jordan.

Senator JornaN, No questions.

. Senator ANDERSON. Senator Byrd.

> Senator Byrp, No questions.

Senator ANpersoN. Senator Fannin. .

Senator Fannin. Mr. Chairman, I would like to ask Mr. Martin
8 question. When we are talking about the low-income families and’
the needs that exist in this Nation, I don’t know whether your
particular concern deals in the areas where we have Indian popula-
tions, but in my State and Senator Anderson’s State we do have a.
great problem as far as housing is concerned. In fact the greatest
need for improvement in housing does exist on the Indian reservation:
and still we are not in a position presently to provide ivans for these-
Indian citizens.

" Do you feel that going as far as a 10-percent deduction on low-
income loans would really accomplish anything in this regard?

Mr. MarTiN. I think it would, Senator. In terms of the existing-
FHA subsidy program, the home loan bank board today has an-
nounced a new program to fund those p.ojects through the member
institutions around the country, including the States here represented
on this committee.

_The 10-percent deduction, I think, will stimulate lending in the
kind of loan which to management, in their experience, has a higher-
risk than their ordinary kind of lending, and I believe our job is
to fund both a subsidy program which would go to the poorest
fz];lrrl):ilydand, secondly, to encourage lending on these riskier loans of’
all kinds. _
~Senator FANNIN. Well, Mr. Martin, I realize that these loans in'
most’ Instances would come under the subsidy program. But I am:
concerned about the loans to individuals as well as the loans that
are placed through the tribe, because we are trying to encourage
the individuals to come forward and to have a goal that they perhaps:
can reach. The way it has been in the past the individual Indian
citizens did not have any source of loan money, and if we could
provide something in this legislation that would assist them, I think
1t would be very worthwhile. I thought you might have some thoughts
in this regard.
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Mr. MarmiN. Y think the tax credit, Senator—the tax deduction—
is the most promising vehicle before us. The difficulty of raising
enough subsidy funds is well known and although our board is
fully in support of those programs our concern ig that there will
not be enough subsidy funds, there won’t be enough to fill this tre-
mendous housing gap and, therefore, we feel that there needs to be
incentives to the conventional loan in the nonsubsidy area, and 10
percent is simply the figure we are discussing with the Treasury with
what we have come up here. . : :

. What we are really saying to the committee is we are making a glea
for additional incentives for low or moderate income lending. It does
not have to await the appropriation of subsidy funds so we are open
on the percentages. We are simply making a plea there be a higher
deduction to encourage this kind of lending. ‘ ' ‘

Senator FANNIN, Mr. Martin, I certainly am in simpa-thy with what
you have stated. I am wondering though 1f we do have the 10-percent
deduction on low-income loans 1f it will reach this need. How can we
ﬁs?ur?i that it will reach that individual who today is just left not

elped. oo L
r. MarTIN. Well, our only statement can be from this Board’s
point of view, Senator, that we are doing everything we can to
encourage the member institutions to move more stronzly into this
area. We will use the facilities of the Home Loan Bank which. serves
You_r district to encourage and to give technical advice to savings and

oans. We will do everything we can to further this kind of lending.
As I say we are embarking on & funding program to channel funds
directly in so that the announcement today embodies this action. Only
subsidy programs approved by HUD. will be eligible for a special
kind of advance from the Home Loan Banks. We took this action
because we were shown man examfples in which funding, mortgage
funding, was not available. nguity unds were there, the investor was
ready to go but there was no mortgage money and so we have taken
that action that will directly go to those subsidy programs. '~ -

Senator FanNIN. But that will not be on a Ser.centage basis.” You
say going directly but how will the amount be determined or is there
any formula that would assure that this money would go in that
direction % D

Mr. MarTin, Oh, yes. The funds are only available, as I say, for
HUD approved subsidy programs, : T

Senator Fanwiw. Yes, - ..~ = e e

Mr. Marmin. And the lending institutions, and it looks as though
these will be groups of institutions in most cases, not. individual
institutions, will have to certify and show the project, where. it is,
show.the approval of HUD in the papets they file.and icertify, the
managing officer. certify; that the funds will ‘be.only: used in this

. project in @ willion’ dollars amount.; .© iy < oo
-=:aSﬁn&t0rFANNﬁvc-'I'hanksvervmuch. RS IR TLE BT RYTTTRR cypailyg oo
.- Senator ANpersoN. Any further questions®: ... i Liai il i
r:z~Thallk;yc'\iv6r§muoh.‘ S N D N L S TSP & ST T T
i Mr.MarmN, Thark youverymuch. . - o oo o Lo ool o
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(Preston Martin’s prepared statement follows:)

STATEMENT OF PRESTON MARTIN, CHAIRMAN, FEDERAL, HOME LOAN BANK BOARD

Mr. Chairman and Members of the Committee :
It is a privilege to appear to testify on H.R. 13270. I will confine my remarks
to the taxation of savings and loan assoclations.

SUMMARY

The Federal Home Loan Bank Board (“Board”) urges the enactment of a
tax incentive on residential real estate loans: a deduction based upon a percent
of gross interest income from these loans, the so-called Administration proposal.

The Board further suggests the consideration by this Committee of a stronger
incentive on the same deduction basis, based on gross mortgage income derived
from conventional mortgage loans to moderate and low income households. If
the Administration’s “0 percent deduction” is adopted, the Board requests con-
slderation of a 10 percent deduction for gross income so derived.

FHLBB opposes the tax definition of a savings and loan association contained
in H.R. 13270. H.R. 13270 first describes a savings and loan as an insured
institution or one which is subject to regulatory supervision examination. The
Board believes that this is an adequate definition and that to go further inhibits
the adaptability of the savings and loan industry in a changing environment.

The present application of the tax law to “supervisory” mergers has been in
need of revision. Under current tax law, tax deducted reserves may be subject
to recapture upon merger or acquisition of assets. Where this 18 the case, the
tax would be taken from existing net worth, and this estops the merger. The
Board belleves that, at a minimum, “supervisorv" mergers or acquisitions of
assets instituted by it in the public interest should be relieved of this tax effect.

STATEMENT

TAX REFORM AND INNER-CITY INVESTMENT

This .Board appreciates that the Committee, the Congress, and the Adminis-
tration must act as Solomon in balancing the revenue needs of the Nation with
the potential impacts of tax legislation upon the means for obtaining our many
national goals. Housing is and should be paramount among these goals, and
housing for moderate and low income households is a goal which is fundamental to
our social stability. The Board supports the tax deductions approach based upon
a percentage of gross interest income in the taxation of savings and loans. It
does so0 because the deduction approach has those, virtues of simplicity and clarity
in contrast to the complications and ambiguities of the present “bad debt reserve”
approach. The deduction approach has the social virtue of widening the incentives
for residential lending to non-savings and loan institutions. Financing the great
housing needs of this Nation in the 1970’s of something like 26 million additionsal
units and tens of millions of sales transactions necessary in the existing inventory
to move tae new units is a task of such Herculean magnitude that all lending
institutions should be stimulated to participate.

The Board is in present dialogue with the Treasury as to considerations of the
5 percent deduction rate, its phase-in curve over time, and the deduction per-
centage which may be recommended as additional incentive for uninsured,
unguaranteed leans to moderate and low income households.

I respectfully ask that the Board be granted the privilege by the Committee
ot submitting. a supplementary statement of the ab0ve issues prior to the closing
of these hearings. ; ‘ »

FHLBB 1is certain that HR 13270 lacks speciﬂc incentive to lending institu-
tions of all kinds for funding the development and redevelopment of Inner-City
and other urtan housing for moderate and low income Americans, The Board
would argue-that there are few more pressing, essential needs than housing for
these Americans. A most frequently overlocked social relationship is the high
correlation between better housing, productivity and social stability, Again and
again. in. our history, ethnic groups have exhibited the upward soclal mobmty
which has contributed 80 much to onr culture and our national strength. A
better. joh may be the iirst step but a better apartment and then a house of
your own is certainly the second.one. That apartment or that house, in turn,
increases a sense of family unity and spurs an adult member of the family group
to great economic incentive to further material goals.
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H.R. 13270 has a number of tax incentives to individuals and to investors in
housing. I respectfully ask you to consider how we are going to stimulate large
amounts of housing if the incentive is only to that individual or corporation
which puts up B percent or 10 percent of the development cost, while the financial
institution putting up 90 percent or 93 percent (often 100 percent), before the
project is completed, has no specific incentive at all. The Federal Home Loan
Bank System is currently advancing funds to member institutions so they can
finance FHA projects in Inner-Cities. There is not even adequate money for
these insured risks at this time. Certainly there will not be furls for guicker,
more flexible approaches of the private lender for his community where Federal
guarantees and insurance do not have to be walted for., A more generous tax
deduction such &s 10 percent would do much to provide incentive in this neces-

sary area.
' TAX DEFINITION OF A SAVINGE AND LOAN

H.R. 13720 proposes t0 re-enact—with modifications—the existing tax defini-
tion of a savings and loan association. .

H.R. 18720 first describes a savings and loan as an insured institution or one
which is subject to regulatory supervision and examination. The Board believes
‘that this is an adequate definition and ail that is needed is the tax law. To go
further inhibits the ability of the industry to adjust to changing consumer de-
mand structures,

The Friend Study, recently completed, has shown that the economics of the
industry are changing dramatically and will continue to change in the short
term. While the industry has grown throughout the postwar period, profitability
has declined from 12.5% of net worth in 1962 to 4.1% in 1967, During this same
‘period of time, the rate of growth of associations’ deposits has continually de-
-elined. By the mid-1960’s, it was well below that of commercial banks.

.- -Due to the long-term nature of the mortgdge instrument, savings and loans
cannot adjust to market interest rate changes. In view of their large holdings
of older low-interest mortgages, many associations are not always in a position
to raise new money whenever it is needed. To counteract this, the Friend Study
has suggested that greater flexibility be introduced into association asset-
liability structures. They are now borrowing short-term money and lending:
long-term fands. In order to allow associations to compete with commerecial
'bankst :gr funds, Friend argues that this asset-liability imbalance must be:
corrected. - :

- Friend also found that there are pronounced economies of scale in the financing
‘of residential mortgages by assoclations. This leads to the conclusion that mort-
gage lending can be handled more efficlently by specialized institutions like:
savings and loan associations than by diverse institutions like commercial banks..
" All of this evidence of changing economies leads the Board to beliave that less
rigld definitlons are needed rather than more stringent ones. Rigid definitions
‘of permissible asset percentages also place the Congress in an awkward position.
On the one hand Congress rightly charges the FHLBB with certain authority to-
‘Yegulate the savings and loan industry in:the public interest. On the other hand.
in a search for revenue, it overlaps that authority by imposing a certain rigid
iimit Mke the “829% rule.” : :

H.R. 13270 does not stop here, but rather goes on to describe specif.cally the
business and activities of a savings and loan: “substantially all of th: business
of which consists of acquiring the savings of the public and investing in loans.”
This re-codification of an apparently “practical” provision presumably continues
in effect certain Treasury regulations which may conflict seriously with the
Board’s housing poliey objectives. During pertods like 19668 and 1969 of rising
interest rates and low savings inflows, long-term lenders should be encouraged
to maintain a relatively high velocity of cash flow—to serve their borrwing
public—2this {s genérally posaible only through'a vigorous loan sales or partici-
pation ‘program- which' turns over the ‘mortgage inventory. The “inveeting in:

Joans” réqnirement is directly counter to this basic policy objective. -
- Based’ oh the linguage of the savings and loan “definition”, the Treasury
1011904 publisbed certain tests—the “gross thcome™ test and the “sales activity”
test-to determine whether an association was “investing in loans” as required
by ithe statute. The “groas income” test was concelved when the industry ap-
arently was extremely profitable and was designed to limit availability of the
vings and lodn tax shelter to income generdted by thé traditional savings and
loan activities. The test i ‘met {f 85 percent of an association’s income 1s normal
‘savitigs’ and loAn operating income. Not only is the test difficult to administer,
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but an association could be forced beyond the allowable limit by the FHLBB
or perhaps a counterpart state regulatory authority—ag when required to de-
velop or sell excessive real estate holdings. In many cases, the requirement tends
to encourage management decislons which are not in the best long-run in-
terests of the institution.

The “sales activity” test has further onerous consequences, The test was
designed to limit an assoclation’s ability to sell loans or loan participations even
though the sale may have resulted from an excess of demand for loans over sav-
ings capital in the association’s geographical area. Such a restriction directly
.conflicts with the public objective of furthering ovtimal geographical alloca-
tion of funds. With a forecast overall shortage of mortgage capital over the
‘next decade, it seems all the more important that the barriers to such funds flows
:should be removed. .

Finally, the proposed tax definition in H.R. 13270 sets forth an elaborate
structure as to the mix of assets which a savings and loan association must
:hold. An association must fall within this framework to maximize its bad-debt
deduction. The ‘Board sees no need for any ‘‘asset test”, in the presence of regu-
latory limitations for Federally-chartered associations and cease-and-desist pow-
-ers to prevent unsafe or unsound concentrations of investments in nontraditional
‘types of assets, (generally the types which are now limited in the Board's
regulations).

There is a further reason. The “asset tests’” included in H.R. 13270 probably
would be difficult to change during the next decade. Who can say today what
.asset will be in the public interest during the 1970’s in order to optimize the
.savings and loan industry’'s contribution to housing? Mobile home lending is
an example of the “forbidden asset” of the 1960’s, one of sudden strong growth
and of moderate income service ability. With hindsight one could now argue
-that both the tax law and the National Housing Act should have been changed
-earlier in recognition of the social need for this type of housing. The Board
‘respectfully submite that Congress and the Board will have a better posiure
from which to respond to changing circumstances or, perhaps more importantly,
to anticipate a need for change without detailed enumeration of assets.

The Treasury proposal would effectively solve most of the problems created by
the existing law and those which would be continued by H.R, 18270,

MERGERS .

"The present tax law—as it applies to the mergers of savings and loan asso-
<iations—makes the “supervisory” merger in many cases very difficult or im-
possible. Let me explain what I mean by a “supervisory” merger as opposed
to a ‘“business” merger. A “supervisory” merger is encouraged or instituted

in the public interest by the FSLIC and the FHLBB, involving one or moie.

savings and loans with financial or managerial problems. A ‘business” merge::
is initiated by member savings and loans for objectives like economies of scale
or market entry.

Business marger applications are approved or disapproved by the Board de-
‘pending upon a variety of criteria (such as whether the interests of the con.
sumer—both the saver and the mortgage borrower—are better served by larger
gize competitors).

It is the application of the tax law to the “supervisory” merger which con-
<erns the Board. The problem is that under current tax law--including Sec-
tion 593 (f)-—tax deducted reserves may be subject to recapture; and, if this
is the case, the tax must be taken from existing nmet worth which is wsually
already too thin, This effectively bars some otherwise desirable merger candi-
dates or unduly limits the available supervisory solutions.

. First,. in a so-called non-taxable or tax-free reorganization—iwo mutuals
‘merge or two stock assoclations merge and no cash changes hands—the super-
wvisory agencies usually insist that the partles obtain an Internal Revenue Serv-
ice ruling that there will be no restoration of the reserves under $93(f). Such
A ruling is vital because adverse tax consequences would be disastrous to the
Adequacy of net worth. However, obtaining a tax ruling is a time-consuming task
and in a supervisory merger time can be of the essence. :

Therefore, the Board recommends that the tax law be amended to étate‘ tinat )
there would be no recapture of reserves in a tax-free reorganization for clari-

fication, even though the Service recently published a ruling which sipports

the conclusion that there is no restoration required in non-tgxable mergers. ',

s
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‘However, the Board 18 even more coacernc:l that current tax law would
(at least in the Internal Revenue Service’s view) subject a savings and loan’s.
reserves to tax in the supervisory merger of a stock association into a mutual
or vice versa—even when there is no economic gain to the disappearing share-
holders and almost certainly no gain to either of the corporate parties to the
merger. Thig rule in effect eliminates the possibllity of a supervisory merger
of & “problem” association—either a stock or mutual-—into a stronger association
which does not operate under a similar charter, . : ‘ :

The. :Board would propose to allow the acquired association to carry over
its tax deducted reserves in a supervisory merger provided the consideration paid
for the acquired assoelation either: (1) flows from the tax paid earnings of
either association, or (2) from a non-savings and loan association such as a hold-
ing company. However, in no event should there be recapture in excess of the
cash consideration paid for.the savings and loans; In such a case, the recapture
potential would carry over to the acquiring association; but there would be
no current tax impact or reduction in net worth thereby . .. which is in the
public interest, ' ‘

The Administration proposal, over time, would tend to minimize this problein.
Perhaps at some appropriate time a complete examination of the nature of sav-
ings and loan-reserves and net worth could be undertaken with the objective
of clarifying the nature of such accounts and the circumstances under which
theymay:besubjecttotgx. P T S ' g g Co

'Senator ANpERSON. Mr., Alexander. ‘ « )

.. STATEMENT OF WILLIS W: ALEXANDER, PRESIDENT,

-: ' THE AMERICAN BANKERS ASSOCIATION

" Mr. AvexanpEr. Good,morning, Senator Anderson and members
oftheoomn%lt,{.;ee,f; I L T S : ; o

I am Willis'Alexander, the president of Trenton Trust Co. in
Trenton, Mo., and “president of the American Bankers Association. I
am accompanied to this hearing by Charles McNeill who is the di-
rector of our Washington office. .. .. o

I appreciate this opportunity to testify for the association on the
tax. reform bill (H.R. 18270). My prepared: text, which the com-
mittee has received; covers four areas of the legxs]atlon: (1) the tax
treatment of gains on debt securities, '(2) bad debt reserves, (33mcer-
tain’ provisions rglating to trusts, and’ (‘:13.:.!:116; proposed amendment

egarding withholding of interest and divi ends, ... .o

owever, In my statement this morning, I will confine my remarks
to two itéms: the treatmenit of gains on debt securities and the treat-
From an equity standpoint, making the proposed treatment of gains
onsecurities retroactive raises a serious question.- Such securities were
purchased with the expectation that the difference between purchase
price and redemption valiie would not be taxed as ordinary income. To
char .\the‘,tax;basxs}of th&se already committed: securit _transactions
uce the effective -yield. basis is inequitable. If:this: change in
licyis made, it should not apply to sectirities acquired prior to
11,1969, tho dbte of frstriotiee,
;140 polioy.of permitting banks and other depository institutions to
§m;t¥ama on securities as capital gains dates to 1942, when the financ-
mgﬁ) “World War II required that the banks a,bsor,'l.) a large volume
of QGo gggmegp,@ebt;ntf.ralgtw’ely'ley‘p&teS" of ‘interest. By per-

0 g}b@l}. . to Q_h&l'gﬂ_ nec.lossgs on securities against current-income
while:treating net. gains as capital gaing, these institutions were en-
couraged to aoquire Government' securities, The House Ways and

i
i

;
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Means Committee has argued that the need for this incentive has
long sincé passed. However, today the Federal debt is much larger
.nd its efficient management in the public interest is no less important.
The proposed treatment of security gains would, in our opinion, ham-
per the attainment of this overall objective.

Compelling evidence of this efféct may be seen already. The prospect
of the termination of the nonparallel treatment of gains and losses
will have, in fact has already largely had, three effects: (1) a decrease
in demand for long-term and mtetmediate-term issues relative to
demand for short-term issues; (2) a decrease in demand for issues with
low ¢oupon rates ielative to demand for issues with high coupon rates;
(8) through the furthetr depreciation of intermediate- and long-term
issues carried in bank portfolios, a reduction in the already low
liquidity of the banking system. J

‘The elimination of nonparallel tréatment of gains and losses will
increase the costs of issuing intermediate- and long-term securities by
the Treasury and by State and local governments as well, The net effect
could well be that the increased cost of Treasury financing will offset
the intreased revenue resulting from the ofidinary income treatment
of gains on securities. ‘ : :

"'T'would like to turn now to loan loss reserves. \

* Bad debt reserves, geritlemen, are a cushion for loan losses, They are
established from pretax income and restricted to thisvsingle purpose.
Any otHer nse of such’ funds involves first the payment of income tax
on such amounts, Commiercial banks are subject now to an industrywide
formula which permits transférs to such reserves until the total equals
2.4 petcent of eligible loans. This formula was adopted in 1965 after
long iritensive discussions with Treasury officials. = |

'Hisgtorically a fundifiental objective of public' policy has been the:
maintehiance of a decéntralized banking systém made up of locally
gwned and controlled banks. Tod#y We have moré than 13,000 com:
merecial banks in the United States; most of them are relatively small
dﬁt’ei-?’:iisés,‘ The opportunity for risk diversification in the smaller bank
is more litnited than that available to the 1arger institution. Adequate
reserves for loani 1osses’are vital to the safety and solvency of our
degentralized bankingsystem, = 0 T

'Moréover, public policy has recognized that public financial institu-
tions have certain features and functions which set them apart from
other business enterpiises.’ This. distinction, ‘which is presently pre-
sérved in the existing authority for bad debt reserves, is significant to
decentrdlized bonkingsystem. © . oo

The preserit treatment of bad debt reserves is an expression of these
basic, public policies, The. present, formule recognizes that banks have

. greater need for'bad debt reserves than industry snd commerce in
general. Moreoveér, publi¢ officials are prosently encouraging banks
to ‘make loans which will help. $olve ‘pressing inner-city problems.
We recognize that many ‘of these loans dre’ marginal or submarginal
with respect to risk and net return. This argues for strengthened, not
weakened, bad debt reserve provisions, . ' ST
- The argument for eliminating the present bad debt reserve formula
- appears to rest upon & contention that the effective rate of taxation of

commercial banks is low con%mred to nonfinancial businesses. The re-
. port of the Committee on Ways and Means purports to show that
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the effective rate of Federal taxation of commercial banks in 1966 was
only 23.2 percent. This Percent,age, however, significantly understates
the incidence of Federal taxation of banks. The main factor account-
ing for this understatement is that the income base upon which the
efiective tax rate was calculated includes the earnings received by
banks from heldings of tax-exem.%t obligations of the States and po-
litical subdivisions. To argue that bad debt reserves should be reduced
or eliminated because b receive income from certain securities that
are tax exempt isnot relevant. . |

The case for or against bad debt reserves cannot be meaningfully
argued an the basis of the incidence of Federal taxation on commercial
banks vis-a-vis the incidence on nonfinancial corporations. The issue
is whether the present formula results in bad debt reserves that are
adequate in relation to the public policy objectives to be served.

- In discussion with the Treasury over a number of years, we have
demonstrated that a bad debt cei]mg of at least 2.4 percent of eligible
loans is necessary. We believe that the public interest is served by the
maintenance of bad debt reserves sufficient to meet sizable loan losses.
And, gentlemen, these do occur even in normal years as shown on page
8 of our full testimony. : .

The provision for a 10-year carryback and 5-year carry-forward of
losses on loans, which would be substituted for the present formula,
does not afford the same degree of protection as an established reserve.
- Our essential point then is that the concept of an adequate estab-
lished bad debt reserve against outstan loans should be main-
tained. This concept for mutual savings b and savings and loans
associations has been recognized in statute, while the concept as ap-
olied to commercial banks is the result of Treasury rulings. We be-
ieve and urge that the same concept for commercial banks also now
be recognized and set forth in statute. That is, the ceiling rate and loan
base should be established by legislation. : -

In his proposals, the Secretary of the Treasury has recommended
that commercial banks as well as mutual savings banks and savin
and loan-associations be permitted, under certain well-defined condi-
tions, to exclude from taxable income an amount equal to 5 qperce‘nt of
the income received from residential mortgages: The Secretary’s
recommendation should be given thorough consideration, We huve not
had an opportunity to evaluate its full impact on banks of various sizes
and various asset structures, However, we are firm in our belief that
the Secretary’s recommendation would not vesult in an effective sub-
stitute for bad debt reserves. While it could well serve significantly in
directing capital to certain lending areas, we urge that the concept of
the.bad debt reserve be maintained. » - o

. The changes that. would be affected by the Tax Reform bill with re-
spect. to gains on. debt securities and bad debt reserves have adverse
implications for, the stability and efficiency of our financial markets
and-for the availability of bank credit, Were this bill.to be enacted

odpy, thege, ,adversppnglicgtlon&-wpuld fall upon a financial system
under severe pressures froin the counter-inflation program, The pres-
ent, taut situation in: the financial {sryistb}lx ,argum.stron‘gly?r.cmful

considegation of both the short- and long-range impact of these major
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Senator WirLians. As I understand, you are advocating the retention
of the 2.4 percent for bad debt reserves?

Mr. ALExanper. Senator Williams, I am suggesting that a reserve
based upon the average of the last 6 years which have been vears of
unparalleled prosperity is totally inadequate as a loan loss reserve.

Senator WiLLIaMs. V{fhat has been the actual experience of the banks
in the past 6 years or past 10 years as far as bad debt is concerned ?

Mr. ALEXANDER. As Tar as the losses have been concerned ?

Senator WirLrams. Yes.

Mr. Avexanper. The last year for which we have figures, the losses
were in the range of about half of the amount transferred to bad debt
reserves, This would be roughly in the $400 million varge, Senator.

Senator WirrLians. Percentagewise?

Mr. ALexanper. The last few years have been in the approximate
area of two-tenths of 1 percent of the total loans.

Senator Williams. Two-tenths of 1 percent has been the actual ex-
perience——

Mr. Avexanpier. Have been the actual losses.

Senator WirLrams. Well, why would it be necessary to carry the 2.4
percent forward then based on your actual experience?

Mr. ALeEXANDER. Senator Williams, we are of the opinion that bank-
ing has always been, and will probably continue to be, . cyclical busi-
ness. We certainly have for the past 6 to 8 years been involved
in a period of unparalleled prosperity. To base the protection of loan
loss reserves on this recent past, and on only 1 year of this, we think is
inadequate. It may well be that 2.4 percent, as well as the 6 percent
reserve for the mutual savings banks and the savings and loan mstitu-
tions could be subject to review.

AsTindicated in my testimony, the concept of a loan loss reserve ade-
quate to take care of the uncertainties of the future as commercial banks
and other financial institutions move into areas of increasing risk is,
we think, vital to the economy.

Senator WiLriams. Of course, there is this difference. To a large
extent more and more of your loans are insured by various Govern-
ment agencies. But I won’t pursue that at this moment. ‘

You mentioned one other change from the House bill. As I under-
stand it under existing law, to use & hypothetical case, a bank can have
$100,000 in capital gains; they can also have $100,000 in capital losses
the same year, and then they have $100,000 of normal income. Under
existing law they can charge heir capital losses 100 percent against
their normal income and pay only a capital gains tax on the other
$100,000 is that correct ¢

Lt{lr. ALrxANDER. Any security losses, Senator, may be charged di-
m .

Se?mtor WirniaMs. Security losses are what I am speaking of.

Mr. ALexanper. May be charged to ordinary income.

Senator Wirriams, Ordinary income? ‘

Mr. ArexaNDeR, Just & moment. Not in the same year. But if they
are in the same year, losses have to first be offset against gains.

Senator WiLriams. Yes. Security losses, yes. Under the House bill
proposal these would botl: be treated, capital losses or the capital
gains, as normal income, you would pay regular tax; is that correct,
and that is what you are protesting under this bill §

83-865—69—pt, 3-—3
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Mr. ALExanpEr. We are saving, Senator Williams. that this so-
called nonparallel treatment had its rationale in the Treasury argu-
ment——

Senator Wirtiams. I understand that but T am trying to get clear
what you are recommending. Is that correct ?

Mr. ALExANDER. Yes, sir.

Senator Wirriams, You are protesting the provision in the House
bill, which would treat them alike; that is, both capital gains and cap-
ital losses would be treated as ordinary income and losses.

Mr. ALEXANDER. Senator, I am suggesting above all else that equity
argues if this provision is enacted as proposed that it not be made
retroactive since these are already committed transactions that it be
applied to future transactions.

Senator WiLLiaxs. One other suggestion has been made to the com-
mittee that in view of the House proposal, the administration pro-
posal, that both gains and losses be treated the same as they are cur-
rently for individuals; that is, the capital gains would have to be
offset by capital losses, rather than offset your capital losses against
your regular income. Would you care to comment on that?

Mr. Arexaxper. Any change in this area, Senator, may well have
serious implications in terms of the market, intermediate and long-
term Treasury and other municipal obligations.

Senator Wirriays. I recognize that but I am just asking you if
there is going to be a change, what would you think of that change
2s compared with the change recommended in the House bill, if you
had the choice?

Mr. Avexanper. I think it would have less impact on these markets
than the change proposed in the House bill. However, we still strongly
favor the present treatment; or as second best, to treat both gains and
losses as ordinary gains and ordinary losses.

Senator Wirriams. Yes, sir.

No further questions.

Senator AxpEersoN. Senator Byrd.

Senator Byrn. Thank you, Mr. Chairman.

Mr. Alexander, I feel there should be a reasonable and adequate
bad debt reserve. The question, as I see it, is whether the 2.4 is too
high, and you feel the House recommendation is too low. If the com-
mittee is inclined to change the House recommendation do you have
a recommendation which you would make to the committee?

Mr. Arexanper. Senator Byrd, I do not have at this point a magic
number. _ .

Senator Byro, Thank you. Thank you, Mr. Chairman.

‘Senator Ben~err. No questions. .- -

Senator ANperson. Senator Miller.

Senator MiLLer, No questions.

Senator JorbaN. No questions. . : , ,

Senator Fax~Nin, Thank you, Mr. Chairman. . ‘ o

Mr. Alexander, when we talk about an average two-tenths of 1 per-
cent bad debt loss, we hear a great deal about the widespread circula-
tion of credit pai%s and the ege,ct that this may have on the bad debt
losses. Do:you feel that it.is justified to consider there may be addi-
tional losses because of those transactions? . ;

LRty
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Mr. Avexanper. Recognizing, Senator Fannin, at this point the
relatively small amount of total credit outstanding on credit cards
as compared to the total loans to the bank I would suggest the impact
has not been a significant one.

Pursuing, if 1 may, though your point, it is somewhat dangerous
and misleading to deal totally in terms of averages of two-tenths of
1 percent; as I indicated this represented the losses in recent years. It
covers up the fact that a great many banks, not a great many, but a
significant number of banks, even in prosperous years do have losses
on their loans, have had losses on their leans which would exceed even
a 2.4-percent formula.

I made just passing reference to this study which covered the years
1961 to 1963, in which more than 100 banks in the United States had
losses in those years of relative prosperity which would have exceeded
a 2.4-percent bad debt reserve formula. So averages tend to be a little
misleading.

Senator Fan~NiN. We have some banks that are very conservative.
We have others that are certainly very aggressive in their loaning pro-

rams. For instance, I know that the small loans, the loans of clients

or new cars and all, was not a factor too many years ago so far as the
banks were concerned. Today it is becoming more and more a big per-
centage of their business dealing,

Do you feel that this average then does not reflect what is happen-
ing in many parts of the country ?

Mr. ALEXANDER. No.

My point, Senator, is that the averages are accurate national aver-
ages.

gSenator FANNIN, Yes.

Mr. ArexaNpER. But they do cover up a lot of variations in terms
of individual banks. We are talking here about 13,000 banks.

Senator FANNIN. Yes.

Weare talking about loans. But really isn’t there a risk involved, too,
in that two-tenths of 1 percent guaranteed loans?

Mr. Avexanper. Well, I think perbaps more point has been made
than the facts would bear out as to the amount of the commercial
banking industry loans which are in fact guaraniced. While the com-
mercial banking industry does have some $40 billion invested in some
form of residential mortgages, the majority of these are not guar-
anteed ; these are conventional loans,

Senator Fan~iN. Thank you.

Senator MiLLEr. May I ask a question, Mr. Chairman ¢

Senator ANDERSON. Senator Miller.

Senator MiLLeEr. Would you say that in your industry over half of
the net income, over half, consisted of tax-exempt interest and long-
term capital gains?

Mr. ALexANDER. I don’t have that exact figure, Senator Miller. I have
the impression it is not that much. -

Senator MrLEr. Could you give us a figure at your leisure?

. -Mr. ALEXANDER. I woulg be %appy to.

Senator MiLLer, Yes. For the record.
-~ Mr. ALexanper: Thank you.
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Senator MmLEr, And maybe you could break that down inte what
percent industrywide is tax-exempt interest and what percent indus-
trywide is long-term capital gain.

Mr. ALEXANDER. I would be happy to.

Senator MiLLER, Thank you.

&The material referred to appears below followed by Mr. Alex-
ander’s prepared statement :)

In 1968 insured commercial banks had net income before related taxes of
$4,603 milllon, as reported by tne FDIC. Of this, about $1,740 million, or 37.1
perceut, consisted of tax exempt interest on state and local securities. A total
of $98 million, or 2.1 percent, consisted of net long-term capital gains. These
t;lvo iteu:)s together accounted for 39.2 percent of 1968 commercial bank income
shown above.

PREPARED STATEMENRT OF WILLI8 W. ALEXANDER, PRESIDENT, TEE AMERICAN
BANKERS ASBOCIATION

Mr. Chairman and members of the Committee, I am Willis W. Alexander, Pres-
ident of the Trenton Trust Company, Trenton, Missouri, and President of The
American Bankers Association. I appreciate this opportunity to testify for the
Association on the Tax Reform bill (H.R. 13270). This bill in its entirety and
the changes proposed by the Secretary of the Treasury are of interest to the
banking community. Federal taxation and expenditure are major forces in-
fluencing the growth, stability, and efliciency of our economy. The challange to
Federal fiscal policy today is to achieve an ordering of national priorities that is
consistent with attainment of the maximum rate of real economic growth that
can be sustained without inflation. The American Bankers Association has con-
sistently supported flacal measures aimed at curbing inflation and at assuring
orderly growth of our economy. As much as we would like to comment exten-
sively on the Tax Reform bill, the limitations of tinie and the urgency with which
this bill is being considered dictate that we limit our testmony today to provisions
in the bill which are of particular concern to the commercial banking industry.

GAINS FROM DEBT SEOURITIES

Ag the present tme, commercial banks, along with mutual savings banks, sav-
ings and loan associations, and small business investment companies, receive
nonparallel treatment with respect to capital gains and losses on debt securities.
Net gains are taxed as capital gains; net losses are deducted from ordinary in-
come. Under the Tax Reform bill, both net gains and losses would be treated as
ordinary income. ‘

In its report on the Tax Reform bill, the Committee on Ways and Means noted
that the “nonparalle]l treatment of galns and losses on bond transactions was
adopted in 1942 to encourage financial institutions to support the large new is-
sues of bonds which were then being offered to help finance the war.” The his-
tory of special treatment of losses on sales of debt securities by banks dates back
prior to World War II, but there is little question that the exigencies of wartime
finance were the major consideration in the legislative establishment of the non-
parallel treatment of gains and losses {n 1942,

.. 'The present treatment of gains and losses is not an omission or “loophole’” where
none was intended by the Congress. The argument for reform would appear to
-Test upon the idea that public policy objectives have long since been achieved. We
do not believe this to be the case. The Treasury faces a large and difficult task
in the management of the Federal debt, and there is cause for concern that the
‘bond gadn provisions will have an adverse impact on the debt securities markets,

Just the prospect of the termination of the nonparallel treatment of gains and
losses has already largely had three effects: (1) A decrease in demand for long-
term and intermediate-term issues relative to demand for short-term issues, (2)
A decrease in demand for issues with low coupon rates relative to demand for
issues with high coupon rates, (8) A reduction in the already low liquidity of the
banking system. Thcse effects work in the direction of widening swings in prices,
which increase the market risk of holding Government securities,

It is elemental that increased risk of fluctuations in the price of a bond means
that bigher rates of interest must be paid in order to attract purchasers. More-
over, in the face of Increased risk of price fluctuations, investors tend to shift to

’
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shorter term issues, on which the potential loss due to fluctuations in price is less
than on longer term issues, Hence, elimination of nonparallel treatment of gains
and losses will increase the difficulty of the Treasury and state and local govern-
ments in issuing intermediate and long-term securities, and will also tend to in-
crease the cost of such financing.

There i3 little or no basis for estimating the extent of the effect upon cost and
average wmaturity. However, as the pricing mechenism in the Government se-
curities market is a highly efficlent one, prices can be expected to adjust to reflect
any advantage lost in the termination of nonparalle! treatment of gains and
losses. The net effect could well be that increased costs of Treasury financing will
in due time offset the increased revenue resulting from the taxation of securities
gains as ordinary income.

The impact upon the present liquidity of the banking system comes from the
fact that termination of the present treatment of gains reduces the effective yield
of issues now outstanding and selling below face value. These yields have already
largely been brought into line with market rates of interest in general, through
declines in the prices of the affected issues. Thus, banks as well as other financial
institutions are experiencing further depreciation in the market value of their
holdings of securities. The result will be further impairment of the liquidity of
these institutions and further impairment of their margins of solvency.

The impact upon liquidity and solvency will, of course, be a transitory one, but
it could be a relatively significant one under the presently stringent financial situa-
tion. The effect upon the costs of Treasury financing will be long term as well as
immediate.

We attach sufiicient significance to the long-term effects upon Treasury finan-
cing to believe that there continue to be valid public policy objectives for main-
taining nonparallel treatment of gains and losses. Moreover, nonparallel treat-
ment has served to facilitate the meeting of credit needs in periods of economic
expansion, To obtain funds to meet credit demands, banks must frequently sell
securities when prices are depressed. The taking of losses under such circum-
stances is, in part, mitignted by the prospect that after credit demands slacken,
funds can be reinvested in securities which will appreciate in value, thereby pro-
vitling capital gains, That iy, the prospect of future gains, taxable as capital gains
rather than as ordinary income, will encourage banks to take the security losses
necessary to meet credit demands, Nonparallel treatment of gains and losses has
thus enhanced the responsiveness of the banking system in meeting changing
credit demands of the economy.

Our last but very essential point with respect to the nonparallel treatment of
gains and losses {s that termination of such treatment should not be retroactive,
That is, it should not alter the effective ylelds of securities now held by com-
mercial banks and other flnanclal institutions accorded such treatment. Present
holdings of securities were acquired on the basis of ylelds of calculated to include
capital gains treatment of the difference between purchase price and face, or
redemption, value. It would be inequitable to reduce the effective yields of
securities acquired in good faith on the expectation that gains would not be
taxed as ordinary income. If nonparallel treatment is eliminated, the legislation
should apply only to securities acquired after July 11, 1969, when the proposed
change was announced by the House Ways and Means Committee,

BAD DEBT RESERVES

At the present time, commercial banks are subject to an industry-wide formula
with respect to the accumulation of bad debt reserves. Each bank is permitted to
make transfers to such reserves until the total equals 2.4 percent of eligible
loans. Transfers in any single year are limited by certain provisions designed to
prevent unduly rapid or large transfers. Bligible loans exclude loans insured or
guaranteced by the Federal Government, such as FHA and VA loans, as well as
certain other loans deemed by the Treasury to be virtually free of credit risk,
such as Federal funds sold.

The preseat formula was adopted in 1965 after prolonged and intensive dis-
cussions between Treasury officlals and representatives of the banking industry.
Previously, banks could use what has been termed the individual experience
method which, omitting a number of technical details, permitted each bank to
increase its reserve up to a level equal to three times its annual 1oss experience
averaged over any twenty-year period since 1927. For the banking industry
as a whole, this individual experience method was equivalent to & ceiling of 2.4
percent, adopted in 1965 for all banks.



1798

At present, treatment of bnd-debt reserves is the result of longstanding regula-
tion and considerable deliberation over the years, it can hardly be regarded as
an omlssion or “loophole” in tax policy. Preatment of bad-debt reserves reflects
broad public policy with respect to the structure and functioning of the commer-
cial banking system.

For most of our nation’s history, a fundamental objective of public policy
has been that there should be a high degree of decentralization In our banking
gystem, That {s, the banking systemn should consist of o large number of locally
owned and controlled banks. The result is that today we have more than 13,000
commercial bauks in the United States, and the great majority of these banks are
small enterprises. Maintenance of the stabllity and solvency of this system has
been a national problem of great and sowmetimes urgent consequence,  need not
recount for this Committee the measures that have, over the years, been taken
to assure that our nation will have a safe and scund banking system.

Moreover, public policy has treated comrner~inl banking as having certain
features and functions which set it apart from commerelul enterprises in gon.
eral. In other leglsiation before the Congress at the present time, we ave, in fuct,
grappling with this very question of what constltutes commereial banking, re-
Iated finaneial activities, and nonrelated commereinl netivities,

The present treatment of bad-debt reserves is one expression of the above basie
public policies. Bud-debt rescrves contribute to the solvency and stability of the
banking system. The present formula recognizes that banks have a special need
for bad-debt reserves and that satistaction of this special need requires treat.
ment that differs from that accorded commercial enterprises in general, Addl-
tionally, public policy Ting heen inereasingly directed to the objective of encourng-
Ing bnnks to make types of loans that are marginal or submarginal with respoect
to risk and net return, and which therefore requirve an even stronger bad-debt
reserve position.

The argument for eliminating the present bad-debt reserve formula appears to
rest upon a contention that the effective rate of taxation of commerclal banks is
low in comparison to non-financial businesses. The Report of the Committee on
Ways and Means purports to show that the effective rate of Federal taxation of
commercial banks in 1986 was only 28.2 percent. This percentage, however, sig-
nificantly understates tbe incidence of Federal taxation of hanks.

The income taxes pald by commercial banks are not the sum total of what
miczht, from the point of view of economlie analysts, be regarded as Federal tax
levies upon commercial banks. In 1068 insured banks pald $132.4 million to the
Federal Deposit Insurance Corporation, and in addition, national banks paid
$22.7 million to the Oflice of the Comptroller of the Curreney. These revenues
were dedieated to the functions of bank examination and provision of deposit
insurance, hut though speclal in nature, they are, in effect, tazes.

More Importantly, the Report of the Committee on Ways and Means ineluded
in the income base upon which the 23.2 pereent was caleulated the earnings
recelved by banks from holdings of tax-excempt obligations of the states and
political subdivisions. An analysis by the U8, Treasury Department, which
was submitted to this committee, shows that from 1002 through 1968 tax-exempt
interest incrensed from 184 percent to 33.2 percent of the ‘‘cconomte income”
of commercial banks, whereas the excess of bad-debt deductions over actual
losses varled between 9.2 percent and 13.3 percent over this five-year perlod
and stood at 10.7 percent in 1030 Tt 13 clear that the major renson for the
apparently low incldence of Federal taxation of commercinl banks Is the exist-
ence of tax-exempt income from state and local government gecurities. Moreover,
the decline in incldence in recent years is due almost entirely to expansion of
holdings of tax-exempt securities, as banks have rexponded {o meet the financial
needs of state and local governinents. To argue that bhad-debt reserves should
be reduced or eliminated because bankx recelve incowe from certain securities
that are tax exemmpt i3 a non-sequitur,

We hold that the case for or against bad-debt reserves cannot be weaning-
fully argued on the basis of the incidence of Federal taxation of commercinl
banks vis-g-via the incldence of non-tinancial corporations. The issue 1s whether
special treatment of bad-debt reserves for commerelal banks serves estahlished
public policy objectives at a reasonable cost to the Treasury. Another way of
putting the lasue is whether the present formula results in bad-delbt reserves
that are adequate in relation to the public policy objectives to be served.

1 Tax Reform Studies and Propozals, U.8. Treaaury Departmient, House Committee on
Wayr aud Means and Senate Committee on Fidance, February 8§, 1089, Part 8, p. 476.
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Data collected in a special study of loun losses in the three years 1061-16G3
show that in cuch of these years 213 banks, on the average, suffered loan losses
equal to 2 percent or move of eligible loans.® An average of 114 banks each year
sustained losses equal to 3 percent or wore of eligible loans, On the basis of this
evidence we would expect to find that even in u period of reasonable stabitity
in our ceonowy, between 100 and 200 banks will cach yeur suffer loan losses
suflleient to wipe out or wore than wipe out the muximum bud-debt reserve
that can be acccumulated under the present formula, Lacking the cusbion pro-
vided by bud-debt reserves, a number of these banks could sufter such jmpair-
ment of capital as to foree liyuidution or reorgaunlzation. The distress of bauk
failures n local communities, even without wore far-reachiing consequences, is
too great to run the risk of a sigaificant lucrease in the number of failures,

The provisions for a ten-year carry-buck aud tve-year carry-forward of losses
ou loans, which would be substituted for the present formuln, do not impress us
as affording the same degree of protection as un establishied reserve. An estab-
lishied reserve for loan dosses is imwediately at hand. 1t Is something that the
Lunker kuows to be a part of bis bunk’s structure of assets und linbilitles and
which he can tuke into account directly in the formulation of his lending policies.
The carry-buck, carry-forward allowance is sowmething for which he must apply
aftor he bus sustulned losses. Not being a part of the structure of ussets und
liabilities of the bauk, the allowance is sutllciently remote that it is not likely to
be given much weight in the formulation of louu policies.

Our essential point is that the concept of un established bud-debt reserve
against outstanding loans should not be abundoned. Lhe concept of a bad-debt
reserve for mutual savings bunks and savings and lean associations hasy been
recognized in statute. The concept as applied to comumercial banks has long
stunding but iy the result of Lreusury rulings rather than legislation. The Tax
Reform billi would maintain the concept of bad-debt reserves Lov mutuad suvings
banks and saviugs and loan associations. We believe aund urge that the concept
as applied to comwmerciul banks should also bo recognized and set forth in statute.
Thut is, the ceiling and thie base should be establishied by legislation.

In discussions with the Treasury ovar a number of years we have demonstrated
that the present bad-debt reserve ceiling of 2.4 percent of eligible loany is uot
more than adequate. Our position continues to be that u lower ceiling would be
less than adequate. We believe that the public interest is served by the maiute-
nance of bad-debt reserves by commercial banks suflicient to wmeet slzable loan
losves. We hope that the Cougress will not reduce the emphasis that has been
placed upon the objective of asyuring that cowmerciul banks have adequute ca-
pueity to incur credit risks and sustain loun losses, 1f, however, o chuange In em-
phasis must be made, we strongly reconuuend that it be effected within the frame-
work of existing policy providing tor an estavlished reserve rather than being
eflected by abolishing for comercial bauks the concept of bad-debt reserves.

In his proposuls, the Secretary of the ‘L'reasury has recommended that com-
mercial bunks as well as mutual savings banky and savings and loan associtions
be permitbted, under certain well detlued conditions, to exclude from taxable in-
como un aiount equal to five percent of the income received from residential
mortgages and other socially desirable loans, The Sceretary’s recomuentdation
should Lo given thorough consideration. We huave not had an opportunity to
evaluate its full impact on banks of various sizes and various asset structures.
However, wo are firm in our belief that the Secretary’s recomwuendation would
not result in an effectual substitute for bad-debt reserves, We urge, as we have,
sald, that the concept of the bad-debt reserve be maintained.

CONOLUDING COMMENT ON S8ECURITIES GAINS AND BAD-DEBT RESERVES

The changes that would Le effected by the T'ax Reform bill with respect to
gaing on debt securities and bad-debt reserves have adverse implicationg for the
stability and efficiency of the Government securities market and for the avail-
ability of bank credit. The close interrelationships between financial markets
mean that these adverse effects will be felt, too, in such other areas as state and
local government financing,

;I8 now the time to undertake structyral changes that will adversely aftect
already stringent financing conditions? We think not. The provisions of the
Tax Reform bill should be given much more thorough study. The need for such

2 Horvits and Shapiro, "'Lonn Loss Reserves,” National Banking Review, September 1064,
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a study and the presently stringent conditions in the financial system argue
strongly for more deliberate and extensive consideration than can be given this
bill in the time remaining in this session of the Congress.

BECTIONS 341 AND 343 RELATING TO ACOUMULATION TRUSTS

The American Bankers Assoclation strongly opposes the enactment of Sec-
tions 341 and 342 of the Tax Reform bill of 1969 relating to accumulation trusts.
There has been no evidence of tax avoidance which calls for the enactment of
such a highly complex set of rules, which will be difficult to understand by
taxpayers, difficult to apply by trustees, and difficult to enforce by the Internal
Revenue Service. Mnactment of such legislation will result in an unfair and
ourdensome applicailon of harsh rules to trusts which were created for valld
roasons entirely apart from tax considerations. Furthermore, the proposed legis-
Intlon goes far beyond the indicated areas of potential abuse, which is primarily
centered in the multiple trust area. Any capacity for abuse contained in the
existing law can be adequately curtailed by existing enforcement procedures or
by legislative enactments which would be substantially simpler and not so strin-
gent and far-reaching as the present proposals,

The Taz-Avoidance Argument—The proposed legislation 1is apparently
prompted by a concern that accumulation trusts may be used by a wealthy tax-
payer as a device to ininimize income taxes. Specifically, the fear Is that such
a taxpayer may reduce famtly tncome taxes by the creation of numerous trosts
for the snme beneficiary. However, no such tax abuse has ever been demonstrated.
The Treasury report speaks only of a *“capacity” for abuse, and iudicates a con-
:ern that tax avoldance may result in the future by extensive use of multiple

Tusts.

It is the experience of corporate fiduclaries that accumulation trusts have not
been the subject of tax exploitation. The vast majority of accumulation trusts
administered by corporate fiduciaries have been established because of the minor-
ity or other incapacity of the beneficiary or because the creator of the trust did
not wish to place too much income in the hands of the beneficiary for personal
reasons. The instauces in which such trusts have been created for tax avoidance
have been minimal. The experlence with multiple trust arrangements is similar.
For a variety of reasons, the multiple trust arrangement has rarely been used.
The majority of taxpayers are reluctant to engage in tax gimmickry or to become
assoclated with tax schemes which may require litigation to defend. In addition,
the very complexity of Sduciary taxation and the vagueness of the law in the
area of multiple {rusts have created an effective barrier to the use of such
arrangements, We submit that no past practice calls for the enactment of the
complex type of legislation contained in the Tax Reform bill. Congress is being
asked go legislate on the basis of a “potentiality” threat and a few fringe horror
examples. :

Tho Complexity of the Logislation.—The principles of filduciary income taxation
are a highly intricate and complicated body of law. The “throwback rule” is
particularly complex, The majority of the members of the bar, indeed even those
specializing in taxation, are unfamiliar with trust taxation. The experience of
many of our member banks is that the audit staff of the Internal Revenue Serv-
ice 1s handicapped by a similar lack of knowledge. Needless to say, the taxpayer
is completely unable to cope with legistation of this type and will invariably be
put to the expense of highly specialized assistance,

The present law containa four exceptions which prevent the application of the
throwback rule, These are: (1) accumulations during the minority of a benefi-
clary; (2) distributions for emergency needs; (8) distributions of $2,000 or
less; and (4) final distributions made more than nine years after the trust was
created. Heretofore, these exceptions have s%ared many persons from being
involved with this highly intricate statute. The elimination of the exceptions
will inflict complexities upon many persons of modest means who will be com-
pletely unable to cope with them or who in many instances will be completely
unaware of the obligation to pay the required tax. It will be virtually impossible
for the Internal Revenue Service to establish an effective enforcement program
to prevent the inadvertent avoidance of tax. )

A sltuation which occurs rather frequently in trust practice will serve as an
example to illusirate the formidable accounting and other problems inherent in
the proposed legislation : The testator leaves the residue of his estate in trust for
his two children, a son, A, and a daughter, B, who are respectively sixteen and
fourteen years of age at his death, As in; many cases, the testator provides that

i
I
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the income is to he accumulated in each child’s share until age twenty-one. There-
after, incorie is to be paid to each child. The principal of his share is to be dis-
tributed to A at age fitty. The priucipal of B's share i3 to be dlstributed to her
issue upon her death. In this fairly common situation, the trustee is required
to create and malintain speclal records of the accumulations for use thirty-four
years later in the case of A, and perhaps as much 48 sixty years later in the case
of B. In B’s case, his personal tax records must be preserved for thirty-four
years. B’s tax accountant will be called upon to determine whether the so-called
“exact” or the “short-cut” method wili be the most economlical for his client. He
therefore must be famillar with the tax law as it existed some thirty-four years
before, The alternative will be to use the *short-cut” method under which the tax
rate iy determined by assuming that the average annual accumulation was
recelved in the year of distribution and the two prior years. Thus, tax rates
determined by A's income when Lhe was 48 to 50 years of age will be applied to
determine the rate of taxation upon income earncd when he was sixteen to
twenty years of age. In B’s case, income earned when she was fourtcen to
twenty years of age will be taxed to grandchildren at rates determined by the
three-year period ending with the year of distribution to them—perhaps sixty
years later. No alternative method is possible since the beneficiaries were not
in existence when the income was earned. It s submitted that consequences
such as these represent taxation by chance and have little or no relation to the
prevention of tax avoldance.

Although trust institutions would undoubtedly maintain the necessary records
to account to beneficiaries for accumulations made over u period of years, it is
certain that many individual trustees will not do so. Thus, many beneficlaries,
particularly those in modest circumstances, will be subjected to great difficulties
in preparing tax returns for years in which trust distributions are received.

Prodlem May Be Solved By Other Means.—The potential tax avoldance which
Sections 341 and 342 seek to prevent primarily springs from the multiple trust
arrangement in which a serles of trusts is created for the benefit of a single
beneflciary. The proposed legislation, however, goes far beyond this and is
applicable to a single "spray” or a single accumulation trust. In effect, it would
destroy the long-standing principle that a trust may be an independent tax eutity.
The elimination of the trust as a separate tax entity, not the elimination of
multiple trust arrangements, accounts for the $70 million revenue gain which
the Treasury estimates will be generated by the proposal. The problem of tax
avoldance through the use of maultiple trusts can be solved by means far less
drastic than the present intricate and hard-to-understand proposal. The courts
have sufficlent authority to prevent abuse in this area. The Treasury concedes
in {ts Tax Reform Studtes (P, 167) that multiple trust “devices are of doubtful
validity under present law.” It has been successful in striking down multiple
trust arrangements in recent cases, B, P, Boyce, 180 ¥. Supp. 950, aft’d per curiam,
298 F. 2d 731 (5th Cir. 1902) ; R. R. Sence, 68-1 U.8.1T.C. #9368 (Ct. Cl. 1988).
If the Treasury cannot curb the creation of tax-motivated multiple trusts by an
effective enforcement program in the courts, its position may he adequately
buttressed by simple legislation containing language stinilar to that in present
Code Section 269 under which multiple trusts would be declared invalid if the
principal purpose for their creation is the avoidance of tax. The problem of
multiple trusts may also be more simply solved by legislation whieh would apply
the unlimited throwback rule only when more than one trust is created by the
same donor for the same beneficiary; the unlimited throwback rule would be
applied only to the second and any subsequent trusts,

It is submitted also that the exceptions to the throwback rule contained in the
present law should be preserved. Their combined effect is to spare taxpayers from
the application of the rule when the reason for the income accumulation is other
than tax avoldance. Several of the exceptions of their face are a direct refutation
of the tax abuse argument. For example:

1) ILittle if any tax avoidance can exist with respect to accumulutions during
the minority of a beneficlary. In most cases, the beneficlary’s tax bracket is as
low or lower than that of the trustee,

2) No tax avoldance 1s likely in the case of emergency distributions, If a bene-
ficlary is in the midst of a financial emergency, he is not likely to be a high in-
come tax bracket taxpayer.

8) The exception for de minimusg distributions of $2,000 or less leaves little
room for tax avoidance. The Treasury’s Reform Studies (p. 166) assume an un-
likely example of & single taxpayer in a high tax bracket. The example involves
a fringe situation which is seldom encountered in actual practice. '
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Bffective Date—~1t is unfair to apply any legislation modifying the throwbuck
rules retroactively. Trustors have made {rrevocable commitments on the basis of
the law as it applied to them. Although in discretfonary trusts, the trustees may
distribute income by the exercise of their discretion (assuming that the circum-
stances of the beneficiaries are such as to perinit such exercise nnder the terms
of the instrument), in many cases the income i{s required to be accumulated by
the terms of the governing instrument. Any modifications of tlie law should there-
fore be applied only to trusts created after the effective date of the statute, not
to distribution made after the effective date.

SECTION 201 RELATING TO “SPLIT-INTEREST” TRUSTS8

The American Bankers Association urges aguinst tlie ennctient of Section 201
of the Tax Reform bill insofar as it requires the establishment of an anuuity
trust or a unitrust for the allowance of income tax, estate tax or gift tax deduce-
tions for “split-interest” gifts to charity. -

Degpite the fact that sonte trustees of “split-interest” trusis may have invested
trust assets in a manner which favors noncharitable beneticlaries, the problem
in this respect has not been so great as to require the extreme approach adopted
in tha proposed statute. The requirements of the statutory proposnl will sigunitl-
cantly discourage charitable gifts, particutarly gifts of charitable remainders in
trust. The new rules are apprecinbly more complicated than the old, and will not
be readily understood by potentinl donors. 1n addition, it will be necessary for
many testators and trustors to redo wills and trust agreecents to conform to the
new requirements, The result will be a curtailment of gifts to charity.

The requirement that an annuity trust or unitrust be established Is designed
to ‘prevent the manipulation of trust investments in favor of noncharitable bene-
ficlaries. However, we believe that any such manipulation has been a fringe prob-
fem and not substantial in amount. Most “split-interest” trusts have been created
primarily to obtalu the advantages of a deferred gift to charity or to reduce the
value of a taxable remainder by the creation of an intervening income gift to
charity. In short, the primary motivation for the form of the gift has been the
tax advantage generated by the combination of the two gifts, not the possibility
of advantage derived from investment manipulation. In addition, local law re-
quires that fiduciaries fairly balance the nterests of the income benefleinries and
the remaindermen. This overrding fiduciary duty of impartiality to alt heunetici-
arles if sufficient assurance that the vast bulk of such trusts will he properly
administered. New and complex legislation should not be enacted in an attempt
to penalize fringe violations of established legal principles when in fact the pun-
ishment will be juflicted primarily upon the innocent charitable donees.

The proposal would reduce the investmment flexibility of trusts having both

charitable and noncharitable benefleiaries. The requirement that a predetermined
dollar amount to be paid annually to the currcnt beneficiary, regardless of the
income earned by the trust assets, may compel sales of assets at undesirable
prices—and possibly at distress prices—when the assets are difficult to sell or
are not readily marketable, It is likely that trustees will be prompted to muin-
tain investments in high income assets, thereby increasing the Investment risk,
or alternatively, to maintain a portion of the trust in highly liquid, short-term
funds. Statutory tax considerations should influence the form of trust invest-
ments only when there is a demonstrated case of signifieant tax abuse.
- 'The proposed statute would inflict further burdens and expense upon the ad-
ministration of trusts. It will require additional tax expertise, more frequent
investment activity, and yearly valuations of trust assets, which may be an
expensive and formidable task when closely-held stock or real estate is in-
vclved. The valuation of such assets may iuvolve the trustee in frequent disputes
with the Iuternal Revenue Service.

. ;,":-; QSOI‘ION nu‘:m'mm TO DISTRIBRUTIONS FROM EMPLOYEE BENEFIT TRUBTS

""We' also oppose the enactment of Section 513 of the Tax Reform bill under
- which lump sum distributions from qualified employee benefit trusts wonld be
mxéd as ordinary {ncome, and the tax compnfd in accordance with a complicated
av,e__‘ ging dévice. The capltal gains trentment given to such distributions under
..p it law i# founded upon the theory that it is unfair to “bunch’ all of the in-
Fecelved in'such @ lump sum distribution and to tax in one year at ordinary

W 3 Tates income which normally accrues over a period of many. years.
tal galn' treatment is both simple and. ait'. The five-year forward averaging

l

’
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device ndopted by Section 315 only partially reduces the unfairness of the bunch-
ing. since In most cases the income has acerued over an appreciably longer period
of time, Section 515 would add substantial complexities to the law and is ad-
ministratively cumbersome insofur as it permits a recalculation of the tax five
years after receipt of the distribution under the so-called “look-back” rule. In
the vast majority of cases, the disparity in tax ratos between capital gains treat-
ment and the ordinary income treatment adopted in Nection #5135 1s not so great as
to warrant the intricate appronch adopted.

It is important that an individual be permitted to make adequate provision
for his spouse and children at death. Pension and profit-sharing plans are an
flaportant source of family sccurity at death and their growth shonld be en-
couraged by the tax laws. The primary impact of an inerease in the rate of taxa-
tion will be upon a decedent’s survivors, and the increase will be applicable to
modest payments as well as to large ones, For these reasons we oppose the

enactment of Section 515,
WITHIOLDING OF INTEREST AND DIVIDENDS

The proposed amendment by Senator Kennedy to H.R, 13270 (Amendment No.
140) would reguire payers of interest and dividends to withheld from the owners
of such interest nnd dividends 207 on account of income taxes, even though
experience shows that a large number of such owners would not be required to
pay income taxes,

The American Bankers Associntion strongly objects to this proposal which
would place an onerous burden of work and expense upon banking institutions
and other payers of Interest and dividends, such as mutual savings banks, savings
and loan associations, insurance compauies and other corpurations, A great deal of
study was given to this subject by The American Bankers Association and many
conferences were held with officinls and staffs of the Treasury Departmment and
the IRS to discuss the difficulties and problems that would be encountered when
a similar proposal was advanced during the consideration by the Congress of
the Revenue Act of 1962, The Senate rejected the proposal at that time, as It
did on previous oceaxions in 1942, 1950, and 1951,

Senator Kennedy states that the IRS estimates that 4 billion of interest and
dividends {s not reported by Ameriean taxpayers, and that 1 billion in taxes is
payable on such income, This is the same as an estimate made by the Treasury
Department in 10539 based upon interest payments in 1937. The introduction of
the system of information returns in 1962 must have accounted for an invrease
in the amount of Interest fncome reported on tax returns, even though the
amount of interest and dividends paid has increased substantially since that time,

Under the Revenue Act of 1002 banks and other payers of interest and divi-
dends, at great expense to themselves, have annually filed millions of informa-
tion returns »u Form 1099 with the IRS reporting amounts of interest and
dividends paid to thefr customers. To the hest of our knowledge and belief only
a relatively small percentage of those returns heve heen used by the IRS to
determine whether the amounts reported on Form 1089 have in faet heen in-
cluded in taxpayer returns. Thus, the IRS has for a number of years had the
means at its disposal to ascertain the taxpayers who have not reported or paid
taxes on such income.

We understood that when banks and other pavers of interest and dividonds
were required under the Revenue Act of 1982 to file information returns with
the IRS that those returns would he used to verify the proper reporting of
interest nnd dividends in taxpayer returns,

It is suggested that before the Committee considers the withholding proposal
the TRS be required to furnish the Committee information showing the number
of Form 1090’s recelved each year under the Revenue Act of 1882, the number
of such forms used by the IRS in verifying taxpayer returng, and the amount
of unreported income discovered by the use of such information returns. .An
explanation of the basis of the estimate of $4 billion in unreported interest Income
should algo be furnished. UUntil the IRS exhausts the information at its disposal
to check taxpayer returns, we do not believe there 18 any valid basis for requiring
private industry at great expense to undertake to withhold taxes of this char-
acter from their customers.

Senator Kennedy's amendment which merely provides the statutory basis for
withholding interest and dividends requires six pages of the Congressional
Record to spell out such provisions. It leaves the details of the withholding
procedures to be carrled out by the IRS in its regulations. The withholding re-
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quirements, including the use of exemption certificates, the treatment of interest
payments on securities sold or transferred between interest payment dates, are
most complex. In addition, a serious problem will be encountered in explaining
the new rcquirements to mitlions of customers.

It is apparent, therefore, that implementation of any such provision would be
a massive undertaking for the Government and for payers of interest and divi-
dends. Accordingly, an effective date of January 1, 1970, if legislative action were
to be taken, would be completely unrealistic.

Senator AnpersoN. Mr. Ogilvie,

STATEMENT OF CHARLES H. 0GILVIE, CHAIRMAN, THE NATIONAL
ASSOCIATION OF BUSINESS DEVELOPMENT CORPORATICNS

Mr. OciLvie. Mr. Chairman, my name is Charles Ogilvie. I am here

representing the National Association of Business Development Cor-

oxl'atio(rlls, and I wish to thank you for affording us the opportunity to
eard.

Senator Bennerr. Mr. Ogilvie, what is your connection, your pri-
vate company connection ?

Mr. Oemwvie. I am employed as executive vice president of the In-
dustrial Development Corp. of Florida, and I am appearing before you
as chairman of the National Association of Business Development
Corporations.

Gentlemen, my main point that I hoped to make here is that our
type business is mostly unknown ana what is known is very often
misunde .

I wish to begin with a list of States in which corporations are active:
Arkansas, Colorado, Connecticut, Florida, Kansas, Kentucky, Maine,
Maryland, Missouri, Massachusetts, Nebraska, New Hampshire, New
Jersey, New York, North Carolina, three of them in Pennsylvania
Rhode Island, South Carolina, Vermont, Virginia, Washington, an
Wyoming. There is enabling legislation on the books, but the corpora-
tions are not yet active, in these States: Oklahoma, Louisiana, Iowa,
and Utah.

The one word that keynotes our operation is nonbankable.

You all have been hearing about companies and institutions that
make loans a certain numnber of which are substandard. Before an
of our corporations can make a loan that loan must be nonstandar
and therein lies our feeling, a very strong one, that we have been placed
in the wrong categor{. We are placed in the category under H.R.
18270 with commercial banks and other institutions, and we feel that
the type loans we make justifiy separation from those institutions and
;ieserve different treatment, including a more liberal reserve for loan

osses.

Qur corporations are formed by having stock subscribed by con-
ventional lending institutions, by public utility companies, and by
oivic minded citizens of our various States. We have established lines
of credit with conventional lending institutions, and we use these
lines of credit to fund ourselves, borrowing from 10 to 20 times our
paid-in capital. Weare highly leveraged.

‘We can make a loan only if it is adjudged as nonbankable and we
usnally require a turndown letter from two or three conventional
lending institutions to support this requirement.

!
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You may wonder how we believe a loan is feasible when a bank has
refused to make it. We can take second mortgages, third mortgages.
We can make an open loan if we wish. An insurance company will
not usually make a loan unless the applicant has an acceptable 5-year
history. We very often go into brand new situations or go into situa-
tions that are very weak financially but possess, we feel, good potential.
We will make a long-term loan ranging up to 10 years, some of the
corporations even go to 25 years, very often accepting subpar col-
lateral to secure the Joan.

‘We help, therefore, the small businesses in this country. All our loans
are below par, and we help the very small businesses that we think
will help our States grow economically by providing jobs for people
and by creating tax paving facilities.

We are widely diversified. We make loans to all types of companies.
Just for example, in Florida we made a loan to a packing company
which needed to ship beef interstate to meet competition, The plant, of
course, had to conform to U.S. Defart.ment of Agriculture standards
necessitating extensive alteration of the building. Sufficient funds were
not available from the local bank. That company would have gone out
of business if it had not received the loan from us.

So we made the loan, they modified their building, and are getting
along very well. To assist them further, we made an additional loan
for the addition of a rendering plant.

‘When one of our companies gets into trouble, we very often will ad-
vance additional funds.

Our national association is small. I have statistics on 15 of the 28
corporations in operation, and the income before any provision for
loan losses or taxes, is slightly over a million dollars per year.

We feel our companies as a whole have a great multiplier effect. We
feel that the '}iobs that we create more than pay their way in terms of
income that the individuals earn and in helping them, the jobholders,
to advance themselves.

Last year there were approximately 25,000 jobs created nationwide
by the loans that we made.

Our history shows that approximately 265,000 jobs have been created
by all the development corporations and all of this is through use of
private money. We get no public funds.

; The thing that frightens us, gentlemen, is what I call the wipe-out
actor.

Senator ANpErsoN. What ?

Mr. OgiLvie. Wipe-out, sir. I will enlarge upon that. Our loans
usually are made on 8 10-year term at the minimum. The maximum
term goes up to about 25 years and it is hard to predict what may
transpire during such a long time.

Our loans are rather large on the average, ranging from $145.000
to $150,000. The tyEical company has a portfolio, containing from
25 to 40 loans. On the average, 214 years of income would just about
offset the loss of one loan. So we feel that if we did have a recession
or enter a period which would see a curtailment of operations of our
borrowers, our business development corporations could get into trou-
ble very rapidly because a couple of losses would more than wipe out
reserves. Since our established lines of credit are on a voluntaery basis,
it would be perfectly natural for the conventional lending institutions
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to withdraw “hem and then we would be shut down, Senator Ander-
son, be wiped out. That is the idea. If our corporations were to try to
operate in times of economic stress without an adequate reserve, we
feel disaster could overtake us rapidly.

We feel, on the basis of what I told you, that we should be allowed
to retain presently established bad debt reserves built from earnings
of our corporations provided that the reserve does not exceed 10 per-
cent of outstanding loans at vear-end. Ixcluded from loans are any
parts guaranteed by an agency of the Federal Government and any
parts belonging to others through a participation arrangement.

As to the future business development. corporations should be al-
lowed o loss reserve, established from 60 percent of pretax income,
reducing at the rate of 2 tpercent; per year over a 10-year period to a
minimum of 40 percent of taxable income or loss experience based on
the current year and the preceding 5 years.

*New business development, corporations in the first year of opera-
tion would commence building reserves with 60 percent of taxable
income, reducing to 40 percent as above. In no case would the reserve
of any business development corporation be allowed to exceed the
10 percent as mentioned above.

Secretary Kennedy mentioned in his testimony that some special
treatment. should be given those lenders having some socially signifi-
cant purpose. We feel, gentlemen, that we do contribute n great deal
to the economy of this country by making loans that otherwise would
never be made. We feel that this does justify, along with the other
data that T have given you, the position that we take on building our
loss reserves.

Thank you, sir.

- Senator Annrrson, Do you have any figures on the history of your
lending operations?

Mr. Odinvir. Yes, sir.

We have some. They are not what I would call complete. The oldest
corporation is 20 vears old. The average nge, and I am making a guess,
Senator Anderson, is about 4 to 5 years. We don’t have what we feel is
an adequate period historywise to try to determine cxactly what our
reserves should be, but al?’of us are pretty well acquainted with our
compar.... Ve know what losses we are looking at and feel that the 10
pereent is & veasonable figure. I don’t know that T have answered your
question—-

Senator ANprrsoN. Yes, you have.

Senator Williams,

- Senator Wurntams, What is your average rate of interest. on these
10- and 20-year loans? As of today, I mean how would they comparo

~ with bank Joans? ‘

~ Mr. QaiLvie. Yes, sir. -

They run about two to three points above the prime rate.

© Senator Winrtams. Do yon absorb any (government-gnamntoml

“~loans or do you handle only other type loans? |

"= Mr, Qarrvie. We have the right to make a Government loan or rather

'a loan'thitt ¢arries 8 Government guarantee and that is why we ex-

‘‘oluded that from those counted toward the reserve. .~ -~ -

- Sengtor WiLLiams, Yes,

- "Nofurther questions. - -

z
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Senator ANDERSON. Senator Bennett.

Senator BeNNerr, In the printed copy of your testimony you indi-
cate that the losses of some of your members have been running 5 to
6 percent.

Mr. Ocirvie. Yes, sir.

Senator BEN~rrr. And that one has failed. What limit does IRS now
permit you to set up, actual loss ratio?

Mr. OgiLvie, Senator Bennett, the treatment has varied from one
region to another. It has gone all the way from the $10,000 loss reserve
permitted one corporation which had incurred a $60,000 loss, all the
way 3[) to some that go to 4, 5 percent of loans outstanding. It has
varied.

Sonator BenNErT. Is there anything that indicates a pattern. I am
puzzled by your statement today they would only permit you to deduct
or cover $10,000 of a $60,000 loss, But I am talking about the annual
il.mount they allow you to sct asido as a reserve un related to any actual
oss,

Mr, Oamnvie, No, sir; there is no standard treatment.

Senator BENNETT. And it does vary ?

Mvr. Ocivie. From region to region,

Senator BENNETT. From region to region?

Mr, OciLvie. Yes.

Senator BENNFrT. This surprises me. Certainly if this bill is passed

. wa should be able to set you up some kind of a standard treatment,

Mr. Ocinvie. This is the first time, if I may sy, that we have been
recognized as a group. Now that we have been recognized we appreciate
it but we feel we are in the wrong slot. [ Laughter.]

Senator BENNETT. What slot would you like to be in #

Mr. Ocivie. Well, like I soid, we would like to be broken out of
the treatment and the classification assigned to the other lenders and
have a little slot of our own, and we unfortunately got a little messed
up on getting the amendment to the bill, you gentlemen will have that,
it just arrived, we found out and it is not included—yes sir, you have
got. it, all right, fine, but that sets up a separate category.

Senator Brxnerr, Haven't they been allawing you at least 2.4
percent ¢

Mr. OgiLvie. Notin all cases, no, sir.

Senator Bennerr. Then you have been subject to the whims of the
regional dircctorsof IRS¢ - ‘

Mr. Oairvie. Well, 1 guess it could be expressed that way, Senator
Bennett, yes, sir.

Senator BENNrTT. No further questions, Mr. Chairman.

Senator ANDERsON. Senator Byrd.

Senator Byrp. No questions, Mr, Chairman,

Senator ANDERSON. Senator Miller?

Senator MirLer. I am wondering what is the source of the income
for the typical development corporation. Is it entirely interest income
or are there long-term capital gains involved ¢

Mr. Ogrrvie. Sometimes, Senator XMiller, we are able to get stock
optious nnd, of course, if it looks good we exercise the option and hopo
to realize a profit on that. o o |

I would point out, however, that that does contribute a very minor
part of our income. ‘
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Senator MiLLer, What I am wondering is if it would be feasible to
gear this recommended bad debt reserve into your interest income
activities as distinguished from the long-term capital gain activities?

Mr. OciLvie. I am not quite certain that I follow fvou, sir,

Senator MiLLer, What I am suggesting is if you have $200,000 of
income and $100,000 of it was long-term capital gains and $100,000 was
interest income that since the interest income represents a more typical
approach to your activity that your deduction for bad debt reserve
be tied in with that interest income rather than with the entire amount
of income.

Mr. Ocivviz, Well, that does sound logical to me. We recognize that
the long-term capital gains which we try to realize from the stock
options would be an extraordinary. item to us, and it could be that if
we were to relate our assignment to the reserve on the income basis
that that would be a very logical approach, sir.

Senator MmLLErR, What I am getting at 1s that it seems to me that
the interest income is related more to the equity aspect whereas your
long-term capital gains would be related more to an investment type
of approach, I think Es)rou could separate out the activity along those
lines and then attribute your reduction to your typical lending
function.

Mr. OgiLvie, As I say that would be a good approach to it, sir.

Senator MiLLER. Thank you.

Senator Jorbax. Do you keep a pretty close surveillance of your
outstanding loans? Do you offer counseling service and so on in order
to watoh your loans? ‘

Mr. QarLvie. Yes, sir, we do.

Senator JorpaN. Probably more so than an average commercial
bank loan{ - : :

Mr. Ocwvie. Well, I would hesitate to compare. It is a difficult
thing. But I do know that we require, at least in Florida we require,
quarterly financinl statements from our borrowers, and we have been
able to detect trouble very well from them using pretty much a stand-
ard approack, and then we undertake to try to counsel with them to
helﬂ) them ge! straightened around. So at least in my corporation
we have done & great deal of it, and in talking with my counterparts
in the other States, I have a vory strong realization they do the same
thing,

Sensator JorpaN. What percentage of losses has your corporation
experienced? -

r. Oamwvre. Ours has been exceptionally modest. It has been a
very small fraction, It is, I think, eight-tenths of 1 percent. And that is
why I have emphasized that while everything has been great in Florida,
things can get sour very quickly.

If I may illustrate, sir. I am looking at a $218,000 sour loan right
now and I have no collateral. I have none whatsoever, and I haven't
figured out yet how to avoid that one. :

Senator JoroaN. Your eight-tenths of 1 percent won't last very long.

Mr. Ocmvin. I am afraid not. If I were sitting here a year from
today it conld well be much greater, and our reserve in Florida is now
about $170,000. We built that up over a 7-year period, '

: Sen;tin" JorpaN. What factor do you use In setting aside that re-
serve, 2. :

t
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Mr. OciLvie, No, sir.

We have in Florida, due to this varying treatment we are all sort
of groping in the dark, in Florida we just took it on ourselves to set
aside an amount equal to 1 percent of the average outstanding loans
for the year. In other words, if our portfolio averaged on a month end
basis, let's say $314 million, we would set aside $35,000.

Senator Jorpan. Thank you.

Mr. OqgiLvie. Yes, sir.

Senator ANbpErsoN. Senator Fannin.

Senator FANNIN. Thank you, Mr. Chairman.

Mr. Ogilvie, I am not too sure I understand your statement and your

‘testimony where you say :

Under the House bill, and we presume under the Administration’s proposal,
all these institutions would be permitted to keep their present reserves up to
these limits,

And then, of course, in the ITouse bill it provides that they do go back
to a basis of their own experience, as indicated by losses for the cur-
rent yearand the 5 precedin g years. Was that your understanding?

Mr. Ogmvie. If you don’t mind, Senator Fannin, you are reading
from my statement?

Senator FANNIN. Yes, reading from your statement,

You are discussing the 2.4 reserve by the savings and loan and mu-
tual savings banks have 6-percent reserve and then you say:

Under the House bill, and we presume under the Administration’s proposal, all
fﬂﬁe institutions would be permitted to keep their present reserves up to those
ts. .

whereas the House bill does provide that:

In the future, banks will generally be permitted to add to their bad-debt
reserves only the amount called for on the basis of their own experience as
indicated by losses for the current year and the five preceding years,

Mr. Ogmvie. Yes, I see your point, sir, that does not hold up.

Senator Fanxin. Well, I didn’t mean to make any—I just won-
dered if that was your conclusion.

Mr. OarLvie, Yes, it is a confusing statement at best.

Senator FanNIN. Thank you.

Senator Anprrson. Thank you very much.

(Charles H. Ogilvie’s prepared statement and attachment follow:)

STATEMENT OF CHARLES H. OGILVIE, CHAIRMAN, THE NATIONAL ASSOCIATION
oF BUSINESS DEVELOPMENT CORPORATIONS

Business development corporations are organized under specific acts of state
legislatures for the purpose of promoting, stimulating, developing, and advancing
business prosperity and economic welfare of the individual states and their citi-
zens; to strengthen and assist through loans, investments and other business
transactions all kind of business activity In order to promote economic develop-
ment and provide maximum opportunities for employment, This goal is met by
making investments in and loans to businesses which have been denied credit
by conventional lenders such as commercial banks, savings and loan assoclations,
and insurance companies. The denial of credit by conventional lenders is usually
A statutory requirement and a necessary condition to a loan by a business devel-
opment corporation.

Although altruistic in nature, business developwment corporations are organized
as profit making companies. Almost without exception stock has been subscribed
by conventional lending institutions, public utility companies, and public-spirited
citizens through & sense of civic responsibility in order to make available a source
of loans which otherwise would be denied those small companies in a weak finan-

88-866—69—pt. 3——»
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clal condition but possessing potential, having Insuflicient collateral with which
. .to secure a conventional loan, or having need of low debt service possible only
<hrough long term financing.

The corporations have no depositors, handle no checking accounts, perform
no trust functions, nor provide any service normally assoclated with conven-
tional lending institutions. To reiterate, even the loans made by the corporations
must be adjudged unbankable.

AsS their source of funds the compuules utilize lines of credit extablistied with
banks, savings and loan associations, and insurance companies. The credit
lines are pwoportioned to the size and type of these Institutions and can
be unilaterally withdrawn by them at any time with proper notice. Loans to
development corporations are uncollateralized, secured only by thelr notes. Most
corporations are highly leveraged, being able, generally, to borrow amouunts
varying from ten to twenty times paid-in capital.

There are presently twenty eight business development corporations in opera-
tion with experience ranging from seyeral months to twenty years. Enabling
legislation has been passed in several other states with organization of the
corporations yet to be completed. Enabling legislation is necessary to effective
operation of the corporations because the loans to them by conventional lenders
would otherwise be classified substandard by state and national supervisory
authorities. This fact lends emphasis to the risk generally acknowledged by
auathorities to exist in all loans by the corporations,

The corporations have been uperating in a generally favorable bulsness en-
vironment but, even 80, sonie have sustained losses ranging up to five and six
percent of loans outstending and one has failed. Higher losses can be expected
in a recessional period due to loan portfolios being comprised entirely of un-
bankable loans supported by substandard collateral. Loans by the corporatious
vary from Jow five figures to high six figures with the average in the low six
figure range. The typical portfollo contains from twenty to forty loans. Thus
development corporations are not afforded the spread of risk enjoyed by most
conventionul lenders. With terms of ten to twenty years business development
corporation loans are in a claxs by themsleves, sensitive even to modest detertora-
tlons in business activity, It should be recognized that the concentration of risk
and large amounts involved are indicative of total losies exceptionally high
in terms of loans outstanding and pald-in capital.

The management of every corporation has recognized the necessity of building
appropriate loan loss reserves; however, no uniform method of allocatlon exists
Inrgely because of variations in treatment by Internal Revenue Service agents
in different sections of the country. Present reserve levels vary from one to four
percent of loans outstanding due to these variations in treatment. So far as we
are aware, we are the only financial institution that has not had a speeial bad
debt reserve recognized by the Internal Revenue Service and created either by
statute or regulation. Thus commercial banks have been permitted a reserve
of 2,49, savings and loans and mutual savings banks have a 6% reserve and
small business investment companies have been allowed a 1077 reserve, Under
the House bill, and we presume under the Administration’s proposal, all these
institutions would be permitted to keep thelr present reserves up to those limits.
No such provision is made for reserves of business development corporations.
Howerver, we belleve that we are, among all these institutions, the lenders with
the least prospect for profit and probably the greatest potential of risk, Further-
more, although technically organized as profit-making organizations, we are
actually quasi-public instrumentalities performing, in the words of Secretary
Kennedy, “socially preferred functions”,

It has been suggested that reserves be established on the basis of loss experi-
ence. Due to the precipitate manner in which lonns would go bad and due to
thelr size, a corporation would be out of husiness hefore the experience could
inure to it benefit. In other words, when trouble strikes, it strikes fast and
it strikes big. At the rame time it is obvious that a 2.49 loss reserve maximum
fa Inadequate. Moreover, the ten-year carryback and flve-year carry-forward
provisions will not provide an adequate cushion becanse of the modest profity,
it any, generated by the typleal corporation. On the average two and one aalf
vears of corporate earnings are insufficient to offset the loss of one loan.

Although lnas experience, with some nothble exceptions, has generally heen
good to date, two or three losses In any of the corporations could be substantial
enough to impair capital. Impairment of capital of our highly leveraged corpora-
tiony woénld have a severe psychological impact on'the flnancial institution
lenders which provide us money. This impaet would manifest itself in thelr with-
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drawing presently available Hnes of credit so that our corporations would be
rendered ineffective at a time when additional funds would be needed to help
our borrowers through difficult economie conditions.

Under H.R. 18270, Sub-Title I, Section 385, business development corporations
have been treated on a par with commereinl banks in all respects, including rules
for addition to reserve for bad debts,

Our Natlional Association feels strongly that business development corpora-
tions should be pluced in n separate category due to the difference in purpose,
tha difference in types of lonns made, and the greater risks involved in making
these Joans,

Int 1ts bill the House has recognized that reserves for losses should bear a
relation to the purpose and natuve of the institution concerned. We have a so-
clally recognizable purpoxe of the highest order ju that we create jobs and
strengthen the financial position of small companies,

We respectfully submit that business development corporations should be al-
lowed to retain presently established had debt reserves built from carnings of
the corporation, provided that the reserve doex not exceed 1065 of outstanding
loaus at year end. Excluded from “loans” are any parts guaranteed by an agency
of the Federal government and any parts belonging to others through a partici-
pation arrangement. As to the future, business development corporations should
he allowed a tax-free allocation to the reserve for losses equal to the greater of
the following: 60% of pre-tax income, reducing at the rate of 29 per year over
a 10-year period to a minimum of 409% of taxable Income, or loss experience
based on the current year and the preceding five years. New business develop-
ment corporations, in the first year of operation, would commence building re-
serves with 60% of taxable income, reducing to 409, as above. In no case would
the veserve of uny business development corporation be allowed to exceed 109,
as mentioned above,

Alternatively, the committee may wish to adopt a provision relating the had
debt reserve deduction directly to the total loans ontstanding at year end, In
this case, we would recommend that business development corporations be per-
mitted (o deduet from taxable income such amount as would be required to
maintain a bad debt reserve in the amonnt of 106 of outstanding loans at year
ond. '

The staff of the Joint Committee on Internal Revenue Taxation has made a
study of our industry and our case for specinl bad debt treatment. T feel certain
that Dr. Laurence N. Woodwortl, who heads the committee staff, would furnish
You with the results of that study.

To be effective in our sphere of endeavor, which §s unoccupied by any other
typo of institution or corporation, we rexpectfully request the Committee's fav-
orable consideration of the suggestions hereln set forth and formalized in the
attached propored amendment to H.R. 13270.

APPENDIX

Prorosep AMENDMENTS To HLR. 13270 RE Bap DEntT RESERVES OF BUSINESS
DEVELOPMENT CORPORATIONS

A. Add a new Section 443 to Subtitle E of H.R. 13270, providing as follows:

Sec. 445. Bad debt deductions of business development corporations.

Subchapter H of Chapter 1 (relating to Banking Institutions) {s amended
by adding at the end thereof the following new part:

“Part IV—Business Development Corporations
“Sec.1605. Reserves for losses on lonns of business development corpora-
tions.

“(n) Imstitutions to which section appliex.

This section shall apply to any business development corporation,
which shall mean a corporation which was created by or pursuant to an
act of a State legistature for purposes of promoting, maintaining, and
assisting the economy and industry within such State on a regional or
statewide basis by making loans which would generally not be made
by banks (as defined in section 581) within such region or State in the
ordinary course of their business (except on the basis of n partial
participation), and which is operated primarily for such purposes.
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“(b) Addition to reserves for bad debts.

“(1) In General.—For purposes of sectlon 166(c), except as provided
in paragraphs (4) and (5), the reasonable addition for the taxable year
to the reserve for bad debts of any business development corporation
described in subsection (a) shall be the amount determined by such
business development corporation t2 be the reasonable addition for
such year, but such amount shall not exceed the amount determined
under paragraph (2) or (8), whichever amount is the greater.

“(2) Perocemtage of tazadble income method.—The amount determined
under this paragraph for the taxable year shall be an amount equal to
the applicable percentage of the taxable income for such year, deter-
mined under the following table:

The applicadble per-

‘“For a taxable year

under i
begluning atter July gentage under, ini
1960 e e - - - 60
1970 - —— 58
1971 —— - — 56
1972 e e e e e 2 e 0 e e e e e e e e -—- b4
1978 —— - 52
1974 — 50
b 31+ U — 48
1976 - 46
07T e e —————————————— e 0 = m 2 e e e e e e e e 44
1978 .. - — ———— - 42
1979 or thereafter -— 40

but the amount determined under this paragraph shall not exceed the
the amount necessary to increase the balance (as of the close of the
taxable year) of the reserve for bad debts to 10 per cent of the loans
outstanding at such time, exclusive of any portions of such loans, re-
payment of which is guaranteed by the United States or any agency
or instrumentality thereof which is wholly owned by the United States
and exclusive of any portions of such loans which are owned by others
through participation arrangements, For purposes of this paragraph,
taxable income shall be computed—

“(a) without regard to any deduction allowable for any addition
to the reserve for bad debts,

“(b) by excluding from gross income an amount equal to the net
capital gain for the taxable year arising from the sale or exchange
capital assets,

‘(¢) by excluding from gross income dividends with respect to
which a deduction is allowed by part VIII of subchapter B.

“(8) HBoperience Method.—The amount determined under this para-
graph for the taxable year shall be computed in the same manner as is
provided with respect to additions to reserves for bad debts of financial
institutions under section 685(b) (1).

“(4) New Busainess Development Corporations.—In the case of any
taxable year beginning not more than 10 years after the day before the
first day on which a business development corporation described in sub-
section (a) commenced operations as such a business development
corporation, the reasonable addition for the taxable year to the reserve
for bad debts shall be the amount determined by such business develop-
ment corporation to be the reasonable addition for such year, but such
amount shall not exceed the amount determined under subparagraph
(A) or (B) below, whichever amount is the greater.

“(A) The amount determined under this subparagraph for the
taxable year shall be an amount equal to the applicable percentage
Otbtlhe taxable income for such year determined under the following
table: . '
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Taxable year after commencement of operations: Pf"ce&;
d e e e ——————————————————————————
e e e e e e e e e e e ———————— 58
B e e —————————————————— e i e e e 56
B e e e ————— e e o e e o e e e e e 54
D e e et e e o o R e e e e e 52
B e e e e ————————————— e e o m 50
B e e e e e e e e e e e e e e e e e 48
B e e e e e e e e e e e e e e 46
D e e —————————————— 2 o e 2 2 R e e e e 44
10 e e e - e e e e e o e e e 40

but the amount determined under this subparagraph shall not
exceed the amount necessary to increase the balance (as of the
close of the taxable year) of the reserve for bad debts to 10 percent
of the loans outstanding at such time, exclusive of any portions of
stch loans, repayment of which is guaranteed by the United States
or any agency or instrumentality thereof which is wholly owned
by the United States, and exclusive of any portions of such loans
which are owned by others through participation arrangements.
For purposes of this subparagraph, taxable income shall be com-
puted as provided in paragraph (2) of this subsection,

“(B) The amount determined under this subparagraph for the
taxable year shall be computed in the same manner as is provided
with respect to additions to reserves for bad debts of new financial
institutions under section 585 (b) (2), except that the term ‘‘all
business development corporations described in subsection (a) of
section 605" shall be substituted for the term ¢‘“all institutions
described in the applicable paragraph of subsection (a)" in section
585 (b)(2) (i) and for the term “all such institutions” in section
635 (b) (2) (ii).

“(5) Reserves For Bad Debts For Taxable Ycars Which Began Prior
To July 11, 1969.—In the casc of any taxable year which began prior
to July 11, 1969, the reasonable addition for the taxable year to the
reserve for bad debts of any business development corporation described
in subsection (a) shall be the amount determined by such business
development corporation to he the rcasonable addition for such year,
provided that such amount does not exceed the amount necessary to
increase the balance (as of the close of the taxable year) of the reserve
for bad debts to 10 percent of the loans outstanding at such time, ex-
clusive of any portions of such loans, repayment of which is guaranteed
by the United States or any agency or instrumentality thereof which
is wholly owned by the United States, and exclusive of any portions of
such loans which are owned by others through participation
arrangements.

B. Amend Section 441 (b) of IR, 13270 (relating to net operating loss dedue-
tion) by adding “or a business development corporation to which section 603
applies” to subparagraph (I*') as set out in said Section, so that said subpara-
graph (F') reads as follows:

“(F) In the case of a finaneial institution to which section 585
or 593 appl.ies or a business development corporation to which see-
tion 605 applies, a net operating loss for any taxable year after
July 11, 1969, shall be a net operating loss carryback to each of the
10 taxable years preceding the taxable year of such loss and shall
be a net operating loss carryover to each of the 5 taxable years fol-
lowing the taxable year of such loss.”

C. Amend Section 441(a) of H.R. 13270 to strike out paragraph (3) of Section
gss()a) as set forth therein (the definition of a business development corpora-

on). .
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ALTERNATIVE LANGUAGE
(See first full paragraph on Page 6 of Mr. Ogilvie's statement.)

The following are proposed alternatives to Section 605(h) (2) as appearing
supra on Pages 2-4 in this Appendix, and to Section 605(b) (4) (A) as appearing
on Pages 5 and 6 of this Appendix:

Scction 605(b) (2):

“(2) Percentage of Outstanding Loans Method.—The amount deter-
mined under this paragraph for the taxable year shall be such amount
as is pecessary to increase the balance (as of the close of the taxuble
year) of the reserve for bad debts to 10 per cent of the leans outstand-
ing at such time, exclusive of any portions of such loans, repayment of
which is guaranteed by the United States or any . gency or instrumen-
tality thereof which is whelly owned by the United States, and exclu-
sive of any portions of such leans which are owned by others through
participation arrangements.”

Section 605(b) (4)(A):

“(A) The amount determined under this subparagraph for the
taxable year shall be such amount as is necessary to iucrease the
balance (as of the close of the taxable year) of the reserve for had
debts to 10 per cent of the loans outstanding at such time, exclusive
of any portions of such losns, repayment of which is guaranteed by
the United States or any agency or instrumentality thercof which is
wholly owned by the United States, and execlusive of any portinns
of such loans which are owned by others through participation ar-
rangements.”

Senator ANpERson. Mr. Williams.

STATEMENT OF GEORGE C. WILLIAMS, PRESIDENT, NATIONAL
ASSOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES;
ACCOMPANIED BY CHARLES M. NOONE, GENERAL COUNSEL

Mr. WiLLiams. Gentlemen, my name is George C. Williams. I am
president of the National Association of Small Business Investment
Companies. Accompanying me is Mr. Charles M. Noone, our trade as-
sociation’s general counsel.

Our association represents 225 of the 350 active companies licensed
by the Small Business Administration under the Small Business In-
vestment Act of 1958. The member companies of our association
account for over 80 percent of the assets committed to the SBIC
program,

In the 10 years since the passage of the 1958 act, SBIC’s have made
over $1.5 bi{lion available to small business concerns in over 30,000
separate financings. At the present time, the active SBIC’s have total
assets of about $585 million and have disbursed an average of $150
million a year over the past 2 years to small business concerns.

‘We are particularly concerned with sections 421 and 443 of H.R.
13270 as they would affect the financing activities of SBIC’s.

Section 421 of the bill, relating to stock dividends, would, as we
understand it, result in taxable income to shareholders of small busi-
ness concerns financed by SBIC’s where there are “disproportionate
distributions” by such portfolio companies. I refer specifically to the
proposed treatment. of convertible preferred stock and changes in con-
version ratios and redemption prices,

We have no quarrel with the present law taxing corporate distribu-
tions where the shareholders can elect between a stock dividend and

4
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the receipt of cash or other property, but. we are fearful that the pro-

extension: of this principle to convertible securities could pro-
duce harmful results for shareholders of our portfolio companies and
add considerable complexity to SBIC financing arrangements.

SBIC’s are venture capital companies. They are encouraged to pro-
vide long-term loan fun(g and equity capital to eligible small business
concerns. The 1967 amendments to the Small Business Investment
Act of 1958 encouraged SBIC’s to increase their equity-type financing
as distinguished from straight lending.

While definitive statistics on the nature of SBIC financings that
would be adversely affected by the pending proposals are not avail-
able, we estimate that a substantial and significant number of them
do include convertible preferred stock or other convertible securities,
including warrants or options, in which provisions are made for
changes in conversion ratios and redemption prices geared to the
holding period on such securities and changes in the earnings or net
worth of portfolio companies.

We are particularly concerned that the bill would vest in the Secre-
tary of the Treasury, or his delegate, the authority to determine what
types of transactions might be treated as disproportionate distribu-
tions. We can see this suggestion leading to considerable confusion
and endless litigation.

We urge this committee to amend section 421 of the bill to exempt
SBIC financing instruments from the provisions of that section relat-
ing to disproportionate distributions. In the alternative, and in lieu
of delegating decisions in this important area to the Treasury Depart-
ment, we urge the committee to write into the bill precise language on
which we and our portfolio concerns can rely in providing needed ven-
ture capital financing to small business concerns. We further nurge that
any change of this nature be made effective only with respect to future
financing transactions, and that it not apply to outstanding instru-
ments.

Section 448 of the bill would treat gains on securities held by finan-
cial institutions as ordinary income. As the reports of the Committee
on Ways and Means point out, this particular provision is designed
to accomplish parallel treatment for similar types of financial institu-
tions. But the bill would amend only subsection (¢) of section 582 of
the code and section 1243 relating to SBIC’s. If parallel treatment is
indeed to be accomplished, we likewise recommend amendment of sub-
section (a) of section 582.

Subsection 528(93 of the code now permits a “bank” to take an
ordinary loss on a debt which is evidenced by a security as defined in
code section 165 (g) (2) (C). Contrary to the assertion contained in the
House committee report relating to this section, SBIC’s are not now
given similar treatment. We belicve they should be given parallel
treatment under this section as well as under subsection 582 (c).

We would suggest therefore that subsection 582(a) of the code be
further amended by striking the word “bank” and by substituting the
language now proposed to be included in subsection 582(c), namely
“financial institution to which section 5835 or 593 applies * * *. Such
an amendment would conform to the proposed amendment relating to
the heading for section 582 which would substitute the words “finan-
cial institutions” for the word “banks.”



1816

We were pleased to note the recommendations of Secretary Kennedy
and Assistant Secretary Cohen of the Treasury Department in their
September 4 statements before this committee where they proposed a
special tax deduction of 5 percent of gross interest income from loans
for residential construction and “loans guaranteed by the Small Busi-
ness Administration.” We were concerned, however, that Secretary
Kennedy particularly seemed to suggest the deduction only for com-
mercial banks, mutual savings banks, and savings aud loan associa-
tions. .
Due to recent budgetary restrictions, the Small Business A dminis-
tration has been unable to provide any direct financing to SBIC’s. As
an alternative, the Agency and the SBYC industry have been seeking
money needed to continue their financing activities not only from
banks but from insurance companies, pension funds and other insti-
tutional lenders, these loans to be backed by SBA guarantees., We
would hope therefore that the proposed interest deduction on SBA-
guaranteed loans, if adopted by the committee, would be available to
ﬂnys ]g:{ling institution providing funds to SBIC’s on loans guaranteed

y .

By the same token, SBA has been actively exploring the possibility
of guaranteeing SBIC loans in certain areas. We would hope there-
fore that should such a guarantes program be inaugurated, SBIC’s
likewise would qualify for the special tax deduction proposed by the
Treasury Department,

I am advised that the National Small Business Association has in-
formed your committee by letter of its support of our statement with
respect to section 421 of the bill. It is respectfully requested that the
letter from the National Small Business Association be incorporated
in the record of this proceeding at this point.

We thank you for this op}i{ortunity to appear.

Senator ANpErsoN. Thank you,and we will print the letter.

(The letter referred to follows:)

NATIONAL SMALL BUSINESS ASSOCIATION,
Washington, D.O., September 11, 1969.
Hon. RussgLL B. Long,
Ohairman, Commitice on Finance,
U.S. Senate, Washington, D.C.

Dear CHAIRMAN LonNa: National Small Business Association supports the
statement of Mr. George O. Williams, President of the National Association of
Small Business Investment Companies, with respect to Section 421 of H.R. 13270.

The proposed Section 421 would complicate the financing of smaller corpora-
tions with respect to convertible stock and securities. In some respects it could
preclude the u.je of such type of inancing. ) .

Incorporation of this letter into the record of hearings on H.R. 13270 will be
appreciated.

Sincerely,
JoaN Lewis,

Ezecutive Vice President.

Senator ANDERsSON. Any questions?

Senator Bex~Nerr. Mr. Williams, just for the record, can you give
us any information which would indicate the proportion of or the
relation between your equity capital loans and your direct loans?

1 Bgr Vgn,m aMs. You mean the equity type loans as opposed to direct
endin : :
Senagtor Benn~ETT. Yes,
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Mr. WiLLiams. Well, as I recall, Senator Bennett, straight loans are
about 40 percent, direct stock ownership about 20 percent, and the bal-
ance is in various forms of convertible debentures or equity rights.

Senator BENNETT. Don’t you have many of the same problems that
Mr. Ogilvie talked to us about ?

Mr. WiLLiams. Yes, sir, we do, some of the same problems,

Senator BENNETT. Aren’t both groups really trying to reach the
same need in our economy ?

Mr. Wirriass. That is absolutely true. We are trying to reach the
small businessman. We are trying to provide financing for the small
business community.

Senator BEn~NETT. The difference is that you work under the spon-
sorship and guarantee of SBA while the men in the other group are
working out in the open market without that sponsorship.

Mr. WiLLiams. We have the sponsorship of the Small Business Ad-
ministration and are permitted to borrow certain funds——

Senator BENNETT. That is right.

Mr. WmLrams (continuing). From SBA. )

Senator BENNETT. But your problems are essentially the same.

Mr. WirLiams. I would say basically ; yes, sir.

Senator BeEnNETT. Thank you.

Senator ANpERsoN. Senator Byrd ¢

Senator Bxrp. No questions, Mr. Chairman.

Senator ANDERsON. Senator Miller ¢

Senator MILLER. Are you, that is, SBIC’s in competition with the
business development corporations?

Mr. Wirriams. No, sir.

I would say we are not in competition with them. We provide a dif-
ferent type of financing, in my estimation,

Senator MiLLEr. What is the difference ?

Mr. Wirrrams, Sir?

Senator MiLLer. What is the difference ¢

Mr. WirLiams. SBIC’s look primarily to their profit from the risk
they take in financing small business concerns. They sponsor what they
hope to be good management. They make investments with good man-
agement in a business they hope will prosper. If the company prospers
they stand to have a substantial, hopefully substantial, gain through
their ownersllﬁﬁ in that business,

I don’t think the development group engages heavily in this type
of financing.

Senator MiLLer. Thank you.

Senato: ANDERsON. Senator Jordan ¢

Senator JorbaN. No questions.

(George C. Williams prepared statement follows :)

STATEMENT OF GEORGE O. WILLIAMS, PRESIDENT, NATIONAL ASSOCIATION OF SMALL
BUBINESS INVESTMENT COMPANIES

Gentlemen: My name is George C. Willlams. I am President of the National
Association of Small Business Investment Companies (“NASBIC”). Our Asso-
ciation represents 225 of the 850 active companies lcensed by the Small Business
Administration under the Small Business Investment Act of 1958 (“1958”). The
member companies of our Association account for over 80% of the assets com-
mitted to the SBIC program.
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In the ten years since the passage of the 1958 Act, SBICs have made over $1.5
billion available to small business concerns in over 30,000 separate financings.
At the present time, the active SBICs have total assets of about $585 million and
have disbursed an average of $150 million a year over the past two years to small
business concerns.

We are particularly concerned with Sections 421 and 448 of H.R. 13270 as they
would affect the financing activities of SBICs. .

We have no quarrel with the present law taxing distrivution of property
where the shareholders can elect between a stock dividead and the receipt
of cash or other property, but we are fearful that the propused extension of this
principle to convertible securities could produce harmful results for share-
Lolders of our portfolio companies and add considerable complexity to SBIC
financing arrangements.

SBICs are venture capital companies. They are encouraged to provide long-
term loan funds and equity capital to eligible small business concerns. The
1967 Amendments to the Small Business Investment Act of 1958 encouraged
lSBfl(l)s to increase their equity-type financing as distinguished@ from straight

ending.

While definitive statistics on the nature of SBIC financing that would be
adversely affected by the pending proposals are available, we estimate that a
substantial and significant number of them to include convertible preferred
stock or other convertible securities, including warrants or options, in which
provisions are made for changes in conversion ratios and redemption prices
geared to the holding period on such securities and changes in the earnings or
net worth of portfolio companies.

We are particularly concerned that the bill would vest in the Secretary of the
Treasury or his delegate the authority to determine what type of transactions
might be treated as disproportionate distributions. We can see this suggestion
leading to considerable confusion and endless litigation.

We urge this Committee to amend Section 421 of the bill to exempt SBIC
financing instruments from the provisions of that section relating to dispro-
portionate distributions. In the alternative, and in lieu of delegating decisions
in this important area to the Treasury Department, we urge the Committee to
write into the bill precise language on which we and our portfolio concerns
can rely in providing needed venture capital financing to small business concerns
We further urge that any change of this nature be made effective only with
respect to future financing transactions, and that it not apply to outstanding
instruments.

Section 443 of the bill would treat gains on securities held by financial institu-
tions as ordinary income. As the reports of the Committee on Ways and Means
point out, this particular provision is designed to accomplish parallel treatment
for similar types of financial institutions. But the bill would amend only sub-
section (c) of Section 582 of the Code and Section 1248 relating to SBICs, If
parallel treatment is indeed to be accomplished, we likewise recommend amend-
ment of subsection (&) of Section 582.

Subsection $82(a) of the Code now permits a “bank” to take an ordinary loss
on a debt which is evidenced by a security as defined in Code Section 165(g)
(2) (C). Contrary to the assertion contained in the House Committee report
relating to this section, SBICS are nof now given similar treatment. We believe
they should be given parallel treatment under this section as well as under
subsection 582(c).

We would suggest therefore that subsection 582(a) of the Code be further
amended by striking the word “bank” and by substituting the language now
proposed to be included in subsection 582(c), namely “financial Institution to
which Section 585 or 593 applies . . .” Such an amendment would conform to
the proposed amendment relating to the heading for Section 682 which would
substitute the words “financial institutions” for the word “banks”.

We were pleased to note the recommendations of Secretary Kennedy and
Agststant Secretary Cohen of the Treasury Department in their September 4
statements.before this Committee where they proposed a special tax deduction
of 59 Of gross interest income from loans for residential constriuction and ‘loans
guiranteed by the Small Buslitess Administration”. We were concerned, however,
that Secretary Kennedy particularly seemed to suggest the dedaction only for
commercial banks, mutual savings banks and savings and loan assoclations.

Due to recent budgetary restrictions, the Small Business Administration has
been unable to provide any direct ﬂnaxzclng to SBICs. As an alternative, the

.
H
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Agency and the SBIC industry have been seeking money needed to continue their
financing activities not only from banks but from insurance companies, pension
funds and other fustitutional lenders, these loans to be backed by SBA guarantees.
We would hope therefore that the proposed interest deduction on SBA-guaranteed
loans, if adopted by the Committee, would be available to any lending institution
providing funds to SBICs on loans guaranteed by SBA.

By the same token, SBA has been actively exploring the possibility of guar-
anteeing SBIC loans in certain areas. We would hope therefore that should such
a guarantee program be inaugurated, SBICs likewise would qualify for the
special tax deduction proposed by the Treasury Department.

I am advised that the National Small Business Association has informed your
Committee by letter of its support of our statement with respect to Section 421
of the bill. It is respectfully requested that the letter from the National Small
Business Association be incorporated in the record of this proceeding at this

point.
We thank you for this opportunity to appear.

STATEMENT OF ARTHUR T. ROTH, CHAIRMAN, BOARD OF DIREC-
TORS, THE FRANKLIN NATIONAL BANK, AND COCHAIRMAN,
BANKERS COMMITTEE FOR TAX EQUALITY

Mr. Roru. Mr. Chairman, and gentlemen, my name is Arthur T.
Roth, I am chairman of the boarg of the Franklin National Bank,
New York City. I appear before your committee as cochairman of
the bankers committee for tax equality. QOur committee represents
nearly 5,000 commercial banks engaged in commercial and savings
banking throughout the United States.

Mr. Chairman, at this time, may I interrupt and be given the oppor-
tunity to say a word with regard to small business investment com-
panies? It is not part of my testimony. I did not come here intending
to do so but I happen to be chairman of the board of the Franklin
Corp., which is a small business investment company, and I thoroughly
agree with the statements made by Mr. Ogilvie and Mr. Williams,

We have a serious problem with regard to how much of a loan loss
reserve we can set up. Our loans, as has been said to you, are granted to
companies and individuals who cannot receive bank credit. I would
like to suggest that, just as in the case of commercial lenders and all
other types of business corporations, small business investment com-
panies be given the opportunity to use a loan loss reserve equivalent
to their average loses for the last 6 years. That has been discussed here
and that is what is being recommended for commercial banks also. But
in addition to that, as you may know, these same businesses, corporate
businesses, also can age their accounts receivable and, based upon an
aging of their accounts receivable, set up o reserve which is totally
apart and different from the 6-year average.

Now, in the case of a small business investment company we have a
loss only when it is a loss, but we have many doubtful loans, loans on
which borrowers are not paying current interest; and certainly we
should be allowed to set up a reserve against those of, let’s say, 50
percent of the amount of the loan.

There are other loans that are substandard in nature. Business is
declining, 'Froﬁts are declining, they are starting to run into losses, and
so forth. They should be allowed a 25-percent reserve against such
loans. And then there are loans that have other weaknesses, definite
weaknesses, and they should perhaps be allowed & 10-percent resarve
against those loans, ‘
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So I would like to say that we be treated the same as all other busi-
nesses, and that we be allowed in addition to the 6-year average re-
serve based on actual lcsses a reserve based upon an evaluation of each
of the loans and a classitication of the loans along the lines that I have
mentioned.

Shall I proceed now ¢

Senator ANDERsON. Go right ahead.

Mr. Rorr. First permit us to compliment the Senate Committee on
Finance, as well ag the rest of the Congress, for their readiness to re-
spond to the public demand for tax reform and tax justice. The House
bill that is before you goes a long way toward closing many loopholes
that allow some Individuals and businesses to avoid, partially or
wholly, the payment of taxes. When they do so, of course, others who
are fuliy taxed have to bear more than their fair share of the tax bur-
den. What we term loopholes today were, in the past, in many instances,
originally intended to encourage and stimulate certain segments of the
economy and were ensacted for the public ﬂgood, but stimulation, like
Eump priming, is yequired only until the flow starts and then should

e discontinued. Wao hope that in the future pump-priming subsidy
tax legislation wili have an ex;iiration date suitable to its purpose.

The principal provision applying to commercial banks in the House
bill, if enacted, would result in the collection of additional taxes from
commercial banks of aoproximately $250 million annually. It provides
for the elimination of che 2.4-percent bad-debt loss reserve and places
the banks on an act 1al experience basis, and it also gives us a 10-year
loss carryback which is extremely valuable. The 2.4-percent loss re-
serve is the equivalent of an addition of about 8 percent to the capital
funds of the bank, which is nowhere near a catastrophic reserve such
as we do need and such as we should have, But a loss carryback of 10
years is the equivalent of many times a 2.4 percent loan loss reserve.

Many bankers will feel that unless the savings and loan associations
and mutual savings banks are taxed in the same way on their earnings
as commercial banks are, tax equality will not have been achieved and
an unfair loophole will still exist.

The House bill would in the future base the bad-debt reserves of
commercial banks on actual loss experience, It would reduce, over a
10-year period, the special bad-debt allowances now allowed to savings
and loan associations and mutual savings banks; it would not eliminate
them. Thus, the House bill provides an imperfect soiution as far as
the commercial banks are concerned.

According to the Ways and Means Committee, the House bill would
result in commercial banks paying an effective tax rate of about 31
percent. The reason this rate is computed to be less than the full
effective tax rate of about 44 percent paid by industrial corporations
is because of the way in which income received from tax-exempt
municipal obligations is handled in the computation. The Ways and
Means Committee adds the full amount of tax thereon. In real eco-
nomic terms, this approach is not correct.

- Since the municipality pays substantially lower interest than would
be paid on a taxable bond, the transaction is the same from an economic
standpoint as though the municipality had sold the bond at the oing
interest rate for comparable taxable bonds, the holder of the%»on

had paid a tax equal to the difference between the going interest rate

!
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and the lower rate actually paid by the municipality, and this tax
had been turned over to the municipality. )

Consequently, to correctly compute the effective tax rate of banks
holding tax-exempt bonds, it is necessary to add to taxahle income
the amount the bank would have received had it purchased taxable
bonds and to add to the tax paid by the banks the benefit realized by
the municipality from the tax subsidy. )

On this II))asis, under the House bill, commercial banks would pay
an effective tax rate on their economic income that would be generally
comparable to the effective rate paid by industrial corporations.

e were disappointed that the House bill did not equalize the
bad-debt loss reserves for the banks on the one hand and the savings
and loan associations and the mutual savings banks on the other,
although its proposals, with some modifications, would represent im-
provement over present tax formulas.

The Treasury recommendations relating to financial institutions
differ from the House bill. First, they would base future additions
to bad-debt reserves of all financial institutions on actual loss experi-
ence. This would achieve the full equality of tax treatment that our
association has so long supported. Then, the Treasury recommends &
special incentive deduction of 5 percent of the interest on certain
types of loans which should be encouraged, such as residential mort-

age loans, student loans, and SBA loans. This incentive would be
available to all financial institutions,

We heartily endorse the policy of the Treasury proposals, both
from a tax equality standpoint and from the standpoint of the en-
courz;semenb it would provide for increased loans where they are
needed and where interest rates are now so high.*

I would like to go further and say that hearing about the 10 percent
t]hat ‘lva.s proposed for low income housing I would go along with
that also.

The membership of the Bankers Committee for Tax Equality
comes almost entirely from small commercial banks. On December 31,
1968, 85 percent of all the commercial banks in the United States had
deposits of under $25 million and their aggregate deposits equaled
19 percent, of total deposits, or $84 billion.

Residential mortgages held by all commercial banks in the United
States totaled $41 billion. It is estimated that about a third of the resi-
dential mortgages held by commercial banks are held by small banks
with deposits under $25 million.

These small banks will benefit more than the larger banks from
the Treasury’ifn'oposal. Generally, the smaller the commercial bank
the greater will be the advantage of the Treasury proposal, because
of their higher ratio of residentia mort%a .

The effect on earnings of savings and loan associations and mutual
savings banks would be much Freater, as they have a higher percen-
tage of their assets in residential mortgages.

ut the real beneficiary of the Treasury proposal will be the home
buyer and residential tenant. The Treasury proposal will increase
competition for residential loans and thereby drive down the interest

*The Treasury proposal provides that the new incentive deduction cannot reduce taxadle
income below 60 percent of taxable income before the incentive deduction, but increagsed by
the amount of tax-exempt interest and the intercorporate dividend deduction.
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rate. Indeed, it is possible that the tax subsidy received by the finan-
cial institutions will be largely offset by the lower interest rates they
will have to charge to compete in the mortgage market.

Now, this morning I was shocked to learn that the proposal of the
Treasury with regard to the 5 percent subsidy applies to all mort-
gages that are on the books of our financial institutions as of the present
time even though some of these mortgages may have been made 5
years ago, or even 10, 15, or 2G years ago. I thought that the purposze
of such a subsidy is to provide an incentive to make new loans in the
future. How can we give a subsidy based upon what has occurred in
the past?

We hope, therefore, that your committee will adopt the Treasury
proposals, after making this correction. In the event, however, that
the committee decides to follow the House approach, we urge the
following changes:

1. Under present law, savings and loan associations and mutual sav-
ings banks are allowed additions to their bad-debt reserves equal to
60 percent of taxable income. The House bill reduces this to 30 per-
cent over a 10-year period. Since this still would give these institutions
a substantial tax advantage over commercial banks, we recommend
that this tax subsidy be reduced to 20 percent, or less, by the end of the
10-year period.

2. Present law provides that additions may be made to the bad-
debt reserves of mutual thrift institutions until the reserve reaches
6 percent of qualifying real property loans. This ceiling permits the
accumulation of excessive bad-debt reserves and should %e reduced to
4 percent or less.

3. The House bill permits the full benefit of the special bad-debt re-
serve provisions to savings and loan associations only if they invest 82

ercent of their funds in certain q]ualifying assets, including resi-
dential real property loans. Mutual savings banks must invest T2
percent of their funds in qualifying assets to obtain similar treatment.
To assure that these special tax subsidies are limited to cases where the
institutions channel their funds into the intended assets, we recom-
mend that both savings and loan associations and mutual savings banks
be required to invest 85 percent of their funds in qualifying assets in
order to obtain the full tax advantage. Moreover, the definition of
“qualifying assets” should be revised so that it does not include cash
and Government Bonds. But I want to repeat, we stand for the Treas-
ur% recommendations, with the exception that I have noted.
he Bankers Committee for Tax Equality was founded by com-
mercial banks 20 years ago for the sole purpose of helping to create
eqruality of taxation for all types of competing banking institutions.
Wae hope that this year’s tax reform will give us equality and that the
Bankers Committee for Tax Equality will have completed its task.

Thank you, gentlemen. - : . S .

Senator ANDERSON. Any questionsi: R
- "Senator WiLriams Mr. Roth, did I understand you to refer:to this
b percent setaside as & retroactive subsidy for the banking industry ?

" Mr.: Rorn.. That is what the Treasury told me this morning. I
couldn’t believe it and I said “You must be wrong. You had better re-
check it,” and they came back and said “no, that is what we intend, that

i
H
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it be based upon all the loans as proposed by the Treasury, that are on
the books of the institutions at the present time.

Senator Wimrrays. Do you think that can be justified?

Mr. Rorir. I don’t see how an incentive or a subsidy can he based upon
what occurred in the past years.

Senator WiLLiams. Would you have an estimate as to how much
money would be involved if that were adopted ?

Mr. Rorn. Well, of course, over a period of about 15 years it would
be equalized. In other words, the loans that are on the books at the pres-
ent time will have been amortized and paid off in 15 to 20 years or so
and the new loans that have replaced those that have been paid off will
all be subject to the 5 percent. :

How much would be involved annually? Well, I would say in the
case of commercial banks, $90 million—before tax $90 million, after
tax close to $40 million, In the case of savings banks and savings and
loan associations, four times that amount, maybe $200 million overall
involved.

Senator WiLrL1ays. Then, in your opinion, this is a subsidy over and
bevond the existing law allowances?

Mr. Rorui. That is right.

Senator WiLrrams. Yes.

No further questions.

Senator ANDERsON. Senator Bennett.

Senator BenNerT. You represent the Bankers Committee for Tax
Equality ? You heard Mr. Ogilvie this morning say that development
compantes should be allowed to accumulate a reserve of 10 percent. Do
you have any commenton that?

Mr. Rorn. I don’t like any across-the-board, industrywide reserve.
There are small business investment companies, Jike some banks, that
make very risky loans. Their losses are heavy. There are others that
never:have a loss. So an industrywide reserve is not good. Banking is
the onlf; group that had it and I think it is wrong that we have it. It
should be based on experience. :

Senator BENNETT. You remember, Mr. Ogilvie said they haven't
been there long enough safely to base their reserves on experience.
Do you think they might be given a phase-in period?

-~ Mr. Rora. Well, they were originally given a phase-in period. That
phase-in period expired about a year ago. Frankly, I dor't think the
phase-in period was long enough. I think they should have an extension
of it, but I also feel, as I mentioned before, that in addition to a loss
reserve hased on experience they should also have an alternative based
upon an aging of their loans, whether they are doubtful, substandard
and so forth.. - - Lo

- -Senator Benxerr. Well, of course, they say all their loans are sub-
standard by definition before they start. -

Mr. Rorh. Yes, that is true. They have to be, because the loans would
have to have been turned down by a bank; and for that reason, you
have to be more lenient in the loss reserve that you allow them.

Senator BENNETT. How long an additional extension of their aging
period do you helieve they should have?

Mr. Rori. Well, T say a minimum of 3 years. It would be more
reasonable to let them have 5 years.
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Senator BEnNNEerT. Thank you very much.

Senator ANDERsON. Senator Byrd.

Senator Byrp. Thank 1you, Mr. Chairman.

Mr. Roth, I am not clear as to your position on the 2.4-percent
reserve for bad debts.

Mr, Rom. I feel the banks should not have an industrywide reserve
for bad debts. It should be just as I said with regard to small business
investment companies, Some banks never have losses on loans. Other
banks are more liberal and have heavg losses. Why should there be an
industrywide reservef It should be based on experience. The 6-year
loss average is what I would advocate, which is in the House bill.

In addition to that, the House bill allows a 10-year carryback for
losses, which is truly a catastrophic reserve. This is what banks do
need. They do need it in the public interest and in the interest of the
economy of our Nation—a catastrophic reserve. The closing of a bank
causes grave COnsequences.

Senator Byrp. You favor the House position on that?

Mr. Rorn. I favor the House position.

Senator Byrp. Thank you, Mr. Chairman.

Senator ANDpERsON. Senator Miller; Senator Jordan.

Senator JorbaN. No questions.

Senator MiLiLer. I just wanted to comment, Mr. Roth. I can appre-
ciate the refinement that goes into your recommendation for taking
a look at different kinds of loans and the different status for various
kinds of loans, but I suggest to you that this could be almost an im-
possible administrative chore to throw on the Revenue Service be-
cause this bank or this lending institution here might have a group
of officers who decide that this particular loan is in such a category as
to want a 25-percent bad-debt reserve and another bank in another
part of the country might have a very similar situation where they
could perhaps feel that 10 percent is all right, and then you throw
it upon the Internal Revenue Agency to make an evaluation. And
while I think that within a group of financial experts we might say
this is & good approach, I suggest to you that from the standpoint of
administration 1t would be virtually impossible to administer.

Mr. Rorm. I would agree with you, sir, except that when we are ex-
amined, whether we are examined by the Comptroller of the Cur-
rency, the Federal Reserve, or the Federal Deposit Insurance Cor-
poration, all three agencies classify our loans as lost, doubtful, sub-
standard, special mention. So we can use their classifications for that
p *l :

enator Mrrer. Well, if you could break out a classification like
that perhaps you have a point. I don’t know how current the classi-
fication woul and how recent the classification would have to be.

Mr, Rora. Well, we are examined— S
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Senator MiLLER. That would certainly help. If that is a feasible
thing to do, that would certainly help with the problem I have. How
nften are you examined as to classification?

Mr, Rorn. At least once a year. Three times in 2 years.

Senator MrLLer, In other words, the most recent one would be the
basis.

Mr. Rora. The most recent one would prevail.

Senator MiLLEr. And you have four different categories?

Mr, Rori. We have those categories.

Senator MiLrer. And you are suggesting separate bad-debt reserve
as to each of those four separate categories?

Mr. Rora. I suggest that the 6-year average be used but that the
bank have the option of using these classifications. We have the same
thing with regard to any business company. The law doesn’t specify—
the law specifies the 6-year average but, on the other hand, they are
allowed to do an aging of their accounts receivable and set up a reason-
able reserve regardless of the 6-year average.

Senator MiLLer. Would you furnish to the committee an example
of _ho“?v a particular lending institution would handle such a classifi-
cation

Mr. Rora. Yes, I could.

Senator MiLLer. Thank you.

(The committee subsequently received the following letter from
Mr. Roth.)

FRANELIN NATIONAL BANK,
Franklin Square, N.Y., September 18, 1969.
SENATE COMMITTEE ON KINANCE, i
U.S. Senate,
Washington, D.C.

GENTLEMEN : When I testifled before your Committee on September 15th I was
asked to submit some additional information with regard to the recommendation
that I made that commercial banks, in addition to being allowed a loan loss re-
serve equal to the average of its losses for the past six years, be given the option
of setting up a loan loss reserve hased upon their loans subject to criticism by
the Examining authorities.

The six year average loss reserve recommended by the House is based upon
past experience in losses. However, it is often much more important that a bank
set up reserves based upon what they can expect in the way of losses in the fu-
ture. This can be determined from the Report of Examination of their supervisory
authorities. A bank may have a low loss reserve over the past six years, but its
criticized loans may indicate catastrophic losses for the future and they should
be in a position to adequately reserve against these coming catastrophic losses.

The recommendation that I made was to the effect that this optional reserve
be based upon classifications of criticized loans. Please note that the lower
percentage figure is the amount that I stated in my testimony. However, I feel
that this is a minimum and, therefore, have included in addition to the minimum
percentage of reserve, a second figure which I feel is more realistic especlally
because of the position of banks in the economy of our nation.

There is enclosed definitions of Sub-Standard and Special Mention loans, to-
gether with sample sheets covering these loans, taken from a Report of
Examination. :

The reserves I recommend to be set up against classified loans are as follows:

33-865—09—pt. 8——05
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[in percant]
Minimum Recommended
reserve reserve
[ (L 80 75
Substandard..... ... ivieveecaacanann-. 25 50
SPOCial MERtON. c.ce o ireeaereeeceeanena—- meraeneccnanann 10 25

I would recommend that the banks be permitted to apply the recommended per-
centage based upon the last Report of Examination of the bauk, (Examinations
are made at least once a year) and that this amount may be used for the income
tax report at year-end whether or not the criticized loans have been paid or
reduced. New criticized loans will have crept in substantially offsetting the
reduced criticized loans. .

If you would like to have me come to Washington to discuss this in more detail I

would be happy to do so.
Cordially,
Arraur T. RorH,
Chairman of the Board.
CHARTER NO. 12997 '
. Amount, maker, endorser, Sub-

security and comments Date Class Overdue  standard Doubtful Loss
Deleted]. . .coerennam e July 30,1968 e .eeeiiceeecieienaas weeeevenecaraoras
(072111 | May 25,1964 B 70,000 ............ remeoemennn 70, 000

Estate’s main asset is parcel of fand in
Florida which is encumbered and which
sale has not been possible to date. Re-
mote collection prospects of our loan.
Chargeoff agreed, . o
{Deleted)... .. ... o Apr. 8,1967 A 99, 000 50, 000 49,000 ............
This (s a participation in a $150,000
loan which was purchased from Metro-
litan National Bank of Maryland; col-
ateraled by first lien on a parcel of fand
in Washington, 0.C.; appraised at $200,-
000 by !ge originating bank. A recent ap-
praisé| by a developer valued the prop-
erty at no more than §75,000, His state-
mentof Feb. 15, 1968 shaws 3 substantial )
net worth. This is considered unrealistic
as he has very little real equity in his . ’ e
realty hofdings and he is having difficuity :
In meeting mortgage payments. He also
operates two restaurants which are re-
to be successful. Bank plans to
teciose and seek a buyer for the prop-
erty, and any deficiency judgment wouid
be obtained against Laganas. -
o

s

... Dec.. 15,1967 A
. Des. 15,1957 A

’ companies operating under chap- -
tor X{ of Bankruptey Act. A proposed -
sottiement of 35 percent to creditors over
a miod of }nrs%’a‘s been made and was
intormally dpproved. It is doubtful that
operations would pérmit the corpora-
tioas to mest the proposed annual credi- .
tor payments based on poor experience .
to date. For the deficlancy of 5 percent
under the settlement, bank has faken . .
from guataptors a secopd lien on apast- ;. i
ment house yaiued at $43,000, subject
t0-320,006 first tien, and-dlso Nssigned .-
participations in 2 third mortgages, | of

which is:jp.default. The anly portipg of . .. .- . .. S e,

th'oig oan‘smwlac’h ;‘pgea,rs 'egfedlbre is ¢ Te '

that collateraled by the sacond lien with

$25,000 net equity. Chargeoff of balance

of loans sgreed.

{Delated ). ....... eaaiiiceecaasaana Aug. 14,1968 B 879, 345 879,345 e
Unsecured; continuous from Septem- '

ber 1966; another bank shares 3 like

amount of credit. interim statament May

31, 1968 showed working capital of $568,-

003, current debts. of §3,759.000. tots'

debts $4,541,000, and net worth $1,480,-

000. Com lost $354,000 from opera-
tions in ﬁ?:’gmonth interim pevius’f‘Q
i

54,700
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OTHER LOANS ESPECIALLY MENTIONED~—CHARTER NO. 12997

[This schedule includes loans or portions thereaf which are superior in quality to those classified substandard, but which,
for the reasons indicated, are believed to warrant more than usual management attention.|

S $1, 500, 000
12 SRR ~500, 000
L 1,000, 000

This bank given $2,000,000 unsecured line; aggregate lines at 15 banks total $52,500,000, Interim statement
Aug. 31, 1968, showed utt;énet worth plus sucordinated debt) $21,100,000, senior debt $47,600,000, For
fiscal year andin%orélay 31, 1968, the company showed a loss of $6,638,000 (before related tax credit), after

roviding $7,900,000 for reserves against receivables. Actual chargeoffs to the reserves for the fiscal year wera
25,600,000 (recoveries were nomlnag; this included a large third lien on the [deleted]. The $7,900,000 pro-
vision made to the reserve account during the year included $6,000,000 primarily for two special situations;
the [deleted) group of loans which totaled $10,582,000 and the [deleted] group of loans which totaled $7,703,000.
The company's collateral was principally realty equity positions. The C.P.A. has made the special comment
that there are uncertainties involved in the realization of the collateral underlying these two large concentra-
tions, and increases in the reserves for losses could possibly be mluired. The unsoundness of the heavy con-
centrations in high-risk foan categories involved past management. In early 1968, [deleted) acquired 90 percent
ownership, resuiting in management and operational changes with a review committee formed to pass on all
rgao%or transaclions and with 2 policy limit of $2,000,000 in any one situation.

eted.
1 Dem;nd unsecured loan on which $50,000 monthly reductions are being made..._......ooooeeeee .. 350, 000
2) Time unsecured continuous since September 1967 with a high of ;x,oaﬁ.ooo in1968.......... ceosacane 650, 000
3) Unsecured term loan payable monthly through June 1969____ .. ... .. T -2"mmmeetetetet 17,464
4) Unsecured advance to alfiliated [deleted] unchanged at present amount since inception Aug. 31, 1967... 40,000
L 1,057, 464

Interim statement July 31, 1968, showed W/C $1,500,000; current debts $5,381,000; total debts $6,492,000;
N/W $5,995,000. Ogemmg results have been unsatisfactory over the past 3-year period. In fiscal year e nding
Oct. 31, 1966, profit was onl sllghtlr above break even; thera was an operating loss of 31,900.&)0 before
related tax cradit) in fiscal 1967; and for the 9-month pariod in the current year losses continued with $333,00¢
operating deficit. Management anticipates that the full current year may show a break-sven result. Problems
have been reported due to fow blddinioand the lack of proper [ob supervision. Management brought in a new
con?p!trgll)er early this year in order %o effect a tighter rein on casts. ) .
eleted.
1) Unsecured advance originated May 14, 1968, at $100,000 and increased to present amount Oct. 1, 1968_ . 200, 000

2) Unchanged at present amount since inoc;tion November 1967 and supported by various liquid collateral

valued at $40,000 (amount not extended). Further su pported by second liens on three parcels of real estate
located In less than desirable sections of New York City. Bank, however, places no value on this collaterat
at the &rgsent. Fiscal statement Dec. 31, KQGzh shows a highly leveraged position with total debts

$4,459,000 and N/W $683,000. Operations for the period ending statement date indicated profits of

$206,000 before withdrawals of $84,000. Bank's advances were used to finance various acquisitions and

in several construction pro&ects. Repayment Is anticipated from various projécts now fn progress if

sufficient profit is realized. One venture reportediy has encountared extraordinary expenses early in the

construction stage which may curtaif the profit margin .. .. _ .. ... ... .o . 175, 000
Totae........ ceeene srosesarasnes . . ceeee 335,000

Senator ANDERsON. Senator Jordan.

Senator Jorpan. No questions,

Senator BexNeTr. Mr. Chairman, did we for the record establish
Mr. Roth’s connection with a bank, his personal connection rather than
his relationship with the committee ? :

Mr. Rorn. Yes.

I am chairman of the board .of the Franklin National Bank, New
York City, 18th largest bank in the United States.

Senator BENNETT. Thank you, : Y

Senator ANpERsON. Thank you very much. - S

Mr. OorLvie. Mr. Chairman, may I'be recognized to clarify one point,
My name is Ogilvie, I testified just a moment ago and I think there
masybe—-, o '

‘Senator ANDERsON. Let’s not have a debate but make a statement.
'Mr. Oc1LviE. Yes,sir. e S :

Business Development Corp: have not: been phased-in. We have had
no allocation as to the amount of reserva that can be established, and I
believe Mr. Roth at least gave that impression. . ©. .« . - -, - . .

Mr. RotH. For small businesses,

Mr. OciLvie, Small business Investment Corps. have but Business
Development Corps. have not.

Senator BENNETT. Thank you.
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(Arthur T. Roth and L. Shirley Tark’s prepared statement follows:)

STATEMENT OF ARTBUR T. ROTR AND L. SHIRLEY TARK ON BEHALF OF THE BANKERS
COMMITTEE FOR Tax BQUuAaLITY

My name {s Arthur T. Roth. I am chairman of the board of directors of the
Franklin National Bank, New York City. I appear before your committee as co-
chairman of the Bankers Committee for Tax Equality. With me is my fellow co-
chairman, L. Shirley Tark, chairman of the board of directors of the Main State
Bank, Chicago, Illinois. Our committee represents nearly 5,000 commercial banks
engaged in commercial and savings banking throughout the United States.

First permit us to compliment the Senate Committee on Finance, as well as
the rest of the Congress, for their readiness to respond to the public demand for tax
reform dnd tax justice. The House bill that is before you goes a long way toward
closing many loopholes that allow some individuals to avoid, partially or wholly,
the payment of taxes. When they do 50,-0f course, others who are fully taxed have
to bear more than their fair share of the *¢x burden. What we term loopboles
today were, in the past, in many instances, originally intended to encourage and
stimulate certain segments of the economy for the public good. But this stimula-
tion, like pump priming, is required only until the flow starts and then should
be discontinged. He hope that in the future pump-priming subsidy tax legisla-
tien will have an expiration date suitable to its purpose.

THE PBINCIPAL PROVISION APPLYING TO COMMERCIAL BANKS

The principal provision applying to commercial banks in the House bill (H.R.
13270), if enacted, would result i the collection of additional taxes from com-
mercial banks of approximately $250 million annually. It provides for the elim-
ination of the 2.4-percent bad-debt 1oss reserve and places the banks on an actual
experience basis,

Many bankers will feel that unless the savings and loan assoclations and
mutual savings banks are taxed in the same way on their earnings as cornmercial
b&xl:ks ait;é: tax equality will not have been achieved and an unfair loophole will
still ex

The House bill would in the future base the bad-debt reserves of commercial
banks on actual losa experience. It would reduce, over a 10-year period, the special
bad-debt allowances now allowed to savings and loan associations and mutual
savings banks; it would not eliminate them. Thus, the House bill provides an im-
perfect solution as far as the commercial banks are concerned.

According to the Ways and Means Committee, the House bill would result
in commercial banks paying an effective tax rate of about 81 percent. The reazon
this rate is computed to be less than the full effective tax rate of about 44 percent
gpld by industrial corporations is because of the way {n which income received

rom tax-exemﬁlﬁunlcipnl obligatiaons is handled in the computation. The Ways
and Means Co ttee adds the full amount of tax thereon. In real economic
terms, this approach is not correct. o

TAX-BXEMPT INTEREST AND THE BFFECTIVE TAX BRATE

Since the municipality pays substantially lower interest than would be pald on
a taxable bond, the transaction is the same from an economic standpoint as
though the municipality had sold the bond at the going interest rate for compa-
et s o Litomatt rath nd the 10w 181e GCtUALy paid by the municipal-
he goly rest rate and the lower rate actua id by the municipal-

ity,'and this ﬁ‘:‘:"ﬁfﬁ bereeg turned %er to &gnunlclpaﬂty.
Consequently, to correctly compute the effective tax rate of banks holding tax-
exempt bouds, it is necessary to add to taxable income the amount the bank would
have received had it purchased taxable bonds and to add to the tax paid by the

, benefit u-g ‘by the, municipality from the tax subsidy.
“’3’2’ ththl,: w nn‘?l‘e’: the gqun';; mﬁmcbﬁnmergfallgan% v;logl‘d pquan effective
tax ¥ate on thelr ddonoriife income that wolild be géhetally compurable to the
effective rate paid by industrial corporations. - N R

et
T ten
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THE HOUSE BILL DOES NOT EQUALIZE BAD-DEBT LOSS BESERVE

We were disappointed that the House bill did not equalize the bad-debt loss
reserves for the banks on the one hand and the savings and loan associations and
the mutual savings banks on the other, although its proposals, with some modifi-
cations: would represent improvement over present tax formulae,

TREASURY RECOMMENDATIONS

The Treasury recommendations relating to financial institutions differ from the
House bill. First, they would base future additions to bad-debt reserves of all
financial institutions on actual loss experience. This would achieve the full
equality of tax treatment that our association has go long supported, Then, the
Treasury recommends %speclal incentive deduction of 892 of the interest on
certain types of loans which should be encouraged, such &8s residential mortgage
loans, student loans, and SBA loans, This incentive would be available to all
financlal institutions.

We heartily endorse the policy of the Treasury proposals, both from & tax
equality standpoint and from the standpoint of the encouragement it would
provide for increased loans where they are needed and where interest rates are
now 80 bigh.*

EFFECT ON BSMALLER BANKS

The membership of the bankers committee for tax equality comes almost
entirely from small commercial banks. On December 81, 1963, 85% of all the
commercial banks in the United States had deposits of under $25 million and
thelr aggregate deposits equaled 19% of total deposits, or $84 dillion.

Residential mortgages beld by all commercial banks in the United States
totaled $41 billion. It is estimated that about a third of the residential mortgages
held by commercial banks are held by small banks with deposits under $25
million,

These small banks will benefit more than the larger banks from the Treasury's
proposal. Generally, the smaller the commercial bank the greater wlll be the
advantage of the Treasury proposal.

The effect on earnings of savings and loan associations and mutual savings
banks would be much greater, as they have a higher percentage of their assets in
resldential mortgages. )

But the real beneficlary of the Treasury proposal will be the homwe buyer and
residential tenant. The Treasury proposal will increase competition for residen-
ttal loans and thereby drive down the interest rate. Indeed, it is possible that
the tax subsidy received by the financial institutions will be largely offset by the
lower interest rates they will haye to charge to compete in the mortgage market.

The Treasury estimates that the benefits of this incentive would approximate
the revenue loss resulting from the removal of the bad debt reserve provisions.

IF THE HOUSE BILL'S APPROACH 18 FOLLOWED

We hope that your committee will adopt the Treasury proposals. In the event,
however, that the committee decides to follow the House approach, we urge the
following changes:

1. Under present law, savings and loan associatlons and mutual gavings banks
are allowed additions to their bad-debt reserves equal to 60 percent of taxable
income. The House bill reduces this to 80 peircent over a 10-year period. Since
this still would give these institutions 4 substantial tax advantage over commer-
cial banks, we recommend that this tax subsidy be reduced to 20 percent, or leas,
by the end of the 10-year period. .

2. Present law provides that additions may be made to the bad-debt reserves
of mutual thrift institutions until thé réserve reaches 6 percent of qualifying
real property loans. This ceiling permits the accumulation of excessive bad-debt
reserves and should be reduced to 4 percent or less.

*The anun roposal pro that th incentive deduction cannot reduce taxatle
fncome below 68 gefcent o% tpxiae :neolg% %’banﬁhe {ncentive deductloxf. but lng:asod
by the amount of tax-exempt interest and the intercorporate dividend deduction.
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3. The House bill permits the full benefit of the special bad-debt reserve provi-
slons to savings and loan associations only if they invest 82 percent of their
funds in certain qualifying assets, including residential real property loans.
Mutual savings banks must invest 72 percent of their funds in qualifying assets
‘to obtain similar benefits, To assure that these special tax subsidies are limited
to cases where the institutions channel their funds into the intended assets, we
recommend that both savings and loan associations and mutual savings banks
be required to invest 85 percent of their funds in qualifying assets in order
to obtain the full tax advantage. Moreover, the definition of “qualifying assets”
should be revised so that it does not include cash and Government bonds.

CONOLUSION

‘The Bankers Committee for Tax Equality was founded by commercial banks
20 years ago for the sole purpose of helping to create equality of taxation for all
types of competing banking institutions. We hope that this year’s tax reform
will give us equity and that the Bankers Committee for Tax Equality will have
completed its task.

. Senator Anperson. Mr. Clark.

STATEMENT OF EDWARD P. CLARK, PRESIDENT, ARLINGTON FIVE
CENTS SAVINGS BANK OF ARLINGTON, MASS.,, AND CHAIRMAN,
| COMMITTEE ON TAXATION OF THE NATIONAL ASSOCIATION. OF
- MUTUAL SAVINGS BANKS; ACCOMPANIED BY DR. GROVER W.
ENSLEY, EXECUTIVE VICE PRESIDENT, NATIONAL ASSOCIATION
_ OF MUTUAL SAVINGS BANKS

Mr. Crark. Mr. Chairman, my name is Edward P. Clark and I am
eresident of the Arlington Five Cents Savings Bank of Arlington,

ass., and chairman of the Committee on Taxation of the National
Association of Mutual Savings Banks.

With: me are Dr. Grover Ensley, executive vice president of the
association, Dr. Georgy Ilznd, director of research; and Mr. Jack S.
Older, assistant general counsel. : :

There are now before you two proposals to revisa the tax treatment
of financial institutions—the one included in H.R. 13270, the other
included in the administration’s statement to this committee on Sep-
tember 4. Although different in basic approach, the proposals have
in common an especially harsh impact on mutual thrift institutions
and, hence, on mortgage and housing markets. Thus, while their stated
intent is to stimulate, their effect is to reduce, the flow of credit into
housing . and other socially desirable uses, - S o

_In addition to this intent, the administration proposal attempts
to achieve equity. of taxation between mutual thrift institutions and
commercial .banks. It fails on-both counts.. . . = o
- The proposal gives with on hand a “special tax deduction” related
to the gross:income from®désighated, socially desirable investments,
while with the other. hand gakes away.the bad debt reserves allowance
ciirrently-permitted thrift institutions, The taking awsay far more than
offsets the giving, and hence materially discourages residential lend-
ing. We agree with the American Bankerd'Association on the need of
financial institutions for a statutory bad debt reserve allowarice. =~
“"'The, proposal—however well-intended backfires becduse thrift in-
stitutions need no special “incentives” to channel funds into areas such
as housing where they are already heavily invested. Savings banks
have 75 percent of their assets in mortgage loans, and of the mortgage

!
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loans, about 30 percent is on properties located in the 32 States which
do not have savings banks. II)i; backfires because, without a realistic
bad debt reserve allowance to protect against potential losses, prudent
thrift institutions must seek less risky investments, and ultimately
many would convert into commercial banks to gain broader powers.

The provosal backfires, moreover, because the special deduction is
so circumscribed as to limit its usefulness to many savings banks, and
so designed as to fall with widely varying impact on individual in-
stitutions, not necessarily in relation to their residential lending activ-
ity. The savings bank industry, as a whole, would qualify (after the
transition period) for a special deduction of less than 10 percent of
“economic income,” while roughly half of all savings banks would
have no special deduction at all. This, in spite of the fact that the
bulk of savings bank assets would be in socially desirable loans, as
defined by the administration.

The administration proposal could be modified to achieve its stated
objective with respect to mutual savings banks, but not without alter-
ing its basic structure. This is so because (1) a realistic bad debt reserve
provision would need to be included, along the lines of the present law
or of the proposed House bill with appropriate changes, and (2) the
60(-iper<(31ent limitation would need to be eliminated or substantially
reduced.

No one can quarrel with the concept of equity as a basic objective
of tax legislation. But equitable tax treatment does not necessarily
mean identical treatment. In fact, when applied to unequal institu-
tions, identical treatment is inequitable. This is the effect of the ad-
ministration proposal to tax thrift institutions and commercial banks
under the identical formula. The intent of the proposal may be to
achieve tax equity; the result, in fact, would be to aggravate already
existing competitive inequalities stemming from the substantially
broader range of powers, greater flexibility and profitable use of in-
terest-free demand deposits enjoyed by commercial banks.

Equality of tax treatment without equality of competitive oppor-
tunities does in fact place a disproportionately heavy tax burden on
thrift institutions. The burden 1s even heavier than it appears from
the administration statement, because the effective tax rate for mutual
thrift institutions would be higher if “economic income” reflected real-
istic deductions for potential long-term mortgage portfolio losses.

Such realistic bad debt reserve allowances recognize the
reserve needs of institutions whose assets are dominated by long-term
loans, than of commercial banks with predominantly short-term loan
gortfolios. To be sure, mortgage loan losses have been unusually low
during the postwar inflationary economic boom:. But history indicates
that losses tend to be concentrated and substantial during short periods
of time. Such losses generally occur during economic recessions and
declining values, but could also occur when real estate values and
prices are_ relatively stable, rather than rising as in recent years.
gurely, prudent lenders must be prepared for such an eventuality. -

. - Heavier. tax burdens imposed on mutual thrift institutions would
clearly weaken their ability to compete with commercial banks and
hence reduce the supply of funds for housing and inner city rebuild-
ing. In sum, administration fears that the House-passed tax revisions
.would limit “free and open competition between thrift institutions
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and commercial banks” more aptly apply to its owx;({;roposa.ls. If the
Congress, however, decides to impose excessively burdensome tax pro-
visions on thrift institutions, then the Congress should also permit
n;ult.%al iz:rmgs banks the powers to compete effectively with commer-
cial bank

Of the two proposals before this committee, the House bill with
modlﬁoations, would be less harmful.

One objection to the House bill is that it imposes a relatively nar-
row investment standard on mutusal savings banks, The need for in-
vestmént flexibility for mortgage-oriented institutions is widely
recognized as essential to strengthening their ability to attract savings
and generate an expanded supply of mortgage credit over the economic
c{cle. Bﬁ liquidating nonmortgaFe investments, savings banks were
able to channel an amount equivalent to 108 percent of deposit growth
into mortgage loans during the 1966 credit crunch, and oveér 100 per-
cent in the first 7 months of 1969. The importance of such flexibility
was reemphasized in a major congressionslly authorized study just
conlxggate for the Federal Home Loan Bank Board under the direction
of Prof. Irwin Friend. It séems clear that the objective of encouraging
expanded mortgage flows can be better accomplished by not establish-
ing narrow investment standards. Furthermore, flexible powers for
financial institutions are better geared to meeting the Nation’s chang-
ing social and economic priorities over the years, and this was con-
firmed by Chairman Martin of thé Federal Home Loan Bank Board
this morning. ,

‘We do, of course, understand that the objective of the House meas-
ure is to relate bad debt reserve allowances to investments in specific
types of assets, The House does, however, recognize the need of mort-
gage-oriented thrift institutions for bad debt reserve allowances differ-
ent from those of nonmortgage-oriented commercial banks. If the
Congress feels that an investment standard should be imposed on
savings banks for the first time, we urge that it be broadened to in-
clude all types nf mortgage lending, which are essential to thé rebuild-
ing of our urban areas. °
~ 'We urge additional revisions in thé House bill. Our recommenda-
tions in this réspect are detailed in the comprehénsive statement sub-
mitted to this committee which we request be included in the printed
‘record of these hearings. In particular, we strongly believe that the

resent 60 percent maximum percentage of income bad debt reserve
‘allowance be retained, rather than reduced to 30 percent, in order to
avoid a further major reduction in housing credit. _

_All things considered, the savings bank industry fairly believes that
the present tax provisions for mutual savings banks accomplish for
‘hod ng exactly what the Congréss intended—a str?ng stimulus to
residential mortgiige flows. The proposed chiinges, if ens¢ted would
bé particalirly unfortunate at the ipresent timé when housing and
mortgage credit are already depressed and likely to deteriorate further.
It is.“‘;‘?@ﬂ%’g@ note that current tax obligations of savings banks
‘afe rising and will risé sigihificantly further without changing the
presenttax laws, A
12 the Congress, nevertheless, decides to change the liw, it must
“¢onsider: who will ultimately bear the increased burden? The answer
‘seéms clear—it will be the American family, whether homeowner or

4



1833

tenant. Residential borrowing costs will rise, because the sugﬁlg of
mortgage credit will be reduced, and because prudent lenders will have
to provide for bad debt risks out of aftertax dollars. With mortga

credit becoming ever scarcer and more expensive, adoption of either the
administration proposal or the House bill in its present form, will add
another dimenston to the present mortgage and housing crisis, as well
as ﬁermanently increase the costs of housing America. Whether, or
by how much, these costs are increased, is for the Congress to decide.

Thank you, Mr. Chairman,
Senator ANDERSON. Any questions.
Thank you very much.

(Edward P. Clark’s prepared statement follows:)

STATEMENT OF EpWARD P, CLABK, CHAIRMAN, NATIONAL ASSOCIATION OF
MUTUAL SAVINGS BANKS

SUMMARY

Mr. Chairman and members of the Committee, my name is Edward P. Clark. I
am President of the Arlington Five Cents Savings Bank of Arlington, Mas-
sachusetts, and Chairman of the Committee on Taxation of the National Associa-
tion of Mutual Savings Banks, With me are Dr. Grover W, Ensley, Executive Vice
President of the Association; Dr. George Hane, Director of Research; and Mr,
Jack 8. Older, Assistant General Counsel.

There are now before you two proposals to revise the tax treatment of financial
institutions— the one included in H.R. 13270, passed by the House on August 7,
the other included in the Administration’s statement on this bill, presented to this
Committee on September 4. Although different in basic approach, the proposals
have in common an especially harsh impact on mutual thrift institutions and,
hence, on mortgage and housing markets. Thus, while thelr stated intent is to
stimulate, their effect is to reduce, the flow of credit into housing and other
socially desirable uses. ) '

THE ADMINISTRATION PROPOSAL

In addition to this fntent, the Administration proposal attempts to achleve
equity of taxation between mutual thrift institutions and commercial banks.
It fails on both covnts. The proposal gives with one hand a “speical tax deduc-
tion” related to the gross income from designated, socially desirable investments,
while with the other hand takes away the bad debt reserve allowance currently
prermitted thrift institutions. The taking away far more than offsets the giving,
and hence materially discourages residential lending.

The proposal—however well-intended—backfires because thrift institutions
need no special “incentives” to channel funds into areas such as housing where
they are already heavlly invested. It backfires because, without a realistic bad
debt reserve allowance to protect against potential l0sses, prudent thrift in-
stitutions must seek less risky investments, and ultimately many would convert
into commercial banks to gain broader powers.

The proposal backflres, moreover, because the special deduction is so circum-
scribed as to limit its usefulness to many savings banks, and so designed as to
fall with widely varying impact on individual institutions, not necessarily in rela-
tion to their residental lending activity. The savings bank industry, as a whole,
would qualify (after the transition period) for a spectal deduction of less than
10 per cent of “‘economic income,” while roughly haif of all savings banks would
have no special deduction at all. This, in epite of the fact that the bulk of savings
bank assets would be in socially desirable loans, as defined by the Administration,

The Adminisgtration proposal could be modified to achieve its stated objective
with respect to mutual savings banks, but not without altering its basic struc-
ture. This Is so because: (1) a realistic bad debt reserve provision would need
to be included, along the lines of the present law or of the proposed House bill
with appropriate changes, and (2) the 60 per cent limitation would need to be
eliminated or substantially reduced.

No one can quarrel with the concept of equity as a basic objective of tax
legislation. But equitable tax treatment does not necessarily mean identical
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treatment, In fact, when applied to unequal institutions, identical. treatmeont is
inequitable This is the effect of the Administration proposal to tax thrift insti-
tuttons ‘and commercial banks -under -the identical formula. The intent of the
proposal may:be to achieve tax equity:; the result, in fact, would be to nggravate
already ' existing : competitive, mequalitxes sbemming from . the substantially
broader. range of powers, greaterflexibility aud profitable use of interest-free
demand deposits enjoyed by commerelal banks,

.Equality of tax treatment without eduality of competitive opportunities does in
fact place g digspropértionately heavy tax burden on thrift institutions. The burden:
is even hegvier than it appears from the Administration statement, because the
effective tax rate for mutual thrift institutions wonid be higher if “economic in-
<l:ome” reflected realistic deductions for potentiai long-term mortgage portfolio
osses.

Such realistic bad debt reserve allowances recognize the greater reserve needs
of institutions whose assets are dominated by lcng-term loans, than of commer-
cial banks with predominantly short-term loan portfolios. To be sure, mortgage
loan losses have been unusually low during the postwar inflationary economie
boom. But history indicates that losses tend to be concentrated and substantial
during short periods of time. Such losses generally occur during economic re-
cessions and declining values, but could also.occur when real estate values and
prices are relatively stable, rather than rising as in recent years. Surely, prudent
lenders must be prepared for such an eventuality,

Heavier tax burdens imposed on mutual thrift institutions would clearly
weaken- their ability to compete with commercial banks and hence reduce the
supply of funds for housing and inner city rebuilding. In sum, Administration
fedrs that the House-passed tax revisions would limit “free and open competi-
tion between thrift institutions and commercial banks” more aptly apply to its
own proposals. If the Congress, however, decides to impose excessively burden-
some tax provisions on thrift institutions, then the Congress should aiso permit
mutual savings banks the powers to compete effectively with commercial banks.

‘THE HOUSE-PASSED PROPOSAL

©One objection ot the House-passed tax provision is that it imposes a relatively
narrow investment standard on mutual savings banks. The need for investment
flexibility for mortgage-oriented institutions is widely recognized as essential to
strengthening their ability to attract savings and generate an expanded supply
of mortgage credit over the economic cycle. By liquidating nonmortgage invest-
ments, savings banks were able to channel an amount equivalent to 108 per cent
of deposit growth into mortgage loans during the 1966 credit crunch, and over
100 per cent in the first seven months of 1969, The importance of such flexibility
was reemphasized in & major Congressionally authorized study just completed
for the Federal Home Loan Bank Board under the direction of Professor Irwin
Friend. It seems clear that the objective of encouraging expanded morte2 se flows
can be better accomplished by not establishing narrow investment standards.
Furthermore, flexible powers for financial institutions are betier agreed ‘o meet-
ing the nation’s changing social and economic priorities over the years.

“‘'We do, of course, understand that the objective of the House measure is to
relate bad debt reserve allowances to investments in specific types of assets. The
House does, however, recognize the need of mortgage-oriented thrift institutions
for bad debt reserve allowances different from those of non-mortgage-oriented
cominercial banks. If the Congress feels that an investment standard should be
imposed on savings banks for the first time, we urge that it be broadened to in-
clude all types of mortgage lendlng, which are essential to the rebuilding of
our urban areas. -

‘We urge additional revisions in the House bill. Our recommendations in this
respect are detailed in the comprehensive statement submitted to this Committee,
which wé reguest be included in the printed record of these hearings. In partic-
ular, we strongly: believe that the present 60 per cent maximum percentage of
income bad debt reserve allowdnce be retained, rather than reduced to 30 per
cent, in order to avotd a further major reduction ln housing credit.
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CONCLUSION

All things considered, the savings bank industry firmly believes that the
present tax provisions for mutual savings banks accomplish for housing exactly
what the Congress intended—a strong stimulus to residential mortgage flows.
The proposed changes, if enacted, would be particularly unfortunate at the pres-
ent time when housing and mortgage credit are already depressed and likely
to deteriorate further. It is important to note that current tax obligations of
savings banks are rising and will rise significantly further without changing
the present tax laws.

The National Association of Mutual Savings Banks has given careful con-
sideration to the two proposals before this Commitee to revise the tax treat-
ment of financial institutions, We believe that, contrary to their own stated
objectives, they would have a seriously adverse effect on the flow of credit into
housing and other socially desirable uses. Of the two, however, we believe the
House-approved measure as modified in our statement, would be less harmful
to housing.

STATEMENT

Mr. Chairman and members of the Committee, my name is Edward P. Clark.
I am President of the Arlington Five Cents Savings Bank of Arlington, Massa-
chusetts, and Chairman of the Committee on Taxation of the National Associa-
tion of Mutual Savings Banks. : .

I ain accompanied by Dr. Grover W. Ensley, Executive Vice President of the
National Association of Mutual Savings Banks; Dr. George Hane, Director of
Research ; and Mr. Jack 8. Older, Assistant General Counsel.

The National Association of Mutual Savings Banks represents substantially
all of the nation’s 500 mutual savings banks. These banks are located in 18 states.
Since 1816, when the first savings banks were founded, they have pursued two
main functions: (1) to encourage and protect the savings of individuals; and
(2) to channel these savings into productive investments, mainly mortgage loans,

Today, mutual savings banks have over $73 billion in total assets (Table 1).
Seventy-five per cent of their total assets, or over $54 billion, is in mortgage
loans, and. of thig §54 billion, over one-half is in FHA and VA mortgage loans.
Besides serving local mortgage credit needs in their communities, savings banks
hold about £15.1 billion in loans on properties in the 32 nonsavings bank states
where demands for housing credit have been especially strong (Table 2). More-
over, mutual savings banks are the leading private institutional lenders under
the basic FHA urban home renewal and redevelopment programs,

TABLE 1.—COMPOSITION OF ASSETS AND LIABILITIES OF MUTUAL SAVINGS BANKS, JUNE 30, 1969
[Dotiar amounts in millions)

- Percent . Percent
Assets and liabilities Amounts of assets |  Assets and liabilities Amounts of assets
Cash. . ceemccacnne. eneen $865 1.2 | Otherloans. ... cccecneen.... 1,633 2.2
U.S. Government securities..... 3,618 4,9 Otherassets..ccevuecirnnanns 1,306 1.8
Federal agency securities...... 1,939 2.6
State and local government Total assets............ 73,318 100.0
securities. .. ... o ocoocean 192 .3
Corporate and other bonds..... 6,983 9.5 ] DopositS. o< cecieeaenennnnn 66,243 90.4
Corporate stock...au.veecannes 2,107 2.9 | Other liabilities....c.ccca..... 1,664 2.3
Moﬂﬁ%a loans....ceeeeumaeann 54,672 74,6 | General reserves.......eee. ..« 5,409 7.4
..................... 15,910 21,7
VA o ciiiicarcccnacacs 12,3% 16.9 Total liabilities and
Conventional......cc.e.... 26,407 36.0 (8SeIVES.cuuvancnavan 73,316 100,0

Note: Breakdown of mortgage holdings is partially estimated on the basis of data for the end of 1968.
source: National Association of Mutual Savings Banks,
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TABLE 2.—-MORTGAGE LOANS HELD BY MUTUAL SAVINGS BANKS IN SELECTED NONSAVINGS BANK STATES.
OCT, 31, 1962, AND SEPT. 30, 1968

{Amounts In miltions of dollars]

Oct. 31 Sept. 30, Oct. 31 Sept. 30
State 1962 4t State 1962 P 968
2,19% 4,725 | New Mexico. 126 17
8 1,483 | Utzh 98 151
1,070 1,462 | Kentucky.. 84 135
1,176 | Arkansas.. ) 82

33\ 122 | Kansas 68 8l
Pi1 485 | Neblraska 3 3
340 455 | 1dado... 4 27
22 412 | lows 13 25
351 364 [ Montans...oooooeoooenn e 2 8
163 42 7 nonsavings bank states. 953 2,211
194 280 | Total nonsavings bank states. .. 8,290 15,078
ul 228 | Total mortgage heldings. ... 31,583 52,410

Source: National Association of Mutual Savings Banks.

Acoomplishments of the 1962 Taa Law

As we testified before tho House Ways and Means Committee, we believe that
the present provisions of the Internal Revenue Code affecting mutual savings
banks, which were ena.ted in 1962, accomplished for housing exactly what the
Congress intended—a strong stimulus to residential mortgage flows. They have
permittcd mutual savings banks to establish realistic bad debt reserve allow-
ances in light of the risks incurred by mortgage-oriented thrift intsitutions
which “borrow short and lend long,” primarily on residential real estate. In
this regard, Treasury Department data indicate that mutual savings banks
since 1962 bave actually had smaller bad debt reserve deductions, relative to
l(o';nblgr%v)vth, than either savings and loan associations or commercial banks

able 3).

The strong stimulus provided by the present law to the flow of mortgage
credit, particularly for FHA and VA mortgage loans and for urban revitalization
programs, is indicated by the record of the savings bank industry since 1962.
From the end of 1962 to the end of 1968, mutual savings banks increased: (1)
their total mortgage haldings by §21 billlon; (2) their overall ratio of mortgage
loans to total assets from 69.5 to 74.9 per cent (Table 4); and (8) their FHA
and VA mortgage portfolios by $8.6 billion, far more than the combined expan-
sion in FHA and VA mortgage holdings for all other private institutional
lenders (Table 5). By liquidating nonmortgage investments, mutual savings
banks were able to channel into mortgage loans an amount equivalent to 108
percent of their deposit growth during the credit crunch of 1968, More recently,
in the first seven months of 1969, another period of mortgage credit stringency,
mortgage holdings of mutual savings banks rose by $1.6 billlon, an amount
equivalent to over 100 per cent of their deposit growth.

TABLE 3.—-DEDUCTIONS FOR BAD DEBTS RELATIVE TO GROWTH IN "ELIGIBLE'* OR "QUALIFYING” LOANS—MUTUAL
SAVINGS BANKS, SAVINGS AND LOAN ASSOCIATIONS, AND COMMERCIAL BANKS 1963-66

{Dotlar amounts in millions]

Mutual
stvings Savings and Commercial
banks loans banks
1. Deductians for bad debts lor tax purposes, 1963-66_.............. . $A31 $1.991 gz. 862
2, Increase in “eligible’ or “qualitying™ loans, 1963-€4........ vetnaen 15,137 35,617 1,251
3, Ratio of number | to number 2in percont. ... .ennriannoanniaanan. 588 (X:] 5

Note: Data for number 1 are from *Tax reform studies and proposals, U.S. Treasy Dopartmenli' ' Cominittes on Ways
and Means of the U.S. House of Representatives and Committes on Finance of the U.S. Senats, 81st Cong,, first sess., Fed.
5, 1969, pt. 3, table 3, p. 473. Data for number 2 refer to the increase in efigible loans of commarcisl banks from the same
source, table 4, p. 474, and to Increases in mwtpu foans held by mutual savings banks and savings and foan associations,
as reported in the “"Federsl Resorve Bulletin.’

1 See Tas Reform, 1969, Hearings Before the Committee on Ways and Mesns, House of
Repmenuuves. 91st Congress, 1st Session, Pnr; 10, March 24, pp. 8469-3507, herelnafter
referred to as “Tax Reform Hearings.”



1837

{Oollar amounts in millions}

Mortgage-  Netincrease Gross

Mortgage Total agset ratio  in mortgage mortgage

holdings assets (percent) holdings acquisitions

1962, e ieeiciterriecceaaacnan 32, 056 $46,121 69.5 $3,155 $6, 245
L s36, 007 49,702 12.4 3,951 7,706
................................. 40,328 54, 14.4 4,322 8,500
L1 44,433 58, 232 76.3 4,105 8,634
966.cciniccntaacicnranaennraacanaan 47, §93 60,682 7.4 2,759 7,066
1967, e iciiiictiiecricracceaecnan 50,311 66, 365 75.8 3,118 7,47
1968. . ciieciireieieeniene. 53,286 7,152 4.9 2,798 7,015

Note: Data on mortgsge holdings, total assets and mortgage-asset ratio are as of year end,
Source: National Association of Mutual Savings Banks,

TABLE 5.—HOLDINGS OF FHA AND VA MORTGAGE LOANS BY MAIN TYPES OF INSTITUTIONAL LENDERS, 1962-68
[Amounts in miltions of dollars)

Total Mutusl Savings Life
institutional savings  Commercial and loan insurance
lenders banks banks  associations companies
6, 256 19, 025 9,174 11,48 16,571
59,954 21,174 9,937 11,656 17,157
62,3@ , 408 10,057 ll,gp 17,887
65, 25,198 10, 390 11,543 18,354
66,094 25, gl 10,143 11,428 18, 552
62,107 , 869 10, 405 12,150 18,283
,903 27,602 10,634 13,670 17,997
13,647 8,577 1,460 2,184 1,426
100.0 62.8 t0.7 fs.0 fo.4

Note: Data on changes in holdings are for the period from the end of 1962 to the end of 1968,
Source: Board of Governors of the Federal Reserve System,

Furthermore, tax payments of mutuval savings banks are rising and will con-
tinue to rise without any change in the present law because of the declining im-
portance of the lavgely temporary factors that reduced tax payments in past
years. These factors were: (1) the widespread use of the present 3 per cent bad
debt reserve provision which allows mutual savings banks, in general, to deduct
3 pe. cent of moicgage loan growth; (2) huge losses on the sale of bonds under
taken to meet liquidity needs and provide funds for mortgage iending; and
(3) sharp increases in interest payments to depositors,

Many mutual savings banks, however, are shifting from the 3 per cent method
to the 60 per cent of inccne method because their mortgrge-asset ratios are now
stabilizing ai high levels. Losses on bond sales should assume smaller proportions
as mortgage-asset ratios stabilize. As mortgage repayments are relavested at
higher interest rates, net earnings are increasing. And savings banks are seeking
to strengthen their total general reserves through increased esrn'ngs retention.
All of these factors are contributing to increased taxavle incon es and tax pay-
ments under the present law.

Impact of Proposed Taw Changes

Before this Committee now are two proposals for revising the tax treatment
of financial institutlons—sections 441443 of the House-passed wax Reform bill
(H.R. 13270) and the Administration proposal presented to this Committee on
september 4, These proposed changes differ In certain basic respects. -ig beficcen
the two proposals, we believe that the House bill, despite it8 serfous adverse
effects on housing credit, would provide a bettcr basis for the taration of mort-
gayc-oriented thrift institutions, assuming that the Congress decides that the
present tap law must be changed. This 1s because it would appear to be more
feasible to modify the House bill, as indicated later in this statement, in order
to reduce its harmful impact on housing and urban revitallzation programs,
while, at the same time, significantly increasing tax payments of all financlal
institutions. As also noted later, the modifications needed to reduce the Admin-
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istration proposal’s adverse impact on housing credit would require basie changes
in its structure.

It should be reemphaslzed, howev er, that, in our judgment, both proposed
changes—especinlly the Administration proposal but also the House bill if our
suggested modifications are not adopted—would have similar, harmful effects on
mortgage oriented thrift institutions, savings depositors and housing and urban
revitalization programs.

First, in view of the much broader powers enjoyed by competing commercial
banks, enactment of either proposal would place a disproportionate burden of
tncreased taxr payments on mutual thrift institutions, the main source of housing
credit. Commercial banks presently have powerful competitive advantages, in-
cluding a wider range of financial services, authority to make high-yield busi-
ness and consumer loans, the greater flexibility inherent in short-term lending,
the ability to acquire capital through the sale of stock, ablility to tap wide sources
of loanable funds, and the profitable use of interest-free demand deposit and
money creation powers. I1f mutual thrift institutions pay taxes at the effective
rates contemplated by these proposals, they would be placed at a serlous com-
petitive disadvantage relative to commercial banks, In this regard, the House bill
is apparently designed to raise the effective rate of taxation more sharply for
thrift institutions than for commercial banks. With respect to the Administra-
tion proposal, Assistant Secretary Cohen indicated in response to questioning by
Committee members, that thrift institutions and commercial banks wouid all pay
taxes at an effective rate of about 29 per cent of “economic income’ (assuining
that they have sufficlent gross income from residential mortgages and other
qualifying loans under the 5 per cent provision discussed later).

In actuality, such comparisons of effective rates of taxation, based on so-called
“economic income,” greatly underestimate the increased tax burden on mutual
thrift institutions, and, therefore, the harmful consequences for housing. “Eco-
nomic income,” greatly underestimate the increased tax burden on muaual thrift
institutions, and, therefore, the harmful consequences for housing. “Economic
4ncome,” as used by Treasury officias, is not defined in the tax law. It does not
reflect any deduction for bad debt reserves {except as determined by recent loss
experience). If a realistic allowance for potential mortgage losses were deducted,
projected tax payments could then be related to & more meaningful and consider-
ably lower amount of “economic income.” The resulting effective tax rates of
thrift institutions would then be even higher than Treasury officials suggest.

Such a realistic bad debt reserve allowance would reflect the greatly different
reserve needs of mutual thrift institutions whose assets are dominated by long-
term mortgage loans. It would also reflect accurately the potential losses on
mortgage loans. To be sure, losses have been unusually low during the inflation-
ary postwar economic boom, reflecting in lurge part the sharp and prolonged rise
in real estate values and burgeoning housing demands since the end of World
War II. In a period of serious economic decline, or even a period of extended
stability in real estate values and overall prices, however, greater losses can be
anticipated. Mortgage losses during the depression of the 1930's were extremely
high. Massachusetts savings banks during the 193145 period sustained mortgage
losses equivalent to 17.4 per cent of average mortgage holdings for the period,
and 14.3 per cent of holdings as of the end of 1930.' While a depression of the
magnitude experienced in the 1930’s is not expected, a future severe recession,
accompanied by significantly increased losses on mortgage loans, cannot be ruled
out. Furthermore, it must be recognized that in a period of relative'y stable
prices and real estate values, which we hope can be achieved, greater mortgage
losses must be expected.

Thus, the proposed tax changes would impose levels of taxation on thrift in-
stitutiong that: (1) ignore the broader powers and competitive advantages of
commercial banks; and (2) are in actuality considerably higher than is suggested
by “economic income” comparisons. The increased tax burden imposed by these
proposals. would weaken the ability of mutual tbrift institutions to compete
with nonmortgage-oriented commercial banks, It would also reduce their ability
to maintain adequate reserve needed for protection against potential losses on
long-ternm: residential loans and to meet requirements of supervisory authorities.
Unlike commercial banks which have the option of selling new stock to acquire
additional capital, mutual savings banks can accumulate protective neserves only
through the retentlon of earnings.

n
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Second, enactment of either the provisions in the House bill in {t8 present form
or the Administration proposal would reduce, rather than stimulate, the supply
of mortgage credit for housing and urban revitalization programs, This reduction
would result from a combination of forces stimulated in varying degrees by the
. two proposals. The weakened compettiive positlon of mutual thrift institutions
would lead to a diversion of the flow of saving to nonmortgage-oriented commer-
cial banks. As discussed more fully later, the Administration proposal would
elimindte any bad debt reserve allowance (other than that provided by recent 1oss
experience) and deny to many savings banks the “special deduction” proposed
as a substitute. The resulting reduced ability of mutual thrift institutions to set
aside realistic bad debt reserve allowance for-term mortgage loans would stim-
ulate shifts of funds to less risky nonmortgage investments. Ultimately, many
thrift institutions would be compelled by competitive pressures to convert into
commercial banks, and adopt their nonmortgage lending pattern. Even if there
should be any Increase in mortgage lending by commercial banks—which is
doubtful because of their basic, short-term nonmortgage orientation—this would
be far outweighed by reduced mortgage flows from thrift institutions. Reflecting
fundamental differences in investment orientation, mortgage loans represent
about 75 per cent of mutual savings bank assets, compared with only 14 per cent
of commercial bank assets. ’

The resulting reduction in funds for housing and urban revitalization would
represent a cost to the nation which, in our judgmeni, would far outweigh any
immediate increase in the tax payments of mutual thrift institutions, Moreover,
due i their weakened competitive positlon and reduced ability to set aside
needed reserves for future mortgage losses, we doubt that mutual thrift institu-
tions in the long-run would be able to attract the volume of saving apparently
expected. With reduced rates of growth in resources, their taxable incomes and
tax payments could fall short of projected amounts. Estimates of increased
revenue resulting from enactment of these proposals apparently assume con-
tinuation of strong rates of growth at these institutions, It is hazardous to make
any such assumption in view of the fierce competition for savings. We are not
attempting here to make auy revenue estimates, but we feel it is reasonable to
believe that if the present law were retained, and mutual thrift institutions
were allowed to compete more effectively for savings, there would be 1ore money
for housing, higher incomes for thrift institutions, and an increasing volume
of tax payments by thrift institutions in the years ahead.

We recognize, however, that there are strong pressures for changes in the
tax treatment of financial institutions, including mutual savings banks. If this
Committee, after considering the harmful effects on housing, concludes that
mutual thrift institutions should be taxed more heavily, we urge that certain
modifications in the House bill be adopted to reduce its adverse consequences
for housing and urban revitalization programs.

Nceded Modifications in the Provisions of the House Bill

As passed by the House, section 442 of H.R. 13270 would make the follow-
ing changes in the bad debt reserve provisions of mutuai savings banks:

1. Repeal the present 3 per cent provision which permits these institutions,
in general, to deduct 3 percent of the growth in their mortgage holdings as an
addition to bad debt reserves; and

2. Reduce the alternative percentage of income bad debt reserve allowance by :

a. Lowering the maximum allowance from 60 per cent of taxable income
to 30 per cent over a ten year transition period ;

b. Permitting mutual savings banks to qualify for the maximuin allowance
only if they have 72 per cent of their total assets in certain specified types of
qualifying assets;

¢. Lowering the maximum allowance for mutual savings banks that do
not meet the 72 per cent standard according to a sliding scale provision;
and

d. Denying any percentage ~f income deduction to mutual savings banks
that have less than 60 percent of their total assets in qualifying assets,

Similar changes were made in the bad debt reserve provisions of savings sud
loan associations. Under section 141 of the House bill, commercial banks wanld
no longer be permitted to accumulate bad debt reserves up to 2.4 per cent of
eligible loans and would be required to deduct additions to bad debt reserves
on the basis of actual loss experience only. :
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The modifications we urge in the House bill are as follows :

1. Eliminate the 72 per cent investment standard ;

2. It elimination of the investment standards is contrary to Congressional
policy, then change the standard in these three ways: ‘

f. Broaden the list of g_uaUIyln'g assets to include all mortgage loans
which are essential to residentlal living and the rebuilding of our decaying
utban centers; o )

. Revise the sliding scale proiision which requires a reduction of the
percentage of income bad debt @eduction for each percentage point a savings
bank {8 below the 72 per cent standard in order to reduce the penalty im-
posed in the earlier years for which the new provisions will be effective ; and

c. Eliminate the provision which dehiés any percentage of income deduec-
tion to savings banks with less than 60 per cent of thi¢ir total assets in quali-
fying asdets; and

3. Retain the 60 per cent maximum percentage of income deduction rather than
reduce {t over a ten-year period. .

Elimindtion of the T2 per cent investment stan@ard for savings banks would
bé consistent with widespread, bipartisan, public and grivate, recognition that
Increased iuvestment flexibility for mortgage-oriented thrift institutions is
the best means of strengthening their ability to attract savings and generate
an expanded long-run supply of mortgage credit.® The importance ot investment
flexibllity for mortgage-oriented thrift institutions was demonstrated drama-
tically during the 1966 mortgage credit crisis. Because of their broader invest-
ment powers, mutual savings banks were better able than savings and loan
assoclations to compete for savings, meet liquidity pressures and satlsfy local
mortgage credit demands. Flexible investment powers, moreover, have per-
mitted mutual savings banks to adjust their lending policles to meet tle na-
tion’s continually changing social and economic priorities. The importance
of investment Aexibility was reemphasized in a major, Congressionally-author-
ized study just completed for the Federal Home Loan Bank Board under the
direction of Professor Irwin Friend.*

As Secretary Kennedy testified before this Committee on September 4 :

Investment restrictions limit the ability of the thrift institutions to
compete for savings during periods of tight money. They also fail to rec-
ognize other important national goals.

While we strongly believe that elimination of the 72 per cent investment
standard is desirable, we recognize that the House sought to to relate the per-
centage of income bad debt reserve allowance to investments in certain types
of assets. If this requirement is retained, the list of assets qualifying uander
the 72 per cent standard should be broadened to include all mortgage loans,
which are essential in rebuilding our urban centers. At the very least the
standard should include the types of loans indicated below.

The House bill now includes loans made to improve commercial property in
urban renewal and Model Cities areas and loans secured by educational, health,
and welfare facilities. It does not go far enough, however, since numerous other
supplementary and supportive facilities are essential adjuncts to family living
in all areas. Individuals and families must have ready access to shopping and
service facilities for food and clothing, as well as facillities for the repair and
servicing of household appliances and automobiles. Moreover, in urban renewal
and Model Cities areas, there is a critical need for job-creating facilities, such
:s lflf‘xtcitories, office buildings, warehouses, industrial parks and transportation
acilities.

Furthermore, the House bill includes mobile homes not used on a transient
basis, but does not include the mobile home parks in which qualifying mobile
homes will be located. In many sections of the country the development of mo-
bile home parks is vital in helping to provide low-cost housing sites.

Individuals and families transferring to new areas because of better job op-
portunities often need to use transient living facllities when permament facili-
ties are not immediately available. Thus, hotels and motel facilities are also
essential parts of the total living environment in our society which is marked
by a high degree of mobility and wide ranging opportunity.

3 Tax Reform Hearings, pp. 3481 and 84892, !
¢ Irwin Friend, Study of the Savings and Loan Industry; Summary and Reoommenda-
;'90(;'9.' Prepared for the Federal Home Loan Bank Board, Washington, D.C., September,

14
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Therefore, we suggest that the list of assets qualifying for purposes of meet-
ing the 72 percent investment standard be broadened to iuclude all mortgages,
particularly the following :

1, Loans secured by shopping and service facilities;

2. Loans secured by property in any urban renewal area (as defined in
section 110(a) of the Housing Act of 1949, as amended) or in any area
covered by a program eligible for assistance under section 103 of the Dem-
onstration Cities and Metropolitan Development Act of 19668, as amended.
This would be In addition to loans for the improvement of such propertiey
already included in the bill;

8. Loans secured by mobile home parks; and

4, Loans secured by hotels and motels,

In addition, several technical problems must be solved in drafting a final
version of the investment standard. These problems are discussed in the Ap-
pendix following the statement,

As to the revision of the sliding scale provision, the House bill provides that
a mutual savings bank with less than 72 percent of its total assets in qualifying
assets would be required to reduce the maximum percentage of income bad
debt deduction by a certain number of percentage points for each percentage
point that its ratlo of qualifying assets falls below the stundard. In the first
two years for which the new law would be effectlve, the reduction in reserve al-
lowances is two percentage points for each one percentage point below the 72
per cent standard. For the next five years the reduction would be 114 points for
each point below the standard, and thereafter the reductioh would be on a one-
for-one basis. A sliding scale Is essential if the T2 per cent standard is retained
since about one-fifth of the savings banks have qualifying asset ratios below
72 per cent of total assets. It is clear, however, that the specific sliding scale
provision in the House bill works a greater hardship on mutual savings banks
in the initial years for which the new provision would be effective.

This is neither reasonable nor equitable. Many mutual savings banks would
seek to alter the composition of thelr assets to meet the investment standard.
As long-term lenders, they would need many years to make the necessary
changes, and should not be penalized while attempting to shift their assets in
line with the objectives of the blll. Thus, it would be more equftable to revise
the sliding scale provision so that the reduction would be permanently one
percentage point in the reserve allowance for each one percentage point that
an institution’s qualifying asset ratio is below the 72 per cent standard.

Deletion of the provision denying the percentage of income bad debt reserve
deduction to savings banks with less than 60 per cent of total assets in qualifying
assets is desirable since, otherwise, these institutions would be allowed bad debt
deductions only on the same basis as commercial banks, without having the broud
powers and competitive advantages enjoyed by commercial banks. They might
be forced to convert into commercial banks in order to preserve their competitive
viability. While the number of mutual savings banks involved is small, a sig-
nificant reduction in housing credit could result in certain local market areas.
Our recommended deletion would provide some small percentage of income
deduction for these mutual savings banks below 60 per cent, while they seck
to increase their mortgage holdings and qualify for higher reserve allowances.

Finally, we believe that the present reserve allowance of 60 per cent of income
is justified for all mortgage-oriented thrift institutions, and shouald not be re-
duced to 30 per cent as provided in the House bill. As long-term lenders, both
mutual savings banks and savings and loan assoclations are especially vulnerable
to large-scale losses in a severe economic recession, depite the favorable ex-
perience of recent time. They must accumulate adequate reserves during perlods
of prosperity to meet the losses that can occur if real estate markets undergo a
severe decline,

The need for adequate reserves would not be obvlated by the provislon in the
House bill permitting financial institutions to carry back net operating losses
for ten years, rather than three years as in the present law. While this provision
i3 desirable for the long run and should be retained, it would have little practical
application in the immediate future. Taxable incomes of mutual savings banks
have been small in relation to 10an holdings, and tax refunds would not compen-
sate for potential loan losses.

Retention of the present 60 per cent bad debt reserve allowance would permit
savings banks to compete more effectively for savings and provide more mortgage
credit, while generating an Jncreasing volume of tax revenue, Recently avatlable

33-866—69—pt, 3—=6
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industrywide ilgures Suggest that savings banks, operating increasingly under
the 60 per cent provision in the present law, expect to pay four or five times
as much tax in 1969 as in 1967, without any change in the present law.-

The Adriinistration Proposal

The Administration proposal provides a basically diffexrent approach to the
taxation of financial institutions than the House bill. As Treasury officinls
testified before this Committee, the Administration proposal wonld:

1, Eliminate any bad debt reserve allowance for thrift institutions (other
than that provided by recent loss experience) and substitute a ‘“‘special
deduction” for thrift institutions and commercial banks of § percent of
gross interest income on residential and certain other loans;

2, Limit this special deduction so that it could not reduce tuxable income
below 60 percent of taxable income adjusted to include the full amount of
dividend income and tax-exempt interest ; and

8. Phase in the increased tax burden on mutual savings banks and savings
and loan associations over a five-yéar period, instead of the ten-year transi-
tion period provided in the House bill,

Commercial banks would tend to be more lightly taxed under the Administra-
tion proposal than under the House bill. Among thrift institutions, the burden
of increased taxation would tend to be shifted under the Administration bill
toward institutions that have utilized flexible investment powers, contrary to
the stated objective of the Administration as indicated by Secretary Kennedy
before this Oommittee,

The special deduction is designed to encourage the flow of funds into residential
construction and other socially preferred uses. In view of their basic, long-
standing mortgage orientation, mutual savings banks need no special induce-
ment to invest in residential mortgage loans. Nor do they seek any such induce-
ment. Rather, as indicated earller, mutual savings banks seek a bad debt
reserve allowance that will realistically reflect the risks involved in long-term
mortgage lending. A realistic reserve allowance—that would enable thrift insti-
tutions to set aside needed reserves in the light of potential mortgage losses.
and enable them to compete effectively for savings—is a far better means of
encouraging an adequate flow of mortgage credit.

Even apart from these considerations, the special deduction would provide
a highly imperfect incentive for channeling funds into these uses because of the
60 percent limitation. It would vary widely in a manner unrelated to the insti-
tution’s residential mortgage lending activity. Two institutions having identical
proportions of assets in mortgages and experiencing identical rates of growth
in mortgage holdings might qualify for greatly different special deductions. The
highly variable incentive for residential mortgage lending provided by the special
deduction proposed by the Administration contrasts with the present law, since
bad debt reserve deductions under the 3 percent provision are geared precisely
to morigage growth and under the percentage of income allowance are limited
by tne celifug of 6 percent of real property loans,

Based on published balance sheet data and reasonable assumptions regarding
yields on various types of assets, the savings bank industry as a whole would
qualify (after transition periods are completed) for a special deduction of less
than ten percent of “economic income.” Indeed, many savings banks—as a rough
estimate, about one-half of our institutions—would have no special deduction
under the Administration proposal. Dexpite the fact that ‘he overwhelming
proportion of their assets are in residential mortgage loans, these institutions
would be taxed in the same manner as nonfinancial corporations and would be
denied the .special deduction designed by the Administration specifically for
financial institutions and to encourage real estate lending. In contrast, under the
House bill, only about 2 percent of the savings banks “ould be demed the per-
centage of mcome bad debt reserve deduction.

Enactment of the Administration proposal in the form presented to this Com-
mitice would lead to -major changes in assets and stracture by many mutual
savings bavks. Denied both a realistic bad debt reserve deduction, and in many
cases, the proposed special deduction, many institutions would shift funds from
mortgages into less risky investments. Ultimately, many mutual thrift institu-
tions would convert into commercial banks'in order to acquire the broader powers
commercial banks enjoy. State laws of many savings bank states already permit
such e¢hanges. Indeed, the second largest rautual savings bank in New Hampshire,
motivated, in part. by apprehension regarding rumored savings bank-tax changes,

f
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has already taken steps to convert into a eommerical bank. Where present legal
authority is lacking, permissive legislation would undoubtedly be sought.

The result of such changes, both immediately and in the long run, would be a
reauction in the flow of mortgage credit into housing and urban revitalization
programs, as soine mutual thrift institutions shift funds to nonmortgage invest-
wents and others convert into commerical bauks and adopt their nonmortgage
lending pattern. As noted earlier, the increased overall tax burden on mutual
thrift inviitutions, in the face of the competitive advantages of commercial
banks, would further reduce the supply of housing credit. Taking all these
efferty into account, we believe that the Administration proposal would fail to
ichivve its stated objective of encouraging the flow of funds into residential
mortgages and other loans made pursuant to national objectives. It would
certainly result in major changes in our industry’s financial-structure.

We do not believe that the Administration proposal can be modified in @ manner
that would result in realistic tax provisions for mutual thrift institutions, while
retaining its present structure, because it has two principal defects:

1. The fact that the Administration proposal does not provide a realistic
bad debt reserve provision for mortgage-oriented thrift institutions; and
2. The fact that the special deduction proposed as a substitute for a bad
gebt reserve allowance would not be available, in practice, to many savings
anks.

To correct the first defect, it would be necessary to adopt an approach similar
either to the present law or to the House bill with the modifications we have sug-
gested. To correct the second defect, it would be necessary to remove the 60
per cent limitation, or reduce it to a considerably lower figure, and to make addi-
tional changes in the § per cent provision. A major restructuring of the Adminis-
tration proposal would be necessary, therefore, to provide a reasonable basis for
taxing mutual thrift institutions. Such a major restructuring seems impractical.
Therefore, we believe that the House bill, despite its seriously adverse effects on
housing credit, could provide a better basis for the taxation of mortgage-oriented
thrift institutions, assuming that the Congress decides that the present tax law
must be changed.

Conclusion

The savings bank industry reiterates that the present law enacted in 1962
accomplished for housing exactly what the Congress intended—a strong stimulus
to residential mortgage flows—and will provide an increasing flow of tax revenue
from thrift institutions in future years. We recognize that the Congress may,
nevertheless, decide to impose heavier taxation on thrift institutions. There-
fore, we have suggested what we believe to be constructive recommmendations for
modification of the House bill which would reduce the harmful impact ou hous-
ing and other vital national programs.

If the Congress, however, decides to impose excessively burdensome tax pro-
visions on thrift institutions—especially the Administration proposal, but also
the House provisions without the modifications suggested in this statement—
then the Congress should also permit mutual savings banks the powers needed
to compete effectively with commercial banks.

APPENDIX

TECHNICAL CONSIDERATIONS RELATING TO SECTION 442 (MUTUAL SAVINGS BANKS,
ETC.) OF H.R, 13270

Section 442(a) of H.R. 13270 ('Tax Reform Act of 1969) would change section
393(b) of the Internal Revenue Code of 1954 which provides rules for the allow-
ance of tax deductible bad debt reserve additions by mutual savings banks and
savings and loan associations. There are basically two changes: (1) repeal of
the 3 percent method which allows thrift institutions to deduct 3 percent of their
mortgage loan growth, and (2) modification of the percentage of taxable income
method which allows them to deduct G0 percent of taxable income, The mondifica-
tion of the percentage of taxable incowne method, as set forth in section 442, pre-
sents certain technical problems.

Section 593(b) (2) and (3) of the Code would be amended {0 permit a mutual
savings bank to take the maximum percentage of taxable income deduction only
if 72 percent of its total assets are assets described in section 7701(a) (19) (C)
of the Code. Section 442(b) of H.R. 13270 would amend section 7701 (#) (19) (C)
of the Code to describe the assets which must comprise 72 percent of total assets.
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It should be noted that the purpose of section 7701(a) (19) is to define a “Donies-
tic Building and Loan Association,” and that mutual savings banks are for the
first time affected by subparagraph (¢3) of section 7701(a) (18) for purposes of
an investment standard rather than a definition. This necessitates some clarifica-
tion to make sure that mutual savings banks are given equitable treatment with
respect to determining the qualifying assets they hold for purposes of the
investment standard.

For example, section 7701(a) (19) (O) (iv) as amended, refers to “loans se-
cured by a deposit or shere of a member.” It should be made clear that loans
secured by & deposit in a mutual savings bank, s well as a savings and loan
association, are in this category. Mutual savings banks do not have members,
and recently, savings and loan associations were permitted to amend their char-
ters hto have their account holders denominated as depositors rather than
members.

Section 7701(a) (19) (C) (x) refers to “property used by the association in the
conduct of the husiness described in subparagraph (B).” It should also be made
clear that property used by a savings bank in the conduct of its business

qualifies.
Furthermore, section 7701(a) (19) (C) (v) refers to “loans secured by an inter-
est in real property which is . . . residential real property . . .’ Savings banks

make loans secured by large apartment houses. These apartment houses often
contain space for stores or offices which are essentlal adjuncts to residential
living in urban areas and often occupy space unsuitable for residential dwelling
purposes. As a result, there may be some uncertainty in determining the portion
of this kind of loan which qualifies under the 72 percent standard.

Tha Treasury regulations under present section 7701(a) (19) recognize this
problem and provide a rather complicated rule for determining the portion of a
mixed loan which gualifies for definitional purposes. Reg. § 301.7701-13 (k) deals
with amount and character of loans, and it requires a comparison based on the
loan valle of qualifying property to the amount of the loan invelved. In the
interest of easler administration of the law and hetter taxpayer understanding
it would he appropriate to provide a statutory rule which Is less complicated
than the current regulations. For example, it would be simpler and more
equitable to allow a loan secured in part by residential property to qualify in
total if more than 50 percent of the property securing the loan is used on a
space basis for residential purposes.

Another problem relating to “loans secured by an interest in real property
which is . . . residential real property . . .” is whether redeemable ground rents
are to be included in this category. In the state of Maryland, private homes are
often sold subject to go-called ground rents under which the home buyer assumes
an obligation to pay a fixed amount per year on the property and 5 years after
the creation of the ground rent, he may redcem the ground rent by paying an
amount computed by capitalizing the rental payment at a 8 percent rate. Mutual
savings banks in Maryland purchase redeemable ground rents thereby making
it possible for more individuals to afford to buy homes. These ground rents
make up about 7 per cent of savings bank assets in Maryland.

The Congress recognized that redeemable ground rents are in the nature of
mortgage loans when it enacted P.I. 88-9 in 1963, adding section 1035 to the
Internal Revenue Code of 1954 and amending Code section 163 to provide for the
deduction of annual or periodic rental payments under a redeemable ground
rent as Interest on an indebtedness secured by a mortgage. Moreover, the present
Internal Revenue Regulations relating to both mutual savings banks and savings
and loan associations define the term “loan” to include a redeemanble ground rent.
Reg. §1.593-11(a); Reg. § 301.71701-13(§) (). It is submitted, therefore, that
section 7701(a) (19) (C) (v) of the Code, as amended by section 442(b) of H.R.
13270, should be changed to specifically refer to redeemable ground rents on
residential property as “loans secured by an interest in residential real property.”

Senator ANDERsON. Mr. Bliss.
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STATEMENT OF GEORGE L. BLISS, PRESIDENT AND MANAGING
DIRECTOR, COUNCIL OF MUTUAL SAVINGS INSTITUTIONS

Mr. Briss. My name is George L. Bliss. I reside in Mount Vernon
N.Y,, and I am president and managing director of the Council o
Mutual Savings Institutions.

It is our position that section 442(a) of the House bill should be
withdrawn and set aside for further study and hearings, or the alter-
native hereinafter proposed should be substituted.

The practical effect of section 442(a) is to nearly double the tax
parments required of these mutual institutions, which they can meet
only by either reducing the rate of interest-dividends paid on the
accounts of their savings members, or by increasing the rate of in-
terest charged to their borrowing members.

At the end of 1968, the average size of the approximately 5,250
mutual institutions was $23 million.

Based on Treasury Department figures in the Ways and Means
golx;lmit.tee report, they paid taxes in 1966 of about $735 per million

ollars.

From a random samrle of 20 such institutions, we estimate that
section 442(a), when fully effective, will cost them an additional $595
per million dollars. The fact that such an increase is spread over 10
years makes it no less painful than to cut off a dog’s tail by inches.

Because these mutual institutions have no capital stock, but dis-
burse all of their earnings after establishing required loss reserves,
there is no source for such an increase except (a) by reducing the in-
terest-dividends paid on accounts of savings members, or (b) by
increasing the interest charged to borrowing members.

The 6 percent ceiling in the “Reserve for Losses on Qualifyin%)Real
Property Loans” is completely unrealistic. The mutual savings banks
ontered the 1929-32 depression with loss reserves in the range of 12
percent to 14 percent. They came through that experience practically
unscathed. The mutual savings and loan associations confronted that
crisis with loss reserves that averaged no more than 5 to 6 percent.
Their survival rate was approximately one-half, that is, some 6,000
survived out of 12,000, or so. In 1951, when the Revenue Act of 1951
was pending, the State supervisors testified that these institutions
should be permitted to accumulate aggregate loss reserves of 15 per-
cent. The Congress set the figure at 12 percent. The ceiling decrease
to 6 percent was effected by the 1962 amendments. In consequence, the
ratio of loss reserves has been steadily decreasing, as is shown in the
following table—available data includes both mutuals and nonmu-
tuals, At the end of 1941, the loss reserve ratio was 7.9 percent of
resources.

At the end of 1951, it was 7.6 percent ; at the end of 1962, it was 7 per-
cent; and at the end of 1968, it was 6.7 percent.

There is a chart attached to our statement which shows the ratio of
loss reserves from 1941 through 1968 and, on the copy I hold in my
hand, T have drawn a red line which indicates the year that each of these
tax amendments took effect. As you will observe, if you draw a line at
that point, the loss reserves decreased thereafter in each instance.
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“Whereas the Internal Revenue Code provides that any taxpayer may
deduet authorized: losses either on & direct.charge-off basis or by the
reserve method, all mutual institutions must use the reserve method,
for these reasons: " - oo o

(a) By statute or regulation, every mutual institation, without ex-
ception, must allocate a portion of earnings, before credit of interest-
dividends to its savings members, to reserves for possible future losses.
Following is an excerpt from a typical State law. [Condensed and
numbering added for clarity.] -

When the net profits have been determined, if its loss reserves do not equal
10 percent of savings and 50 percent of book valae of real estate held—(1) one-
twentieth of such net proiit shall be credited to such loss reserve, (2) The balance,
together with any amounts remaining from previous periods, shall coustitute
the undivided profits. The directors may transfer additional amounts to loss re-
serves or continue to carry as undivided profits such sum as they deem wise. (3)
The undivided profits shall be available for dividends, which shall be apportioned
upon the dues and dividends credited to members. Section 387 of the New York
Banking Law.

A similar law is to be found in the laws of practically every State.
The regulations of the Federal Home Loan Bank Board with respect
to Federal savings and loan associations are substantially the same.

In addition, such institution, if its accounts are insured by the Fed-
eral Savings and Loan Insurance Corporation, must meet the require-
ments of FSLIC regulations for allocations to loss reserves which,
under certain circumstances, may amount to 10 percent of net earnings,
before interest-dividends. A

(b) Required to use the reserve method, by statute, regulation or
the need for survival, these institutions are further confronted by a
formula inconsistent with the basic principle of mutual operation,
in that the codée—since the 1962 amendments—requires that both op-
erating expenses and the distribution of interest-dividends be first
deducted, and a tax imposed on a portion of the remaindey.

(c) A further inequity exists in that the bill leaves unchanged the
requirement, first imposed in the 1962 amendments, and increases the
amount of tax on amounts so set aside and available only to meet
losses which are deductible under the direct charge-off basis, thereby
burdening these institutions with a tax on their losses—a condition
which we do not find paralleled in the case of other taxpayers.

It is not in the public interest that supervised financial institutions
should be subject to inconsistent or conflicting requirements arising
out of differing statutes under the jurisdiction of separate branches
of Government. This fact was recognized by the Congress when it

assed the 1951 act. The Congress concluded, and this was agreed to

y those representing the affected institutions, that taxes should be
paid on amounts carried to surplus or undivided profit, and on any
allocations to loss reserves which exceed the bounds of reason. As
earlier noted, the supervisory authorities recommended deductible
allocations to loss reserves until they equal 15 percent of savings, and
the Congress ngreed to the principle, but established the ceiling at 12

ercent. '
P (a) Much has been said about the fact that but a modest -amount
of taxes were collected, in consequence. The fact is, and the Congress
has recognized it in its application to other mutual and cooperative

organizations, that these mutual institutions do not have any “taxable
¢



1847

income” in the ordinary sense of the word. This is demonstrated by the
following table, citing typical figures of 4 mutual institution with, say,
resources of $23 million. ‘

GroSS ATTHINGS v e e e e e S $138, 000
Less—operating eXpensea e o e e e e e e ——e———————— - 26,000

Net Income. . e e mm e m e ———————————— 112, 000
Less—10 percent t0 1088 TeSeIVeS oo o oo ——— 11, 200
Less—interest-dividends .o v oo e —————— 100, 000

T OtaA]l o e e cmr e —— e ——————————————— 111, 200
Balance to undivided profits (£axable) oo 800

“Tax equality,” which has been the loudly proclaimed objective of
the commercial bankers for so many years, is & meaningless shibboleth,
unless accompanied by “investment equality.” For 138 years, these

‘mutual institutions have operated to provide a specialized community

service. Organized not for private profit but owned by those they serve,
they originated the monthly payment installment mortgage which has
made this country a nation of homeowners. They originated install-
ment savings plans. Today, there are 5,250 of these mutually owned
thrift and home-financing institutions, located in every State, 2,000
of which are federally chartered and supervised, and another 3,250 are
State-chartered and supervised.

(a) The distinguished Secretary of the Treasury has recommenced
certain revisions 1n subtitle E (comprising secs. 441, 442, and 443) of
the pending bill, emphasizing the Treasury Department’s objective to
“create tax equity among these competing institutions.” Whether the
Treasury’s contemplation of “tax equity” is the same as “tax equality”
is not clear to us. ?t is our view that tax equity prevailed under the
1951 act, but that it was materially upset by the 1962 amendments—
because they failed to recognize the specialized character of mutual
thrift instit:.*ions, as distinguished from privately owned financial in-
stitutions and, in the absence of capital stock on the part of the mu-
tuals, their need for a reasonable allowable deduction for withholding
a portion of earnings for possible future losses.

(b) On the other hand, if “tax equality” (in the fashion sought by
the commercial bankers) is accepted%y the Congress as 8 commendable
and equitable objective, very obviously these mutual institutions should
have equality of investment opportunities, in order to make available
to them the more lucrative fields available to the privately owned finan-
cial institutions.

(c) The Treasury Secretary has, further, outlined a “special tax de-
duction” 10 be granted to the several types of financial institutions to
encourage “the flow of credit * * * into uses determined by the Con-
gress to be socially preferable.” It has for many years been the position
of the Federal Government that the development of member-owned
mutual or cooperative organizations warrants particular encourage-
ment by statutory enactment. Most certainly, a change in emphasis,
such as the Treasury proposes, would constitute a major change in
course and warrants widespread study and consideration before legis-
lative action.

Unfortunately, the 1951 act, which made “domestic building and
loan associations” and “cooperative banks” subject to the corporate
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rate of income tax, after appropriate credits to loss reserves, contained
a major defect—in that it failed to differentiate between the mutual
institutions and the nonmutuals. This deficiency was perpetuated in
the 1962 amendments, Accordingly, we urge these steps:
a) That section 442(a) be deleted from the gendin bill, and
b) As an alternative, that sections 593 and 7701 (a) be revised in a
manner which (i) recognizes the distinctive character of all mutual
savings institutions, (ii%naccords them compsarable tax status to that
of other mutuul or cooperative organizations, and (iii) conforms to
their basic operational requirements by establishing reasonable allow-
able deductions for allocations to loss reserves, with ceilings of not
less than 10 percent in the case of a “Reserve for Losses on Qualifying
Real Property Loans” and of not less than 5 percent in the case of a
“Reserve for Other Losges.”
(¢) A draft of amendments to the code to implement the recom-
mendations of the preceding paragraph if appended.
Senator ANDERSON. Any questions?
Thank you very much. You have a very nice paper, too.
; 1SGeox)'ge L. Bliss’ prepared statement and attached chart and table
ollow: |

Brrzr of THE COUNCIL OF MUTUAL SAVINGS INSTITUTIONS, SUBMITTED BY (REORGE
L. BLiss, PRESIDENT

Section 442(a) of H.R. 13270 is unrealistic and inequitable insofar as it relates
to mutual savings, building or homestead associations and co-operative banks—
an alternative proposal is submitted.

1. Section 442(a) of the bill should be withdrawn and set aside for further
study and hearings—or the alternative hereinafter proposed should be substituted.

2. The practical effect of Section 482(a) €8 to nearly doudle the tax payments
required of these mutual institutions, which they can meet only by either redyc-
ing the rate of interest-dividends paid on the accounts of their savings members,
or by increasing the rate of interest charged to their borrowing members,

At the end of 1988, the average size of the approximately 5,250 mutual institu-
tions was $23,000,000.

Based on Treasury Department figures in the Ways & Means Committee report,
they paid taxes in 1968 of about $735 per miilion doilars.

From a random sample of 20 such institutions, we estimate that Section 442(a),
when fully effective, will cost them an additional $595 per million dollars. The fact
that such an increase is spread over ten years makes it no less painful than to cut
off a dog's tail by inches.

Because these mutual institutions have no capital stock, but disburse all of
their earnings after establishing required loss reserves, there is no source for
such an ineréase except (a) by reducing the interest-dividends paid on accounts
of sabw;ings members, or (b) by increasing the interest charged to borrowing
members.

3. The 6% ceiling in the ‘‘Reserve for Losses on Qualifying Real Property
Loans” i3 completely unrealisttc.—The mutual savings banks entered the 1929-32
depression with loss reserves in the range of 129 to 14%. They came through
the* experience p.actically unscathed. The mutual savings and loan associations
confronted that crisis with loss reserves that averaged no more than 59 to 6%.
Their gurvival rate was approximately one-half, {.e., some 6,000 survived out of
12,000 or so. In 1951, when the Revenue Act of 1951 was pending, the State super-
visors testified that these institutions should be permitted to accumulate aggre-
gate loss regerves of 15%. The Congress set the figare at 1295. The ceiling decrease
to 6% was effected by the 1962 amendments. In consequence, the ratio of loss
reserves has been steadily decreasing, ag is shown in the following table (avail-
able data includes hoth mutuals and non-mtituals) :
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RATIO OF RESERVES, SURPLUS AND UNDIVIDED PROFITS TO RESOURCES

Percent of

Percent decrease

End of 1941 iearllost date readily available) 19 ceineiaeaes
End of 1951 (preceding effective date of 1951 act 7.6 3.8
End of 1962 (preceding effective date of 1962 acl 7.0 7.9
L T - 6.7 4.3

Note: Ses appended chart,

4. Whereas the Internal Revenue Code provides that any tazpayer may deduct
authorized logses on a direct charge-off basis or dy the reserve method, all mutual
{nstitutions must use the reserve method, for these reasons:

(a) By statute or regulation, every mutual institution, without exception, mus¢
allocate a portion of earnings, before credit of interest-dividends to its savings
members, to reserve for possible future losses. Following is an excerpt from a
typical State law (condensed and numbering added for clarity) :

*‘When the net profits have been determined, if its loss reserves do not equal
109% of savipgs and §59% of book value of real estate held—(1) one-twentieth
of such net profit shall be credited to such loss reserve. (2) The balance, together
with any amounts remaining from previous periods, shall constitute the undivided
profits. The directors may transfer additional amounts to loss reserves or continue
to carry as undivided profits such sum as they deem wise. (8) The undivided
profits shall be available for dividends, which shall be apportioned upon the
dues and dividends credited to members.” (New York Bank:ng Law, Section 387)

In addition, if its accounts are insured by the Federal Savings & Loan Insurance
Corporation, it must meet the requirements of its regulations for allocations to
loss reserves which, under certain circumstances, may amount to 109 of net
earnings, before interest-dividends.

(b) Required to use the reserve method, by statute, regulation or the need for
survival, these institutions are further confronted by a formula inconsistent with
the basie principle of mutual operation, in that the Code—since the 1962 amend-
ments—requires that both operating expenses and the distribution of interest-
dividends be first deducted, and a tax imposed on a portion of the remainder.

(c) A turther inequity exists in that the biil leaves unchanged the requirement,
first imposed in the 1962 amendments, and increases the amount, of tax on
amounts so set aside and available only to meet losses which are deductible
under the direct charge-off basis, thereby burdening these institutions with a
tax on their losses—a condition which we do not find paralleled in the case of
other taxpayers. :

B. It {2 not in the public interest that supervised financial institutions should
be subject to inconsistent or conflicting requirements arising out of differing
statutes under the jurisdiction of separate branches of government.—This fact
was recognized by the Congress when it passed the 1951 Act. The Congress con-
cluded, and this was agreed to by those representing the affected institutions, that
taxes should be paid on amounts carried fo surplus or undivided profits, and on
any allocations to loss reserves which exceed the bounds of reason. As earller
noted, the supervisory authorities recommended deductible allocations to loss
reserves until they equal 15% of savings, and the Congress agreed to the
principle, but established the ceiling at 12%. :

(a) Much has been said about the fact that a modest amount of tdaxes were
collected, in consequence. The fact is, and the Congress has recognized it in
its application to other mutual and cooperative organizations, that these mutual
institutions do not have any “taxable iricome” in the ordinary sense of the word.
This is demonstrated by the following table, citing typical figures of a mutual
tnstitution with, say, resources of $23,000,000:
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Gross CArNINES - - oo cecvecaccccamcemammremmm——cma—mmemo—m=—mma- $138, 000
Liess Operating CXpPense . oo cmoceoccemnocomcoccmmmmmmmm—m——aaon 26, 000
Net income. o o o ceecccccccccecmmeemmesm—aca—c——an- 112, 000

Less:
10 percent t0 108S ICSEIVeS . o mv oo e e mmae e 11, 200
Interest-dividends . o oo o om e cmemmeemm oo 100, 000
111, 200
Balance to undivided profits (taxable) .. .o .- 800

8. “Taw equality,” which has been the loudly-proclaimed objective of the com-
mercial bankers for 8o maeny years, is a meaningless shidbboleth, unless accom-
pansed by “investment equality.’—For 138 years, these mutual institutions have
operated to provide a speclalized community service, organized not for private
profit but owned by those they serve. They originated the monthly-payment, in-
stallment mortgage which has made this country a nation of home-owners. They
originated installment savings plans. Today, there are 5,250 of these mutually-
owned thrift and home-owning institutions, located in every State, of which
gome 2,000 are federally-chartered and supervised, and another 3,250 are state-
chartered and supervised. , ‘

(a) The distinguished Secretary of the Treasury has recommended certain
revisions in Subtitle B (comprising Sections 441, 442 and 443) of the pending
bill, emphasizing the Treasury Department’s objective “to create tax equity
among these competing institutions.” Whether the Treasury's contemplation of
“tax equity” is the same as “tax equity” is not clear to us. It is our view
that taz equity prevailed under the 1951 Act, but that it was materially upset
by the 1962 amendments—because they fatled to recognize the specialized charac-
ter of mutual thrift institutions, as distinguished from privately-owned financial
institutions and, in the absence of capital stock on the part of the mutuals, their
need for a reasonable allowable deduction for withbolding a portion of earnings
for possible future losses,

(b) On the other hand, if “tax equality” (in the fashion sought by the com-
mercial bankers) is accepted by the Congress as a commendable and equitable
objective, very obviously these mutual institutions should have equality of in-
vestment opportunities, in order to make available to them the more lucrative
fleld available to the privately-owned financial institutions. :

'(¢) The Treasury Secretary has, further, outlined a “special tax deduction” to
be granted to the several types of financial institutions to encourage “the flow
of credit . . . into uses determined by the Congress to be socially preferable.”

It has for many years been the position of the Federal Government that the
development of member-owned, mutual or co-operative organizations warrant
particular encouragement by statutory enactment. Most certainly, a change in
emphasis, such as the Treasury proposes, would constitute a major change in
callrse and warrants wide-spread study and consideration before legislative
action. '

. Unfortunately, the 1951 Act, which made ‘‘domestic building and loan asso-
olations” and “cooperative banks” subdfeot to the corporate rate of income tae,
after appropriate credits to loss reserves, contained a major defect—in that it
fatled to differentiate between the mutual instituions and the non-mutuals.—
This deflcency was perpetuated in the 1962 amendments. Accordingly, we urge

these steps: . .

(a)- That Section 442 (a) be deleted from the pending bill, and
" (b) As an alternative, that Sections 593 and 7701(a) be revised in a manner
which (1) recognizes the distinctive character of all mutual savings institutions,
(11) accords them comparable tax status to that of other mutual or co-operative
organizations, and (1ii) conforms to their basic operational requirements by
establishing reasonable allowable deductions for allocations to loss reserves,
with cellings of not less than 10% in the case of a “Reserve for Losses on Quali-
fying Real Property Loans” and of not less than 5% In the case of a “Reserve for
Other Losses.” .

‘(¢) A draft of amendments to the Code to implement the recommendations of
the preceding paragraph is appended.

24
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Praoposed Revision of Scction 7701 and Scction 593 to recognize the distinctive
character of mutual savings, building or homestead associations and cooperative
banks, particularly with respect to their need for reasonable and adequate allow-
able deductions for additions to loss reserves—and to accord them treatment
comparable to that accorded to other mutual and cooperative organizations.

(a) That an additional category, to be known as ‘“domestic mutual savings
institutions” be added to the Code by an appropriate amendment to subsection
(a) of Section 7701, reading substantially in this manner:

*(30) Domestic Mutual Savings Institution.—The term ‘domestlc mutual in-
stitution’ means a savings bank, cooperative bank, savings association, savings
and loan association, homestead association, building association or building and
loan association which is domestie, without capital stock and organized and
operated for mutual purposes and without profit.”

(b) That the title and subsection (a) of Section 593 be amended to read as
follows (new language italicized) :

“S8EC. 503. RESERVE FOR LOSSES

“(a) Organizations to Which Section Applies.—This section shall apply to
any mutual savings bank not having capital stock represented by shares, domes-
tic building and loan association, or cooperative bank without capital stock
organized and operated for mutual purposes and without profit, except that
subsection (g) and paragraph (4}) of subscction (b) hereof shall apply only to
a domestic mutual savings institution.”

(c) That subparagraph (A) of paragraph (1) of subsection (b) of Section
593 be amended to read as follows (new language italicized) :

“(A) the amount determined under section 166(c) to be a reasonable addition
to the reserve for losses on nonqualifying loans, or the amount determined
under subsection (g) hereof to be a reasonable addition to the reserve for other
losses, plus”

(d) That subsection (b) of Section 593 be amended by designating paragraph
(4) as paragraph (5), by designating paragraph (§) as paragraph (6), and by
inserting new paragraph (4) to read as follows:

**(4) Calculation method.—The amount determined under this paragraph for
the taxable year shall be an amount equal to the amount necessary te increase
the balance (as of the close of the taxable year) of the reserve for lossees on
qualifying real property loans to 10 percent of the unpaid balance of such
loans.”

(e) That paragraph (1) of subsection (c) of Section 593 be umended to read
as follows (new language underlined) :

“(1) Establishment of reserves.- -Each taxpayer deseribed in subsection (a)
which uses the reserve method of accounting for bad debts shall establish and
maintain a reserve for losses on qualifying real property loans, a reserve for
losses on nonqualifying loans (or a reserve for other losses as provided by
subsection (g) of this section), and a supplemental reserve for losses on loans.
For purposes of this title, such reserves shall be treated as reserves for bad debts
and for other logses, but no deduction shall be allowed for any addition to the
supplemental reserve for losses on loans.”

(f) That Section 593 be amended by inserting the following new subsection
(g) after subsection (f), to read as follows:

“(g) Reserves for other losses.

{1) In lieu of any authorized deduction for losses other than for bad debts
on qualifying real property loans, a taxpayer to whom this subsection applies
shall be allowed a deduction for a rcasonable addition to & reserve for other
losses, which shall in no case be less than the amount determined by the tax-
payer as the reasonable addition for such year; except that the amount deter-
{nined ?y the taxpayer under this subsection shall not be greater than the
esser of— -

(A) the amount of its taxable income for the taxable year, computed without
regard to this subsection, or

(B) the amount by which 5 percent of the total of its resources, exclusive
of its qualifying real property loans, at the close of such year exceeds the
balance in such reserve at the beginning of the taxable year,

(2) Any reserve established pursuant to this subsection shall include the
entire balance of any reserve previously established pursuant to subparagraph
(A) of paragraph (1) of subsection (b) of this section.”



1852

DISTRIBUTION OF MUTUAL SAVINGS, BUILDING OR HOMESTEAD ASSOCIATIONS, AND COOPERATIVE BANKS, BY
STATES, BASED ON SUPERVISORS' 1967 REPORTS

Total Non- Total Non-

State Federal  State mutual mutual State Federal  State mutual mutual

8 8 56 0f Vermont............. 2 6 8 0

3 0 3 0 | virgin Islands........ 0 0 0 0

18 20 38 0 | West Virginla......... 23 15 38 0

3 27 30 0| Wisconsin.... 44 101 145 0

8 14 2 0| Arizona.... 2 0 2 1l

129 6 135 0} Arkansas.. 40 5 45 18

100 6 106 0| California.. n 12 83 180

45 47 92 0§ Colorado... 20 13 33 23

88 46 14 0| Guam..... 0 0 0 1

36 69 105 O Hawall.ooeeanenne... 2 5 7 6

9 20 0] ldah0. e ceeacnnnnnn 8 1 9 10

35 163 198 0 INin0is.cceeannennn.. 139 361 500 74

38 32 70 . OfIndiam.............. 102 105 207 2

52 24 76 0 29 25 54 46

45 95 140 0 66 222 288 12

9 7 16 0 3l 10 4 39

Nebragka...... 21 27 48 0 1 0 5

New Hampshire. 7 18 25 0 10 1 2 16

Now Jorsey.......... 25 us 370 0 138 286 424 11

Now YRk - .cvcevnanen 84 124 208 0 18 2 20 12

North Carolind....... 37 147 184 0 g 6 15 6

North Dakota........ - 7 7 14 0T 85 23 108 167

hOMe.eenennaeas . 30 28 0] Ut 6 8 1 7

Pennsylvanis... 134 561 695 0} Virginla.... 32 23 5 23

Rico. . g 0 9 0| Washington. 35 13 4 17

Rhode Island. 8 8 0 | Wyoming.... 9 0 3
South Carolina - 4 28 75 0

Tonnesses. .......... 68 0 68 0 Total.......... 2,059 3,126 5,185 789

Source: Council of Mutual Savings Institutions.
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A1l Operating Savings and Loan
Associations and Co-Operative Banks

Ratio of Loss Reserves, Surplus and Undivided Profits
to Total Resources at Year-Pnd
1941 -~ 1968

Lot g cur adoreay

Squrce: Data from Reports of Federal Home Loan Bank Board
and include both mutusal institutions and stock companies
Computations by Council of Mutual Savings Institutions

"W ‘ lh'6‘ ‘ '!51 . 156 ‘ \.3'1:” ’ 066
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Senator ANDpERsON. Mr. Mitchell.

STATEMENT OF C. R. MITCHELL, LEGISLATIVE CHAIRMAN, US.
SAVINGS & LOAN LEAGUE; ACCOMPANIED BY NORMAN STRUNK,
EXECUTIVE VICE PRESIDENT; AND STEPHEN SLIPHER, LEGIS-
LATIVE DIRECTOR

Mr. MircneLn, Mr, Chairman, I have with me this morning Mr.
Norman Strunk, executive vice president of the U.S. Savings & Loan
League, and Mr. Stephen Slipher, legislative director, U.S. Savings
& Loan League,

Iam C. I%?Mitche]l of Kansas City, Mo., chairman of the Legisla-
tive Committee of the U.S. Savings & Loan League.

The league’s membership includes 5,000 savings and loan associa-
tions, both State and federally chartered, cooperative banks, and
homestead associations holding over 95 percent of the Nation’s total
savings and loan assets.

Senator BEn~erT. May I ask you a question at this point ?

Mr. MircHELL. Yes.

Senator BEnNETT. Does your association include both stock and
mutual companies or only mutual associations?

Mr. MrrcHeLL, Both stock and mutual.

Senator BEnNETT. Both stock and mutual.

Mr. MrrcaeLL. Our principal concern with the pending Tax Re-
form Act, as well as the Treasury Department proposal for revising
savings and loan taxation as presented by Treasury spokesmen to
this committee at the outset of these hearings, is that they go far be-
Kond tax reform and the closing of tax loopholes. Both the House

ill provisions and the Treasury recommendations for savings and
loan taxation relate to a much more fundamental question, namely,
that question is the nature of the financial institutions in this country
and how homes should be built and financed.

Stated succinctly, we believe that these provisions will ultimately
mean the stagnation of the savings and loan business as we know it
today. The effect would be to eliminate this assured source of home
mortgafe credit and eventually require a much larger role for the
Federal Government in the financing of homes for the American
families,

Here at the outset, let me say that the league ap%)roves the two
sections of the bill providing for the elimination of the 3-percent
mortgafe %rowth alternative provision and the revision in treatment
of bond sales by financial institutions. This will increase taxes, sig-
nificantly for some associations, but they are “loopholes” of the type
dealt with “tax reform.” _

The 3-percent mortgage growth formula is the primary reason why
most mutual savings banks and some savings and loan associations
have é)alq only a fraction of the anticipated tax. Thus, this elimiination
wotild bring the taxation of thrift institutions back in line with the
expectations of the 1962 law,

ing beyond this, as both the House-passed bill and the Treasury
proposals do, results in a drastic tax increase for savings and loan
associations,

!
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This would impair the mortgage lending ability of the Nation's
largest home lenders (savings and loan associations) in two ways.

First, it would reduce our ability to pay a competitive rate for sav-
ings in competition with rates paid for savings deposits by the multi-
service commercial banks and in competition with the securities
markets, including the obligations of the Treasury and the Federal
agencies. We need to pay higher rates for savings, but we cannot raise
our rates on existing loans. We do not like constantly to raise the rates
we charge new home buyers. We recognize there are real limits to how
much families can pay for money and afford homeownership. We do
not know how we can be competitive in attracting savings 1f our in-
come tax is virtually doubled.

Secondly, the proposed increase in the income tax would seriously
limit our ability to build reserves. The laws of the Federal super-
visory authorities require—and wisely so—the accumulation of loss
reserves. To set up the needed reserves requires an adequate spread
between income and outgo. The growth of our institutions and the
amount of our mortgage lending is directly related to the reserve
accumulation capacity of these iInstitutions.

A reduction in the mortgage lending ability of our institutions
would occur when housing starts are declining at an alarming rate
and mortgage interest rates are soaring.

Multipurpose financial institutions—such as life insurance com-
panies and commercial banks—have largely withdrawn from residen-
tial lending, particularly single-family home financing. A\ striking ex-
ample of this is a recent bulletin from a large life insurance company
to its mortgage correspondents advising them that no more funds are
available for 1969 residential lending, and that for future lending the
minimum prime rate would be 914 percent “supplemented with some
acceptable form of kicker.”

Savings and loan associations and savings banks are today virtually
the only lenders remaining in the market for traditional type loans on
single-family homes and small apartments. For this reason, the Con-
gress today 1s deeply concerned about the housing problem. The Con-
gress, in fact, has always been concerned about housing and an adequate
supply of funds for mortgage lending.

This is the reason the Congress originally established the Federal
Home Loan Bank System. This is why the Congress has repeatedly
provided special tax provisions for savings and loan associations. This
1s why Congress has approved and expanded Federal programs relat-
ing to urban renewal, public housing, subsidized loans, and the pur-
chase of loans by Fannie May. Leaders in the Federal agencies and in
the Congress almost daily express grave concern over present housing
market conditions. Yesterday’s headline story on the financial page
of the Washington Post is indeed timely—*“Credit Squeeze Hits Resi-
dential Housing Hardest.” -

Frankly, we cannot reconcile the massive effort to stimulate housing
on the one hand and the proposal to substantially increase taxes on
the Nation’s largest home lenders on the other hand. ’

I would now like to turn to my second basic point ; namely, that these
tax proposals would tend to eliminate savings and loan associations as
& locked-in source of mortgage money for the average American fam-
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ily, where a family seeking credit for the purchase of a home would not
get shoved aside in favor of someone bigger or more able to pay a
higher rate of interest. The effect of both the House bill and Treasury
roposal is to apply equal effective tax rates on banks and savings and
oan associations. This may not have been intended by the House, but
last minute changes had this effect. The Treasury has made this equal-
ity a prominent feature of its tax testimony.

However, the undisputable face is that the two systems have never
operated under equal tax provisions. There is no reasonable possibility
that they can unless sweeping changes are made to provide savings
and loan associations with compamb‘ie profit opportunity in terms of
operating and investment privileges. Equal operating authority would
be demand deposit authority to provide free money and permission to
engage in commercial lending.

am sure that the members of this committee recognize there are
very fundamental differences between our institutions and commerical
banks. We have no r(()ipportunities to change our business or the nature
of our lending in order to adjust to differing conditions in the money
market. When interest rates rise rapidly, commercial banks are able to
adjust very quickly because their loans are short-term loans and an
increase in the prime rate almost immediately increases the overall
return on most of the bank's assets. Savings and loan associations, on
the other hand are stuck with the long-term low-interest rate mort-
gages already in our portfolio. Thus, at the present time, our loan
portfolio earns on the average just a little more than 6 percent. We
currently pay our savers an average of almost 5 percent.

This is the central problem of the savings and loan business today.
This is the basis for our belief that it is not appropriate to tax alike
two such different types of financial businesses.

The history of the Congress shows it wants to keep savings and
loan associations as home-lending institutions. The Treasury De-
partment has recommended equal taxation for our institutions and
the banks, but we do not believe the Treasury would recommend op-
erating authorities. And further, we think that it is highly unlikely
that the Banking and Currency Committees would recommend a
change in the longstanding congressional policy that savings and
loan associations should remain predominantly a residential lending
system. :

yMr. Chairman, we believe that the policy of Congress with respect

to taxation of thrift institutions should be to continue to encourage
homeownership and to avoid the creation of substantial barriers to
American families who need to borrow money at reasonable rates in
order to buy a home.

Thank you, sir.

Senator ANDERSON. Any qeustions?

Senator MiLLer, Mr, Mitchell, yocu were here earlier this morning,
when the Chairman of the Federal Home Loan Bank Board testified?

Mr. MrroHELL. Yes, 8ir.

Senator MiLer. I take it from your testimony then that the or-
gagitz:tion you represent is generally pretty much opposed to what he

ad to say.

Mr. Mf'rcnm Yes, to the Treasury formula approach to the taxa-
tion of savings and loans.

T
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Senator MiLLEr, Well, as I understood the Chairman of the Home
Loan Bank Board supported the Treasury proposals and, as I under-
stand you, you are opposed to that and you, therefore, are opposed to
the statement by the Chairman of the Home Loan Bank Board ?

Mr. MircneLL. Yes, sir.

Senator MiLLer. Thank you.

Senator ANpErsoN. Thank you very much. We appreciate your
statement very much.

(C. R. Mitchell’s prepared statement follows:)

STATEMENT OF THE UNITED STATES SAviNGS AND JOAN LEAGUE'! I’RESENTED
BY C. R. MrrcHELL, LEGISLATIVE CHAIRMAN; ACCOMPANIED BY NORMAN
STRUNK, EXECUTIVE VICE PRESIDENT; AND STEPHEN SLIPHER, IEGISLATIVE
DIRECTOR

Our principal concern with respect to the provisions of the Tax Reform Act,
as approved by the House of Representatives last month, as well as the Treasury
Department proposal for revising savings and loan taxation as presented by
Treasury spokesmen to this Committee at the outset of these hearings, is that
they go far beyond tax reform and the closing of tax loopholes. Both the House
bill provisions and the Treasury recommendations for savings and loan taxation
relate to a much more fundamental question, and that is the nature of the fi-
nancial institutions in this country and how homes should be built and financed.
Stated succinctly, we believe that the provisions of the House bill and the Treas-
ury proposals for savings and loan taxation will ultimately mean the stagnation
of the savings and loan business as we know it today. The effect would be to
elimjnate this assured source of home mortgage credit and eventually require a
much larger role for the Federal Government in the financing of homes for the
American families.

This is a bold and sweeping statement. I propose to document it for you in
my time before the Committee this morning.

A very brief history should be helpful. Savings and loan associations were
developed in this country in the 1800’s by the state legislatures in order that
families might have a place to go for credit to buy a home where they did not
have to compete for credit with all types of other borrowers. Lawmakers rec-
ognized from the beginning that & typical family cannot compete on even terms
for credit—especially long-term credit of the type needed for home purchases—
with commercial enterprises, large corporations, well-to-do families and with
Governments, and that a special type of institution had to be created in order
that the home ownership ambitions of the American families could be realized.

With the collapse of the financial system in the 1930’s, the United States of
Federally chartered savings and loan associations, the Federal Home Loan Bank
System and the Federal Savings and Loan Insurance Corporation, The Congress
took these steps to assure itself that the family seeking credit for the purchase
of a home would come before other types of borrowers and where the typical
family would not get shoved aside in favor of someone bigger or more able to pay
a higher rate of interest.

Since the first Federal income tax law, Congress has provided some tax in-
centives to savings and loan associations. Originally, these institutions were
completely exempt from Federal income tax so long as they confined their busi-
ness to accepting savings and investing these savings in home loans. This tax
exemption was repealed in 1951, but the bad debt allowance provided resulted
in only nominal tax payments, until the Revenue Act of 1962. In that Act, Con-
gress carefully provided for a different bad debt allowance than that given com-
mercial banks and rather deliberately structured the law so savings and loans
associations would pay Federal taxes at about half the rate of that paid by

! The United States Savings and Loan League has a membership of 5.000 savings and
loan assoclations representing over 95% of the assets of the savings and loan business.
Leaime membership includes all types of assoclations—Federal and state chartered, Fed-
erally insured, uninsured, stock and mutual. The principal officers arc: Tom B. Scott, Jr.
President, Jackson, Misslsslprl: John H. Randolph, Jr., Vice Prestdent, Richmond, Vir-
gjxxxxn; C. R. Mitchell, Legislative Chairman, Kansas City, Missourl; Norman Sfrunk
xecutive Vice President, Chicago, Illinols; and_ Stephen Slipher, Legtslative Director,
Washington, D.C. League headquarters is at 221 North LaSalle Street, Chicago, Iliinois:
&n;l t}l:e Waggln toaq4 fice is maintained at 425—18th Street, N.W., Washington, D.C.—

elephone : . :

33-865—09—pt. 3——T
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commercial banks. In the early 1960's, commercial banks were paying an average
rate of tax of about 35 percent of so-called economic income, Beginning in 1963,
savings and loan associations paid taxes at an effective rate of about 16 percent.
The exact figures follow:

TAX AS PERCENT OF “'ECONOMIC INCOME' ¢

. Savings

Commercial and loan

Year banks associations
37.8 1.0

35.6 .8

33.3 .9

30.6 16.0

28.2 14.8

23.3 15.2

23.2 16.9

1 Source: Tax Reform Studies, U.S. Treasury, Fab. 5, 1969,

Most assoclations pay taxes under the so-called 6040 formvla provided in
the 1962 Act, This provides simply that assoclations may set aside 60 percent of
thelr income after expenses and interest payments to the depositors into reserves
and pay taxes on 40 percent of their net income. The 1962 Act also provided a
so-called 3 percent of loan growth alternative method of computing allowable
additions to the reserve for bad debts,

This 8 percent of loan growth formula has been used by some savings and loan
assoclations and most mutual savings banks. It had the unpredicted results
of making it possible for institutions with rapid increases in their mortgage loan
portfolio to escape Federal income taxes almost completely. This turned out
to be & real loonhole in the savings and loan and savings bank section of the 1962
Revenue Act. We have no objection to this loophole being closed. We consider
closing it a legitimate part of tax reform.

Neither do we have any objection to the changes proposed in the House bill
relating to the tax treatment of capital gains and losses in connection with
transactions in Government securities. This change has been discussed in con-
nection with changes in the taxation of commercial banks. It also applies to our
institutions, and we have no objection to this method of tax reduction being
eliminated, nor do we have objections to other detailed changes proposed in
the House bill relating to types of income to be included in computing taxable
income. These changes constitute tax reform, and we think they are appropriate
in the context of this bill.

However, the heart of our position is our vigorous objection to the radical
proposed revision in the 6040 formula. This provision in the House bill would
mean a virtual doubling of savings and loan taxation over a ten year phase-in
period. It seems to us this is much more drastic than loophole closing or tax
reform.

The alternative Treasury proposal presented September 4 would not lessen
the effect of the changes provided in H.R. 13270. Both seem to have about the
same practical effect except that the Treasury proposal will get us to the point of
double taxation faster. The Treasury proposes a five-year phase-in—the House
bill provides for a ten-year phase-in. Both proposals would equalize the effective
tax rate for savings and loan associations and for commercial banks. Treasury
spokesmen told this Committee that the Treasury’s objective is to tax both
institutions at an effective rate of approximately 30 percent.

The Congress fortunately has always seen fit to preserve a tax rate differential
between those financial institutions whose primary purpose is to assure the
American family of a source of home mortgage credit and the multi-purpose, full-
service type of financial institutions. This policy of differential was adhered to
in the House debate cven though last minute changes with respect to commercial
banks did, in fact, eliminate the differential according to our statistics.

History has demonstrated that those institutions with a broad range of lend-
ing alternatives cannot be expected to be a: dependable source of credit for home
ownership. Home ownership credit is a specialized credit and there are many
periods when lending for home building and home buying is not as profitable as
other types of lending or investing, That 18 why the Congress created a new sys-
tem of savings and loan associations in the 1930's and that is why they created
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a special Federal Savings and Loan Insurance Corporation—Iindependent and
separate from the Federal Deposit Insurance Corporation which was created to
insure deposits in commercial banks, and that is why Congress created a central
banking system—the Federal Home Loan Bank System—separate from and in-
dependent from the Federal Reserve System. That is why the Congress put
the agencies relating to the savings and loan business under an independent
Board responsible separately to the President and the Congress—the Federal
Home Loan Bank Board. That is why the Congress has always given savings
and lean associations a tax incentive.

The continuous Congressional concern with housing is evidenced in many wagys.
The Congress has provided and has repeatedly expanded Federal programs
relating to Urban Renewal, public housing, subsidized home loans, subsidized
rental loans and the purchase of hundreds of millfons of dollars by the Federal
National Mortgage Association. Without exception, those in the Federal Govern-
ment and in the Congress with special housing responsibilities have expressed
grave concern over the present housing market conditions. Just last week a Senate
Subcommittee held hearings on proposals to provide direct Treasury support to
the housing market. Legislation bas been introduced to provide for $10 billion
of direct Federal loans to middle-income families. An almost endless list of ac-
tions and statements by public and private officials could be presented with re-
spect to the importance of our national heusing programs.

Dr. Irwin Friend of the Wharton School of Finance at the University of
Pennsylvania has just completed a three-year study of the savings and loan
business, a study that was commissioned by the Congress. Dr. Friend's report,
released last week, points out that “savings and loan associations have the most
specialized asset structure and the greatest imbalance between the maturity
structure of assets (mainly long-term residential mortgages) and liabilities
(largely short-term deposits) of any major group of flnancial intermediaries.”

The industry’s role in the economy, he noted, has been to accumulate funds
from individual savers and make these funds available for financing housing,
thus lowering the cost of investment in housing and providing savers with a
higher return or lower risk.

“To help the associations carry out these functions—especially the stimula-
tion of investment in housing,” Professor Friend said, “they have rec¢lved several
forms of Government assistance, most notably a favorable tax treatment which
wag intended, at least in part, to compensate them for the lack ¢f investment
flexibility resulting from their commitment to the residential mortgage market.”

The basic question that Professor Friend raised is whether these present forms
of assistance are adequate to insure the viability of the industry in the future,
especially during periods of tight money.

Dr, Friend’s report pointed up the fact that the savings and loan business is
today having great problems in adjusting to. the effects of inflation and much
higher interest rates. Certainly, this is no time to eliminate or even to phase-
out such special protections as the present bad debt allowance which serves
in part to alleviate the severe operating problems that tight money has brought
to our institutions and to the housing market.

Housing starts currently are in a precipitous decline. Between January and
July of this year housing starts have fallen from a seasonal adjusted rate of
1.9 million to 1.8 million—or 28.9%, and projections indicate the decline could
continue to a million or less units. It is well recognized that home financing
institutions are feeling the burden of tight money more heavily than commercial
banks which, by the nature of their operation, are more readily able to adjust
to rapid increases in interest rates. It is well recognized that housing and home
bujlding are thiy year—as in 1966—bearing a great and disproportionate share
of the cost of the economic effects of tight money. In fact, the home building
industry thus far is about the only major industry in the American economy
that has been curtailed by the fiscal and monetary restraints that are currently
imposed on the economy. This is due in great part to the fact that the growth
rate of the savings and loan business has been decliniug for several years—
particularly in 1966 and again this year.

It should be noted that even relatively small differences in the rate of growth
in the savings and loan business, whether caused by adverse taxation or economic
or competitive conditions, has a tremendous impact on housing. The Federal
Home Loan Bank Board has estimated that a billion dollar change in savings
affects 21,500 housing starts in the initial year, and 80,000 housing starts over
the long run. In a business the size of the savings and loan business—over
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$150 billlon—it iy quite possible to have varlations in growth patterns of $5
billion or more in a year. Obviously, the difference in good and bad growth for
the savings and loan business translates into hundreds of thousands of housing
starts initially, and increases to millions of houses over a period of years.

In its tentative decisions, the Ways and Means Committee indicated that a
differential in the effective rate of tax between the savings and loan assoclations
and commercial banks was to be preserved. Committee sources indicated that
commercial banks were to be taxed at an effective rate of 36 percent and savings
and loan institutions at an effective rate of 30 percent. Our business did not feel
that this was enough of a differential in the effective tax rate, but at least there
was recognition by the Ways and Means Committee that there should be a
differential in the tax rate of the commercial banks and the savings and loan
associations, and that there had to be some incentive for our institutions to
continue to function as a special service institution for home financing.

Because of a last-minute change in its treatment of tax exempt interest by
financial institutions, however, the final tax bill passed by the House would
equalize the tax rate between commercidl banks and savings and loan associa-
tions, which, as the Treasury spokesmen say, is the objective of the Treasury
Department. Our data based on the 1968 operations show we would pay, on the
average, an effective tax rate of approximately 34 percent corpared to 19 percent
under the present law. This would be true under both the House bill and the
Treasury proposal. Unless the commercial banks change their asset mix consid-
erably, we doubt that their effective tax rate would be that high, Both the Treas-
ury and the FDIC estimate the effective rate for the commercial banks to be 30

rcent.
peSevex-al fundamental questions present themselves, First, is it proper and sound
public policy to tax such different types of financial institutions as banks and
savings and loan associations allke? (Remembering that a tax differential has
been public policy from the very beginning.) Second, what will be the eventual
result of equality of taxation of these institutions?

We are not dealing here with ordinary business enterprises that can do vir-
tually anything their management chooses, that can diversify their operations,
drop unprofitable lines, merge, expand to new markets and new cities, etc. We
are dealing here with financial institutions chartered either by ¥ederal or state
goveruments able to do only those limited things which the lawmakers, primarily
the members of the United States Congress, rigldly prescribe. Savings and loan
associatlons cannot go out and broaden their scope of operation, add profitable
new lines, move Into new markets in distant citles and compete on equal terms
with multi-purpose, full-service commercial banks. The laws prevent this type
of competitive equality.

While the advocates of equal taxation give lip service to companion equality
among thrift institutions with respect to investment and operating powers, this
is totally unrealistic. The modest changes suggested by the savings and loan ad-
vocates have never encroached on the fundamental commercial bank preroga-
tives such as demand deposits, creation of money and general business banking,
More importantly, we doubt the Congress would want to see any fundamental
change in the nature and structure of savings and loan associations, The history
of Congressional action over the last twelve to fifteen years makes it quite clear
that the Congress wants to keep the savings and loan business narrowly confined
to the business of financing shelter for the American people, primarily single-
family home ownership. Congress should recognize that as a quid pro quo for
our institutions remaining home financing specialists, there should be a consid-
erable difference in the tax treatment of our institutions and the commercial
banks.

Of course, the application of equal taxation will have the effect of driving
thrift institutions away from housing in an effort to obtain the profitability
which enables commercial banks to prosper irrespective of taxation. Either this
will happen or these Institutions will lose their competitive capability and cease
to be the effective force in home financing that they need to be if our home
ownership and home financing system in this country is to be preserved.

The following table shows the importance of savings and loan associations and

mutual savings banks in home financing.
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TOTAL RESIDENTIAL MORTGAGE LOANS OUTSTANDING
[Doltars in bittiors]

December 31
1964 1965 1966 1967 1968
Savings and loan associations___.......coeoacenao. $94.2 $102.3 $106.0 $112.9 $120.7
Mutual savings banks. ... .ceeevenienninaanaen 36.5 40.1 42,2 44,6 46.7
Life insurance companies. . . 35.8 38.4 40,6 41,6 42.4
Commercial banks. .. ..eooioeeiemaircnieencan-. 28.9 32.4 34.9 31.6 41.4
Allother holders. ....ccuevroemvureereeeenacennen 35.7 9 40.1 43,1 47.3
L (1. S 231.1 250.1 263.8 279.8 298.5
Percent held by savings institutions:

Savings and loan associations................. 40.8 40.9 40.2 40.4 40.4
Mutuzl savings banks._...... . ccoeieiniaannn. 15.8 16.0 16.0 15.9 15.6

Toltal. o eeieeaana 56.6 9 3

Sources: Federal Home Loan Bank Board; Federal Reserve Board.

These data relate to total mortgage loans including loans on multi-family
properties. So far as the market for credit for one-to-four family homes is con-
cerned, the market is especially dependent on savings and loan associations and
savings banks. In recent years, life insurance companies bave moved out of
financing one-to-four family dwellings to multi-family and commercial real
estate. Commercial banks are much less significant in financing residential real
estate. Traditionally, and especially so in periods of tight money, the commercial
bank’s role in mortgage lending is essentially that of a construction lender or
one providing the so-called interim financing with the take-out or permanent
loan made by life insurance companies, savings banks or savings and loan
associations, In times like these, commercial banks are not significant as perm-
anent investors in mortgages or large portfolio lenders and, incidentally, the
Treasury proposal will not change this. Commercial banks do not carry the
interest rate risk. They don't get stuck with a portfolio of long-term mortgage
loans written at interest rates much lower than rates are today. It is the savings
and loan associations and the mutual savings banks that carry the risk of rising
interest rates and thus have their earnings squeezed and their competitive
abilities severely limited in perfods like 1966 and 1969.

The following table shows the share of savings and time deposits allocated
by various financial institutions to residential mortgage loans.

THE SHARE OF SAVINGS AND TIME DEPQOSITS ALLOCATED BY FINANCIAL INSTITUTIONS TO RESIDENTIAL
MORTGAGE LOANS

[In percent]
Savings . Mutusl  Commercial Lite insurance
associations  savings banks banks 1 companies 3

92.4 7 24.8 23.9
92.7 76.5 24.1 24.2
93.0 6.8 23.9 24,3
90.6 74.3 2.4 23,5
91.7 7.5 2.4 2.6

1 Residentia) mortgage loans as a percent of total savings and time deposits of individuals, partnerships and corporations.
3 Residential mortga:e loans as a percent of total asuss. > Po

Source: Faderat Reserve Board.

In recent years, the savings and loan business has secured a decreasing
share of total famlily or household savings. It is well know that the savings
and loan business currently is in trouble competitively and the mortgage market
has suffered as a result.
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The savings and loan business must earn enough to be able to pay enough
to be able to attract savings. Associations compete for savings with the com-
mercial banks, with mutual funds and with the securities market, primarily the
short-term securities issued by the United States Treasury and the various Federal
Agencles. Its competitive edge over the commercial banks is protected by Regula-
tion Q, but this is a very slight edge. The policy people in the Administration
constantly suggest that the protection of Regulaiion Q as to the flows of funds
into savings and loan associations and mortgages is not to be expected as a long
time proposition. Savings and loan associations need to pay higher rates for
savings, but, we cannot raise our rates on existing loans, and there are ceilings
on mortgage loan interest rates in many states. We do not like to constantly raise
the rates we charge home buyers and there are real limits on how much families
can pay for money and afford home o vnership.

We have the problem of earning cnough to be competitive and we do not
know how we can be competitive in attracting savings if our income tax
is, over a phase-in period, virtually to double. At the present time, our mortgage
portfolio (heavily weighted with previously made low-rate mortgages) earns
an average of about 6 percent. We currently pay our savers an average of about
5 percent. This leaves just a one percent spread which must cover all operating
expenses, allocations to reserves, and local, state and Federal taxes. This is ob-
viously a far cry from the status of commercial banks. Their prime lending
rate is currently 814 percent, and they pay interest on only about one-half of
their tocal deposits. We cannot offer the broad range of services in competing
fo: savings deposits with full-service commercial banks. We have no new ways
of earning more money to pay higher tuxes. We cannot go into new making-
money ventures as can commercial banks or other lines of business.

Ours is a very speci:1lized business because Congress wants us to do essentially
one thing, and we do .10t think we will be able to continue to do that one thing
g the tax picture is radically changed as poposed by the House bill or by the

reasury.

Thus, we' have at stake in this legislation not just tax reform and loophole
‘closing, but the fundamental question of whether Congress is to preseve a system
of home financing institutions and to protect a source of mortgage money for the
ﬁviarage American family—the same family that this tax bill is designed to

elp.

It should be noted that there are presently two types of organizations engaging
‘to some extent in residential financing who are granted full tax exemption., The
first consists of pension and retirement funds which are granted full tax exemp-
tion; the second are the mortgage investment trusts which pase through sub-
stantially all of their income and by reason thereof are exempt from taxation.
Neither of these two establishes or maintains reserves to enable them to survive
the impact of a substantial downturn of business, If the time ever comes when
a substantial downturn occurs, those two types of businesses will be out of the
mortgage market. They will also be out of the mortgage market if other types
of investments are more attractive, including mortgage lending on commercial
and industrial properties. They are not limited to residential financing.

Savings and loan assoclations are required by regulatory authority to maintain
substantial reserves and to continue to add to those reserves annually. These
reserves will permit them to carry on through recessions of all kinds, and to
continue in the limited fleld of residential mortgage lending. Ways must be found
for this industry to continue to grow. The job of getting this industry to again
grow and expand will be made much more difficult, if not impossible, by adding a
greater tax burden at this time,

Public policy in this country from its early years has encouraged the ownership
of homes and farms by cvrdinary families. The veterans of the Civil War were
offered 40 acres and a mule. After World War II, a grateful Congress provided
the GI loan program. The United States has developed in great part as it has
because of the deliberate policy of encouraging the purchase of land and homes
by the ordinary family which distinguishes this country from most others of the
world. The savings and loan business has been a key part of that program. We
believe that the policy of Congress with respect to taxation of thrift institutions
should be to continue to encourage home owaership and to avoid the creatfon of
substantial barriers to American families who need to borrow money at reasonable
rates in order to buy a home.
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STATEMENT OF WILLIAM J. McKEEVER, PRESIDENT, PUBLIC FED-
ERAL SAVINGS & LOAN ASSOCIATIONS, PHILADELPHIA, PA,;
AND PAST PRESIDENT, NATIONAL LEAGUE OF INSURED SAVINGS
ASSOCTATIONS; ACCOMPANIED BY WILLIAM McKENNA, GEN-
ERAL COUNSEL, AND WILLTAM HALLAHAN, FINANCIAL CON-
SULTANT

Mr. McKEegver. Thank you, Mr. Chairman.

My name is William J. McKeever and I am president and executive
officer of Public Federal Savings & Loan Association located in
Philadelphia, Pa., and I am a former past president of the National
League of Insured Savings & Loan Associations and also a former
member of the Federal home loan bank board advisory council.

With me at the witness table teday are two gentlemen. Our general
counsel, William McKenna, and William Hallahan, who is our finan-
cial consultant.

Mr. Chairman, I have submitted a full statement along with a sum-
mary of the principal points of our testimony, and I would just like to
take a few minutes ofp your time vo present orally to this committee
what we believe to be some overriding factors of the savings and loan
and housing industry, important to your deliberations.

The savings and loan business throughout the Nation has been
shocked by the proposed amendments in H.R. 13270 that relate to the
taxation of the thrift institutions. These provisions would substan-
tially reduce the bad debt reserve allocation now permitted savings and
loan associations under the Revenue Act of 1962, and would have the
eﬁ'eptdof very nearly doubling our rate of taxation over a 10-year -

eriod.
d We are shocked in two ways, Mr. Chairman. First of all, the savings
and loan business has been paying its fair share of taxes—and we
would hope to continue to do so. Even the Treasury Department, in
testimony before the House Ways and Means Committee earlier this
year, conceded the fact that savings and loan associations’ taxes were
at an appropriate level, The Treasury, until after mid-year, had no
intention of recommending any change in savings and loan taxation.

It was only after the House of Representatives acted on tax reform
that the Treasury Department worked up its own proposal for sub-
stantially higher taxes for thrift institutions.

The point here is that the tax reform legislation was supposed to
have eliminated loopholes and provided greater revenues from those
not paying their fair share of taxes, and lower revenues from those
paying more than their fair snare. The savings and loan business does
not fall into either of those two categories, but instead has been paying
the amount sought by the Treasury ever since the 1962 revenue act
was passed into law.

A second reason for our dismay over the ][:roposed amendments in
the House bill is that it will result in even higher costs for housing,
while substantially reducing the amount of funds available for that
housing. We have a national goal of 26 million new and rehabilitated
housing units in the next 10 years. We are now far behind in meetin
this goal. By year end we would expect that housing starts would fa.
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below the million level per year. Interest rates are at the top they have
been in 110 years, and money is being diverted to other outlets, other
~ than housing. . :

Yet when it is suggested that the Congress double the tax rate of
savings and loan associations, the one institution that has remained
in the home mortgage market throughout this funding drought—the
result can only be to deny the housing goal that Congress established
just last year.

It seems to us to be inconsistent on the one hand to set up a 10-year
housing goal which requires greatly increased funding requirements,
anci with the other hand, take away funds from the one source that
Congress can count on to produce the financing needed to meet that
10-year goal. ‘ , ‘
entlemen, wa believe that this is exactly what will result if the

proposed amendments relating to the taxation of savings and loan
associations remain in this bill.
- Let’s for the moment examine the rationale contained in the House

committee report on this bill, tendered in justification of its proposed
amenciments. '

First, the report states that it recommends cutting in half the bad
. debt reserve allowance now applicable to our institutions because we
. “pay a much lower effective rate of tax than the average effective rate

for the ordinary business corporation.” This bad debt reserve was
recommended by the Treasury Department and accepted by Congress
in the 1962 revenue legislation. :

This statement by the Treasury assumes that savings and loan asso-
ciations are something like the ordinary business corporation. Such
a premise, we believe, is lacking a foundation as a castle built of sand.
I am confident that had we had the opportunity to present our views
to the House committee on this matter, the amendment would have
never been offered. '

As an example of the comparison to the averags corporation, we
would like to ask the question, does the average corporation or any
" corporation, other than a mutual savings and loan association, pay out
90 percent of its net income as interest to its depositors? "

the average corporation invest almost up to 100 percent of its

savings accounts In mortgages, sometimes considerably more than a
hundred percent ¢ ‘ .
. Does the average corporation invest most of its assets in 25-year to
85-year home loans? ,
the average corporation meet account -holder wtihdrawuble
e o axation borrow short and lond Josg
1Jogs the average corporation borrow short and lend Jeng? -
7 7.Does the average corporation assume the unknown riakg of a quarter

to & third of & century in almest its total loan programé -

SR » ‘.;.tixuglave_ﬁrggeﬂcqrppraﬁon finance home loans eptirely under

et

ige of econemic thrust, recession, depression, or severs
monetary and fiscal policy § Would you gxpect anv other
Ahan intus ”ﬁlﬁg and loan aggociatiotis.of. thin Na-
: ﬁ?‘f@rpome strueture? It would .
k. wzgog‘mon ngneyer have been, R

re L IO
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We are a specialized type of institution. We have not changed the
investment character of our business in over a century. We have been
and are the bedrock provider for many decades of mortgage credit
to house our people. We are providing most of the funds for home
financing in today’s chaotic houstrig market,just, as we always have.

But we will not be ‘able”to continue to do so if-our ability to ac-
cumulate adequate ves is threatened, as the House bill proposes.

Mr, Chairman, if“is this premise o vwi;ich our testimony is based.
We are not the pfdinary business cdrporation, and so we need ade-
quate—and I stfess the word-“adequate”—bad debt reserves.to con-
tinue as sound¢ and operating institutions. It’is for this readon we
must oppose ifi the strongest of terms the House proposal that would
seriously reduce our bad debt reserve allocation. By ?he same tpken
we must rejgct the Treasury pro; ”F{glat weuld domp gtely elimihate
any bad dept research except d?s:ct 1l experience. 1

This denies the historical coficbpt that has already proved its worth
in the Uni%?l Stated, ;i 1t

Ii-fact, géntlenien; we haveé exported the sav-
ings and lopn system to Latin Americh Ifi ig one of the few thihgs
that I thinkithat we arp proud bf in thisregard. ,-~__

Insured shvings and loan iationg called on by the

gress to make Americy t A ioh in the history of the
world. To dd, this we ed—and _eontinueito n n adequate
bad debt reserye allowance, or call it s ﬁ_e , an all :

?

The Treasury proposal would do away\with and to gur way
of thinking wouf%‘serxoﬂsly eopardize onr ability to contjiue to do
the job you have co

] issioned us to do. .

The problem the leges@ury cites of wanting to bring vfngs and loan
associations to the same %on as co ial banks is like.
mixing apples and oranges. Itis-difficult to.centémplate Fow this can
be &'ustiﬁed in light of the special, long-term risks inherent in_savin§s
a}rll loan operations, and studionsly avoided by commercial banks, in
the main, '

‘We have a pledge, and the Congress has a pledge, to the American
people to rebuild our cities. We are already behind in that work. To
increase the taxation of the one type of institution that can be counted
on to perform the task of rebuil mgh-is perhaps tantamount to saying
that this task will never be accomplished.

Mr. Chairman, I thank you and the committee for your courtesy.

Senator AnpEnsoN. Any questions?

Senator Benwgrr. I have just one question.

Mr. McKxEvVER. Yes, sir. :

. Senator Bennerr. If you hadto choose between the House approach

- and the Treasury M}gmach which would you choose{

<. Mr, MoKeever. If I had to choose, Senator, you are giving -me a

- difficult choice because I like neither of them. ,

4. Senator BENNETT. Well, you have said that in your testimony.

#¢ - -Mr. MoKeevar, . Yes, [ Laughter.] .

"f;, ~><You seey the reason for the Treasury lglpproach, it is contained in
| ‘about, two paragraphs;and this is very difficult to accept as something

that is sovery unexplained at this time.

. Benator BENNETT. Are you saying that you could not understand

% "the Treasury approachi < o
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q Mr]. McKerver. No, sir, I say that it is not spelled out in enough
etail,

Senator WiLrrams. You prefer the House approach, then?

Mr. McKEeever. I would say no, Senator. We wouldn’t prefer to
have it, because there are too many nnanswered questions in my mind
concerning the Treasury approach.

Senator BeNNETT. Then you prefer the Treasury approach.

Mr. McKeever. No——

Senator BENNETT. I know that you don’t like either of them.

Mr. McKEever. Right.

Senator BEnnrrr. But which one would you take as the lesser of
two evils?

Mr. McKeever. Well, Senator, in order to live under the bill we

rob}t:,bly would have to convert to a commercial bank, if we could

o that. :

Senator Bennerr. Why don’t you say to me that you are unable
to answer the question?

Mr. McKzever. Well, I am unable to answer it at the present time,
Senator.

Senator Bennert. OK. Thank you.

Senator MiLrLer, What is the difference between your membership
and the membershilp in the U.S. Savings & Loan League?

Mr. McKzever. 1 will give that, Senator to our general counsel. .

Mr. McKenna. Well, their numbers are greater. The U.S. League
has many more members than we do. We are limited to federally
insured institutions; that is, those insured by FSLIC. We have a much
smaller membership, and for that reason we think sometimes we can
come to positions a little quicker than our friends in the other league.

Senator MiLrEr. In other words, the members of your organization
could also be members of the U.S. Savings and Loan League but not
necessarily the other way around ?

Mr. MocKENNA. Well, not necessarily, although I think for the most

art most institutions are today insured by the Federal Savings and
an Insurance Cerporation and, therefore, there is a great deal of
dual membership between the two feagues, Senator.

_Senator MirLxr. Mr. McKeever, you heard Mr. Mitchell testify that
his oriz}n‘izntion accepts the elimination of the 3-percent rule.

Mr. MoKxrver. Yes, we would agree. .

Senator M1LLER. Would you agree ¢

Mr. McKzzevEr. Yes, Senstor.

Senator MiLLER, You also, I presume, heard the testimony of the
Chairman of the Federal Home Loan Bank Board esrlier this
morning { .

Ml'. MCKmm. Yes, I didl '

Senator MiLLer., As I understood him he substantially supported
the Treasury approach. Do I understand then you would be very much
%ppzs;le;i to the position taken by the Federal Home Loan Bank

oard? - ‘ |
* Mr. McKeever. No, I would not. I would not be substantially

opposed. ,
i Senato‘r Mrrer. You would not be substantially opposed ¢

Mr. McKrever. That is correct. I would want to see the particular
details, I was interested in the novel approach of Dr. Martin to a spe-

I
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cial deduction for inner-city lending. This is one of the big problems
that we have in the large cities, because mention is made of insured and
guaranteed loans, and the implication is always that they are risk free.
This is not so in a big city, particularly where you have to repos-
sess VA real estate. Our biggest losses that we have on our books come
from repossessed VA loans that we had to take back in ghetto areas.
The VA pays off the 60 percent, gives you back the property, and you
can’t dispose of it. The city comes in with a list of building violations.
To complete curing the violations and have the new equipment stripped
out the next day would be foolhardy. So we dispose of these repossessed
homes as quickly as we can to somebody who would deal in junky
real estate.

Senator Mirrer. But it is my understanding that Mr. Martin sup-
ported the Treasury’s position to do away with your traditional meth-
od of computing your reserves. He would sweeten that up with the 5
percent and the 10-percent allowance.

Mr. McKEEveR. Yes; that was my understanding.

Senator MiLLER. You are very much opposed to that?

Mr. McKEeever. I am not opposed to it in toto until T see the whole
picture, as to what it is 10 percent of. I have been used to reading the
small print and rules and regulations, and I don’t like to support one
thing with the right hand that the left hand taketh away.

Senator M1LLer. Well, it was my understanding the thrust of your
testimony was that you were opposed to doing away with the tradi-
tional method of computing your reserves, which would increase your
tax load, and that the Treasury approach of a 5 percent sweetener will
not be an appropriate offset at all.

Mr. McKeever. Well, I would say that, yes, sir. _

Senator MiLLER. So to that extent you are opposed to the Chairman
of the Home Loan Bank Board ¢ ‘

Mr. McKeever. No, I wanted to examine the Chairman’s proposal
when he opened up on the special deduction of the 10 percent for mod-
erate- and low-income housing. So to that extent I don’t want to fore-
close it, Senator. ‘

Senator Mr.rLer. Well, I appreciate that, but I think you ought to
recognize that my reaction to your testimony is that you are opposed
to this 5 percent approach of the Treasury Department in lieu of the
traditional method of computing your bad debt reserve?

Mr. MoKxEevEr. That is true, Senator.

Senator MiLrLER. Now, to the extent that there is a 10 percent sweet-
ener that is recommended by the Federal Home Loan Bank Board you
want to think about that? , '

Mr. MoKeever. Yes, sir, particularly, Senator, for us lending in the
inner cities. ‘
© Senator MIiLLER, And to see to what extent that might compensate
for the loss or the tax, additional tax load, that the abandonment of
thﬂ; o_riginal meéthod of computing your bad debt reserves would re-
sult in

Mr. McKeever. I would even, Senator—yes, overall. But I would
even buy the special 10 percent as an inducement to lend in the inner
- cities at the same time retaining what we have now as our bad debt
~ reserve.
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Senagtor MirLer. But that was not Mr. Martin’s recommendation,
was it

Mr. McKEeEveR, You are right.

Senator MiLLER. To that extent you are opposed to him?

S Mr. MoKxEver. I am opposed to the 5 percent recommendation, yes,
enator.

Senator MirLer. And opposed to the 10 percent recommendation in
lieu of what you now have?

Mr. McKEgever. Well, now you are trading.

Senator MiLLer. Now we are down to the bedrock of your testimony.

Myr. McKeever, That is right, and now you separate the men from
the boys when you have to make what you consider is the best possible
solution to a real hard problem. I would like to think about that some
more, Senator. :

Senator MiLrLer. Well, I invite your attention to Mr. Mitchell’s testi-
mony that they are opposed to Mr. Martin’s position.

Mr. McKeever. Well, I can appreciate Mr., Mitchell’s testimony, I
have known him for a long time. He is extremely knowledgeable.

Senator Mirrer. And you are opposed in part and questioning in
other part, is that correct ?

Mr. McKeever. That is correct.

Senator MrLLer. Thank you.

Mr. McKeever. That is right.

Senator WiLLiams. B on your own experience what has been
your loss ratio over the last 10 years?

" Mr. McKzxever. It has been very small, Senator.

Senator WirrLiams. What is very small, what percentage?

Mr. McKeever. I don’t have the figures for the industry. I could
cite my own institution. We probably had about 10 percent of what we
put away in our bad debt reserve over those past years as losses.

Senator WiLriams. It is about a quarter of a percent?

Mr. McKeever. Well, it is very difficult to figure.

Senator WiLLiams. What is your ratio then, percentagewise, what
would it be?

Mr. McKeever. Our ratio—

Senator WirLiAms. Your losses.

Mr. McKeever. Our losses I would say are about 15 percent of
income without the bad debt deduction which amounts to about—
which amounts to 60 percent of income.

- Senator WiLriama. You mean your loss

Mr. McKzzver. I would say that ours is higher because we are lend-

iné in a big city— )

enator BENNETT. He is shifting from a base of investment to in-
come, which is a completely unrelated method of stating it.
. Mr. McKexver. Yes. But you see I don’t have the figures, Senator,
as a percentage— o o .

Senator BENNETT. What have you been putting into bad debt re-
serves? What did you putin last year? o

« Mr. MoKxzevER. In dollars?

Sen.ator WiLriams. In percentages. '
thl{x:. MoKzezever. We put 60 percent of net income, most of us put

at in. : 4



1869

Senator WiLLiams, 60 percent of net income you set aside for bad

debts reserves?

Mr. McKEevEr. That is right.

Senator BENNETT. And his loss is 6 percent, one-tenth.

Mr. McKeever. The bad debt r-serve is limited to 6 percent of
the qualifying reserves for mortgage loans. Once you get up to the
6 percent reserve you no longer can put it in regardless, the 60-40
can no longer go in it.

Senator BeNNETT. And those were your actual losses ?

Mr. McKeever. No, sir. Our actual losses, Senator, I would say
were about one-third of what we put in there.

Senator BenNzerT. You said a minute ago 10 percent.

Mr. McKEeever. No, well, let us say, we put 60 percent of net income
in there, I say our losses were about one-third of that input.

Senator WirLiams, We will leave net income out for a moment.
Of your loans, what percentage of your loans would it be?

Mr. McKEEvER, Yes. Yes, Senator, it would be less than 1 percent

of the loans.
Senator Wirriams. How much are your loans?
Mr. McKeevir., Qur loans are $110 million. Our losses were last

year approximately $70,000.
Senator WirLiams. Well, that is less than——
Mr. McKEEVER. Seven-tenthe of 1 percent. I said less than 1 percent.

Senator WiLLiams, Yes.
Senator ANDERsON. Thank you very much Mr. McKeever.
(Mr. McKeever’s prepared statement follows:)

STATEMENT OF THE NATIONAL LEAGUE OF INSURED SAVINGS Assoounozvs,
PRESENTED BY WILLIAM J. McKEEVER

Mr. Chairman and members of the Committee, my name is Willlam J.
McKeever. I am President of Public Federal Savings and Loan Association
of Philadelphia, Pennsylvania and Immediate Past President of the National
League of Insured Savings Associations. The Natitonal League appreciates the
ggspgrtunlty to present to you its views on H.R, 13270, the Tax Reform Act of

It wns in 1962 that the Congress enacted three alternative bad debt reserve
formulas under which the savings and loan industry has operated since that
time, In its report on H.R. 13270, the House Committee on Ways and Means ac-
knowledge that “about 80 percent of the savings and loan assoclations use the
60-percent method and are currently paying taxes in the manner generally an-
ticipated under the tax formula adopted in 1962.” (House Report No. 91413
{PartI), August 2, 1969)

Savings and loan associations are in material part subject to the same provi-
slons and Federal income tax rates as other corporations. The only substantial
difference being that in computing taxable income to which the regular tax rates
apply, a more favorable bad debt reserve allowance is permitted in recoguition
of the risks involved in long-term mortgages that constitute most of the invest-
ment po.tfolio of savings and loan associations.

_ Because as a matter of law and practice, savings and loan assoclations Invest
most of thelr funds in long-term real estate mortgages, they absolutely require
a higher bad debt reserve than other corporations. The numerous failures that
occurred in the industry in the Great Depression of the early 1930’s bear stark
‘witness to the fact that although the homes that served as security for mortgages
‘were sound, the financial inability of morigagors to make payments on the mort-
-gage when due burdened the savings and loan industry with losses beyond the
:capability of their then bad debt reserves to meet.

5 The importance of maintaining adequate bad debt reserves is still para-
jmount despite the introduction of the monthly payment type of mortgage gen-

%
%
£
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erally prevalent today. It is not necessary to go onutside the District of Columbia
to find a recent example of a savings and loan association that found it necessary
to merge with another because the merging association's bad debt reserves were
inadequate.

Unfortunately, the report of the House Committee on Ways and Means on
H.R. 13270 does not give sufficlent recognition to this imperative need for bad
debt reserves due to the nature of the savings and loan association. That Com-
mittee Report cites as the Committee’s reason for concluding that present bad
debt reserve provisions applicable to mutual thrift institutions are ‘‘unduly
generous”, the fact that they have allowed these institutlons “to pay a much
lower average effective rate of tax that the average effective rate for all corpora-
tions.” (House Report No. 91-413 (Part I), page 125) Accordingly, the report
continues, H.R. 13270 amends the special bad debt reserve provisions of existiug
law applicable to those instiutions to provide assurance that significant tax
will be paid in most cases on thelir retained earnings.

We fear that this line of argument.in the report fails to recognize the enormous
difference that exists between savings and loan associations and other typea
of corporations, despite the Committee’s sincere comclusion that the changes
wrought by the bill in such bad debt reserve provisions would still result in
reserves consistent with the proper protection of the thrift institution.

The savings and loan assoclation:

1. Pays out about 90 per cent of its net income as interest on deposits
to its savers (a pattern that would exempt a real estate investment trust
from Federal income tax).

2. Invests almost 100 per cent of its savings account funds in real estate
mortgages.

3. Invests most of its assets in mortgages having maturities in the range
of 25 to 35 years.

4, From a practical standpoint must be ready to meet widrawal demands
as they are made.

5. Borrows short and lends long.

. 6. Assumes the unknown risks that can arise over a quarter century on

nearly all its ioan portfolio.

7. Is expected to and does finance residential construction and transfer
consistently in good tim.es and in bad.

Savings and loan associations are unique in being corporations that possess
all of the foregoing seven attributes. Consequently they need and deserve tax
treatment substantially different from that accorded other corporations.

Particularly during the current period of inflationary pressures, savings and
loan associations need adequate bad debt reserve funds available. In the field
of housing that provides security for nearly all mortgages held by such associa-
tions, the inflationary pressures are even more severe than in the rest of the
national economy.

Material assembled by BE. H. Boeckh and associates demonstrates that com-
pared with a 1957-9 base equaling 100, the construction cost index for residences
was 111.6 in 1964 and 143.2 in January 1969, constituting a 28 per cent increase.

Secretary of Housing and Urban Development Romney recently testified to
the Subcommittee on Housing of the Senate Committee on Banking and Currency
that the cost of housing is rising at the rate of 1 per cent a month or 12 per
cent a year,

Practically every cost element entering into the construction of residences
from the cosat of land through the cost of labor and materials is rising sharply.

The comparative size of 1loss on a loan in default or a foreclosed property is
lkewise rising. For not only are the amounts of periodic payments due on the
mortgage loan higher but so are the costs of maintaining property taken over
by the asroclation due to default under the mortgage during the period when
the property is an expense rather than an income producer for the association.
Meanwhile the association must continue to pay dividends or interest to the
aaver on the accounts that produced the funds to make the mortgage loans.
Associations must have bad debt reserves on hand and available to take care
of these losses in order to continue normal operations. We wish to stress that
the reserve funds must be available for use when needed. They must be accumu- -
1ated n good times for use in bad times, They cannot be built to sufficient levels
ove t. . : ) ‘

- During this perlod when the degree of inflation in housing surpasses general
inflation, -1t is vitally important that more funds be available in bad debt

!
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reserves, Surely it is not a period in which the ability of assoclations to build
substantial reserves as quickly as feasible should be diminished in the manner
proposed in H.R. 13270. Each dollar taken for additional taxes diminishes the
amount available for addition to reserves or for investment in home finance,

Nor is the bill's proposal for a 10-year carryback and 5-year carryforward
for losses an adequate alternative. First, we question whether this provision
would achieve its intended goal since bad debts would be chargeable against
the association’s reserves and, second, we would doubt whether the provision
would produce funds in time to meet current expenses of an association that
is suffering losses due to defaulted or foreclosed mortgages.

Under the existing bad debt reserve formulas the savings and loan industry
has consistently supplied a major portion of the residential flnance in this
country. Almost half the homeowners in the nation have reached that status
with the aid of mortgage loans from savings and loan associaticns, The 90th
Congress in the Housing and Urban Development Act of 1968 set a housing goal
of 26 million units over a 10-year period. Savings and loan associations have
combined a dwindling supply of savings funds with proceeds of repayments
on outstanding mortgage loans and borrowings from the Federal Home Loan
Bank System and other sources to furnisn a substantial percentage of the mort-
gage financing for the housing now being built at the rate of only 1.8 million
units per year, which is far below the rate needed to meet Congressional housing
goals.

Savings and loan assoclations by their nature borrow and acquire savings
funds on a short-term basis and lend in the real estate mortgage market on a
long-term basis. This results i.. a need for meeting current market costs of
money to attract short-term savings while being frozen into fixed-rate yields
on long-term mortgage investments. From 1963 through 1967 attracting savings
funds has required the payment of dividends thereon in an increasing range of
more than 6% percentage points from 62.6 percent to 69.2 percent of gross
operating income, The long-term nature of mortgages held in portfolio reduces
the average yield far below current mortgage yield for new loans in a high
interest rate period. Real estate mortgage interest income ranged from 84.7
percent to 87.6 percent of gross operating income from 1963 through 1966,
decreasing to 86.2 percent in 1967, representing a maximum range of less than
3 percentage points. Net operating income after payment of dividends in the
savings and loan industry decreased from 13.7 per cent to 8.9 per cent of gross
operating income over the period from 1963 to 1967. Contrary to some apparent
opinion, the industry does not lay golden eggs in the form of profits.

In the face of efforts of savings and loan associations to continue to supply
mortgage credit to a needy housing market, section 442 of H.R. 13270 would
almost double the Federal income tax bill for the savings and loan industry at
the end of 10 years. This would result from the provision in section 593(b) (2)
of the Internal Revenue Code of 1954 as it would be amended by H.R. 13270 that
reduces the 60 per cent maximum for the taxable income formula for computing
a bad debt reserve to & 30 per cent maximum over a period of 10 years at the
rate of 3 percentage points a year.

‘We believe the industry can live with the several other changes made by
H.R. 13270 in bad debt reserve formulas for savings and loan associations.

In their recent testimony to your Committee Secretary Kennedy and Assistant
Secretary Cohen set forth the general outline nf some proposal that would
provide a special tax deduction for financial institutions, including savings and
loan associations, Their statement indicated that details would be provided
in a later memorandum to your Committee. Lacking knowledge of those detalils,
particularly those dealing with a phase-in period, it is difficult to appraise
the effect of the proposal. However, the testimony disclosed sufficient information
to indicate that, if the 60 percent minimum taxable income requirement therein

" mentioned would become immediately effective, the proposal would result in

BRI

immediate and substantial increases in Federal income taxes from savings

- and loan associations as compared with either the present law or the require-

ments of H.R. 13270 during the next few year . If this be true, the proposal

- cannot be supported by the National League for the same reasons it cannot

support the reduction H.R. 138270 would cause in the 60 percent maximum in

' the taxable income bad debt reserve formula.
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In summary:

(1) The reduction of the 60 percent maximum to 30 percent would
absol:btln taxes a significant amount of new funds from the home mortgage
market.

(2) Long-term: mortgages involve a degree of risk demanding adequate
bad debt reserves. The increased tax requirements resulting from H.R.
13270 will inhibit the ability of savings and loan associations to build such
reser A

ThesNJt‘;?)nal League strongly urges this Committee to retain the present
provision in section 593(b) (2)" of the Internal Revenue Code of 1954 that fixes
at 60 per cent the maximum for the taxable income formula usable in determin-.
ing a bad debt reserve for savings and loan associations.

We appreciate the opportunity of presenting these views.

Senator ANpErsoN. The final witness will be Mr. Harding.

Senator Cranston, we are happy to have you.

Senator Cranston. Mr. Chairman and members of the committee,
I was particularly anxious to be present today in order to listen and
to introduce to you your final witness who will be D. W. Ferguson.
Mr. Ferguson is president of the Quaker City Savings & Loan Asso-
ciation of Los Angeles, and is accompanied by Frank Hardinge, execu-
tive vice president, California Savings & Loan League.

If I may just say briefly, these are two outstanding representatives
of an outstanding industry in California. This is an industry that in
the West, particularly in California, faces problems and circum-
stances that are, unique and quite different from those facing this
industri generally in the country. It is a particularly important aspect
of our housing industry which, as you know, faces grave problems
in California due to our great population growth, Senator Bennett
is particularly familiar with this due to his service on the Banking
and Currency Committee and I would like to suggest, Senator Bennett,
that you direct the same questions to this witness that you directed
to the last witness about (}Jis preference between the Treasury pro-
posals and the Tax Reform Act as passed by the House.

Thank you very much.

F Senator BeENNETT. I hope I get a different answer from Mr.
erguson.

nglxlator WirLiams. If I may, first, figuring up mathematically the
answer to the question, grevious question, is seven one-hundredths of
1 percent of loss ratio, $70,000 to $110 million of the previous witness
instead of seven-tenths.

Senator ANpersoN. Will you give your testimony ?

STATEMENT OF D. W. FERGUSON, PRESIDENT, QUAKER CITY
FEDERAL SAVINGS & LOAN ASSOCIATION; ACCOMPANIED BY
FRANKLIN HARDINGE, JR., EXECUTIVE VICE PRESIDENT,
CALIFORNIA SAVINGS & LOAN LEAGUE

Mr. Ferauson. Thank you, Mr, Chairman.

Gentlemen of the committee, hn inadvertently transfsrred me from
Whittier to Los Angeles. Qur offices are in V1. ttier.

Senator CransToN. Los Angeles County.

Mr. FerausoN. Next week I will become president of the California
Savings and Loan League. ‘

In the interest of savinﬁ's your time I will not repeat testimony with
which we agree presented by a previous savings and loan witnesses.

")
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We are in agreement with the statement filed by the U.S. Savings and
Loan League and the National League of Insured Savings Associations
that the present tax system on savings and loans should not be changed
and impose an additional burden on already suffering lenders for the
housing industry.

If the ultimate proposed tax rates, which are nearly double our
resent rates, had been in effect since 1962 we estimate that in Cali-
ornia 125,000 families would have been denied credit for new or

existing housing during the last 6 years.

The Congress in 1962 recognized the need for bad debt reserves for
the savings and loan business, and both the House bill and the Treasury
groposal recognized the need for reserves, although based on different

ormulas, Thus the principal issue is how great these reserves should
be. The record of loss experience of long-term lenders during the 1930’s
is in the record books for all to see. Long-term lending entails the tak-
ing of risks and inevitably there will be some losses in varying degrees
both as to when those losses are taken and by which institutions they
will be taken, ‘

With respect to the need for reserves for financial institutions we
support the stand taken by Mr. Alexander of the American Bankers
Association for the need for bad debt reserves for banks, although we
suggest that bad debt reserves for savings and loan associations should
be higher because their loans are almost 100 percent long-term while
bank loans are predominantly short term.

There is another reason for the need for reserves not mentioned by
previous witnesses, It is contended by some that we will never have
another serious depresssion. But if we do, the Federal Savings and
Loan Insurance Corporation and the Federal Deposit Insurance Cor-
portation are now in existence to pick up losses which might occur.
These agencies were not extant in the 1930’s. It is significant that both
of these insurance corporations insist that their respective member
institutions build and maintain their own reserves because these are
the reserves which will absorb the primary shock of losses. These gov-
ernment insurance corporations would not be able to cope with serious
losses by their members if they had to rely solely on their own reserves.

It therefore seems very clear that the ability of both savings and
loans and banks to build reserves out of current income must not be
impaired by tax policy.

e note with interest that the Ways and Means Committee of the
House of Representatives at the last minute reversed itself so that the
House bill now affords favorable tax treatment to the income from
municipal bonds. We understand the reason for this decision, It is in
the national interest to provide a strong market for the obligations
of State and local governments. We suggest that it is also in the na-
tional interest to provide similar incentives to encourage the invest-
ment in long-term home loans by excluding from taxation a portion
of the income resulting from long-term residential lending.

Both the House bill and the T'reasury proposal include a provision

' for phasing in the proposed increase in savings and loan taxation, This
‘teally only provides a period during which the total economy must
' learn to live with a smaller amount of credit available for home loans
because neither of the proposals in any manner provide for alternate
and additional sources of mortgage credit.

33-865—69~—pt. 3-—S8



1874

Since both the House bill and the Treasury proposal result in a
substantial increase in savings and loan taxation, and changes com-
parable tax rates from 17 percent to 31 percent for savings and loans
and from 23 percent to 27 percent for banks we must oppose both in
their present form. If, however, our only alternatives are those two
proposals, then we would support the principle of the Treasury pro-
}éosal but only with higher deductions than those suggested by the

ecretary of the Treasury and with other modifications. Of course
the Treasury proposal is merely in outline form and we must be given
the opportunity of studying the specific technical details of it.

Parenthetically, Mr. Chairman, we would like to correct a typo-
fgraphical error in our statement which was filed. On page 138, the last

ine of the first paragraph, the correct figure is 60 percent of income,
not 50 percent as shown.

In closing, we urge consideration of our porospal to stimulate
savings. The basic problem today is our lack of capital to meet demands
for housing credit. The American public is saving less of their dis-

osable income than in the past few years. Thus it would be anti-
mﬂa&iolnary if the public were given an incentive to save more and
spend less.

An additional advantage of tax abatement on interest received by
the saver of modest amounts would tend to make this form of savings
more attractive without increasing the rate paid on savings, This hope-
fully would also allow us to pass on such savings to the borrower on
home loans. We believe that our proposal is in accordance with the
objectives of the Congress in giving tax relief to low- and middle-
incrzlc‘>111ne eople who own the bulk of the savings accounts of our Nation.

ank you.

_Senator Wirriams. To the extent that any bad debt reserve is pro-
vided for, would you say that it should be also provided that this could
not be g)assed on to stockholders but it must be kept as a bad debt
reserve

Mr. FerausoN. That is the present situation. I would concur with
that, Senator Williams.

Senator BENNETT. In your testimony, you indicate that you would
firefer the Treasury proposals to the House, and with Senator Wil-

ams’ question, I want to repeat it, if you couldn’t pay that 5 percent
out to shareholders would that change your preference ¢

Mr. Frrouson. Senator Bennett, we are mutual institutions, I am
talking about our personal situation, we are a pure mutual, so we do
not have that privilege anyway.

Senator BennerT. Isn't the proportion of stock institutions in Cali-
fornia higher than the national average? |

Mr. FerausoN. I believe so; yes, sir.

Senator BenNerr. What proportion in California are stock$
g Mr. Ferauson. I will defer to Mr. Hardinge because he has those

res, '

r. Harbinge, Senator Bennett, there are about 180 State-chartered
agsociations with ah~ut $20 billion in assets, There are about 70 feder-
ally chartered as:  .tions with about $10 billion in assets in the State
of California,

Senator BENNETT. Are you telling me these are the stock companies?

4
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Mr. FerousoN. The Federals are the $10 billion, Stock cqmpanies
are the $20 billion, the State chartered, are the stock companies.
Senator BenNerr. Why is it you prefer Treasury proposal?

Mzr. Ferouson. Mr. Hardinge. ) )
Mr. Harbinge. Senator Bennett, I think we have to start with the

premise that both the House and Treasury proposal would substan-
tially increase the effective rate of taxation on savings and loan as-

sociations, . _
We believe, however, that there is a great deal of merit to the type

of principle espoused in the Treasury proposal giving incentives to
divert as much of our credit to residential lending as possible. We
think that if the 5-percent incentive as expressed by the Secretarg of
the Treasury, were doubled, it would give ample incentive for lenders
to put a maximum amount in residential credit as opEosed to other
types of mortgage credit which would normally bear a higher interest

rate.
Senator BeNNETT. So it is the Treasury 5 percent or that principle

which fyou hope will be maybe raised numerically which forms the

basis of your discussion. oo
Mr. INGE. Yes sir; our formal statement indicates that we

would prol;l)ose instead of 5 percent, it be 10 percent, and that the ceil-
ing on such deductions be 60 percent instead of 40 percent as under the

Treasury proposal.
Senator BEnNErT. That is all, Mr. Chairman. Thank you.
Senator ANDERsON. Senator Jordan ¢
Senator Jorpan. No questions.
Senator AnpersoN. Thank you.
(The statement of the California Savings & Loan League follows:)

POSITION OF THE CALIFORNIA SAVINGS & LOAN Leacue oN H.R. 13270, PRESENTED
BY D. W. FERGUSON, PRESIDENT, QUAKER CITY FEDERAL SAVINGS & LoOAN

ASSOCIATION

I appear in opposition to those provisions of the ouse Bill providing for in-
creased savings and loan assoclation taxation:

The share of national savings golng into family shelter has become increas-
ingly inadequate over the past several years. Housing is already at the bottom
of the totem pole. The situation is growing more, not less critical. Only last
Tuesday, Senator Proxmire told the Banking and Currency Committee that hous-
ing starts were down 80% since January, and would continue to decline. Because
funds are not available for shelter, many families can neither sell or buy a house
at a time when the total housing inventory is grossly inadequate. We belfeve the
House proposals, if enactetd, would accelerate the trend of money out of shelter
financing. Further, we believe that the same considerations that make the House
Bill grossly unfair to home-financing speclalists will be the cause of this
acceleration.

Savings and loan associations are required under federal law to make large
appropriations to the federal insurance reserve without regard to true net income
or income after taxes. Assoclations, even under the present tax law, have diffl-
culty meeting these present reserving requirements. The House Bill would tax
these inaccessible mandatory reserves as income. These additional taxes will
place us in the position where any substantiul growth, even if possible, will put
us in volation of the insurance reserve regulation. If these additional tax bur-
dens are placed upon us it will be very difficult for us to increase our lendable
funds. Most importantly, high interest rates on home loans will be frozen into
ihe system because we must make the money meet our reserving requirements
and higher taxes.

In 1962 Congress determined to increase taxes greatly from savings and loan
associations, In part this action of Congress was in response to the contention
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that prior favorable tax treatment channeled too much public savings into hous-
ing rather than perrritting funds to be allocated by free market forces to the
types of credit demand that would pay the most for those savings.

Nevertheless, Congress intended to preserve the concept that more favorable
tax treatment should be accorded savings and loans than to optional lenders in
order to assure adequate funds for family shelter.

The House Bill would reverse this treatment. The House proposal would in-
crease the tax on savings and loans, as a percentage of taxable income, from
16.9% to 319;, while increasing the bank rate only from 23% to 27.5%, so that
for the first time the rate on savings and loans would exceed that on banks,
Exhibit A. But by more objective tests savings and loan assoclations are already
excessively taxed. The 1962 tax incre .se severely hurt savings and loan associa-
tions, and has combined with inflat. n to produce the present grossly unsatis-
factory home-financing situation wk :h the new proposals would exacerbate.

In 1963 California savings and ican associations provided 58% of the total
funds loaned on real estate of all types, commercial, industrial and residential,
by institutional lenders in California. But substantially the entire savings and
loan share of real estate loans was for residential financing. In 1968, the per-
centage of all such real estate loans in California made by savings and loans
was only 39.5%. Exhibit B. The lesser savings and loan share of the mortgage
market in recent years shows the diversion of funds from long-term, single
family home financing to commercial and industrial loans in which other insti-
tutional lenders have placed their money. This in turn hayv produced the present
critical shortage of funds for family shelter. The shift in savings since 1963 has
gone to commercial banks. Table C demonstrates how” the decline of savings
growth has impaired the ability of savings and loans to make real estate loans.
The table also reveals that banks have been steadily reducing their total real
estate lending notwithstanding the fact that their savings growth has been at
its greatcat during this period.

The adoption of the House proposals would accelerate this diversion of money
away from family shelter. While the House proposals would transfer to the
Treasury, in the form of taxes, an increased percentage of the total gross income
of these institutions, the dollar amounts so realized by the Treasury will even-
tually be less than If these provisions were not enacted, because of the financial
harm these proposals would do to savings and loans and to those who use mort-
gage credit,

Governments have alternatives, sometimes ov-rlapping, for the provision of
money for housing. The alternative which in the United States has provided the
most funds for this purpose is sponsorship of a type of institution required by
law to place the bulk of its money in the financing of homes regardless of whether
other investments are more attractive. This is the savings and loan association,
While the savings and loan assoclation must ccmpete in the marketplace for
available money against all other forms of investment, it must place that money
only in long term loans on homes. To succeed, it must be able to compete in the
marketplace for savings against lenders who can pick and choose their invest-
ments.

But an additional national policy is that shelter financing be made available to
families on a basis which spreads the cost over periods as long as 25 or 30 years
with no increase in monthly payments over that period.

As a result savings and loan associations’ assets are predominantly long-term
home loans. By way of example, at the end of 1968 California savings and loan
associations held $25.2 billion in mortgage loans of which $24.2 billion were
neither insured nor guaranteed. At the same time these assoclations held $24.3
billion in savings accounts. )

If savings and loan assoclations are taxed without regard to this dominant
factor that most of their funds are invested in long-term home loans, they are
unfairly taxed and as a consequence become non-competitive, They cannot meet
the marketplace price for money. Tite money that would otherwise go to them
to provide shelter for familles instead goes to others to finance corporate acquisi-
tions, or other demands of the economy more rate competitive and flexible than
is family shelter. '

BExhibit D gives selected average ratios for member commercial banks and for
insured savings and loan associations in the United States. These tables show
that the bak profit ratio before taxes but after losses (expressed as a percentage
of average assets) dropped only from 1.36 to 1.08 from the period 1961 to 1967,
even though those banks increased the a,‘nount that they were paying for their
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money by 145%. In the same period although insured savings and loans could
raise their offering price for public savings by only about 25%, their profit ratio
before taxes and after losses dropped from .98 to .52. During this pericd, 90 days
notes of commercial banks have been replaced or renewed at interest rates re-
flecting the market, and therefore inflation. A 30 year loan held by a savings
and loan has the same monthly payments and same interest rates now as when
it was made.

1t is not proper to argue that a fair system of taxation can ignore the opera-
tional restrictions placed on savings and loan associations. The House Bill, if
it becomes law, will condemn great numbers of families to contiaued inadequate
shelter, and it wili have this effect because it is unfair taxation.

The Treasury proposal for taxation of financial institutions is more realistic.

‘The 5% deduction for both banks and savings and loan associations suggested by

the Treasury against interest income from residential mortgage loans recognizes
the inherent limitations upon long-term home loans as a form of investment. It is
designed to cause lenders to voluntarily invest in home loans through appropriate
tax treatment.

But the proposed incentive percentage is insufficient. Under its operation there
is but slight tax benefit for the lender who has 759, or more of his portfolio
in residual loans as contrasted to the lender whose residential loans are 50%
or less of his total portfolio. In a low earnings year the 409, ceiling imposed
under the Treasury suggestion would eliminate all or a portion of the deduction
provided by the incentive percentage, at a2 time when the deduction may be of
critical importance. The appropriate incentive deduction would be 10%, with
a 609, ceiling.

As further evidence that there must be an adjustment in both the percentage
of deduction from income as well as the ceilings imposed by the Treasury pro-
posal, we point out the comparative effective tax rates between banks and sav-
ings and loan associations. With only a 5% incentive deduction and a limit of
40% of net income for such deduction, the minimum effective tax rate on a sav-
ings and loan association would be 309 and for the more profitable and efficient
association the effective rate could be as much as 429. On the other hand the
Treasury proposal would increase the effective rate now paid by the banks from
%3‘37207 to 25.5%. The effective tax rates under the House Bill for banks would
‘ %.

The Treasury proposal implicitly assumes that the present tax definition of
savings and loan associations will be discarded. This industry is unique in that
Aan elaborate schedule of percentages on iuvestments and operations is written
into the tax law to serve as a definition of a savings and loan association, over-
riding in practical effect basic supervisory statutes and regulations, and essen-
tial public need. As an illustration, too much investment in low cost, multi-
family housing for the poor under the present tax definition would disqualify
A4 savings and loan association.

This is a matter for supervisory statutes and regulations, not for tax law.
‘We suggest that, in lieu of the present elaborate definition, every savings and
loan association insured as such by the Federal Savings and Loan Insurance
Corporation be considered, for tax purposes, to be a savings and loan association.

The conversion period under the Treasury plan should be extended to the ten
Years provided by the House Bill. Further, care should be exerted that the deduc-
tion allowable from mortgage interest income is clearly adequate to attract
optional lenders into the home-financing field.

Regardless of the adequacy of the 5% suggested by the Treasury to attract
funds into choice home loans, the 5% suggestion is clearly inadequate to attract
funds where they are most needed and the problems greater—low and middle
income family shelter. We recommend a higher figure—at least 129%—for income
from loans to provide middle and low income family shelter as from time to time
defined by Executive Order. Thesz families cannot be deprived of shelter fi-
nancing because of ti.e cost of lending to them. Shelter financing cannot be totally
at the mercy of the marketplace. The base should not be a narrow definition of
“Interest”, but should be income from residential real estate financing.

The modifications, discussed above in the Treasury proposals, are essential to
the national interest. '

Subject to these critical changes, the California Savings and Loan League
endorses the Treasury proposal. The House Bill, on the other hand, would atrophy
home-financing funds from savings and loan assoclations without providing an
alternative source of funds for family shelter.
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The impact of geeater tax on savings and loan associatlons on home financing
is beyond measure. There are no other lenders who would replace the void in
home financing left by the inabllity of savings and loau associations to provide
for traditional voltine of real estate credit,

Certainly the Treasury proposal has as its objective & tax incentive to en-
courage lenders to make residential real estate loans. However, the tax proposals
would not directly stimulate the availabllity of funds for residential lending.
In a period when interest rates have been rising hecause the demand for capital
is outstripping suppiy, it would seem d2sirable that tax incentives to the small
saver he made a part of proposals under congideration to cncourage more sav-
ings. This type of approach would also be anti-inflationary, 'The most logical
implomentation of the suggestion wonld be to provide a tax abatement of all or
2 portion of the interest recelved by thrifty citizens of this country from their
savings in passbook deposits up to the earnings on accounta of $15,000. In eftect,
{his would be making these savings accounts more attractive without raising
intereat rates and thus not creating a situation where compensating increases
would have to be made in interest rates on residential real estato loans, We
believe that to the extent savings is stimulated the losa in revenue from the
abatement of taxes on interest earned on savings accounts would be more than
offset by taxes on the profits from the application of those savings to home

construction,

EXHIBIT A—~CALIFORNIA SAVINGS & LOAN LEAGUE~CHANGES IN EFFECTIVE YAX RATES OF BANKS AND SAVINGS
& LOAN ASSOCIATIONS (USING 1966 FOR ILLUSTRATIVE PURPOSES)

Under present law Proposed law
Percantages Perceniages
of economic Amount of economle Amount
Income  (millions) income (millions)
Banks:
Total economic INCOMO. ... ceeerernannnrecaniananannns 00,0 $3,643 100,0 $3,643
P A IS T Lt e = A E I S STt S Lo R A
Tax exemptintorest. ... ...c.cimeciiannrcancsnaaenane 33.2 1,209 33.2 1,209
Transfer to loan loss reserves and other tax benefits...... ... 9.4 342 (1.3) (48)
L} S RN 2.8 1,851 31.9 1,161
Texable income. ... ....coennen teteetesecsesmncasnsranen 51.4 , 092 68.1 2,482
Tox, 0t 404 PaTCOnt. ... cuceireicicnacerenascnnnsrnsenoncnassannanan 845 ............ 1,003
"3
Tax o3 parcent of economic Incom........... retrssuencsesstataasnonnn X R, .8
Savings and loans:
“Tom 0C0NOMIC INCOME. L.eneinenicaiiiiannaniennenanass 100,0 519 100.0 519
TaX eXemP INCOMO. . uceennen i inenrnaceanoaroncncnann 1.2 7 1.2 7
Transfer to loan [oss reserves and other tax banefits......... 56,8 32 23.8 i
L LR tevertasmensastestes 57.2 3 5.0 118
Yaxable income. .10 10000 e vieveirenreruan——— 2 251 75.0 m
Tax, at39.1 percent. ... .o ciuciainnnnnn. eesecatattrsantansacanncensnn 98 eienrennen 180
Tax as percent of economic INCOMS..cuueeeeonnnerenerans reresssasuvanee . 169 .ccicenannns 3l
EXHIBIT B,~CALIFORNIA~ESTIMATED QROSS REAL ESTATE LENDING
" ‘ {Doltar amaunts In blilions)
Total, all major
Savings and loans Banks Insurance companies institutfonal Ionldors
Amount  Percent Amount Percent Amount Percent Amount  Percent
3. ierverenereisransees $180 4 23.9 S 17§ 100.0
1984, .......... 1.48 &B ‘g'g 23.8 'g.n 20,1 ls.gg 100.0
1,5 . . 81 8.4 3 28, .97 g.e 12,60 100,0
3 OB iR OB OB R R
11 C RN NN S B L (X LTS SR 5 - X
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EXHIBIT C.--CALIFORNIA AND U.S. NET CHANGE IN RE LOANS VERSUS SAVINGS GAINS
NET INCREASE IN RE LOANS FOR SAVINGS AND LOANS AND BANKS
[1n billions ot dollars)

Savings and loans Commarcial hanks
insured, All operations,
Year California  United Stales Californla  United States
1.6 8.9 0.7 ¥i
’l.l s7.8 s .2 sg.s
.3 .9 3 4,7
1.6 8.9 5 5.7
2.9 10.4 .5 4.6
3.7 12,2 .9 4.8
SAVINGS GAINS FOR SAVINGS AND LOANS AND BANKS
|In blllions of dotlars]
Savings gains, savings Galn in time daposits,
%ng foans 8 commercist b‘l)gks
Insured, Alloperations,
Year California  Uniled States California  United States
$0.8 .0 3.9 $20.6
2.3 YO.G i.g 23,7
.2 3.7 1. 12,1
1.7 8.4 1.7 20.0
2.8 10.6 1.4 15.7
3.2 1.1 1.3 13.4
ASSETS TO RE LOANS—CALIFORNIA AND UNITED STATES
[tn billions of dollars)
Savings and loan associaticns Commaetrcial banks
Californla United States California United States
Per- Por- Per- Per-
E cent of RE cent of RE cent of RE cent of
Year loans Assets assots loans Assets assels loans Assels assets loans Assets  assets
2 \ 85.6 $130.8 §i152.8 83.8 .2 %521 17 5.3 $500.2 13.1
[] s%?.ﬂ 844 sm.s s143.\ 84.9 ssg‘s ’46.7 18.2 sga.? ‘4550.7 13.0
.5 26, 85.1 141 1340 851 83 426 19.4 541 4029 13.4
2 258 858 110.2 129.4 851} 80 398 20.0 49,4 3754 13.2
cansnae § 219 8.1 10L.3 1194 849 7.5 307 4,5 43,7 276.1 15.8
1983....... 1.7 20,7 8.5 90.9 107.6 846 7.0 28,4 247 39,1 253.4 15.4

Source: Federal Deposit tnsurance Corporation, “‘Reports of Cali''; FHLBB, 'Selected."
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EXHIBIT D.—~PROFIT SQUEEZE, U.S. BANKS VERSUS SAVINGS AND LOANS

{in percent]
Mcember commerciat banks Member savings and loans
Ratio to Change In Ratio to Change in
average assels basis points average assets basis points
items in numerator 1961 1987 1968 1961-67  1961-68 1961 1967 1968 1961-67  1961-8
Gross Income. ...ccevneeannnnn.. 4,42 5,39 5.63 +97 +121 5.60 5.83 6.02 +23 +42
LOAN income. .. 275 3.5 313 480 +98 4.70 5.02 513 +32 +43
Total money costi.............. .8 1.8 2,06 +102 +120 3.43 4.23 424 +-80 +81
‘Spread between gross income
and money cost.. ... imaannas 3.5 3.51 3.87 -$ +1 2,17 1,60 1,78 -57 -39
Operating costs.........cucunnaa 2.11 2.20 2.20 +9 +9 1,20 1.06 1.08 ~14 -1
Profit before taxes but after non-
operating gains and losses..... 1,36 1,06 1,04 -30 -32 .98 .52 .72 ~45 ~2

1 Includes Interest pald on time deposits in commercial banks plus Interest paid on borrowed funds. Includes dividends
guld on withdrawable shares for saving and loans plus interest paid on borrowed funds, plus stock dividends paid by
tate-chartered saving and loans.
L] Excludos interest pald for borrowed funds for both banks and saving and loans and Interest pald on time deposits &t
nks.

Source: Federal Home Loan Bank Board: Combined Financlal Statements, Board of Governors, Fedaral Reserve System,
‘Federal Reserve Bultetin,

Senator ANDERsSON. We will recess until 10 o’clock tomorrow morn-

ing.
%Whereupon at 1 p.m. the committee recessed to reconvene at 10
a.m., Tuesday, éeptem r 16, 1969.)



TAX REFORM ACT OF 1969

TUESDAY, SEPTEMBER 16, 1969

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursnant to recess, at 10 a.m,, in room 2221, New

Sens}(tlx; Office Building, Senator Russell B. Long (chairman)
residing.

P Present: Senators Long (presiding), Anderson, Gore, Talmadge,

Byrd, Jr. of Virginia, Williams of Delaware, Bennett, Curtis, Miller,

Jordan of Idaho, and Fannin.

The CramrMaN, The hearing will come to order.

This morning the committee will take testimony on the general sub-
ject of the taxation of capital gains, The House bill makes a series of
changes in this area of the law. The most important of these changes.
would be to extend the holding period from 6 months to 12 months and
to repeal the maximum 25-percent tax rate on long-term capital gains,

The Treasury Department has expressed opposition to these features
of the House bill. They take the position that these changes impose too:
great a burden on capital investment. ’

Our first witness this morning is Mr. Robert W. Haack, president of
the New York Stock Exchange. :

Before Mr. Haack proceeds, I want to state for the benefit of the
television and redio, particularly the television and motion picture
cameras, that corimittee members have complained about these lights
and while we ars happy to accommodate them and the witnesses inso-
far as we can, we do not want these lights kept on members of the com-
mittee or for that matter the witnesses, unless they are at that point
eniaged in televising them. So, I would like to have it agreed that the
lights will be kept off unless the cameraman wants to take a picture. At
that point he may turn his lights on.

Now, will you proceed, Mr, Haack.

STATEMENT OF ROBERT W. HAACK, PRESIDENT OF THE NEW
YORK STOCK EXCHANGE; ACCOMPANIED BY BERNARD J. LASKER,
CHAIRMAN OF THE BOARD OF GGVERNORS OF THE STOCK
EXCHANGE; AND DONALD L. CALVIN, A VICE PRESIDENT OF THE
STOCK EXCHANGE

Mr, Haaor. Thank you, Mr. Chairman. Gentlemen, my name is
Robert W. Haack. I am president of the New York Stock Exchange.
With me today on my left are Bernard J. Lasker, chairman of the
. board of governors of the exchange, and Donald L. Calvin, a vice
.. president of the exchange.

- (1881)
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My statement this mornin%1 is the summary of a comprehensive
18-page statement analyzing the impact of the capital gains tax pro-
visions of the tax reform bill now before this committee. Copies of
the full statement, including my summary, have been submitted to
the committee.

The CaammaN. They will be printed. )

Mr. Haacg. In the 10 minutes allotted to me this morning, I will
summarize the principal points and conclusions of that statement.

As passed by the House of Representatives, the specific capital gains
tax provisions of the tax reform bill constitute a sharp increase in the
capital gains tax. The exchange believes that three major adverse
results may be anticipated if these provisions are enacted in their
present form: . v '

First, risk-taking incentives and the supply of essential venture
capital would be seriously curtailed.

econd, investments in modern plant and equipment and in new
technologies would diminish,
. And third, the mobility of capital assets—which is crucial to main-
taining a dynamic and fluid economy—would be intll‘m)eded.

To my knowledge, there is no controversy about the need for main-
taining an adequate level of investment to promote long-run economic
grogpenty. Recognition of this need is implicit in a recent statement

y Secretary David M. Kennedi, who pointed out that the bill passed
by the House is—quote—“weighted in favor of consumption, to the

otential detriment of the Nation’s productive investment.” Secretary

ennedy concluded that the present version—and again I quote—
“could mmpede economic growth in the years ahead by curtailing the
incentive to make productive investments,”
- The exchange’s own analysis of the probable economic impact of the
pro s under consideration suggests that their hasty enactment
€0 vgth cause irreparable harm to the Nation’s long-term capacity for

gm . ' .
- Let us look briefly at each of the major proposed revisions in capital
gains treatment: .

The holding period—I do not think anyone would quarrel with the
proposition that sinooth functioning of capital markets is largely de-
pendent upon liquidity—that is, the ease with which investors can
move in and out of investments. ‘

The holding period required to distinguish between an investment
transaction—which qualifies for capital gains tax treatment—and a
noninvestment transaction—which does not—automatically decreases
the ligmdity”o_f the national investment pool.

.- In.determining the most suitable length of the holding a.E:;ind’ there
is necessarily a trade-off between the opposing goals of making the nec-
easary distinction between types of transactions and of stimulating
{lﬁ”k:ﬁ liquidity. To achieve one goal completely would be to sacrifice

e other. . .

. All available date indicate that the existing 6-month holding period
.zia'mmi,thQn"- ample to filter out the majority of noninvestment
."'The proposal to extend the holding period to 12 months simplis-
-tically dssumeés-that most investors will refrain from altering their
investment behavior and that the r}et result will be a revenue gain, I

1.
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submit that it is far more realistic to assume that investors will tend
to follow their individual self-interest; that they will lock themselves
into existing investments for the longer period in order to qualify for
capital gains treatment. In that case, the net result could well be a
revenue loss.

The logical tendency of an investor with a sizable gain would be
to speculate against the holding period if there were any reasonable
chance of preserving enough of the gain to make waiting worthwhile.
To the extent that this incentive would be operative, it would tend to
lock large amounts of capital into current investment positions—with
an inevitable, and significant, loss in both capital mobility and market
liquidity.

ql‘he ﬁouse Ways and Means Committee report suggests that uﬂ:er-
income taxpayers are the principal beneficiaries of the shorter holding
period. But an examination of the available data refutes this. The most
recent "'reasury Department statistics show that onlfy 4 percent of all
long term gains realized by taxpayers with incomes of $100,000 or more
were from assets held between 6 and 12 months. By contrast, the ratios
were 10 percent for those with incomes under $10,000 and 9 percent for
those in the $10-50,000 bracket.

Stated somewhat differently, the top-income group acounted for
only 17 percent of all gains realized between 6 and 12 months after
purchase, while taxpayers with incomes under $10,000 accounted for
16 percent of all gains realized during the 6 to 12-month period—and
those in the $10-50,000 bracket accounted for 50 gercent.

Thus, it is clear that the major portion of the additional tax burden
that would be imposed by lengthening: the holding period would fall
not bgn the wealthiest taxpayers—but on those who can least afford
to bear it. A

- The alternative rate—the most direct impact on the flow of risk
capital would result from the proposed elimination of the alternative
tax rate. :

This, pure and simple, an increase-in the tax rate on long-term
capital gains. And as such, it would lower the incentive for investors
to out money at risk—by reducing the after-tax rewards. Moreover,
it would discourage the transfer of capital from matured investments
to more venturesome opportunities by raisinﬁ the tax cost of such
transfers. Ultimately, the cost of capital would rise as entrepreneurs
would be forced to compete for a portion of the smaller pool of avail-
able risk capital. ‘

Relatively few individuals qualify for use of the alternative rate.
However, it is this group that is the prime source of venture capital.
These investors provide the cutting edge of economic growth. In ef-
fect, eliminating the alternative tax would penalize the group from
‘which the largest proportionate share of the national investment pool
is expected to be accumulated.

Common sense dictates that the lower the after-tax value of an
existing investment, the more likely the investor is to hold on to it.
- 'This is, of course, another aspect of the “lock-in” phenomenon. The
i proposal to eliminate the alternative tax optimistically—we might
- @ven say, naively—minimizes the probable lock-in reaction cf those

- . who would be affected. The available data tabulated in the text of our

" statement clearly demonstrate that the higher the income, the greater
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the tendency to wait before realizing accrued capital gains. Elimina-
tion of the alternative tax would strongly accentuate this tendency,

Treatment of capital losses—Investment risk would also be affected
marginally by the proposal to restrict the long-term capital loss de-
duction from ordinary income to 50 percent of the loss. It is no secret
that investors weight prospective gains or losses in terms of total
dollars, and make their investment decisions accordingly.

The capital loss proposal assumes that many taxpayers can manage
their investments so as to realize gains and losses in different years.
Not only is this assumption not valid, but the proposed change would
most seriously affect lower-income taxpayers who are least able to
time realizations to achieve a tax advantage, and who have the least
prospect of offsetting accumulated losses against future gains.

In effect, a majority of taxpayers who may sustain investment
losses—which, in the lower- and middle-income brackets can often
amount to a sizable portion of annual income—would be subject to
further penalties. The rationale for this seems to be that it is justifiable
in the interests of restricting a relatively small number of higher
bracket individuals who, however, would still be in a position to use
the loss provision to best advantage.

Contrary to the avowed intent of this measure’s proponents, the
disparity of loss treatment would continue to exist between taxpayers
who can manage their investments so as to realize gains and losses in
different years—and the great majority who can not.

Conclusions—the bill under consideration contains several addi-
tional })roposals which would tend to dampen investment incentives.
Two of these are discussed briefly in the full statement we have sub-
mitted to the committee. We plan to submit a more detailed analyasis
of these provisions for the record at & future date.

The proposals to lengthen the holdir:g eé)eriod, to eliminate the alter-
native tax, and to restriot capital loss deductions would—if enacted—
have a serious adverse effect on investment incentives, capital mobility
and stock market liquidity. :

We agree with the Secretary of the Treasury that they carry the
potential for impeding economic growth in the years ahead, and we
respectfully urge this committee to reject all three provisions,

or the future, we would urge that-any new proposals to:-revise the
existing capital gains tax structure be preceded—or at the very least
accompanied—by a detailed study of all aspects of capital gains tax-
ation, We would hope that such a study would provide more definitive
data—both on thef effectiveness of hthe existi}:lg strueture"iuﬁ otn :}ﬁe
robable impact of any proposed changes—than were available to the
?Iouse W:;g) and Mear{s%ommittee when the Ipresent bill was drafted.

The CramrMaN. Thank you, sir, I think I fully understand your
statement, so I am not going to interrogate you about that. Asa matter
of fact, I was aware of your position and in large measure I agreed with
you before you ever came here to testify.

- Mr. Haaox. Thank you. )

", 'he CaammaN. Now, I do want to ask you about another thing,

thongh, that I have not discussed with you before. Let me do it while
‘are hére because you people ought to be experts on this subject.

1 have heye a list of price-earnings ratios and yields on stocks trading

on the New York Stock Exchange of which you are president. Now,

)’ .
H ‘ i ’

i
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here is where it states that Standard Oil of New Jersey (s)rice earnings
ratio, 11.7, yields, 5.24. Texaco, price earnin%s 10.7, yiei s 4.89. Stand-
ard of California, price earnings, 10.8, yie ds 4.6%. You understand
what I am talking about ¢

Mr. Haaok. Yes., I do.

The CHAIRMAN. Other blue chip stocks, General Motors, price earn-
ings, 12.3, yields, 5.9. United States Steel, price earnings, 8.2, yields
6.3. General Electric, price earnings, 19.5, yields, 8. Here are your
glamor stocks, some of the best ones. IBM, price earnings, 40, y1elds
1.16. Xerox, price earnings, 48, yields, 0.62. Control Data, price earn-
ings ratio, 86, yields, zero.

ow what that says to me is that in the blue chip stocks, the price
earnings ratio is higher than it is in the oil stocks. In the glamour
stocks 1t is far higher than it is in the oil company stocks. I would
like to ask you why that would be the case.

Mr. Haack. Well, a couple of things come to mind off the top of
my head. First of all, in the three industrials that you mentioned,
‘General Elcctric, United States Steel and General Motors, in United
States Steel and General Motors gou have highly cyclical industries,
large investments in capital, and I think that in view of the fact
that market prices generally reflect the hopes and eﬁpectations of
the marketplace, the price earnings level gives an indication as to
what the market projects as far as future potential is concerned.

The CrarmaN. Well, now, United States Steel, 8.2, that })robably
has to do with the fact that imports are giving them a lot of trouble,
loes it not?

Mr, Haack. I am sure that imports are one of the problems. The
matter of cost, the raising of prices, the very cyclical nature of the
steel industry itself which 1s subject to vast fluctuations. General Elec-
tric yielding approximately 3 percent, I think, represents a combina-
tion of a highly regarded industrial operation but which also has

otential for growth by reason of the exotic areas of their operation,
Dhe comsanies in the office equipment industry, Xerox, the Control
Data, and— '

’I%e CuARMAN. IBM.

Mr. Haack. IBM, I think all recognize what the market regards
as the extreme growth potential in this segment of the industry. IBM,
‘a8 you know, has been an exceptional example and the public in
‘recognition of the fact that it expects this growth to continue is con-
tinuing to pay a high premium for those earnings and is willing to
sacrifice current income in the form of dividends and would rather
have the company reinvest it and in turn earn more. ‘

The oil securities, I think, are generally selling on what you would
-almost call a yield basis. The range that I think was approximately
46 to 525, %‘his, I think, indicates that the public views the
-0l industry as having growth but it also, I think, recognizes that
it would not put too high a premium probably on the basis of some of
the problems facing the oil industry. There have, incidentally, been
" -some minor fluctuations in these price earnings of oil companies since
~the opening of bids on the north slope of Alaska. Some of them have
- 'had some substantial runups depending on the markets evaluation
- of the leases that were allotted. But I think here you have the full
~:8pectrum of a highly cyclical industry yielding fairly liberally, the
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oil industry rather in between position, and the so-called growth
glamour stocks yielding almost nothing.

The CrairmaN, All right. Now, would not a ratio with regard to the
olixl stc;cks indicate that there is no excess incentive to invest money in
them

Mr. Haack. Rather than give a top-of-my-head opinion on that, sir,
could I respond to that in writing and give you a more considered

ju%glmant? (See below.) ) _
e CHAIRMAN, Fine. Obviously, you and I have not discussed this
matter but I thought I ought to ask about it.

Thanks very much.

Senator Anderson ¢
. Senator AnpersoN. Are you on record that growth is the most
important fuctor in the stock market now, is it not?

r. Haack, No question about it, Yes,

Senator Bennexr. No questions, Mr. Chairman.

Senator TaLmangs. No questions.

The CxarMAN, Senator Byrd ¢ )

Senator Byro. No questions, Mr. Chairman.

The Criamman. Thank you very much. . .

(Mr. Haack’s response to the chairman’s question and his prepared
statement follow:)
: NEW YOorRK ST0CK EXCEANGE,
, New York, N.Y., September 25, 1969,
Hon. RussiLL B. LoNg,
U.8. Senate, Commitiee on Finance,
New Senate Office Building, Washington, D.C.

DeAR SENATOR LoNG: This is in reply to the question you raised on the price-
earnings ratlos of petroleum stocks during my September 16 appearance before
the Finance Committee.

Ag I observed at that time, stock prices essentially are the representation of
the hopes and expectations of individuals. More formally put, securities valua-
tions consist of . . . capitalizing the expected future earnings and/or dividends
at an appropriate rate of return,” according to one standard work in the fleld,
Benjamin Graham’s and David L. Dodd’s book, “Security Analysis, Principles
and Techniques.” “The capitalization rate, or muitiplier, applied to earnings and
dividends, will vary with the quality of the enterprise and will thereby give
recogithx’x to the longer-term profit possibilities which cannot be established with
precision. :

Accordingly, two analysts using the same basic analytical techniques may ar-
rive at different conclusions because their expectations of “longer-term profit
possibilities” differ. Of course, the assessment of profit possibilities is a distilla-
tlon of separate judgments on any number of factors. For the petroleum in-
dustry, for example, the analyst has to weigh such factors as market outlook for
each of the various petroleum products, oil reserves and potential additlon o
reserves, location of reserves, Federal and state tax policy as well as policy on
imports and state production quotas, labor and transportation costs, capital
fnvestment plans, exploration activity, and a host of other factors, The importance
of each of the myriad of factors differs for euch company.

Further, complexities in evaluating current price performance arise from the
role investor psychology plays in the market. Is a particular bull or bear market
a reflection of basic economic trends or a response to some stimulus that has
unduly influenced the imagination of investors? Stmilarly, fads for specific in-
" daatries come &nd go. How much of the current interest in the Alaskan oils,
for example, 18 grounded on basic analyses of profit potential and how much is
based on the unwarranted euphoria often associated with new discoveries and
, thgopening up of new frontlers? ;

" . 1t 18 no wonder that trained analysts differ in their assessment of prospects for
- thepetroleum industry. To illustrate this, I have enclosed a compendium of com-
* menta on current trenda in, and prospects fo, the petroleum industry drawn from

D

1
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several recent research reports issued by New York Stock Exchange member
firms.

I have also enclosed Merrill Lynch’'s most recent compilation of yields and
price-earnings ratios by industry groups, based on closing prices of September 5. |
As you will see, there appears to be little relationship between the price-earnings
ratios and the dividend yields. That is, of course, because the curvent dividend
yield is but one of the many factors considered in setting the price. Incidentaily,
the price-earnings ratio for the petroleum industry group (13.4) is & trifle above
the average for the Dow-Jones Industrials (13.3), although the industry’s divi-
deinil s}l:lgq(s?..«i%) is considerably below the average for the Dow-Jones Indus-
trials (4.2%).

To sum up, there are few objective judgments about the proper price level for
any stock or group of stocks—only subjective ones. In essence, the only objective
measure of the worth of a stock i3 the price the market sets.

I appreciate your giving me the opportunity to reflect on the answer to your
basle, but complex, question.

Sincerely,
RoBERT W. HAACK,

Enclosure,.
“SAMPLING OF REOINT OPINION ON PETROLEUM INDUSTRY STOOKS

“The House in August passed and sent to the Senate a bill to cut the [depletion]
allowance from 27314 9% to 20%. The impact of any such reduction obviously would
be fairly appreciable. On the other hand, given pricing flexibility, changes in the
tax laws, if effected, could probably be absorbed without too serious an impact
on earnings of most companies.

“On this bas’s, shares of major petroleum companies deserve to perform better,
particularly when the upsetting influence of legislative proposals is spent. The
earnings dips reported by several majors for the first six months of 1969 reflected
speclal circumstances in most cases, such as write-offs, plant startups, weak
product prices in some areas, or strikes. In view of the industry’s flexibility,
better earnings comparisons are possible in the second half of 1969 and in 1970.
Growth In demand should continue unabated, and the longer-range prospects of
the industry are bright.” (August 14, 1969)

[ ] L] s ] [ ] [ ] ]

“The proposal of the House Ways and Means Committee to reduce the tax
depletion allowance granted to oil and gas producers from the previous level of
27149 to 20% has produced a marked decline in the prices of oil shares. Coming
as it did when the over-all market was in a decline, the market reaction to the
tax proposal has tended to be magnified, in our opinion. Our studies indicate that
the proposed reduction in the depletion allowance would not have severe con-
sequences, for most companies. In fact, we believe that most companies are
capable of adjusting accounting procedures and operating levels to minimize the
effect on per-share results. Nevertheless, the reduction in the depletion allowance
would be a blow to the industry and, to some extent, would create difficulties
about financing exploration over the long run.

“Our conclusion is that the petroleum industry is still in a growth trend, but
that the growth rate could be reduced briefly if the tax laws are changed as
proposed. In the most general terms, the proposed tax change would reduce
earnings by 2.5-t0-119%. We also conclude that prices for all shares have reacted
to a point at which they are attractive investments for capital appreciation
and long-term growth.” (September 1969.)

“Higher costs limited the growth of petroleum Industry earnings during the
first half of 1969, despite substantially higher product sales.”

“Results varied widely among individual eompanies, and there was no clear-
cut trend indlcating greater profitability in the period for domestic companies
compared with the internationals, or vice versa. Overall, twenty-five of the firms
teported profit increases. Eight had declines,”

“This growth [in demand] combined with increased prices for domestic crude
and gasoline was not reflected in higher earnings as much as might have been
- expected because of higher costs for wages and materials, and to a lesser degree
- because of higher interest payments on long-term deot and higher taxes.”

- “Profits during the second half should be bouyed by a- continuing strong

growth in demand and increased domestic crude production. The industry may
> end the year with record high earnings, but incremental growth in profits is
- not expected to be as great as in the immediate past. Some companies with
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disappointing, first six months earnings are expected to do impressively better
during the sccond half.

“The industry and investors for the rest of the year are likely to be preoccupied
with the extent and ownership of crude reserves on Alaska’s North Slope, possible
import policy changes, and possible revisions in the 27149 depletion allowance
and other key tax provisions, all of which could have a far-reaching impact.”
(September 3, 1969.)

* L] * * . L ]

“In our opinion the 27149, oil depletion allowance will definitely be cut, because
it has been established in the mind of the public as a symbol of oil industry tax
oreference. Various other changes will also be made to bring the total tax cost
for the industry to the $300 million, or higher, range. We belleve that the
industry will make every effort to offset this tax increase with higher refined
product prices, particularly gasoline prices. If any such effort is succeseful, the
net effect on industry profits will likely be very small.” (August 11, 1969.)

“The effect on earnings [of a cut in the depletion allowance] would vary from
company to company depending largely on operating costs of producing flelds. It
is estimated, for example, that at a 209 depletion rate, Gulf Oil’s earnings would
drop approximately 10¢ per share, Standard Oil of New Jersey would drop ap-
proximately 16¢ per share, Standard Oil of Indiana approximately 80¢ per share,
Continental Oil about 15¢ per share, Royal Dutch about 10¢ per share and
Atlantic Richfield 30¢ per share.

“The effect among other Master List stocks would be even less noticeable. There
would be very little if any effect on Clark Oil's earnings at present, as it produces
very little oil and gas. Buttes Gas & Oil similarly would be affected very little
by such a change in the depletion allowance. Concededly, however, the aforemen-
tioned estimates of the effect of a 209, depletion allowance on earnings dor. ..ike
into account possible offsets such as higher product prices. We regard such price
increases as a real possibility if the allowance is reduced.”

“In summary, it is evident that while this remaining proposal [depletion al-
lowance cut] would not be helpful to the major ol companies, the scope of the
proposed cut’s actual effect on earnings would be quite small as shown here. We
believe, accordingly, that the proposal does not constitute a basls for changing
our highly constructive attitude toward the group in general, and the Master
List oil stocks in particular.” (July 81, 1969)

* * * * * L *

“There i{s always the danger of putting your money in the wrong [oil] stock.
And there is also the risk of paying too high a price; many [o0i1] stock prices are
moving up a lot faster than companies can justify them with new discoverles.

“The recent major decline in the stock market did bring the prices of many
olls—speculative and blue chip—a lot closer to reality. What interests most
investors now, however, is finding the stocks that will be the biggest movers in
tomorrow’s market. Qur opinion is that the type of leadership being sought will
be found most readily among the oil and oil drilling companies with stakes in the
emerzing areas of discovery.

“Wo are bullish on this group to a large extent because of the old, established
investor enthusiasm for natural resources that can be kindled at the drop of a
rumor, We also feel that once the Alaskan North Slope land sales are concluded
on September 11th, there may be a bumber of announcements about who has
discovered what and the size and potential value of those discoveries. Apparently
the oil fields involved in the Alaskan and Indonesian discoveries are in the multi-
billion-dollar categery. We can imagine how this will spark investors’ imagina-
tions, As high as the stakes may be, the poiential rewards are even higher.
And we know that more and more people are coming to realize that in today's
inflationary economy, oil in the ground can be a lot better than money in the

“Another major factor is the simple law of supply and demand. More crude
oll 18 being consumed than ever before in history. Many oil companies that we
visited during our recent trip to the West Coast showed us studies indicating
a four-fold increase In world demand over the next decade. In the United
States we have been able to meet our needs domestically, but the rate of con-
sumption is now outdistancing the rate gt which we replace our oll reserves.”
(August 22, 1969) ’
S MERRILL LYNCH, PIERCE,

FenNER & SMiITH, INC,

SECURITIES RESEARCH DIVISION,

[ September 12, 1969.
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AVERAGE YIELDS AND PRICE-KABRNINGS Rarios

Following are average yields and price-earnings multiples f -
groups that make up the Merrill Lynch stock price index.pThesg rint(illfstlxl'lydgiis?-
agles :3 gasid (Ln cgrxgnt divl(li)clend rates, estimated 1969 earnings, and closing
price eptember §. Comparable figures for the Dow- 1
are shown at the bottom of page 2. v-Jones Industrial Average

Yield _ Yield :
Industry group (percent) P/E ratio Industry group (percent) P/E ratio
540 stock composite........... 3.5 13.6 i
Aerospace Manufacturing..___ 44 1.8 m:ﬁm:,m,::g;; ----------- 4.3 9.9
Agricultural machinery........ 5.5 11.6 | Meat pacli'ng """" 4.8 9.9
Aif conditioning. . ....... 1.5 23.1{ Metal fabricating - 2.9 15.8
T —— g 54 | Move producers S Y e
URIAUM e e e e ) 7 i - - - .
Apparel monufacturing........ 2.8 4.0 8{{'&2,‘;“;"‘,’,?;‘,,‘,‘;;1; --------- L1 30. 4
Appliances, housewares. . 31 3.9 Packagod?oods """""" gg 14.5
Auto equipment. a6 Pl paint, "0 3 130
Automobiies - 2 13 | Paper, compasife -2 """ 35 130
it --=e . - £ | Paper, diversified producers. . . 3.9 13.7
New York City.ooe .o 4.0 1.6 | Papermakers ... ___ 3.4 15.0
37 0.6 | petroleum. ... ... - 3.4 13.4
26 g6 | Plumbing and heating__ . 3.3 13.7
57 NA Printing and publishing. - 2.8 16.1
33 %1 Railroad car leasing companys. . 4.4 13.4
F 9.5 Railroads, composite. .. _____ . 5.2 9.2
2.6 13,9 | Roilroads,eoal. _.___________. 6.6 9.5
40 15,1 | Railroads, €astern__.. . _____. 5.8 1.1
4.3 31 | Railroads, Southern_____.____. 5.2 9.0
5.7 0.0 | Railroads, Western... ... 4.1 2
0. N B Nt it et it . .
ccgnstmctior; mgchllnory ........ 25 §§ Rg“"‘f and waliboard. . i‘l’ }(7)3
nsumer electronics.-........ , 3| fubber_ ... . ,
Containers—gless............. 1.9 4.6 | Shoechains....._._ 2.9 13.9
Contalners, metal_. 2.3 13.6 | Shoe manufacturing.. 4.3 10.2
Containers, paper gg 10. g gn"‘:" loans. ......... Ll 12 2
Cosmetics. .- 4 23.0 | Sop detergons, ivies T 211 27
Dairy products. ..o coauaeennnn 3.6 18.2 FINKRS.eeeeeeiiiiiea S 2
oeJ!,%n.nt S0reS. <nnenennnns 2.8 15,7 | Steel oo 53 8.1
Discount chains. ..oz L0 10 {,m}g ------------------- 54 12.9
TUES. e cmeranmmmeacmannnan . . :
Elst%rim equipment... 2.7 16.9 Composite. ... 5.4 12.3
Electronics. .. - .8 25,1 Electric. ... .. 5.4 12,5
Fid i il B s g u
BRI D ) emeegmis 82 )
ustrial; composite.......... . . ura! gas pipelines...... . .
tnsurance, fire f:d casualty..... 43 15.2 Commun LI 4.9 14,4
Insurance, life....-c..co...... 2.2 12.5| Variety chains...._..... 38 12.0
Leadandzine. ..ocuecenenn.nn 5.5 15.8 Vending. .............. 1.8 15.7
UOFeeeeneacanmecaanenncons 3.0 16, 6 | Dow-Jones industrials......... 4.2 13.3
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STATEMENT or ROBERT W. HAAOK, PRESIDENT, NEW YORK ST0OK EXOHANGE
SUMMARY

My name is Robert W. Haack. I am President of the New York Stock Ex-
change. With me today are Bernard J. Lasker, Chairman of the Board of
govgrnors of the Exchange, and Donald L. Calvin, a Vice President of the

xchange.

My statement this morning is the summary of & comprebensive 18-page state-
ment analyzing the impact of the capital gaing tax provisions of the tax reform
bill now before this Committee. Copies of the full statement, including my sum-
mary, have been submitted to the Committee.

In the ter minutes allotted to me this morning, I will summarize the principal
points and conclusions of that statement.

* L * * * * *

As passed by the House of Representatives, the specific capital gains tax
. provisions of the tax reform bill constitute a sharp increase in the capital gains
;. tax, The Exchange believes that three major adverse results may be auticipated
:. if these provisions are enacted in their present form:

33-865—69—pt. 3-—9
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First, risk-taking incentives and the supply of essential venture capital would

be serfously curtailed.
Second, Investments in modern plant and equipment and in new technologies

would diminish,

And tkird, the mobility of capital assets—which is crucial to maintaining a
dynamic and fluid economy-~would be impeded.

To my knowledge, there is no controversy about the need for maintaining an
adequate level of investmment to promote long-run economic prosperity. Recogni-
tion of this need is implicit in a recent statement by Secretary David M. Kennedy,
who pointed out thut the bill passed by the House is (quote) “weighted in favor

. of consumption, to the potential detriment of the nation’s productive invest-
.ment,” Secretary Fennedy concluded that the present version (and again I
quote) “could impede economic growth in the years ahead by curtailing the
incentive to make productive investments.” (End of quote).

The Exchange’s own analysis of the probable economic impact of the proposals
under consideration suggests that their hasty enactment would cause irreparable
harm to the nation’'s long-term cagmclty for growth,

Let us look briefly at each of the major proposed revisions in capital gains

treatment:

-The holding period

- I don’t think anyone would guarrel with the proposition that smooth fune-
tioning of capital markets is largely dependent upon liquidity—that is, the ease
with which investors can move in and out of investments.

The holding period required to distinguish between an investment transaction—
which qualifies for capital gains tax treatment—and a non-investment trans-
action—which dces not—automatically decreases the liquidity of the national
investment pool.

. In determining the most suitable length of the holding period, there is neces-
sarily a trade-off between the opposing goals of making the necessary distinction
between types of transactions and of stimulating market liquidity. To achieve
one goal completely would be to sacrifice the other.

. All available data indicate that the existing six-month holding period is
more than ample to fiiter out the majority of non-investment transactions.

The proposal to extend the holding period to 12 months simplistically assumes
that most Investors will refrain from altering their investment behavior and
.that the net result will be a revenue gain. I submit that ft is far more realistic to
assume that investors will tend to follow thelr individual <elf-interest; that
they will lock themselves into existing investments for the lon: er period in order
to qualify for capital galns treatment. In that case, the net results could well
be & revenue loss.

The logical tendency of an investor with a sizeable galn would be to speculate
-against the holding period if there were any reasonable chance of preserving
enough of the gain to make waiting worthwhile, To the extent that this incen-
tive. would be operative, it would tend to lock large amounts of capital into
current investment positions—with an jnevitable, and significant, 1oss in both
capital mobility and market liquidity.

The House. Ways and Means Committee Report suggests that upperincome
taxpayers are the principal beneficiaries of the shorter holding period. But an
examination of the available data refutes this. The most recent Treasury Depart-
ment statistica show that only 4 percent of all long-term gains realized by tax-
‘ﬁyera ‘with incomes of' $100,000 or more were from assets held between six and
12 months. By contrast, the ratios were 10 percent for those with incomes under
$10,000 and 9 percent for those in the $10-50,000 bracket. -
~ 8tated somewhat differently, the top-income group accounted for only 17 per-
¢ent of all gains realived between six and 12 months after purchase, while tax-
payers with incomes under $10,000 accounted for 16 percent of all gains realized
}lurigg the aixt:to-lz‘ month perlod—and those in'the $10-50,000 bracket accounted
or 50 percen ‘ ‘ ‘

" Thus, it 1s cleay that the major portion of the additional tax burden that
would be imposed by lengthening the holding period would fall not on the
wealthiest taxpayers—but on those whp can least afford to bear it.

4
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The alternative rate

The most direct impact on the flow of risk capital would result from the pro-
posed elimination of the alternative tax rate.

This is, pure and simple, an increase in {he tax rate on long-term capital gains,
And as such, it would lower the incentive for investors to put money at risk—
by reducing the after-tax rewards. Moreover, it would discourage the transfer of
capital from matured investments to more venturesome opportunities by raising
the tax cost of such transfers. Ultimately, the cost of capital would rise as entre-
preneurs would be forced to compete for a portion of the smaller pool of available
risk capital. -

Relatively few individuals qualify for use of the alternative rate. However,
it 1s tiis group that is the prime source of venture capital. These investors pro-
vide the cutting edge of economic growth. In effect, eliminating the alternative tax
would penalize the group from which the largest proportionate share of the na-
tional investment pool is expected to be accumulated.

Common sense dictates that the lower the after-tax value of an exlsting in-
vestment, the more likely the investor is to hold onto it. This is, of course, another
aspect of the “lock-in” phenomenon. The proposal to eliminate the alternative
tax optimistically—we might even say, naively—minimize the probable lock-in
reaction of those who would be affected. The available data tabulated in the
text of our statement clearly demonstrate that the higher the income, the greater
the tendency to wait before realizing accrued capial gains, Elimination of the
alternative tax would strongly accentuate this tendency.

Treatment of capital losses

Investment risk would also be affected marginally by the proposal to restrict
the long-term capital loss deduction from ordinary income to 50 percent of the
loss, It I8 no secret that investors weigh prospective gains or losses in terms of
total dollars, and make their investment decisions accordingly.

The capital loss proposal assumes that many taxpayers can manage their in-
vestments so as to realize geins and losses in different years. Not only is this
assumption not valid, but the proposed change would most seriously affect lower-
income taxpayers who are least able to time realizations to achieve a tax ad-
vantage, and who have the least prospect of offsetting accumulated losses against
future gains. :

In effect, a majority of taxpayers who may sustain investment losses—which,
in the lower and middle-income brackets can often amount to a sizeable portion
of annual income—would be subject to further penalties. The rationale for this
seems to be that it is justifiable in the interests of restricting a relatively small
number of higher-bracket individuals who, however, would still be in a position
to use the loss provision to best advantage. .

Contrary to the avowed intent of this measure's proponents, the disparity in
loss treatment would continue to exist between taxpayers who can manage their
investments so as to realize gains and losses in different years—and the great

majority who can not.

Conolusions .

The bill under consideration contains several additional proposals which would
tend to dampen investment incentives. Two of these are discussed briefly in the
full statement we have submitted to the Committee. We plan to submit a more
detailed analysis of these provisions for the record at a future date,

" The proposals to lengthen the holding period, to eliminate the alternative tax.
and to restrict capital loss deductions would—if enacted—have a serious adverse
effect on investment Incentives, capital mobility and stock market lquidity.

We agree with the Secretary of the Treasury that they carry the potential for
impeding economic growth in the years ahead, and we respectfully urge this Com-
mittee to reject all three provisions. S

For the future, we would urge that any new proposals to revise the existing
capital gains tax structure be preceded—or at the very least accompanied—by a
detailed study of all aspects of capital gains taxation. We would hope that such a
study would provide more definitive data—both on the effectiveness of the exists
ing structure and on the probable impact of any proposed changes—than were

, gvallable to the House Ways and Means Committee when the present bill was
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ANALYSIS OF ECONOMIC ASPECTS OF THE CAPITAL GAINS TAX PROVISIONS OF H.R. 13270

Any examination of the specific capital gains tax provisions of the tax reform
bill must consider the broad economic consequences which may flow from enact-
ment of the bill in its present form. As passed by the House, these provisions con-
stitute an effective increase in the capital gains tax. The Exchange belleves that
three major adverse results may be anticipated if these provisions are enacted in
their present form :

(1) Risk-taking incentives and the supply of essential venture funds would be
seriously curtailed.
ai (?)i Il:xvestments in modern plant and equipment and new technologies would

minish.

(3) The mobility of capital assets, which is crucial in maintaining a dynamic
and fluid economy, would be impeded.

These effects, as discussed in greater detail below, would retard long-term
economlc growth and enterprise and would, ultimately, limit the rise in our
nation’s real standard of living. The New York Stock Exchange shares the view
that policies which may inhibit the incentive to invest, to innovate, and to take
risks should not be enacted in haste and without careful study. The mobility of
capital assets is vital to the entire concept of private enterprise. Beyond these
broader economic considerations, we believe that the House proposals on capital
gains will fail in their avowed purpose of redistributing tax burdens in a more
equitable fashion. Therefore, the current proposals should be made to bear a
heavy burden of proof before they are accepted by the Congress.

Capital gaing and risk

Congress has long acknowledged that there are distinct differences between
ordinary income and gains realized on true capital assets, in that it is to the
national economic advantage to encourage people to invest in productive enter-
prises. Accordingly, capital gains should be—and, since 1921, have been—sub-
Jected to a lower tax rate than ordinary income. Long-term investments play a
crucial role in promoting-economic growth, The House appears to have ignored
the fact that the expectation of capital gains induces not only saving, but invest-
ing, and an optimum allocation of resources—all of which are indispensable to a
rising per capita income.

Capital must be encouraged to flow into new ventures if society is to benefit
from new technological trends and discoveries. And the individual’s willingness
to assume unusual capital risks depends to a considerable extent upon the pros-
pect he sees for suitable returns. Obviously, then, higher taxes on the gains from
high-risk situations would discourage Investors from assuming such risks, Ac.
cordingly, if the tax provisions dealing with capital gains are altered to provide
less favorable treatment, a reduced flow of equity capital to newer, more risky,
business ventures and a diminution of aggregate investment will result. -

Impact on the level of investment

There i3 no controversy about the need for an adequate level of investment to
promote long-run economic prosperity. Government has available various fiscal
and monetary tools by which it can attempt to influence aggregate investment,
Since the acquisition of physical assets, such as plant and equipment, typically
requires the issuance of securities of one type or another, tax policies towards
buyers of securities directly affect the ease and cost of financing expansion.
Realistic tax treatment of capital gains can effectively induce the saver-investor
to offer funds in greater quantity and at lower cost to enterprises undertaking the
cxpansion or modernization of their physical facilities. A number of industrial
nations—including Canada, West Germany and Japan—have indicated their
awareness of this by exempting capital gains from any form of taxation.

Administration officlals have voiced concern on several occasions with regard
to this bill’s detrimental impact on the level of real economic investment. In a
recent apeech to the Tax Section of the American Bar Assoclation, Assistant Sec-
retary of the Treasury for Tax Policy Edwin 8. Cohen stated that economlic an-
alysis indicated that the Bill “involves too great an allocation of benefits to con-
sumption and not enough to investment in productive equipment and capacity.”
Secretary of the Treasury David M. Kenhedy reiterated the view that the House
bill was “welghted in favor of consumption, to the potential detriment of the
nation’s productive investment.” He concluded that the House version “could im-
pede economic growth in the years ahead by curtailing the incentive to make
preductive investmnents.” )

.
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Capital mobility

Increases in capital gains taxation will adversely affect both the level of in-
vestment and the allocation of investment funds.

Economists in general agree that the mobility of capital should be encouraged
in order to achieve optimum allocation of economic resources, Tax measures
which hamper investment liquidity and impair capital mobility are clearly un-
desirable. Increases in capital gains taxation offers a classic example of such
measures. If funds are to be allocated among competing investment projects
with maximum efficiency, it is essential for investors to have access to a liquid
and orderly market when a sale is to be consumated. Liquidity in securities mar-
kets facilitates the purchase and sale of securities, and thereby frees capital to
flow to whatever industries or companies offer the highest prospective returns.
Individuals should not be deterred from making desirable shifts in the composi-
tion of their assets as their needs and expectations change. Inevitably, higher
capital gains taxes, by discouraging investors from switching to other alterna-
tives, will interfere with the optimal allocation of resources, to the ultimate
detriment of economic growth,

The level of savings and {nflation

It would, in any case, be difficult to imagine a more inopportune time for
setting forth the proposed changes in capital gains taxation. The major eco-
nomic issue confronting the American economy today is excessive demand and
inadegnate savings., Inflationary pressures are intense and to some extent, are
likely to remain with us into the 1970’s. Tax policy at thiy time should cn-
courage savings as a means of combatting the pressures of excessive demand.
Instead, we find tax policy changes proposed which would increase the tax
burden on capital gains. Studies indicate that individuals view capital gains
in a different light than ordinary sources of income. Regarded as unusual and
unpredictable receipts, capital gains are not typically consumed but are re-
turned to the flow of savings. It follows that an increase in eapital gains
taxation may well stimulate consumption at the expense of savings, and de-
crease the over-all pool of funds available for investment. Such recommenda-.
tions are inconsistent with other recent counter-inflationary policies, such as.
the income tax surcharge which represents a compulsory form of personal sav-
ings. To the extent that business capital investment is financed through savings
rather than through the expansion of the money supply, price pressures are re-
lieved and the task of the Federal Reserve is made easier.

Higher aggregate savings can also lessen inflationa¥y pressures that arise
from the “cost-push” side. Greater availability of nggregate savings serves to
promote investment in more productive techniques.

By making the most efficlent equipment available to employees, industry
improves the productivity of the labor force. Larger gains in output per man-
hour serve to narrow the gap between wage increases and fmprovements in
productivity and thereby limit the inflationary push coming from the cost side.
Thus, it seems clear that in the current economic environment, any tax policy
which discourages savings compounds the problem of achieving non-inflationary
economic growth,

The current economic climate nunderscores the importance of continuing exist-
ing capital gains tax policiecs without significant change. From the short-run
point of view as welt as the longer-run goals of our economy, it would be wise
to refrain from altcring the tax treatment of capital gains in a manner that
would reduce savings, impair the mobility of capital, and seriously interfere
with the flow of capital to newer, more dynamic, and more risky ventures. We
believe that the recommendations made in the House bill have been conceived
in haste and are based on inadeguate data. Our analysis of the economic fmpact
of the proposals under consideration suggests that their hasty enactment can
cause irreparable harm to the nation’s long-term capacity for growth.

In the following pages, each of the major capital gains tax proposals is dis-
cussed in come detail, with reference to available data which we believe strongly
accentuate the dangers inherent in proceeding at this time with the changes
recommended by the House,

THE HOLDING PERIOD

Tax incentives for capital investment, however, are not the only determinant
of capital market eficiency. Smooth functioning of a nation’s capital markets
is dependent upon liquidity—the ability to move readily in and out of invest-
ments. The less liquid an investment, the less attractive it 18 to investors. Rates
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of return reflect, in part, the degree of liquidity. The strength of the NYSK—
and the U.S. securities markets iu general—stems from the large numbers of
orders that continually flow to it. Any diminution in the flow tends to impair
market quality.

The NYSBE agrees with the assertion in the House Ways and Means Com.
mittee’s Report that “The holding period is an arbitrary and imperfect pro-
cedure that may be inaccurate in some specific situations, but it provides an
approach under which there are significantly fewer administrative and com-
pliance difficulties than would arise under a less objectlve standard.” In setting
this admittedly imperfect cut-off point, two considerations should be paramount.
First, the barrier must be raised high enough to separate ordinary business
transactions and speculation from fnvestment ; and, second, it must not be raised
80 high aas to seriously impair market liguldity. In other words, there Is & trade-
og] between the two objectives. To achleve one cowmpletely is to sacrifice the
other.

The current six-month holding period fllters out the vast majority ot transac-
tions by those who earn their livelihvod by buying and selling securities. It hns
the same offect with regard to investors who buy and sell securities with the
objective of making short-term gains. The Waya and Means Committee estimates
that the reventie gain from an extension of the holdiug perfod to 12 months will
ultimately total $150 million annually. Underlying this estimate is the assump-
tion that the proposed changes in the tax treatment of capital gaing will bhave
relatively little impact on investment behavior, It is reallstic to assume, however,
that investors would tend to significantly alter their pattern of realizations to
conform to the lengthened holding period requirement. Some investors would be
discouraged from purchasing equities altogether. It is, of course, fmpossible to
determine precisely, in advance, the revenue effect of a changed holding pattern.
"It is clear, however, that, at best, postponement of realizations would tend to
minimize ﬁne revenue gain assoclated with a holding period extonsion and might
very well lead to a revenue loss.

The problem s to weigh the uncertain promise of a small revenue gain against
the economic disadvantages which would stem from a holding period extension.

Bffeotivencss of the stx-month holding period

All avallable data indicate that the slx-month holding period is more than
ample to fillter out the majority of “non-investment” transactions. Transactions
data from the 1862 Internal Revenue study of capital gains, for example, denion-
strates where long-term investment apparently is not the motivating tactor, there
is a strong tendency to go for quick gains.

TARrE I—Gaing transactions in corporate stock dy ltengih of holding period, 1962

Number of
transactiona
Short term, totaloceccacacana- e memmEm e rEeee e ... ——————————— 1,124, 410
Under 1 monthaaaca.a.. e mm e Ee S e eNeSNAn e ————————————————— 408, 114
1 under 8 MONthSa . ccnmcccnacnccanacn
8 under 8 months
Not available.....
Long term, total... ————————————— cm———— 2, 621, 042
8 to 12 months...... e ananm— . —————— o 20 432, 214
1 under 2 yeArSacaucnnveccnencmanennanan
3 under 8 FOArBucucncenneccanccnnnenan——-
3 under 4 yeArS.. . ccerccncccannannanan
4 NUAOr § FoRIBucniniiiccrmcmccecancemmeceeacam—— e e 1581, 044
8 under 10 years...... memeeemssamemmesmmaea————— 411, 212
10 nnd“ 15 m“;...--—o--—---n----‘— L T T T 153| 8m
18 under 20 years. cemmemeneemeete—————— - 71, 304
20 years and more.. .- e emmmeEmanem e .e————————— 78, 422
Not available - i R 828, 061
. 'Total, all periods fmessmemmanmaeeann amanama 8, 746, 801
.¢: Bouree ¢ “ﬁa
vidual Income Tax Returns,” U.8. Treasury Department, table 18,.p. 112.

tistics of Income—-1063, 1 v ¢
;N’ﬁ‘d.9§ I t?l ’F 63 Su%‘\ emental Report, Salea of Cnlpltal Asseta Re
' {
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As can be seen from Table I, 2.6 times as many ¢ransaotions occurred In stock
held under six months than in stock held from stx months to a year. Especially
significant is the fact that the number of gein transactions that occurred in stock
held under one month (408,000) was alinost as great as the total for the entire
six to twelve-month period (482,000). The number of gain transactions that
occurred within three months of purchase is, in fact, 80 great—approxiately
three-fourths of all short-term gain transactions—as to suggest that gix months
may be a longer period than necessary to catch most non-investuient transactions.

Corroboration of this view is apparent in the findings of studies of public
transactions on the NYSH over the years. Results of the most recent studies are
presented below,

TABLE il.—VALUE OF SRARES SOLD BY INDIVIDUALS BY HOLDING PERIODS

(tn percent]
Holding periods
. 1 month Over | to Over 6
NYSE public transaction studles or less 6 months months
1 122 1§

10 32 s&

A 129 W

12 28 60

P& 23 54

1 Percentages are based on total excluding ‘'don’t know'' category.
2 Qver | to 3 months of holding accounted for 16 percent of total sales and over 3 to 6 months accounted for 13 percent,
1Qver 6 to 12 months of holding accounted for 18 percent of sales.

Source: New York Stock Exchange,

As can be seen in the summary of the five studies in Table II, from two-fifths
to over half of the valwe of sales occurred before the end of the six-month hold-
ing period, with disproportionately large dollar volume of sales taking place
within the first month after purchase. A more detailed analysis of holding
periody §s avallable only for the 1863 study.

In that study, not only did most sales (53%) not quality for long-term gains
under the six-month test, but also the amount of sales within the first six
months of holding were nearly three times greater than the amount in the
six-to-12 month period.

There was & greater tendency to sell within three to six months after pur-
chase than fn six to twelve months, Putting the 1963 sales data on a monthly
average basis, to allow for the difference in length of period, the ratio of all
sales made in the three-to-six-month holding period (4.2%) was higher than
the ratio for salex in the later period (8.0%).

In 1006, the Amerlcan Stock Hxchange undertook & similar study, the results
of which confirm the findings of the 19063 NYSE study. As can be seen, 60%
of the value of sales did not qualify for capital gains treatment, and only 13%
of the sales total was attribiitable to holdings in the six-to-12 month category.
Furthermore, the highest income group accounted for a disproportionately low
share of sales in the six-to-12 month holding period.

TABLE 111.—VALUE OF SHARES SOLD BY HOLDING PERIQDS, AMERICAN STOCK EXCHANGE, MAY 25, 1968

{in percent]
Short Under 1t03 3t0 6 6to 12 12-plus

Income class sales 1 month months months months months Unknown
Under $10,000. ... c.... 5 2 23 1 15 9 8
g‘g 10 $25,000....... 9 23 18 13 13 18 8
5,000 plus...ucuane.en 10 27 1" 10 9 5 ]
UAKNOWN. s e avenecenerarensnananans k) 12 2 13 12 12
Tottheeennennnnan 7 28 20 n 13 14 7

The transactions data collected by the New York and Anierican exchangea
do not specifically isolate the trading proclivities of short-term traders, who
are the prime target of the holding period. We believe, however, that the
typical short-term trader is interested in rapid turnover of funds with relatively
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small profits on each transaction, rather than with achleving long-term capital
gains treatment.

Bvidence on this point is provided by a study made in July 1061 among
NYSE floor members who traded for their own account, There is little reason
to doubt that the 1901 findings remain valid today. The study found that only
3% of both number and value of shares sold during a one week perlod was
held longer than six months. By contrast, 88% of the shares sold and 9¢;
of their value were held one month or less.

The foregoing analysis of transactions strongly suggests that the six-month
holding period is more than doing the job it was intended for. While it “may be
inaccurate in some specific situations,” it is clear that the six-month holding
period excludes from long-term capital gains treatment the vast majority of
transactions which are not consistent with the basic concept of what should
and what should not qualify for preferential treatment.

Shortcomings of Ways and Mcans Committce analysis

Underlying the NYSE analysis is the concept that the most accurate measure
of the holding period’s effectiveness is the number and value of transactions
disqualified from capital gains treatment. The Ways and Means Committee's
cvonclusion that the current holding period is not adequate for the job of
distinguishing between investment and non-investment transactions stems from
a limited perspective of the problem. Rather than measuring transactions di-
rectly, the Committee looked at capital gains realizations. Standing alone,
gains realizations give little indication of trading patterns. One should also ask,
how much trading do the gains represent?

For example, the Ways and Means Committee supports its contention that
., . . Assets held between 6 months and 1 year tend to be speculative” by show-
ing “that almost 90% of all capital gains on corporate stock in 1962 arose from
sales occurring after 1 year of possession.” But this offers no true indication
of the efficacy of the six-month holding period. As indicated in the table on
transactions above (Table I), taken from the same IRS study used in the Ways
and Means Committee anrlysis, more capital gains transactions in stock
(472,000) occurred between the first and second years of holding than in the
6 to 12-month period. By contrast, 1,124,000 transactions took place before the
expiration of the holding period. If the six-month holding period d&id not ade-
quately cope with the question of speculative and normal business transactions,
we would expect the opposite results—that is, a jump in gain transactions from
the first to the second half of the year after purchase and a decline In the
number of transactions in the second year after purchase.

“The pattern of transactions provides a more reasonable basis for judging
she holding period than the statistic that almost 80% of gain occurs from sales
occurring after one year of possession. This compares growth over a single
year with the total of gains which have accrued over many years. Obviously, in
a growing economy with a secularly rising stock market, the dollar value of
appreciated stocks held over a perlod of years will be substantial.

The Ways and Means Committee Report offers as evidence of the inadequacy
of the current holding period, the “sharp increase in sales between the sixth
and seventh months the stock was held.” The fact is that there will always
be a tendency for realizations to bulge at the expiration of a holding period
of any duration.

In appraising both the preceding and the Ways and Means Committee’s dis-
cussion of trading patterns during the first year, it must be noted that 1962,
the only year for which detailed IRS data on gains realizations are available,
was undoubtedly an atypical year. A sharp market break in the spring of that
year prompted early realization of both profits and losses in order to preserve
the former and minimize the latter, The high ratio of realized losses to gains
emphasizes this point. In 1862, short-term losses reported to IRS ( $768,000,000)
were 2.2 times greater than short-term gains, Similarly, the value of losses
realized after six to 12 months of holding ($804,000,000) was double the value
of six-to-12-month gains, :

" The 1662 pattern of realization empbasizes the need for preserving flexibility
for the investor. No matter what his initial intentions, he is exposed to the
fluctiuations of the market after making his original purchase, An intended
“long-term investment” may become a shott-term gain, or even a 10ss as market
cohdrtions shift. The greater uncertainties of a longer holding period are bound
to. discourage investors. It would impede the mobility of capital and thereby
leswen - market liquidity. New ventures, particularly, wounld find financing more

f .

4"

.
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difficult as the longer holding period added to the basic risk associated with
venture capital,

From the Treasury’s point of view, a longer holding perlod, particularly in
a year like 1962, would reduce revenue collections. This would ocur because
the investor is often well-advised to wait for the end of the holding period,
cven if substantial erosion in his gain takcs place. With capital gains taxed at
half the regular rate, the investor in the 50% tax bracket waiting for the holding
period expiration could accept a one-third erosion in his gain and still come
out with the same after-tax profit. At the top 70% marginal rate, the break-
even point is a 60% erosion in profits, assuming a 25% alternative capital
gains tax rate,

TABLE IV.—EROSION IN GROSS GAIN AT WHICH CAPITAL GAINS AND REGULAR TAXIRATES RESULT IN EQUIVALERT
AFTER-TAX YIELOS

Marginal Erosion Marginal Erosion

tax rate tactor tax rate factor
1 8| Percent....cooavnenaannn. 50 33
20 11 1 YOO, 60 147
30 18 ¢ 70 160
40 25

1 Assumes 25 percent alternative capital gains tax rate,

Who uses the 6-12 month holding period?

The Ways and Means Committee report asserts that the inadequacy of the six-
month holding period is demonstrated by the pattern of realizations in the first
year of holding by the $100,000-and-over group. The report demonstrates that the
top Income group realizes a far greater portion of its first-year gain in the six-to-
12 month period than in the 0-six month period. As shown in the preceding table
(Table IV), that is to be expected, since higher income groups take a smaller
risk (in after-tax profits) in delaying realizations than do lower income groups.
This pattern would hold no matter what the holding period,

Furthermore, the Committee report does not point out that the higher income
groups tend to hold assets longer than the lower income groups. In fact, when
the data for all long-term realizations are examined—rather than just those for
the first year—we find that in terms of total long-term capital gains, realizations
in the six-t0-12 month period are far more important for the lower income groups
than the higher income groups.

For example, as indicated on Table VI, in 1962, only 4% of all realized long-
term gains on returns with incomes of $100,000 or more 'were from assets held 6
to 12 months. By contrast, the respective ratios were 10% and 9% for those with
incomes of under $10,000 and from $10,000 to under $50,000.

Put another way, the $100,000 and over group, while accounting for 33% of all
reported long-term gains in 1962, accounted for only 17% of all gains realized
in the six-to-12 month period; while taxpayers with incomes under $10,000 ac-
counted for 16% of all galns realized in the six-to-12 month period—and
those in the $10--50,000 bracket accounted for 509 (Table V).

Similar results were obtained in the American Stock Exchange study. The
AMEX study indicated that 74% of all sales in the six-t0-12 month period were
made by persons in the under $10,000 group, compared with only 14% for the
over $25,000 group. By contrast, their portion of sales of stock held longer than
one year were 44% and 40%, respectlvely.
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TABLE V.—DISTRIBUTION OF CORPORATE STOCK CAPITAL GAINS BY HOLDING PERIOD AND INCOME CLASS, 1962

[in percent)
Taxable returns

$10,000 under $50,000 under  $100,000 and

Holding periods : Under $10,000 $50,000 $100,000 over

B0 12months.......oeocreeeeraneeeecenereananen 16 50 16 134
Tunder 2 years. .. ..o iiiiiciaaeenananan 16 50 17 18
2under IYORTS. ..o iaceriiaiarcanaaacana 15 47 16 2
Junderd years. ... .o iieiiiieeccaraaanene " 47 16 22
dunderSyears. . .......cooiiiiieneciinntncinnaiann 15 45 17 23
S under ! a«rs .................................... 13 39 16 32
10under 15 years. ..o oo iceianacaana. 7 39 16 39
15under20 years. . ... oooniimeciicaiccaaaraan 5 31 16 48
20years and OVOl. ... cooeniieciaaiaricaaccaanaas - 8 2} 12 59
Total, a1 Pariods.......ceeuenrrenennnnnnnnn- s 1 0 16 3

Source: ‘‘Statistics of Income—1962, supglemanh! report, Sales of Capital Assets Reported on tndividual Income Tax
Returns,” U.S. Treasury Department, table 12, p. 112,

Available data give strong indication that lengthening the holding period
would not exclude very many additional non-investment transactions for long-
term capital gains treatment. Its principal effect would be to realign investment
holding patterns, hinder market liquidity and capital mobility and increase the
risk to venture capital.

ALTERNATIVE RATE

. Among the proposed revisions in capital gains treatment, the most direct im-
pact on the flow of risk capital would stem from elimination of the alternative
| tax rate. First, it would lower the incentive to put money at risk by reducing the
_aftertax reward. Second, it would discourage the movement of capital from
mature, less risky investments to new and unproved but potentially rewarding
' opportunities by raising the tax cost of transferring investments., Ultimately, the
cost of capital would rise as entrepreneurs vie for shares of the smaller pool of
- vénture capital, ' ‘
~ Relatively few individuals qualify for use of the alternative rate on long-
‘term capltal gains; however, it is this group that is the prime source of venture
“capital. These investors provide the cutting edge of economic growth,

"In the landmark study, Effects of Taaxation, Invesiments dy Individuals, it was
_concluded that “. . . business must look mainly to a very small percentage of the
. population—individuals with large incomes or substantial holdings of wealth
"or both—to fliid any widespread willingness to assume the risks of business
“ownership, especially of unseasomed enterprises.” The authors also found that
. there 18 *'. . , very strong evidence for the validity of the major finding of this
. section, namely, that the investment decisions of the upper income and wealth
9’ are of overwhelming importance in governing the flow of equity capital
. rivate investors to business enterprise.”*

. th'le any blunting of investment incentive serves as an impediment to the gen-
.eration and free flow of investment capital—as the NYSE has pointed out many
" times—its ef aye magnified as the degree of risk increases, It is a fact of
“ecopomic life that the relative handful of large savers are in the best position
"o, supply tisk capital. The problem is to maintain an investment environment
“which Wt d stimuldate the large savers to frequently turn over their matured

investments and aeek out new risk situations, The tax penalty for turning over
- anfovestment s clearly a major factor in the decislon.

A dollar in an existing investment paying a reasonable return at minimum
"risk, often proves more attractive than 75¢ (after the alternative capital gains
__tax) in a high-risk investment that holds out the possibility of sizeable returns.

The existing investment dollar looks even more attractive to top-bracket tax-
. payers when its after-tax value drops 18%, from 75¢ to 65¢. The lower the after-
_ tax yalue of an existing investment, the more likely the investor is to hold on to
! {t—or ‘“lock” himself in. This “lock-in” effect is generally acknowledged.

D eg, Kedt] B”d}un Lawrence E. Thompson, and Lynn L. Bollinger, Bffeots of Tazation,
v mh‘i‘u@otv ndﬂéldm (Cnnbrglse. &m : The Riveraide Prens. 1658{. p. 27. ’
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The 1965 capital gains study conducted for the NYSE by Louls Harris and
Assoclates, Inc. was designed to measure investors’ reactions to 20% and 50%
reduction In tax rates. In examining the long-run implications of a 209 cut
in the maximum capital gains tax rate, Harris estimated that Treasury revenues
would rise by slightly more than one-quarter, If the maximum rate were halved,
to 1234%, estimated revenues would climb nearly three-quarters. The implica-
tions of these findings in the context of a tax rate inorease are clearly disturbing.

This study of the lock-in effect of the capital gains tax suggests that an in-
crease In the rate would have a substantial impact on capital mobility. As a
consequence of the decline in gains realizations, the revenues increment would
not rise in proportion to the increase in the effective capital gains tax rate.

Current holding patterns

Available data clearly demonstrate that the higher the income, the greater the
tendency to walt before realizing accrued capital gains. This shows up in the
following table,

TABLE VI.—DISTRIBUTION OF REALIZED LONG-TERM CAPITAL GAtNS ON CORPORATE STOCK, BY HOLDING PERIODS
AND INCOME SIZE CLASS, 1962

{in percent)
Taxable returns

. $10,000 under $50,000 under  $100,000 and

Holding period Under $10,000 $50,000 $100,000 over
61012 months.. ..o iieireecreeneinaen 10 9 7 4
Junder 2 years. ... ... ieiicneiiiieiainnaanan 13 12 10 5
2under Byears. ... ... ieaeeeencraeeanae 11 10 9 ]
3 under 4 years. 9 9 8 8
4 under 5 years 8 7 7 4
§ under 10 years 28 25 25 4
10 under 15 years 8 14 15 17
15 under 20 years 4 7 9 13
20 years and over 9 7 10 2
L 100 100 100 100

Source; ‘‘Statistics of income, 1962, Supplemental Report, Sales of Capital Assats Reported on Individual Income Tax
Returns,” U.S. Treasury Department, table 12, p, 112,

In the lowest (under $10,000) income group, 51% of total long-term capital
gains were realized on assets held five years or less, While this ratio is only
modestly higher than those for the $10,000-to-under $50,000 and $50,000-to-under
$100,000 income groups, it is more than double the 249 ratio for the over
$100,000 income group. By contrast, 22% of gains realizations by the top income
group were accounted for by sales of holdings of 20 years or more, compared with
only 7% to 10% for the three lower income groups.

We do not mean to imply that differences in the timing of realizations are all
attributable to the lock-in effect. We do suggest, however, that securities markets
(and other investors) would be better served if the holding pattern of the top
income earners more closely resembled that of the less affluent groups (i.e., more
frequent asset turnover). Elimination of the alternative tax on long-term capital
gains wound have the opposite effect. It would further widen the disparity in
length of holding.

From the point of view of capital mobility, inclusion of capital gains in
income averaging is not a substitute for the alternative tax. While the latter
helps to ease the lock-in problem somewhat, income averaging would tend to
aggravate it by providing an incentive to postpone the realization of gains so
a8 to qualify for the advantages of averaging.

The blunting of tax incentives to the prime source of venture capital will mean
more competition for the pool of available risk money. Returns to risk capital
will have to rise if new ventures are to attract equity financing. In turn, desir-
able, but less promising, new ventures may fall by the wayside in the tougher
competition for risk capital. ' B ‘

‘In an environment of strong competition for funds, it is especially imperative
- that incentives for risk capital be preserved if the business sector is to make &
maximum contribution to national economic growth and well-being. The proposal
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to eliminate the alternative tax—which is essentially a technique for increasing
the tax rate for the most substantial investors—offers a virtually foolproof
means of reducing such incentives.

TREATMENT OF CAPITAL LOSSES

Investment risk would also be affected marginally by the proposal to restrict
the long-term capital loss deduction from ordinary income to 509 of the loss.
Investors weigh prospective gains or losses in terms of total dollars and make
their judgments accordingly.

The proposal is largely predicated on the assumption that many taxpayers are
in & position to manage thelr investments in such a way as to realize gains and
losses in different years. Not only is the assumption not valid, but the proposed
change would have the greatest impact on the lower-income groups, which are
in the least advantageous position to arrange the timing of realizations to qualify
for beneficial tax treatment. In effect, the great bulk of taxpayers already hurt
by investment losses—often amounting to a sizeable portion of annual income—
would be further penalized in order to restrict a relatively small number of tax-
payers who are in 2 position to use the loss provision to best advantage.

Not only does that rationale lead to inequities, but it still does not deal directly
with the problem. Taxpayers in a position to properly time gain and loss realiza-
tions would still do so. N

It should be emphasized that most capital losses (749 in 1962) result from
stock sales. Stockholdings are subject to market fluctuations. For the most part,
losses may be realized either because of the need for cash or to prevent possible
erosion of the value of holdings. In either case, the sale cannot be postponed for
very long. Similarly, for most investors, the possibility of erosion of the gain
«during the period when realization is postponed generally outweighs the ad-
vantage of the minor tax saving attributable to proper timing.

From the individual’s point of view, & loss is a loss no matter how it comes.
A dollar lost through a decline in an investment hurts just as must financially
a8 one lost through negligence or theft.

Impact of the proposed treatment of losses

The limitation on deduction of loss hits hardest at the lower income groups.
In point of fact, lower-income taxpayers with losses have far less of a possibility
of offsetting losses against future gains or future income than do upper-income
taxpayers. As a group, lower-income taxpayers sustain very high losses in rela-
tion to income.

TABLE VH.—LONG-TERM CAPITAL-LOSS CARRYOVER ON TAXABLE RETURNS SHOWING NET CAPITAL LOSS, 1966

Average

Average carryover
adjusted as percent of
gross Average average
Adjusted gross income classes income carryover income
1,432 3,589 254
3,491 2,94 85
4,500 6,744 151

5, 005 13,628 248
6,985 8,838 127
8,941 4,308 48
11,937 4,142 35
16,976 5,428 kY4
28,240 5,458 19
65,847 7,183 1
131,729 10,574 8
280,453 16, 202 6
670,661 14,077 2
2,161,328 15,125 1

15'80;:‘@!0; Auphd from *‘Statistics of Incoms—1966 lndlmul Income Tax Returns,'” U.S. Treasury Department, table
1.1 N

For returns with under $8,000 of adjusted gross income, the average capital
logs carryover 5enerally rung well in excéas of income. The ratlo of loss carry-
over to.income dwindles as income rises above $8,000, falling to only 1% for the
top income earners. .
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That the tax burden of proposed capital loss limitations (including revised
treatment of losses of married couples) will fall upon the lower and middle-
income groups is corroborated by the Ways and Means Committee's revenue
estimates. Of the $65 million of additional revenue attributable to the change
in treatment of losses, 57% would be paid by the under $15,000 income group and
349 by the under $10,000 group.

In summary, net capital losses in practice have been virtually non-deductible.
The proposed changes in treatmerit of losses will further penalize investors whose
financial positions have already been impaired. They would hit hardest at in-
dividuals in the low and middle-income groups, who have the least prospect of
offsetting accumulated losses against future gains,

OTHER PROVISIONS AFFECTING INVESTORS

In adition to the three proposed revisions in capital gains treatment already
discussed, the Bill contains several other proposals which would tend to dampen
investment incentives. The NYSE will submit a detailed statement on these to
the Committee on Finance at a future date. Here, we will comment only briefly

_.on two of these proposals.

Disgallowance of non-business deduotions

Non-corporate taxpayers would be required to allocate non-business deductions
such as interest, state and local taxes, charitable contributions, casualty losses
and medical expenses—between taxable income and tax preference items. The
latter include one-half of long-term capital gains, presumably on the theory that
one-half of long-term capital gains is being excluded from income.

In simplest terms, the proposal amounts to an increase in the effective rate
of the capital gains tax. It does by indirection and through administrative com-
plexity what could be more easily done by a simple increase in the tax rate, if
that were thought desirable. The burden of the change in treatment of deduc-
tions would fall primarily on those individuals who are the major source of
venture capital. Their response to the proposed change would be essentially the
same as it would be to an increase in the alternative tax (discussed ahove),

In addition, the provision does not differentiate between capital gains realized
in connection with a trade or business as contrasted with ordinary investments.

Furthermore, the rationale for the allocation of deductions between income
included and excluded from taxable income does not, in actual practice, apply
to the vast majority of realized capital gains. In the words of the report of the
Committee on Ways and Means, “The bill essentially requires allocation of any
itemized deduction where it is reasonable to assume that a portion of the perti-
nent expense is met out of nontaxable income.” The fact is that most individuals
who would be affected—those with relatively large capital gains—would tend
to reinvest their realized funds rather than use them for living expenses—the
assumption on which the proposal is based.

Overlooked completely by the proposal is its effect on the rclationship between
state income taxes and the Federal tax. Escalation of state tax rates at the
upper end of the income scale is predicated on the theory that the taxpayer
would recoup a large part of the additional tax through the state tax deduction.
In addition, since many states tie their tax base to the Federal base, effective
state income taxes in many instances would also rise. Combined, the two would
have a substantial effect on total tax costs (state and Federal) of large in-
:estors which the report of the Ways and Means Committee evidently d&id not

oresee., ,

Limitation on deduction of investment interest

Limiting the interest deduction on loans used to finance investment property to
$25,000 over and above investment income algo penalizes those individuals who
exhibit the greatest willingness to take investment risks. It seems anomalous to
permit unlimited Interest deductions for consumption purposes, while limiting
interest deductions on funds put into productive investment. Furthermore, where:
does one draw the line between legitimate risk-taking through leveraging invest-
ments and tax considerations? Even where tax considerations are a factor, the
end result is still an increase in investment. .

- This provision was apparently prompted by the widely-publicized 150 or so
high-income returns for 1986 in which excess investment interest allegedly was
*  used to insulate from taxation other types of income received by the taxpayers.
- 'The stmple way of handing this situation would have been to include investmnent
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interest within the “limit on tax preferences” structure. Instead, the Bill offers
:;1 eégemely complex provision which is shot through with possibilities for
equities,

To the extent that interest must be offset against long-term capital gains,
ivlvlilch a:;;ﬁectlve 80% disallowance, the real tax on such gains is substantially

creased.

If the investment on which the interest is being paid results in a capital loss,
both the loss and the interest in excess of the minimum are disallowed—a dis-
turbing new form of double tax jeopardy. When a taxpayer repays investment
borrowings from non-investment income, he can deduct practically no capital
losses and, under this Bill, only limited amounts of investment interest.

The argument that the $25,000 annual limitation means that o