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TAX INCREASE PROPOSALS

MONDAY, JUNE 10, 1874

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

The committee met, pursuant to recess, at 10:05 a.ni., in room 2221,
Dirksen Office Building, Senator Russell B. Long (chairman) presid-
ing. :

Pt“lesent: Senator Long, Hartke, Bennett, Cuitis, Dole, and Pack-
wood,

The Cnarman, This hearing will come to order.

We are pleased to have with us this morning the senior Senator
from Massachusetts, Hon. Edward M. Kennedy. We would be pleased
to know your views with regard to these various tax matters under dis-
cussion for the last several days.

STATEMENT OF HON. EDWARD M. KENNEDY, A U.8. SENATOR FROM
: MASSACHUSETTS

Senator Ken~Neny, Thank you very much, Mr. Chairman. I appre-
ciate very much the opportunity to take a few moments of the commit-
tee’s time this morning to address my attention to some of the particu-
lar tax reforms that I favor and also to review very briefly some of the
steps that you and I and Senator Mondale are taking to provide at
least some stimulation to the economy and some relief in the form of
tax equity to those that have been the hardest hit by inflation, espe-
cinlly the increased cost of energy and food across this country. T think
all of us who are concerned about tax reform and tax equity are very
much in your debt for the leadership you provided in the work bonus

rovision which you successfully sponsored on the floor of the Senate
ast fall, and which is now a central part of our tax relief proposal.

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

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

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

Tax RerorM NEEDED

Senator Krx~Nepy. We have a crisls over taxation today, since
countless ordinary men and women now realize that their taxes are
too large because others pay too little, Year after year, Congréss after

(865)
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Conlgress, we have allowed the loopholes and the special benefits in the
tax laws to accumulate, virtually without end,

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

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

1 see a three-part strategy.

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

ow about to come before the Senate is a proposal that I have
i‘\(}ined in introducing with you, Mr. Chairman, and with_Senator
ondale, to provide %6.5 billion in antirecession tax relief, My hope
is that Congress will act quickly to adopt it. The health of the Ameri-
can economy for the remainder of 1974 into 1975 may well hang on
the outcome of our action.

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

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

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

IncreasiNG PrRoLIFERATION oF T'AX SHELTER TRANSACTIONS

First and most important, and an area to which I would like to de-
vote my principal emphasis this morning, we must call a halt to the
increasing proliferation of tax shelter transactions now being pack-
aged and marketed around the country on n massive assembly line
})asis for the benefit of wealthy individuals anxious to keep their taxes
ow.
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These packaged tax shelters have now become one of the most notor-
ious abuses in our tax history, a flagrant vehicle by which high bracket
taxpayers eliminate their taxes altogether or reduce them to levels that
are unacceptably low. At present, such transactions are costing the
American taxpayer over $1 billion a year, and the revenue loss 18 ob-
viously escalating as the techniques become more familiar and more
widely used. If Congress is serious about tax reform, immediate ac-
tion is required.

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

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

Whatever the arguments for Federal tax subsidies for buildin,
homes and drilling for oil or raisin cattle, it can hardly be contendeg
that investments In pornographic films, chinchillas, azalea bushes, or
exotic fruits and nuts constitute a national priority worthy of en-
couragement by our tax laws. And even in those areas like real estate
and o1 exggomtion and cattle ranching, where some form of tax sub-
sidy may be appropriate, I have grave doubts about the propriety of
allowing the tax laws to be distorted in a way that serves a purely tax-
avoidance purpose of a handful of wealthy citizens.

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

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

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

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

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

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

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

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

Investors in tax shelters do not need to make an economic profit on

their shelters. They do not have to meet a payroll or feed a child or

clothe & family or make a monthly mortgage payment out of the in-
come from their operations.

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

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

The essence of the reform is to limit the tax benefits of a shelter to .

an investor’s own personal stake in the project, the actual amount
of his own investment, I am today introducing an amendment to
H.R. 8217, the tariff bill now on tKe Senate calendar, to carry out
this reform.

If a partner is not liable for all of the debts and other obligations of

. a partnership, he should not enjoy all of the tax advantages that the

partnership produces.

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

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

* . Indeed, some experts have already predicted that such tax shelters will

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

Tax Creprrs INsteap oF Tax Depuorions

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

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

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

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

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

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

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

Caritar, GAains RerorM NEEDED

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

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

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

34-639 0 - T4 - pt.2 - 2
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way. The changes I propose in capital gains would not substantially
impair the flow of ca ita{)in the Nation. A mg’or tax preference would
still exist for capital gains in the Revenue Code. And by ending the
major current loophole involving capital gains at death, Congress
would actually free up billions of future dollars for investment, dol-
lars that would otherwise be frozen because of the tax advantages that
now occur when property is held until death.

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

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

Just as Watergate helped to generate important new legislative
momentum in Congress for comprehensive reform of the Nation’s elec-
tion laws, including the landmark bill for public financing of elections
that passed the Senate earlier this year, so the President’s tax dis--
closure should generate a similar momentum in Congress for compre-
hensive reform of the Nation’s tax laws, Tax reform belongs at the top
of our agenda for 1974. It is up to us in Congress to meet our obliga-
tions as representatives of millions of ordinary taxpayers. If we suc-
ceed, then in the years to come the 93d Congress will be remembered as
the Congress that.at last brought tax justice to America.

The (%IAIRMAN. Thank you for your statement, Senator.

Senator Hartke ?

SociaL SecuriTy Taxres—REGressiveE TAXATION

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

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

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

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

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

Senator Kennepy. $6.5 billion.

Senator Harrke. $6.5 billion? -

Would we not be better off—1I am not as worried about the recovery.

Senator Kennepy. I am sure Senator Bennett does.

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

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

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

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

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

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

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

Senator HARTKE. Just so I do not misundevrstand you, I am not talk-
ing about the elderly now. I am talking about the paying employee,
and as far as the middle-income group is concerned, he is going to be
under $15,000—

Senator Kexnepy. T thought your noint was

Senator HarTkE. My proposal is that the general revenue taxation
which is now assessed one-half against employee and one-half against
emgloyer, be reduced for the employee’s contribution to the amount of
$6.5 billion.

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

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

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

Senator Hartke. I will be glad to review those.

Senator Kennepy. The basic point which you make about the re-
gressive nature of the payroll tax is something that I too am con-
cerned about.

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

Senator Kex~epy. I would be glad to examine it.

The CualrMAN. Senator Bennett?

Senator BennNerr, Mr. Chairman, I am sure Senator Kennedy re-
alizes that neither he nor I will convince the other of our position. I
am looking at the fact that there are eight more witnesses.

Senator Ken~epny. That is right. )

Senator BENNETT. And I think they are entitled to an opportunity,
so I will contribute my time to them.

q Senator Kennepy. We will have a chance to develop this on the
oor.

Senator BENNETT. Yes, on the floor.

Senator Kexnepy, Where we enjoy such exchanges.

The Cuarryan. Senator, I want you to know that it is not my fault
that we have never had the pleasure of having a Kennedy serve on the
Senate Finance Committee. I went to your brother, the late John Ken-
nedy, and urged him to apply for membership on this committee, and
was unsuccessful in doing so. He explained to me why he did not think
he should apply for it, and if you want the benefit of his advice T will
be glad to impart that to you sometime.

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

Croosing A VEHicLeE ror Tax RErorM AMENDMENTS

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

I assume these amendments will be offered on the debt limit bill.
This is because those who favor the tax measures would feel that they
would like to offer them on a bill that the President would be very
reluctant to veto. That way they would have the maximum persuasive
gower directed toward the White House to try to convince the Presi-

ent that he ought to go along and forgo his doubts about some of
these measures that you have advocated, and some of which I strongl
subscribe to, in signing a bill. Now, if he would veto a debt limit bill
that might contain these amendments, he would assuredly veto a minor
tariff bill that contained them.

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

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

The Cramman., Well, I have to be tolerant of filibusters. Before 1
became a committee chairman, I also filibustered bills when I did not
think the thing wculd go the way I thought it should have gone.

Senator Kennepy. That is right.

The Cuarman. So I cannot complain too bitterly about somebody
waging a filibuster.

enator KexNepy. That is right. But as a means or a technique of
pushing through legislation it has some vulnerability as well, even
though it may be close to veto-proof.

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

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

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

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

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

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

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

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

Senator Kexnepy. T would be more than glad to cooperate in every
way. I know the feelings that you have, particularly on some of these
measures, and I think it might be wise, in saving the Senate’s time and
in permitting the discussion that we try to develop a sensible schedule.
I would be glad to cooperate in any way.

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

Senator KexNepy. Thank you very much, Mr. Chairman.

The Cratrman. I welcome your suggestion on the bill as reported.

[The prepared statement of Senator Kennedy follows:]
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'/m)n 1hs of fles off’

Senator Edward M. Kennedy

of' Ma ssachusetts

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

FOR TMMEDIATE RELEASE
. JUNE 10, 1974 ‘

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

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

L)

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

Such shelters confer their tax advantages through a variety
of cechntques, Kennedy said, but one of the principal devices is the
"leverage' through so-called limited partnerships, under which an invest:
receives deductions based on the partnership's total operating funds, ev
though his own investment is extremely small, and he has no further pers
1iability for the operation. In real estate shelters, for example, said
Kennedy, it would not be unusual for an investor to receive , in
g;godsggcttone a year, even though his owm actual investment was only.

» *

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

Kennedy proposed to close the syndicated tax shelter loop~
hole by limiting the tax advantages to each taxpayer's own investment
in the project. Kennedy said he would offer a Senate floor amendment
to close the loophole during the forthcoming Senate floor debate on tax
reforum.
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In other parts of hig testimony, Kennedy repeatad his call
for a tax cut for low and middle income citizens, coupled with tax
reforms to offset any revenue logs. Kennedy is a principal sponsor in
the Senate of a pending 96,5 billion tax cut, as well as a $4 billion

. four-part tax reform package to repeal the oil depletion allowance, the
.DISC export subsidy and the ADR accelerated depreciation allowance, as
well as to strengthen the minimum tax enacted by Congress in 1969 as a
special 10% tax on income that is otherwise untaxed.

. .In his testimony, he also called for additional tax reforms,
including reforms in capital gains and other gspects of oil taxation.

The. full text of Senator Kennedy's testimony is attached.

\
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From the of fios of’

Senator Edward M. Kennedy

of Mqﬁﬂqofugﬂfs

'rmmoﬁr OF SENATOR BDWARD M. KENNEDY HEARINGS ON TAX REFORM
SENATE COMMITTRE ON PINANCE

Por Immediste Release
June 11, 1974

I am pleased to join in these hearings this moxning as a
timely symbol and demonstration of the commitment of many of us in
the Serate to tax reform,

¥e have a crisis over taxation today, since countless
ordinary men and women now realize that their taxes are too large
because others pay too little.

Year after yea r, Congress after Congress, we have allowed the
loopholes and special benefits in $he tax laws to accumulate,
virtually without end. As a result, we allow tens of billions of
dollars of income and profits to escape taxation every year. Those
“"loophole losses" have to be made up somehow, and we know the way
they are made up -r by higher taxes for every ordinary citizen.

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

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

To paraphrase n‘ famous aphorism, our tax laws in their

" majestic equality allow the poor as well as therxich to invest in

State and local bonds, to reap long-tarm capital gains, to drill fox
oil, to enjoy the fantastic benefits of owning real estate, and to
hire lawyers and accountants skilled at the latest techniques of tax
shelters and tax avoidance.
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Wherever we look, we find tho' tax bage being eroded by
‘unjustified deductions and exemptions, by windfall subsidies, by
questionable incentives for various industries, by benefits that have
long since outlived whatever justification they had when first
enacted, and even by loopholes quietly written into law for the bene-
£it of particular individuals or corporations -- "tax fingerprints"
that dot the Revenue Code in silent tribute to the political
muscle of the wealthy and the powerful in the nation.

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

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

I see a three-part strategy:

IMMEDIATE TAX RELIEF

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

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

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

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

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

-~It will refund a portion of the Social Security payroll
taxes paid by low-income workers with children, through a refundable
tax credit -~ Senator Long's "work bonus" -- equal to 10% of wages
up to $4,000 in income. For incomes over $4,000, the credit is

- phased out at the rate of 25¢ per dollar, so that the credit
disappears when income reaches $5,600. Because the credit is
refundable, it will be paid as an income tax refund, even if the

- recipient has no income tax liability.

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

W

Second, both as a downpasyment on comprehensive tax reform

this year and as an offset to the revenus loas from tax raelief, we
need to enact ‘some bagic tax reforms on the tariff bill or the-
Debt Ceiling Act. t{fit¢h Senator Bayh and five other Senators, I have
joined in proposing four reforms which we think are capable of
immediate enactment. I am attaching a detailed explanation of each
of thuo reforms. B:Lo!ly. they would accomplish the following: -

e --Ropnl tho 011 dcplotion auovanca. ot!oouve Jununr:y 1,
1974 ($2.0 billion revenue gain in firat year; $2.6 bnnon in
third year; $3.3 billion in fiﬂ'.h year).

~-Repeal the Asset Doprocineiqn Range (m) system of -
accelerated depreciation, effective for plant and equipment placed
in service as of May §, the date our amendment was proposed -
($250 million revenus gain in first year; $1.5 bunon in thirda -
.year: §2.0 billion in £ifth year). "

~~Repeal tho nonut,lc International Sales Corporation (DISC)
system of tax incentives for exports, effective January 1, 1974
(8815 million revenue gain).

- ~=8trengthen the miniv:m tax by :educ:l.nq the current ’
exclusion from $30,000 Lo $ic,000, and by oliminating the current
deduction for taxes paid, effective January 1, 1974. This provision
was passed 47-32 by the Senate on January 24, 1974, (3860 million
revenue ga&n).

. 'lhou four p:opo-od rotom will qononto new revenues
tot.n.ng $4 billion in 1974, and §7 billion by 1978, .

Again and again in recent years, the Senate has considered
and debated and voted on these proposals. The time for final action
haa comes. The people of America are fed up with rising taxes. for
themselves, .soaring profits out of oil, and gaping loopholes for
many others among the favored few. It is time for Congress to begin
to redeem its pledge of equal tax justice for every citizen under
the Internal Revenue Code. The place to start is here, with the
four most flagrant loopholes in the law -~ oil dopletton. ADR, Di1scC,
and the minioum tex,

SOMPREHRNSIVE TAX REFORM -

Thizd, we must work for final action in this Congress on
comprehensive tax reform. The vehicle is in sight -~ the.pending
measure now being considered in the Ways and Means Committee in the
Housq. Clearly, the goal of enacting such reform before adjournment

is within our reach, and I urge both this committee and the.Ways and
Means Committee to give it the high priority it desexves.

My own vl& is that Congress ought to b& able to ‘nace
loophoh-cloung tax reforms amounting to net revenue uvinga
of at least $10 billion a year.

Th. ‘1ist of areas that need reform is long. but there is
growing agreement on what soma of the major elements. should be, .
In addition to the four immediate reforms I have already proposed,
the highlights of my own agenda goa as follows:
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PACKAGED TAX SHELTERS

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

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

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

More racently, newer generations of shelters have sprung up
in areas like cattle farming, orange and apple orchards, movie
production, and in jet airplaones and railroad cars and river barges
and oil tankers -- even including tankers that by virtue of their sizc
cannot dock in U.8. ports.

There are also shelters in more oxotic areas, such as rose and
azalea bushes, pistachio nuts, thoroughbred racing stables, or
masterpieces~in~the~home ¢lubs for famous works of ar€, and even in
chinchilla farms and cattle sperm banks and pornographic £films.

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

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

vast amounts of funds are flowing into these activities
today -~ not because the nation wants them; not because Congress
or State or local governments want them, but b e the richest

. percentile of the nation wants them for their tax avoidance value.

The sudden proliferation of these and other tax shelters in
recent years is indicated by the rising workload of the 5.B.C.
In Pebrusry 1972, for the first time in its history, the 8.E.C. was
obliged to create a specialized branch, to handle public offerings
.of tax shelter transactions. In July 1973, a second special
branch was added in the 8.E.C. Today there are three 8.E.C.
- branches working essentially full time on tax shelters: one branch
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.on-oil and gus, a second branch on condominiums and cattle and
agriculture, and a thixd branch on real estate and other shelters.

. * But the 8.E.C. sees only the tip of the iceberg, the roof of
. the shtiter. It deals only with chelters whose registration is

required under the securitios laws -~ in effect, those involving publi

offerings sold across state lines.

+ A, more aqcurate measure of the proliferation of tax shelters
can be found in the figures of the National Association of Securities
PDexlors. These fijures cover tax sheltars 8014 by merbers of the
Ascociation, whether the shelters are interstate or intrastate
transactions.

As tha accompanying table indicates, the number of offerings
of tax shelters nrarly rmadripled between 1970 and 1972, ard the
dollar value of the ofIrrincs more than tripled, reaching the
astonishing level of §$3.2 billion in 1972. Although the figures for
1973 have been cut in half, the reduction is obvicusly caured by
the nosedive of the national economy in gencral and the plinging
stock market in particular. Ho one doubta that the tax shelter
entrepreneurs are waiting in the wings, their vast wares ready
for the firwt hint that the economy is coming back to health.

TAX SHELTERS OFPFERED BY N.A.§.D. BROKER DEALERS 1970-73 .

NUMBER OF FILINGS AND GROSS DOLLAR AMOUNT OF FILINGS X/

170 v
01l and Gas 62 $664,337,000 155  $740,094,000
Real Pstate 54 256,485,000 139 523,534,000
Vintage anc_! !'azminq‘ 3 10,742,000 ? 36,266.006
Cattle Farming and .

,Breeding 13 26,764,000 22 244,636,000
Miscellaneous a3 26,336,000 _1l 29,915,000
145 $984,664,000 334  §1,568,405,000

s K e -

- A972 1973
. ’ . AMOUNT . AMOUNT

011 and Gas 226 $1,027,500,000 120  $514,000,000
Real Estate 243 1,910,000,000 74 467,564,000
vintsge and Paraing 21" 43,284,000 5 . 13,950,000
Cattle Purming and ‘ . ‘
Breeding 30 192,012,000 22 181,167,000
Miscellaneous A9 55,256,000 _14 143,815,000

539 $3,2268,667,000 235 81,320, 349:000
#/ 1Items may not add to ccﬁ&le:gcau’%of rounding.

JEST COPY AVAN -
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Bven the NASD figures, however, fail to tell the whole .atory.
The Association -estimates that its figures cover only about
one-tanth of the dollar volume of all the tax shelters offered and an
even emaller fraction of the number of shelters offered, since the
vast majority are sold through private placement and not through
“1.securities dealers. The best estimate therefore, is that in 1972, upwe
of -$30 billion in tax shelters werePackaged and sold around the country,
Enormous waste is involved in the nationwide syndication of
these vax shelters that is taking place today. -

A eignificent portion of the benefits are siphoned off in |
fees for the promoters, underwriters, lawyers, and accountants whose
business is the sale of these federal tax advantages. .

Thess transactions also constitute artificial and unfair
competition for legitimate.business operations. They encourage
high risk and extremely speculative adventures that will not stand up
to serious economic analysis. They spawn bad business practices that
plague the legitimate farmer, the professional .oilman, and the :
ordinary real estate developer, Investors in tax shelters don't
need to make an economic profit on their shelters. They don't have to
meet a payroll or feed a child or clothe a family or make a monthly
mortgage payment out of the income from their operations. The only
thing these wealthy investors want is the large deductions and
other tax advantages that the shelters can produce for high bracket
lawyer's, physitians, investment bankers, corporate executives, and
the like. :
The principles of a tax shelter are fairly simple. There are
a handful of basic elements that may exist alone or in overlapping
combinations: :
, =-Deferral of current tax, which allows income to be realized
in » Year chosen by the taxpayer; - e
! --Leverage, which allows borrowed funda to be used to creat®
tax benefits far in excess of the taxpayer's own personal stake in
. S . . PR

the property; pe

. ==The sholter itself, which allows deductfctia from one -
activity to' offset income from another; and, o

RN "] - available on dispasition of the property,
even though the shelter has provided deductions against ordinary
ihcome in the past. o : o

Different tax shelters use these elements in diffarent ways.
It may be appibpxiate as Congress studies the problem more intenely
to establish rules to deal with each transaction. -

It is also possible, however, to fashion an overall approach,
The Administration, ‘for example, has proposed a "Limitation en
Artifical Accounting Losses,“ the so-called LAAL method, which would
deal with shelters through their deferxal aspects, by matehing =
deductions with the income generated by the shelter project. The
LAAL appromch, however, is extremely complicated, and would  imposé
heavy ‘burdens of accounting and record~keeping on asuch operations.
Many tax experts who havegtudied LAAL believe that it may well .be

unworkable in practice.
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There is, however, one very iu ‘e approach that Conqreoa
could now take. It would deal with shelter- through the leverage
aspect. It would effectively end the syndication and mass marketing
of such shelters, thereby eliminating most of the.worst agbuses,

The essence of the reform is to limit the taxadvantages -
of a shelter to an investor's own parsonal stake in the project, the
actual amount of him own investment. Thie purpose would be accon~
plished by requiring that limited partnershipg, the most widespread
form of eyndicated tax sheltera, muct ‘be-taxed in aétord with the pass
through rules now applicable to Subchapter S corporations. I am today
intr an- amendment to H.R. 8217, the tariff bill now on the
Senate calendar, to carkry out this reform.

Under Subchapter 8 {n present law, certain corporations are
entitled to be taxed as partnerships in some respects. For present
purposes, the central point is that shareholders are entitled to
deductions generated by the corporation only to the extent of
theixr actual stock investment in the corporation. The amendment
1 propose would apply this same principle to limited partnexships.

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

(2) Assume also that the partnership borrows $¢,000,000
to develop a luxury apartment complex, thereby producing a total
d@gitnlia;tion of §10 million for the partnership.

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

On these facts, under present law, each individual partner
would receive a deduction of $210,000, based on his share of the
$2.1 million deduction generated by the full $10 million - in
operating funds available to the partnership. Thus, a $210,000
deduction would be available to each partner, even though hls own
individual 1liability on the project is limited to his actual
$100,000 investment.

The proposed amendment, by contrast, would allow each partner
a deduction of only §300,/000. The remaining $110,000 of his
$290,000 share of the partnership deduction would go into his
“suspense” account, to be available only as an offset against
future income from the project; it would not be available as a:
current deduction from his other income.

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

The more we learn about these syndicated tax shelter trans-
actions, the more concerned we are. The practice is destroying the
integrity of our tax laws. 1In no othar area is the revenus code'so
dangerously. eroded or the vitality of our self-assessment tax gystem
80 Seriously threatened.. Indeed, some tax:experts have already -
predicted. that such tax shelters will become the Achilles heel of
the Pederal-incoms tax if Congress does not bring them under control.

8o far, we have been too slow in awakening to the abuses that
have sprung up in these dark but heavily sheltered recesses of the
Revenue Coda. Now is the time for Congress to tackle the issue, and
end the unfair tactice being used to subvert the tax laws and distort
the Awerican economy. '



The second major area of comprehensive tax reform I favor is
also one that cuts aoross many other areas --- the need to over-
haul the relationship between tax credits and tax deductions, 1In
the past, as part of overall tax reform, I have urged Congress to
allow credits instead of deductions in a number of major areas,
including the personal exemption, the homeowner's mortgage interest
deduction, the deduction for medicsl expenses, and the deductions
for State and local income and property taxes,

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

Sl It makes no sense to me that, because of the rate structure
of ‘our revenue. laws, the $750 personal exemption means & child in

a wealthy family 1is worth a.tax saving of $525 to his parents, while
a'ghetto child is worth a saving of only $105,

wen It makes no sense to me that the tax law saves the wealthy
family 70 cents on every dollar in mortgage interest payments

on its Scaradale home, but only 14 cents on the dollar for the
family home in Harlem,

- It makes no sense to me that, through the tax laws, the
United States Treasury paya 70% of the cost of a wealthy citizen's
visit to his Beverly Hills physioian, but only 1l4% of the medical
bills for the femily in East Los Angeles.,

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

| TAX 3IMPLIFLGATION:

The third broad area in the drive for tax reform is the
subjeoct of tax simplification, Above and beyond the effort to
cloze unjustified loopholés, we must also reduce the needless
complexity and paperwork that now plague the ordinary taxpayer.
Too often, tax réform bills become a type of public service
. employmené fer lawyers and accountantsand well-meaning reforms
become loat in the fog of contortions and complexities in the
Code, beyond the comprehension of the average citizen,

OTHER SPECLFIC REFORMS

In addition, I also favor a number of reforms in specific

"

© areas of the tax laws. In an appendix to this statement, I have

provided a mors detailed summary of some of these proposals, In
brief, they are as follows: .

s « In the area of capital gains, 1 would propose

four ohgngest

.- 1) increase the inclusion percentage from 50% to 60%,

-- 2) repesl the 25% alternative rate for the first $50,000
of capital gains; .

-- (3) Increase the holding period for capital gains from six
months to one year; and

- (4) tax the accrued gain on transfers at death or by gift.

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

I do not support efforts to close the gap altcgether
between the tex on ordinar%hinoome and the tax on ocapital gains,
but we must go part way. e changes I propose in capital gaine
would not substantially impair the flow of capital in the nation, A
major tax preference would stlll exist for capital gains in the
Revenue Code, And by ending the major current loophole involving
capital gains at death, Congress would actually free up billions
of future dollars for investment, dollars that would otherwise be
frozen because of the tax advantage that now ocours when property
is held until death, :

At the same time, I believe that Congress should resist
proposals now bed oiroufates to relax even further the current low
rate of tax on capitel gains, depending on tne length of time a
capital agset is held, Such m change would seriously increase the
existing "look-in" effect of the capital gains tax, since it would
encourdge investors to hold assets fop longer periods of time in’
order to obtain the progressively more favorable tax ratés that would
become available, To me, the answer to the problem of the‘naggzng
stook market is a sound economy, not a further dose of speoial tax
preferences for the wealthy few who have the wherewithal to enjoy
capita) gaina, - ' : c

QIL. In the area of oil, in addition to the repeal of
percentase depletion for both foreign and domestisc produotion
described above, Congress should take two other steps to deal with
the excessive tax advantages now available for foreigh oil operationst

- Pirst, we should repeal the deduction'currently adlowed for
intangible driiling costs on foreign wells. In virtudlly every
other industry, taxpayers are required to recover these. expenses
through annual depreciation over the lifetime of the asset; only in
the case of oil ia an immediate deduotion allowed for the full

amount of this intangible expense, such as labor, equipment rentals,
{uel anglsimilar costs, which make up about 75% of the investment

n & well, ’ A :

- Second, we should repeal the foreign ‘tax oredit for oil
operations, and thereby end the current travesty of our tax laws,
which allows foreign royaltles to be treated as foreifin taxes for
the purpose of the credit, Under this reform, the expenses will be
taken as a tax deduction, as they should; they will no longer be avail-
able as a oredit against U,.3, taxes. ' '

These 041 reforms are especially appropriate in these times
of focus on America's energy independence. For too long our tax laws
ave subpidizedexploration and drilling and development oversgas for
0il, It is time to olose this loophole and bring our far flung
o0il corporations back to American soil. o

i WWW‘ In the area of state and local bonds,
we should provide an optional federal subsidy -for taxableée bonds
issued by state and loocal governments, equal to 50% of ‘the interest

on the bonds,
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« On the interest deduction, we should do four
things. (1) We should strengthen the present limitation on the
deduotion of investment interest by eliminating the $25,000
exemption, which serves to exempt, at present interest rates, the
interest on as much as $300,000 € debt. 12? We should apply the
limitation to corperations.” (3) We should require net investment
income to be computed on the same basis as taxable income; that 1is,
by using accelerated deg eciation, percentage depletion and other
slmilar preferences. ( § And vtﬁe current deductions for interest
on property should be limited éo the taxpayer's principal residence,
and should not be available for interest paid on vacation homes and
similar property,

MBLEM%M. on ;{eraonal deductions, we should
require the allocation of personal itemized deductions between taxable
and taxexempt income, Obviously, an individual makes these expenditure
out of both types of income, and the tax benefit of the dedugtion
:hougd be 1limited to the proportion of his total income that is

axed,

mm%ﬂﬁﬁ%ﬂ. On the investment oredit, a number of
.ohanges are desirable, The credit should be allowed only for .
inoreased investment over an average base-period level, In addition,
the amount of the credit should be included in the income of the
taxpayer; the credit should be 1imited to the actual user of the
property for which the oredit is granted; and the credit should be
made refundable, so that a positive tax refund can be given to a
taxpayer who has no other tax liability.

mmmgn.zgm. Finally, in the area of other
foreign income, we should repeal the $25,000 exemption for income

earned abroad., We should repeal the Western Hemisphere Trade
Corporation provisions. We should repeal the provision that allows
double-counting of the foreign tax oredit in the case of U.S,
subsidiaries. And, we should repeal the tax deferral provisions by
which the United séates encourages multi-national corporations to
build'planta in foreign lands, in order to enjoy the benefits of
such "tax havens'.

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

i

Whatever the final outcome of the debate over President
Nixon's tax returns, the most important lesson of the disclosure of
the President's tax data i1s that tax reform must move back to center
stage as an issue for Congress and the American people,

The picture that emerges from the voluminous recent
disclosures of the Joimt Committee on Internal Revenue Taxation is
not a prott{ one, because it demonstrates the extraordinary ease with
which wealthy individuals maneuver their finsncial affairs to avoid
their tair share of taxes and take advantage of our loophole~ridden
revenus laws,

Just as Watergate helped to generate important new
legislative momentum in Congress for comprehensive reform of the
nation's election laws, including the landmark bill for public
financing of elections that passed the Senate earlier this year, so
the President's tax disclosures should generate a similar momen fum
in Congress for comprehensive reform of the nation's tax laws.
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Tax reform belongs at the top of our agenda for 1974, The
country needed a spark to ignite the fire of tax reform, and the
President's diasclosures have provided it, Xt is up to us in Congress
to meet the challenge, to meet our obligation as representatives of
every ordinary taxpayer,. And if we succeed, then in years to come,

the 93rd Congress will be remembered as the Congress that at last
broaught tax justice to America.
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DETAILED EXPLANATION OF CERTAIN TAX REFORM PROPOSALS

STATE AND LOCAL BONDS

L: Provide a federal subgidy for taxable bonds issued by
g:age and local governments, equal to 50% of the interest on the
nas.

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

In-addition, it has been demongtrated that the exemp~
tion is a highly inefficient means of providing federal financial
aid to state and local governments, The federal revenue loss
under the exemption is currently extimated at $2.8 billion per
year, but this federal expenditure results in only a $1,8 billion
interest saving to state and local governments. The other $1
billion ends up as a kind of "commission” in the hands of high
bracket individuals and corporate investors in the bonds.

¢ For example, assume that a 70% bracket individusl invests §
in a.taxable bond at an interest rate of 9%, The individual wosld
pa{ a tax of $6.30, leaving a net gain of $2.70. Instead, if this
70% bracket taxpayer invested in a tax-exempt bond paying 6% inter-
o8ty he would have 'a net gain of $3,30 (the difference between the
$2,70 after<tax yield on the taxable bonds and the $6,00 tax exempt
interest), The state and local government has saved $3,00, the
difference between $9.00 and $6,00, but the Federal Government
hag lost, in revenus, $3.30. In other words, the Treasury has
paid the 70% bracket individual $3.30, so that a state or city .
could save $3.00, .

¢t The proposal will eliminate the wastage
in the present system of providing federal financial aid to state
and local governments, The state and local governments, at their
option, can issue taxable bonds and the Treapury will provide an
automatic 50% subsidy for the interest payable on such bonds,
Thus, 1f a local government issues a taxable bond bearing 10%
interest, the federal government will pay 5% of the interest.
Since most bond inveators are high bracket taxpayers, the
Treasury will not suffer any revenue loss, because it will be
collecting taxes on the interest received by the investors. As
a result, the "commissions" currently paid to high bracket tax-
payers will be eliminated, and all of the Federal expenditure will
80 to intended beneficiaries, state and local governments.

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

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

2. Repeal 25% rate for first $50y000 of capital gain,

3. Increase the holding period from six months do one year.
4, Tax accrued gain on transfers at death or by gift,

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

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

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

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

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

RECOMMENDED SOLUTIONS:

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

3, Taxation of accrued capital gains at death or by
glft will insure that the property of the wealthiest passes on to
their heirs after paying income taxes, just as is true in the case
of the wage earner. Appropriate exemptions cin be provided to
phase in the change and to provide for transfers to a wife
transfers to charity, transfers to orphaned children, etc. A
special program of Federal financial assistance can be provided to
those estates which are composed of asdets hot easily marleted,

notably farms and small businesges.

INTEREST<DEDUCTION

 PROPOSALS: ,
1. Strengthen the present limitation on the deduction
of investment {nterest.

2. The current deductions for interest should be limited
to the taxpayer's principal residence and not be available for inter-
est and taxes ineurred on vacation homes and the like,

PROBLEMS: .

In 1969, Congress imposed a limitation on the interest
deduction, where the interest was incurred to invest in assets
that would only be taxed at capital gains rates. The difficulty
existed because taxpayers borrowed money to invest in capital
assets; the interest deduction would offset ordinary income in
full; but when the property was sold, only one half of the gain
would be included in the tax base. In 1969, Congress moved to
limit the obvious inequity that resulted from this situation, by
providing that one half of the interest in excess of $25,000 plus
the taxpayer's investment income would be disallowed until such
future year as the taxpayer had additional investment income which
was taxable in full, The theory of the Congressional action wase
that 4{f the gain on the property was only going to be taxed to the
extent of one half, then the interest deduction incurred to carry
that property should be allowed only to the extent of one half,

E 2, -The deduction for interest on home mortgages is
presumably intended as a federal program to provide financial
assistance in encouraging home owmership, However, the federal
Program was never intended to provide financial assistance to
persons who wish to buy second or even third homes as vacation
homes, Nonctheless, present rules permit the deduction of intereet
on mortgages incurved to purchase these homes.
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RECOMENDATIONS :

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

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

PERSONAL DEDUCTIONS

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

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

OPERATION OF PROPOSAL: The proposed rule would require that
itemized personal deductions be allocated between the taxpayer's
taxable and tax-exempt income. Thus, if an individual had
$30,000 of taxable incowe and $50,000 of tax-aexempt income, and
spent $20,000 for interest and medical expenses, only $10,000
of the expenditures would be allowed as deductions against the
taxable one half of the individual's income. Presumably, the
other $10,000 in expenses could have been paid out of the indi-
vidual's tax-exempt income, and it is appropriate to disallow the’
deduction, since the income is not included in the tax base. This
. proposal was adopted by the House of Representatives in the 1969
Tax Reform Act, but was dropped by the Senate. :

INVESTMENT CREDIT

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

PROBLEM:

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

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

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

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

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

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

OTHER FOREIGN INCOME

PROPOSALS
1. Repeal earned income exemption.
2, Repeal Western Hemisphere trade corporation provisions,

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

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

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

[PROBLEMS:

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

2, Present tax laws provide a special 34% tax rate for
Western Hemisphere Trade Corporations, instead of the normal 48%
tax paid by U.S. companies. Again, companies simply set up sube
sidiaries to do their exporting in the Western Hemisphere, export-
ing products that the parent companies would have exported in any
event., The Treasury has never been able to find that the special
rate has produced any increased exports.

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

This benefit produces a marked incentive for U.S. comw
panies to invest in foreign activity, as opposed to domegtic
activity, and is one of the principal "foreign tax haven" provisions
in the Internal Revenue Code. There is no reason for the U.S. to
subsidize multi-national corporations in their decisions to build
plants overseas, The tax system should be neutral between a businesce
man's decision to invest abroad or in the United States, rather than
provide tax preferences to export U.,8, jobs. This reform is one of
the principal tax provisions of the Hartke~Burke trade bill,
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4, Under present rules, a parent corporation with a
subsidiary in a less developed country is not required to include
in income ("gross up'') the foreign tax on dividends paid by the
subsidiary to the U.S.parent.. As a result, the parent gets a
double tax benefit. The foreign tax counts both as a deduction for
the svbsidiary in calculating the dividend reported to the parent,
and as a credit for the parent against its own taxes.

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

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

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

—— 2l

)

The ADR system permits a corporate taxpayer to depreciate capital asgets
within a range of up to 70% faster than the useful lives of these assets as
defined by Treasury puidelines on useful lives in 1071, Many people believed
that the Treasury was exceeding its statutory authority in administratively

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

ADR abandons a concept which had been an integral part of the tax laws for
4O years -- namely , that deductions for depreciation of capital assets must be
based on the actual useful life of the asset. Once we depart from this concept
and allow tax depreciation to exceed economic depreciation, the owners of property
producing taxable income are in effect receiving subsidy payments from the
Treasury. There is no mathematical difference between giving an individual or
business a direct handout and forgiving him a like amount in taxes due.

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

‘estimated that by 1080 the ADR system will have resulted in up to a $30 billion
permanent revenue loss to the Treasury. Thus ADR is not simply a change in the
timing of tax payments or reducing payments now in return for a tax liability

in the future. It represents a repeating and accumulating loss in tax revenues
year after year, a loss which will ultimately grow along with the general rate of
growth of the economy and in particular the rate of growth in equipment subject
to the tax depreciation.

The major rationale which has been put forward to justify ADR is that it
will stimulate investment and therefore the economy generally. Many experts in
-this area, however, do not agree that this is the case, Professor Robert
Eisner of Northwestern University who has spent many years studying the subject
of asset depreciation earlier this year testified before the House Ways and
Means Committee that "there 1s little evidence that 'liberalization' of depreciation
allowances of this type will have much effect on investment." He went on to
note that "if the objective were to increase investment spending, economic analysis
makes clear that a far more effective device, dollar for dollar of tax loss to
the Treasury, would be some form of direct investment subsidy or tax credjt." It
should Ve noted that an investment tax credit to stimulate capital investment was
.also adopted as part of the Revenue Act of 1971 providing ample tax relief and

_ invegtment incentives for corporations.

The other argume.l of the ADR proponents revolved around the campetitive -
position of U.8. producers. As nearly all economists will agree, this is a
spurious argument. There is no empirical evidence that those countries with the
lowest taxes on capital haye higher rates of economic growth, In fact, among the
major industriasl countries thé converse appears to be true. If the goal were to
stimulate capital formation, ADR is a very ineffective and costly stimulus. In part,
this is reflected by the current data which show that business has moved very
slowly in adopting ADR, If ADR has a strong investment incentive, why have

firms not moved mcre quickly to adopt the new proposals? Its complexity also
appears to be discriminating against the smaller business firms. The current
Treasury data indicate that the system is being adopted by the large conglomerates
but not the emaller proprietorships and partnerships. Apparently the complex
provisions can only be interpreted by the larger firms. Major improvements in

the U.8. balance of payments has come from the devaluation of the dollar rather than
tax giveaways to business. The future history of ADR is likely to follow that

f accelerated depreciation after ) -= a ver, adual adoption with no noticeable
?nvelgneng ttinulf, but cmtdenblzs’r:idden lonz-gn revenugp costs.

Rstimated revenue loss due to ADR Estimated revenue gains {f ADR is repealed
1071 300 million 197! 00 million
1972 900 million 1975 1.0 billion
1973 1.2 bi)lion 1976 1.5 billion
1974 $1.4 billion 1977 1.7 dbillion
1978 2.0 dillion
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FACT SHFIT ON DISC

DMSC provisions of the Tax Code allow gpecially organized export corporations to
defer indefinitely the tax on one-half of their income. There is no evidence that DISC
provisions provide an extra stimulus to exports. But they will coat the IS, Treasury
§740 million {n 1974, primarily in the form of subsidies to large corporations. Our
M\WM terminate the unjustified DISC subsidy.

How DISC Provisions Work

Under existing law, a corporation may clect to be a DISC (a Domestic International
Sales Corporation) if at least 95X of its gross receipts, and at least 952 of {ts assets,
are export-related, DISCs are completely free from normal income taxes. Shareholders,
however, are taxahle on one-half of the DISC's income each vear, or the amount distributed
as dividends, whichever {s greater. Thus, DISCs in effect allow indefinite tax deferral \
on one-half of export income.

- . In_practice, DISCs are most often paper corporations established by other large
corporations merely for the purpose of receiving tax benefits for exports. A DISC need
not satisfy normal requirements of corporate capitalization, but need have only $2500
in assets. 1In 1972, 22% of the income received by all DISCs was earmed by eight DISCs
with gross receipts over $100 million, and over 80X of the 2,249 DISCs were owned by
corporations with assets of over $100 million. These large corporations can channel their
exports, on efther a sale or commission basis, through DISCs they have created, and thus
receive subatantial tax benefits.

Revenue Gain From Termination of DISC Benefits

Terminating DISC benefits under our amendment would gain an estimated $815 mili'on
in 1974,  $740 million of this amount comes from revenue which would otherwise have beei
lost in 1974 under the DISC provisions. And $75 million comes from the estimated tax
revenue which would be payable in 1974 on DISC income deferred in prior years.

D1SC Provisions Have Had No Demonstrable Effect on Increasing Our Export Trade

The U.S. fn 1973 enjoyed a $700 million trade surplus, with an unprecedented $70
billion in exports. But when the DISC provisions were originally enacted in 1971, the
nation vwas facing a serfous balance of payments deficit, including for the first time
in recent vears a deficit in trade of goods and services. According to the International
Economic Report of the President, the turm-around in the !.S. trade halance was caused
primarily by increased world-wide demand for our agricultural and manufactured exports,
and the 15X devaluation of the dollar over the past two vears, During 1971 and the first
half of 1972 our demand for foreign products was strong, and economic slowdowns abroad
reduced demand for our exports, producing a negative trade balance. Since then, however,
export demand has increased, the prices of our exports have hecome more competitive, and
higher relative prices abroad have reduced our demand for imports.

There {3 no evidence that anv part of this trade turn-around is due to the tax
benefits provided under DISC. 1In fact, the GAD has reported that DISC 'is not consideres
to have had much influence toward increasing U.S. exports to date. Neither has {t re~
sulted in exporters lowerinpg their prices to meet competition.” And a recent Treasury De-
partment report prepared - ursuant to the DISC statute glves no convincing evidence that
the tax subsidy under DISC ts havinp an effect on our exports or halance of trade. Althouph
the Treasury analysis, which covers data from calendar vear 1772, shows that sclected
firms utilizing DISCs increased their exports 14.1%, slightly more than the total U.S.
export growtii by 12,42 in that year, the Treasury makes no claim that these figures are
statistically significant and admits that their conclusion is "highly tentative.” The
Treasury Keport did show, however, that the 15X profit rate for exporters using DISCs
iias been about twice the 82 rate of return for those industries in which DISCs predomi-
nate, and that the revenue loss has been much higher than Conpress expected when it
enacted DISC in 1971. The revenue loss was an estimated $250 million in 1972 and $590
miflion {n 1973, instead of the originally predicted $109 million in 1972 and $170 million
in 1973.

Effective Date

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

L ae Y

BEST CQP“‘! A“)’.’"\:;x-t'uh:):w -
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Relationship to the Ways and Means Bill

The Ways and Means bill repeals depletion in gradual steps from
1975 through 1978, Tts provision on depletion would have virtually no
effect in 1974. Our propossl would return significant revenues to the public
treasury from balooning oil profits beginning this vear. O01i1 industry profits
in 1973 rose some 35 percent over 1972, according to Business Week. Company
reports for the first quarter of 1974 indicate another very large jump for
this vear. After their accountants had done everything possible to minimize
below-the-line profits, Texaco reported after-tax earnings up again by 123
percent; SoCal, 92 percent; Standard of Indiana, 81 percent; Culf, 76 percent:
Mobile, 66 percent; Shell, 51 percent; and Exxon, 39 percenmt.

This praposal separates the repeal of percentage depletion from
the other provisions of the Ways and Means Energy Tax Package, becsuse de-
pletion has been the subjact of hearings and public debate for many years
and the issue is familiar to everyone, Action should be taken now to close
this major loophole as the firest step toward satisfying public demand for
fair taxation of oil income. The other provisions of the Ways and Means
package are sufficiently new and complex to warrant more deliberate pro-
cedures. This proposal is not intended to detract in any way from the need
to consider these other es in due .
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PACT SHEET ON PROPOSED
REPEAL OF PERCENTAGE DEPLETION POR OIL AND GAS

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

Revenue Gain

Calendar Year This Proposal Ways _snd Means Bill Difference
(biilions of dollars)
1974 2,0 0.0 2,0
1975 2,2 0.6 1.6
1976 2.6 1.3 1.3
1977 2,9 2.1 0.8
1978 3.3 2.4 0.9
Five-Year Average 2.6 1.3 1.3

Of the revenue gain from abolition, all but about $0.2 billion is
traceable to the elimination of percentage depletion on domestic oil. The
estimates for domestic o1l are based on an average price of crude increasing
gradually from $6.50 per barrel in 1974 to a world price of $9 in 1978, as
assumed by the Joint Committee on Internal Revenue Taxation.

How Depletion Works

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

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

The new high prices of oil render percentage depletion much more
expensive than before and, at the saws time, remove any justification for it,
because today's oil prices nrovide ample incentive for o1l development without
any subsidv. Development activity now is constrained not bv any lack of in-
centive hut by the nhysical capacity of the industrv and its equipment suppliers.

The recent increase in oil prices indeed presents an opportunity to
abolish this aspect of undue favoritism {n the tax system without reducing
the incomes of oil investors from last vear's levels. On the contrary, ofl
incomes will go up anvyway. Depletion should be abolished now before it again
becomes embedded in the new income levels, the asset values, and the cost
structure of the oil business.
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STRENGTHEN THE MINIMUM TAX
PURPOCE

1. 3epeal the step in the calculation of the minimum tax which currently
allovs a deduction for other taxes peid.

2, Reduce the current $30,000 exclusion from the minimum tax to *10,000.

The proposed amendment makes no change in the list of tax preferences sub-
Ject to the minimum tax, and no change in the current 10¥ rate of the miniwum tax.
It affects only the deduction for taxes paid and the $30,000 exclusion, the most
obvious loopholes in the current minimm tax. The combined revenus gain from both
provisions would be #860 million., °

CURRENT IAW

The minimum tax was enacted by Congress as part of the Tax Peform Act of
1969, in an effort to insure that persons with substantisl amounts of untaxed
income would pay at least a modest tax on such income, Under the present minimm
tax, a person is taxed at the flat rate of 10%on the sum of his income from
certain tax preferences, vhich include most, but not all, of the major preferencee
in the tax code: accelerated depreciation on real property, accelereted deprecia-
tion on personal property subject to a net lease, amortizatien of certiffed pollu-
tion control facilities, amortization of railroad rolling stock, stock options,
reserves for losses on bad debte of financial institutions, depletion, capital gains,
and amortization of on-the-job training and child care facilities.

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

responsible for the failure of the minimm tax to fulfill its promise.

DEDUCTION FOR TAXES PAID

This deduction allows substantial numbers of taxpayers to avoid the minfmum
tax completely, even though they have large amounts of income from tax preferences.
In practice, the deduction is an "Executive Suite” loophole, since one of its
principal effect 1s to allov highly paid executives to use the large amount of
regular taxes they pay on their salaries as an offset against {ncome they receive
from tax preferences. The following example {llustrates the point:

-
A B
Preference income $100,000 £100,000
egular tax on salary 100,000
Base for minfmm tax (] 100,000
Minimum Tax V] 10,000

Individual A, vho hae $100,000 in income from tax preferences but pays
£100,000 in regular taxes on his ealary, owves no minimum tax. Individual B,
who has $100,000 in income from the same tax preferences, but vho pays no regular
taxes, owes & minimum tax of $10,000. The minimm tax should operate equally on
individuals A ant B, yet the deduction for taxes paid lets A escape the minimm
tax altogether.

Contrary to srguments raised in the past against the proposal to repeal the
deduction for taxes paid, this reform would have only a marginal impect on capital
gains, For individuals, the change would increase the effective tax rate on
capital gains in the highest bracket from its present level of 36.5% to Lo%,

But the top LO% rate would apply only to that portion of capital gains over 3$460,000,
and {t 15 still & bargein rate compared to the T0% tax rate on ordinary income

at such levels. In the Tax Reform Act of 1969, the meximus effective tax rate

on capital gains vas increased from 25% to 36.5%, wvith no measurable effect on

the investment community or the flow of capital to business. For corporations,

the change would increase the effective tax rate on capital gains from 30.75%
t033.75%. The Tax feform Act of 1969 increased the rate from 25% to 304, For all
but the smallest corporations, the tax rate on ordinary income {s LB”,

THE $30,000 EXCLUSION

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

n oowmE
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2.
his minfeum tax to zero in 1971 and 1972, and to near-zero in 1970.

By reducing the level to 410,000, substantial amounts of income

that are currently tax-free will become subject to the minimm tax. At the
came time, the ‘10,000 level will he high enough to prevent any substantial
deleterious impact on low and middle-income taxpayers with modest tex pre-
ference incowme such as a capital gain on the sale of a home, 7n addition, the
210,000 level will avoid any ummecessary inconvenience in the administration of
the minimum tax, since it will not require the forms to be filed or the tax to
be paid on modest amounts of tax preference income.

SFFECT OF CUTENT LOOPHOLES

INDTVIDUALS -- Tn 1971, 100,000 individuals with tax preferences totaling
46.3 v41TTon pai{d *169 million in minimum tax, for an effective tax rate of only
2.7 compared to the statutory rate of 10%. Of this group, 75,000 individuals,
reporting preference income of $2.3 billion, paid no minfmm tax at all.

CORPORATIONS -- In 1970, 81,000 corporations paid $280 willion in minimum
tax on Toophole income of 5.7 billion, for an effective rate of 4L.84%, Of this
group, 75,000 corporations, reporting preference income of $1.6 billiun, paid no
winimm tax at all.

REVENUE GAIN (MILLIONS) FROM PROPOSED AMENDMENT (1972 INCOME LEVELS)

tepeal
Deduction Reduce
for Taxes Brolusion Combined
Paid to $10,000 L)
Individuals 4330 131 $585 Y
Corporations 250 20 -4 4]
TOTALS 580 151 860

4

804 from individuale with adjusted gross incomes over $100,000.

BE& § '\/’v‘"‘ I3
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Mr. CHAIRMAN. Next we will hear from Mr. Carl Gerstacker, chair-
man of the Dow Chemical Co., accompanied by Mr. Raphael Sherfy
for the Manufacturing Chemists Association.

STATEMENT OF CARL GERSTACKER, CHAIRMAN, DOW CHEMICAL
C0., ACCOMPANIED BY RAPHAEL SHERFY AND GLENN WHITE .
FOR MANUFACTURING CHEMISTS ASSOCIATION

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

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

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

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

Prorosep Tax RerorM SEEN ADVERSELY AFFECTING
THE CHEMICAL INDUSTRY

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

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

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

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

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

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

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

. Two reasons stand out. First, increased exports increase jobs at

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

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

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

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

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

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

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

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

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

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

Thank you, Mr. Chairman.

The CuarrvMaN. Thank you very much, sir.

Senator Bennett, do you have any questions? _

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

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

I have no other questions, Mr. Chairman.

The CHAIRMAN, Senator Hartke?

Senator HarTKE. Mr. Chairman, I want to pay my respects to Mr.
Gerstacker for his outstanding work in the field, for which he is to
be congratulated.

DePLETION ALLOWANCE

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

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

InvEsTMENT Tax CrepIT

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

REPLACEMENT DEPRECIATION ALLOWANCE

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

Mr. GersTACKER. First of all I would like to compliment the.dis-
tinguished Senator from Indiana on his support for the fundamentals
that getting more production and more efficient production helps
everyone in our country. It makes for more jobs, it keeps us more com-
Eetitive with our foreign competitors, and the better equipment we

ave, the more money we can pay our workmen, and the lower the cost
to the consumer. So I agree very much with that.

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

It is true, Senator, that the depreciation allowed today for tax pur-
poses is not enough to replace the equipment, the buildings, the plants,
8o that when you come to build a replacement, there is just not enough
money in the depreciation fund.

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

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



406

Foreien Tax Creprr

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

Mr. GersTACKER. Mr. Sherfy, would you help me on that?

Mr. Suerry. The figures in our paper compute the tax burden with
the allowance of the foreign taxes as a deduction, not a credit.

Senator Harrke. Not a credit ?

Mr. Suerry. It eliminates the foreign tax credit and shows what the
burden would be in seven countries. '

Senator HarTke. How much tax is avoided under the present for-
eign tax credit mechanism?

Mr. SHerrFy. I do not know, but the Treasury has given you all that
figure several times, I think.

Senator HarTkE. Yes; I have them, but T can never get accurate
statistics from individual corporations. I wonder if you would care
to——o )

hMr. Suerry. Oh, you were asking—I do not know the answer to
that.

‘What was your question ?

Senator HarTrE. What is the total tax credit for all corporations
with subsidiaries abroad using the last year and any previous year?

Mr. Suerry. I do not know that answer. I think we can look into it,
but T believe the Treasury-——

Senator Harrke. When we get these figures back, it will show con-
clusively that this is a substantial amount. I believe that it amounts
to an excess of $6 billion. This is roughly one-fifth of the $32 billion
of the total corporate taxes collected.

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

Is that not true?

Mr. GeRrsTACKER. Senator, let me reply to that by saying that at
least the experience of the chemical industry is that you do business
primarily in these other countries who have taxes like ours or even
higher. There are undoubtedly some small or less developed countries
with low taxation, but there is not much business there.

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

Mr. Suerry. But the tax haven problems have been substantially
taken care of in subpart (¥').

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

- Mr. Suerry. That is correct.

Senator HarTkE. And you can reduce very substantially your tax
liability in the United States by so doing. Isn’t that true?

Mr. GerstAcKER. T don’t believe so, Senator.,

Mr. Suerry. I believe that your measure in 1962 went a substantial -
direction toward eliminating any tax havens.
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Mr. GersTACKER. At least Dow is not smart enough to find them
if there are some, Senator. -

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

Mr. GersTACKER. Thank you, Senator.

I am well aware of that and we will consider it.

Senator Harrre. Thank you. I did mention your name in Indiana.
I told them that I was sure with your background you would be in-
terested in trying to keep that school on the map.

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

Senator HarTkEe. Thank you.

The Crammman. Well, Mr. Gerstacker, I Have only one comment.
You are chairman of the board of a company that invested a lot
o}f money in Louisiana, and I hope very much you make a profit down
there.

Mr. GersTACKER. We are, Mr. Senator.

The CramrMAN. Thank you very much.

Mr. GersTACKER. Thank you, Senator. .

The Cramrman. We were pleased to have your testimony.

Mr. Gersracker. We are delighted to be a part of Louisiana.

The CuAmrMAN. Thank you so much, sir.

[The prepared statement of Mr. Gerstacker follows:]
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SUMMARY OF PRINCIPAL POINTS
STATEMENT OF DR, CARL A. GERSTACKER

ON BEHALF OF
THE_MANUFACTURING CHEMISTS ASSOCIATION

JUNE 10, 1974

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

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

2. Taxation of Foreign Income

In order to remain competitive with foreign industry both
at home and abroad, it is important that U. S. industry not be placed
at a disadvantage as compared to the tax treatment extended to foreign
industries by their parent governments. We recommend that no change
be made (1) in the timing of the imposition of U. S. tax on foreign
earnings of foreign subsidiaries and (2) in the foreign tax credit
provisions,

3. DISC and WHTC
We recommend that DISC be retained in order to stimulate
exports. We also recommend the retention of Western Hemisphere Trade

Corporation provisions,

4, Minimum Tax for Tax Preferences

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

5. Natural Resources Taxation

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

DR, CARL A. GERSTACKER

ON BEHALF OF
THE MANUFACTURING CHEMISTS ASSOCIATION

BEFORE THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

ON

TAX INCREASE PROPOSALS

JUNE 10, 1974

Mr. Chairman and Mermbers of the Committee:

My name is Carl A. Gerstacker. I am Chairman of the Board of
The Dow Chemical Company. I am appearing before you on behalf of
the Manufacturing Chemists Association, a non-profit trade associa~
tion of 178 United States company members representing more than
90% of the production capacity of the basic industrial chemicals
within this country. Our companiés also carry on extensive
international operations throughout the world.

We particularly appreciate the opportunity to present to this
Committee the Association's views on each of the tax proﬁosals out-
lined in your Committee's release of May 31, 1974.

A careful examination of the various proposals which are being
considered as amendments to H.,R. 8712 would, if enacted in their
entirety or singly, have a significant adverse impact upon the U.S.

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

The chemical industry is very capital intensive, with extensive

investment needed in plant facilities in order to compete in domestic
and world markets. Because of present inflationery trends resulting
in high replacement costs it is difficult to obtain sufficient funds
internally to meet capital needs. The asset depreciation range system
and the investment tax credit are important factors in making capital
investment decisions, particularly in light of the high taxes and
the high cost of materials, supplies and services. By competing
successfully the chemical industry contributes to increased employment
and maintenance of a sound balance of payments position.
-Furthermore, it is important in these inflationary times to
provide a proper climate for additional capital investment. New
. plants and equipment will increase the productive capacity of
American industry, which will combat these current inflationary trends.
You will recall that Congress in 1962 and again in 1971 in con-
junction with the enactment of the investment credit shortened de-
preciation lives. Both provisions contribute towards maintaining an
up-to-date industrial plant. This Association in 1971 expressed its

firm view that restoration of the investment tax credit was necessary
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as a permanent part of the Federal income tax structure 8o as to
increase American industry investment in production facilities.

This Association expressed disapproval of the periodic repeal of

the investment credit followed by periodic reenactment. It is pointed
out’ﬁhat this off-again on-again policy is detrimental to sound
financial planning. Plant modernization and expansion requires long
range planning.

This Association continues to believe that the ADR system is
essential to a healthy capital investment program. The ADR system,
together with the 7% investment credit, work effectively in contributing
to the ability of the chemical industry to meet the increased com-
petition from new and highly efficient plants of foreign compctitors,
In many instances foreign governments provide significantly larger
incentives to their industries in order to maintain a modern and
efficient industrial plant. This is clearly so in the case of Japan,
West Germany and the United Kingdom- countries where major chemical -
producers exist. '

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

Depreciation Range System be retained in their existing forms.
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LIMITATIONS ON THE USE OF THE FOREIGN TAX CREDIT

Members of the chemical industry believe that, from an economic
standpoint, foreign markets are best served by exports from the
United States. This philosophy remains the practice so long as
foreign government regulations and competitive factors permit.
Foreign operations are established when competitive circumstances
or government requirements make it impossible for the markets to be
served by manufacturing in this country. The chemical industry does
not build plants abroad purely for tax reasons.

In 1971, the level of chemical direct investment abroad amounted
to $4.5 billion. This represents only 8.2 percent of the 1971 U.S.‘
chemical assets.

The chemical industry is a positive contributor to the national
trade account. The 1972 foreign trade surplus of the industry
approximated $2.0 billion with exports in the neighborhood of $4.0
billion and imports of $2.0 billion. The industry has provided a
trade surplus of $19 billion over the past ten years.

- There is also ample evidence that direct investment abroad has
served to increase export of U, S, manufactured products to the same
markets in which foreign manufacturing is established. These exports

are in the form of materials for further processing abroad or products
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to complement a line manufactured abroad where a position in the con-
sumer market has been established by affiliates of U.S. enterprises,.

A basic principle of taxation both in the United States and
abroad is the recognition that each separate entity is taxable
golely on its own income. This principle is applicable to U. S.
corporations operating domestically where there is ownership of one
corporation by another, and as to individuals who are owners of
stock of corporations. This same distinction between taxable
entities is well-recojynized in the taxing practices of all foreign
countries.

' Any attempt by the U. S. Government to disregard this fundamental
concept of taxing income only when earned by entities within its
jurisdiction will discriminate against U. S. interests which invest
in foreign enterprises and will create an advantage to foreign com-
petitors of U, S. industry. Current U. S. taxation of foreign
earnings and profits of controlled foreign subaidiaries will result
in a higher burden of taxation which will have to be paid currently.
In most cases, funds will have to be withdrawn from investment abroad
resulting in a serious reduction in U. S. enterprises' capacity to
compete for the foreign markets.

80me of the consequences which must be weighed in considering

such amendment to the U. S. tax system are:
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Additional dividend withholding tax payments to foreign
countries will presumably result since §ncreased distribution
of dividends would be the logical consequence. The combined
income tax and withholding taxes in many foreign countries
will serve to eliminate any U. S. taxes which might otherwise
result from requiring full taxation currently of the foreign
subsidiary's earnings.

Funds required by foreign subsidiaries for working capital,
repayment of loans,. and capital expansion will be drained
away, thereby creating a strain on such companies' resources.
Unilateral action by the U, S. which would lead to increased
withholding taxes paid to foreign governments will do nothing-
to improve the U. S. economy but can limit the financial
well-being of U, S. interests abroad.

Foreign countries with lower tax rates than the United States
will have a tendency to increase their rates or increase their
withholding taxes to offset any added tax imposition by the
United States. Furthermore, some basic changes in the double
taxation conventions which presently prescribe lower with-

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

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

of current earnings.

With this result,

there can be little

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

major foreign investments are located since the tax rates of those

countries approximate and often exceed those in the United States.

The following table illustrates this point:

Foreign

Income

—Tax
Canada 51%
France 50%
Germany 44%
Italy 46%
Japan 44%
Netherlands 47%
U. K. _40%

Average for Group 45.9%

Foreign
Withholding
Tax

_on Dividends* _

$4.40
$1.50
$5.10
$1.60
$3.40
$1.60

$5.40
$3.29

Effective
Foreign
Income Tax
Rate
55.4%
51.5%
49.1%
47.6%
47.4%
48.6%
45.4%
49,3%

*per $100 earnings net after taxes assuming 60% payout as a dividends.
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For the foregoing reasons, the Manufacturing Chemists Association
recommends that no change be made in the timing of the imposition of
U. S. tax on foreign earnings of.foreign subsidiaries.

The U. S, Foreign Tax .Credit System

The. foreign tax credit has been the cornerstone by which the
United States has eliminated international double taxation. It is
unilateral recognition by the United States of the prior right for
other countries to tax income derived from within their borders. There
can be no question that the elimination of a credit for foreign income
taxes would be unfair. and discriminatory -against the U. S. Taxpayer.

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

.the world-wide income of- corporations.

+ :Repeal of the. foreign tax credit would increase the effective rate
of taxation on most foreign subsidiary operations to over 70%. The
comparative table presented below shows the effective tax rates .
applicable to income received by the parent corporation in one country
from its wholly owned manufacturing subsidiary operating in each of
the other major countries and how they would be affected by the proposal

to make foreign taxes deductible rather than creditable.
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Canada
Lanaca

Corporate Income Tax Rate on
Subsidiary’'s Earnings

Statutory Rate of Withholding
Tax on Dividends to Parent

_Located in the Following:

United States
Canada
France
Germany
Italy -
Japan
Netherlands
U. K.

Tax imposed on Dividends Received:
By each country where parent is
located on dividends from sub-
sidiaries located in countries
shown in each column

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

Combined Effective Rate of Tax
on Subsidiary and on Parent
Located in the Following:

United States
Canada

France
Germany
Italy

Japan
Netherlands
U. K.

United States - if Burke/
Hartke type proposal were
adopted

Above computations ‘e based on assumed dividend d..tributions of 60% of net

foreign corporation tax

|ig

COUNTRY IN WHICH SUBSIDIARY OPERATES AND PAYS TAX

France

50%

5%
-0-

-0-
15
15
-0=

-0-

23

52
50

50
55
55
50
53

75

Germany

4%

15%
15
25

25
25
10
25

-0-

24

49
49
53

53
53
47
53

73

Italy

a6%

5%
30
15

10
-0-
-0~

-0-

25

48
56
51
51

49

46
48

73

Japan

448%

10%
15
15
10
10

10
10

-0-

25

49

72

Netherlands

arx

5%
15

10
-0-

-0~

24

49
52
47
S0
47
49

49

profits after

U.X.

|I&

15%

15

15

10

-0~

26

45
45
42
45
42

42

71

Page 9
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The foregoing table illustrates the uniform pattern and consistency
in tax rates and concepts which prevail in the capital exporting countries
with respect to taxation of earnings, both domestic and foreign. The
dividend withholding taxes which range from -0- to 30%, with 10% and
15% predominating, are governmed in many cases by a network of conventions
for avoidance of double taxation.

It should be particularly noted that in no cases would a tax be
paid to the country in which the pacrent is located on receipt of dividends
from earnings of subsidiaries in the other capital exporting countries.
This situation would be severely changed by the United States if the
foreign tax credit were eliminated. This would create an additional
tax of 22% to 26% as shown in the table. when this is added to the normal
income taxes due in most countries, the combined effect is a tax rate of
71% to 77% for a U, S. parent with earnings abroad, a discrimination
against foreign operations which would seriously affect the ability of
U. S. corporations to compete.

U. S. companies with foreign interests have reevaluated their position
in view of these proposals. It is clear that the elimination of the
foreign tax credit would place severe burdens on operations abroad and,

consequently, wouldsreduce the earnings flow to this country.
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In connection with aur foreign tax credit system, proposals have
been made for gross-up of dividends from less developed country
corporations. When the gross-up amendment was incorporated in the
Internal Revenue Code in 1962 for purposes of computing the foreign tax
credit, it was recognized that it would be inappiopriate to extend this
amendment to dividends received from corporations engaged in active
conduct of business in less developed countries. To do so would have
canceled out the advantage of generally lower income tax rates imposed
by those countries in order to encourage development of their economy.
As long as it is the continuing policy of the United States to support
economic expansion of less developed countries, the participation of
private enterprise in .this effort should be encouraged.

In consideration of the foregoing remarks, the Manufacturing
Chemists Association recommends that the foreign tax credit tax
provisions be continued without change.

. DOMESTIC INTERNATIONAL SALES C_ORPORA'I‘IONS

Introduction of the domestic international sales corporation
provisions in 1971 met a challenging need to bolster exports from the
United States to keep pace with rising imports. The Secretary of the
Treasury in his recent testimony points out that DISC has been a factor

in’inczeasing exports. We believe this is the case as to chemical
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exports during 1972, However, it should be noted that the original
concept was to permit deferral of tax on the entire earnings of the
DISC rather than on only 50% of such earnings.

At a time when the United States is faced with an unfavorable trade
balance, additional government measures appear necessary to assist
industry in increasing exports in competitive world markets. Other
governﬁents are making incentives available to their nationals who
manufacture for consumption abroad as well as at home. This, together
with high manufacturing costs in the United States,makes it increasingly
difficult for U, S, manufacturers to remain competitive.

Accordingly, this Association recommends, rather than repealing a
tax provision without reasonable trial, that full opportunity be given
to demonstrate the accomplishments of the DISC concept by granting
deferment of tax on the full earnings of such companies. It should be
noted that the controls already built into the Code will terminate tax
deferment whenever the DISC fails to invest adequately in export property
needed to support additional exports of manufactured products from the

United States.
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WESTERN HEMISPHERE TRADE CORPORATIONS

The Western Hemisphere Trade Corporation concept was introduced in
1942 to encourage participation by U. S, companies in trading with other
countries in the Western Hemisphere and a substantial number of couhtriee
in the Western Hemisphere have established income tax rates at levels
below that prevailing in the United States. Therefore, this treatment
gives recognition to these lower tax rates and does not penalize either
the U. S. seller in the American markets or the consumers by providing
that the full U, S, rate of tax be applicable. Obviously, to increase
the effective tax rate will either increase the cost of U. S products
in these markets or reduce the return to the Western Hemisphere trade
corporation. In either event, any change at this time would impair the
competitive position of U, S. industry vis-a-vis that of other countries,
many of which benefit from lower rates of tax prevailing in a nunber
of Western Hemisphere countries.

In summary, the Manufacturing Chemists Association believes th;t
removal of the Western Hemisphere Trade Corporation provisions under
current conditions would have an adverse effect on U. S. business

interests in the Western Hemisphere and particularly in Latin America.
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c GE _IN THE

The minimum tax on tax preference items was added to the federal tax
structure by the Tax Reform Act of 1969. Even though it is entitled a
“Minimum Tax for Tax Preferences“, it is not a minimum tax but a tax im-
posed in addition to the other taxes levied by the Internal Revenue
Code. The tax on tax prefe?ence items is imposed at a 10 percent rate
on the excess og the taxpayer's tax preference items over the sum of
$30,000 plus the taxpayer's regular income tax. The list of preference
items prescribed in the statute consists of nine categories including:
amortization of certified pollution control facilities; percentage
depletion in excess of the cost of the property; the excess of accelerated
depreciation over straight line depreciation on real property; the
"untaxed" portion of long-term capital gains; the bargain element of
stock options; and bad debt reserves of financial institutions.

It is inappropriate to subject business to the tax on tax
preference items. Although this tax is unsound in its application to
any taxpayer, it is particularly unsound when it results in penalizing
the taxpayer for the vigorous conduct of its ordinary trade or business.

The feature which makes it particularly unsound is that it imposes

an additional tax rather than a true minimum tax. The rationale for the
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tax was that every taxpayer of significant income should pay some tax
to the Federal Government. This rationale supports a minimum tax,
but not an additional tax.

We recommend that the Minimum Tax For Tax Preferences be made a
true minimum tax by permitting a deduction of the income tax otherwise
payable from the additional tax imposed by Section 56. This would,
of cou?se, be in lieu of the present deduction of the income tax

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

The chemical industry, as a consumer of substantial amounts of
petroleum and mineral products, is interested in the retention of the
present tax incentives available to the natural resource industry.
Higher prices, reduced additions to U, S, reserves of oil and gas and
hard minerals, or a combination of both, would result from the re-~
duction of tax benefits presently available., ‘The Manufactu;ing Chemists
Association believes that any amendment to the tax law which would ad-
versely affect the flow of capital into the natural resource industry

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

of natural resources be continued.
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CONCLUSION

Mr. Chairman, in closing I wish to thank you for having given
me the opportunity to present to your Committee the views of the

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

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

STATEMENT OF J. R. GREENLEE, VICE CHAIRMAN, TAXATION COM-
MITTEE, NATIONAL ASSOCIATION OF MANUFACTURERS, ACCOM-

" PANIED BY EDWARD A. SPRAGUE, VICE PRESIDENT, FISCAL AND
ECONOMIC POLICY DEPARTMENT, NATIONAL ASSOCIATION OF
MANUFACTURERS

Mr. GReeNLEE. Thank you, Mr. Chairman.

My name is J. R. Greenlee. I am vice president of the Hanna Mining
Co. of Cleveland, Ohio. I appear here today on behalf of the National
Association of Manufacturers as vice chairman of its taxation com-

_mittee. I.am accompanied by Mr. Edward A. Sprague, who is vice
Ixsl\i&ient of the Fiscal and -Economic Policy Department at the

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

Business CoNcERNED ApouT Tax CHANGES

Let me say at the outset that we would like to associate ourselves in
virtually every respect with the fine statement presented by Secretar
Simon to the committee last Wednesday. His points were-all well

. taken, and we commend them to the attention of all parties interested
in sound tax policies.

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

¢ taxation. Such changes can o{eﬁnitely have direct and adverse effects

* on business planning, on business employment, and general economic
performance. It is %or good reason that any significant tax reform
should be given careful and deliberate consideration and not casually
thrown in on the Senate floor. '

The Chairman’s call for these hearings specifically requested wit-
nesses to estimate the incidence of the proposed tax increases under
these amendments whether on business or on consumers. I am re-
minded of the maxim that “only people pay taxes.” And it is true -
that all taxes are ultimately borne by people—as consumers, as em-

“ployees, and as shareholders or investors. To assume that business is
a sort of unfeeling and therefore unsuffering element, that can absorb -
an additional tax burden is a fantasy. In the end, it is always indivi-
duals who will bear such a.burden.

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

It is, naturally, much easier to sympathize with the problems of real
eople than with these problems of a business organization because a
usiness is not a flesh and blood creature. But it is vital to our economic

well-being that people multibillion-dollar corporation to the sole pro-
prietor in the reta,i)l? store on the corner, which provides employment
and income for most people in this country. If punitive tax measures
are applied to a business, the ultimate victims will be the employees of
that business and its customers. On a larger scale, when taxes on busi-
ness in general are increased or when capital formation becomes more
difficult, employees and consumers will feel the ultimate pinch,

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

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

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

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

- couraged, eventually higher consumer prices for a wide range of prod-

ucts also could be expected to result from application of these
amendments. 4 o

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

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

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

Our written statement deals with each of the six items which you
listed in the May 31 release. A number of other business associations
have had oral statements which dealt very well with the 1proposv,a]s af-
fecting the foreign tax credit, DISC, the percentage de;})] etion for oil,
and minimum tax, so I will comment now only on the investment
credit and the ADR amendments.

InvestmenT Tax Creprr axp ADR

The 7-percent investment credit was restored and the ADR conce]i)t
came into the code as part of the 1971 Revenue Act. These are probably
the two most generally helpful existing provisions of the code from
the manufacturers’ point of view. Whether large or small, every com-
pany making productive investments can ‘benefit from these two
provisions.

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

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

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

credit.

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

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

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

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

Considering our history of sluggish reforms in this area and our
gresent position, we are amazed to hear suggestions that the United

tates, in effect, would repeal one of the truly positive changes made .
with regard to business income. What we should be considering is an
entirely new concept, one which allows rapid write-offs for all indus- .
trial assets. This would help avoid the ravages of inflation and the
lack of reality which accompanies the shopworn useful life concept
on which the ADR is stilled based.

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

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

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

The Cuamrman. Thank you very much.

Do you have any questions, Senator Bennett ?

Senator BENNETT. I have no questions.

The CrarMaN. Senator Hartke?

Foreran Tax Creprr

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

- Mr. GreeNLee. Senator Hartke, I do not know.

Senator Harrke. You mean the National Association of Manu-
factarers do not know what the amount is? You must know.

Mr. Sprague. We do not have those figures with us.

Senator HarTEE. You do not have the figures?

Mr. Serague. I think your estimate of about $6 billion sounds about
right in terms of the amount taken from the Statistics of Income,

- corporate income, for the year 1969 or so.
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Senator Hartge. You could give a $6 billion subsidy to domestic
- production if you closed that tax loophole and provide for the jobs
ere instead of providing them overseas. Is that not correct ¢

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

Senator Harrke. For example.

Mr. Greencee, Well, I think that—-—

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

Foreren TrADE RESTRICTIONS

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

Senator Harrke. The what kind of industry ¢

Mr. GreenLEE. The drug industry.

- Foreign countries would just not permit the export of that type
ofcommodity from the:United States in many cases.

Senator HarTke. Why not ¢

Mr. GReeNLEE. I am not——

Senator Harrke. Many have trade restrictions against importation
of American drugs.

. Mr. GReENLEE. Because of contents, and other reasons—-quality-—-—-—-
- Senator HARTKE. Yes, I am glad to have that testimony. I think the
~ committee ought to be aware of this when it deals with the trade bill.
* Other foreign countries have already retaliated against U.S. products.
In othge words, they have taken the action against the United States
and we have permitted them to do so.
- Mr: GReeNvLEE. T suspect that many countries have various reasons
for this kind of regulation-—while they are not necessarily designed to
» = be restrictive against American business.

Senator-Harrke. Do you think that if we took the restrictive action
against these countries which they have taken against our drugs that

+we would not straighten out some of that difficulty?

They ‘come into our market freely and openly. Why-should we
have a one-sided:trade operation? Others have c{osed t{\e door. We
.are the only free market in the world.

* Mr. GReENLEE. Senator, [——

"~.'. .- Senator HaRTKE. .You have to make up your mind. If you want

. the foreign tax credit, then insist that we be treated fairly in the inter-
national marketplace.



430

Why should not those drugs be made here in the United States of
America. Then ship them over to these other countries and help our
balance of payments. With Pfizer, Lilly—and they are Indiana cor-
poration—Mead-Johnson, Bristol-Myers, Miles Laboratories—we
should be able to produce here in the United States.

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

Senator Hartke. What is the strongest currency in the world ¢

; Mr. GreeNLEE. I guess the Swiss franc or the German mark is pretty
strong,

Senator Harrke. The German mark.

Mr. GrReeNLEE. Right.

- Senator HarTkE. Do they have any difficulty manufacturing all
those Volkswagens and shipping them here? Do thel\: have any diffi-
cuitiy in manufacturing Bayer aspirin and shipping it here? :

r. GREENLEE. No, sir, but—— ;

Senator Harrke. It tiney have a free and open market here to sell
their products, they have a favorable balance of trade, in spite of the
fact that they have revalued the German mark three times.

Mr. GreeNLEE. I think the devaluation of the dollar has made it
much more difficult for Volkswagen.

Mr. GreeNLEE. Well, the dollar also.

Senator HARTKE. They devalued the dollar twice.

Mr. GREENLEE. Yes, sir. .

Senator Harrke. And we continue to have a trade deficit. They re-
valued the mark and they continued to have a trade surplus. Every
economist in the world will tell you exactly the opposite is supposed
to occur, will they not? .

Mr. GrReeNLEE. Yes, sir, but we now have presently a trade surplus,
partly, that has resulted from the devaluation of the dollar and put it
more in line with other foreign currencies. I think at the present time
we are in a surplus position.

ForeroN Tax Creprrs—Wyy Not Domno Tax Creprrs?

Senator Harrke. If we subsidized domestic industry to the tune of
$6 billion then we would create jobs here in the United States. We have
to treat those people who want to build a plant in Indiana and Louisi-
ana and Ttah in the same fiscal way as those who want to invest
abroad. Do you not think that is fair? A ,

Mr. GreeNLEE. No, sir; I do not think it works that way. I just do
not think we can restrict trade in that manner. »

Senator Hartke. Why then do we not give a domestic tax credit for
all of the taxes you pay to Louisiana, Utah, and Indiana?

Mr. Greenvee. In the first place, sir, the amounts are much, much
smaller, and our whole tax system has been built against the difference

between State taxes and Fed)éral taxes as a deduction: Perhaps it could
- be done; I cannot envision such a situation where we could make such
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» & change in the laws, because of the way they have grown up and work.
They are very satisfactory. :

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

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

enator Harrre. Would you go back to your association members

. and tell your purely domestic corporate people that you are in favor

- of a tax credit for any taxes paid to a foreign countr{vbut ou are

opposed to a tax credit for any taxes they pay locally ? Would you be
willing to go ahead and say that?

Mr. GreeNLEE. I have so stated, yes, sir.

Senator Hartke, All right, that is fine. I would be glad to meet with
you to see which one wins t%ne battle.

Mr. GreEncLEE. All right, sir.

-Senator HARTKE. And we will take a vote afterward. You are going
to llosfe some members. Somebody is going to stop paying their dues
real fast.

* Mr. SpraGUE. Senator, could I respond to one thing on this $6 billion
in terms of——

Senator HARTKE. Pardon me?

Mr. Serague. Could I respond to one thing on the $6 billion as far
as the worth to the foreign tax credit ?

Senator HArTKE. Sure.

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

Senator HARTKE. Whose capital is it ? Where did it get created ?

Mr. SpragUE. The $6 billion is dollars.

- Senator HARTKE. No; where was the original capital created ¢

- Mr. SprAGUE. By the processes of production here and abroad.

- Senator HArRTKE. Right here in the United States?

Mr. SpragUE. No. ‘

Senator HarTkE. These are American multinational corporations.
We are talking about the National Association of Manufacturers of
the United States of America are we not? '

Mr. SprRAGUE. Yes.

Senator HarTke. These are American corporations. They created
capital here; you took the capital overseas and their expansion over-

- seas was subsidized. If you want us to continue this policy of investing
overseas and investing in developed countries, you have got to give
domestic industry a tax subsidy. In truth, you must say t}%at foreign
investment is subsidized by about $6 billion which is roughly about 16
percent of the total corporate taxes paid. We are subsidizing jobs over-

-seas with American capital, created by the American workingman in
‘the ‘United States. I was elected to be a Senator from the United

© States of. America. If you are going to subsidize them I will say sub-
sidize that factory .here. I supported the 7-percent investment tax
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credit. You praised Senator Javits here, and I grant you he deserves
praise, but he voted against the 7-percent investment tax credit which
would have put more people out of business in this country than any
one single thing. And you know that is true, do you not? '

Mr. gpmmm. ‘We would not like to se it happen, though.

Senator Harrke. If the American manufacturers had to go ahead
and make the choice tomorrow between the 7-percent investment tax
credit and the foreign tax credit, which would they choose?

Mr. SprAGUE. We%l, that depends on which business you talk to, of
course.

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

Mr. Serague. That is very possible.

Senator HarTke. Right.

Mr. SrracuUe. But we view the credit, of course, not as a subsidy, but
as a way of achieving neutrality between the foreign and U.S.
governments.

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

Senator BENNETT. I have no questions.

The Cuarman. Thank you very much gentlemen. I appreciate your
testimony this morning.

Mr. GReeNLEE. Thank you, sir.

[The prepared statement of Mr. Greenlee follows:]



433

SUMMARY

1. The 7% investment credit has spurred capital investment over the last
decade despite its on-again, off-again history. The credit should remain a
stable and predictable provision of the Code to provide a sound inducement to
productive investment.

2. The Class Life System (ADR) has helped to overcome the repressive
nature of our basic depreciation policy. By allowing accelerated capital cost
recovery, this system partially offsets the anti-capital bias of the Code.
Until a more basic reform is adopted, the Class Life System should be continued.

3. The foreign tax credit is a neutral, non-discriminatory mechanism
for preventing double taxation of foreign source income. The proposed frag-
mentation of income types for purposes of applying the credit would be unsound
tax policy. The credit does not cause the allegedly inequitable situations ‘
which fragmentation seeks to change, therefore integrity of the credit should
not be compromised in dealing with those situations.

4. The DISC provisions were enacted just over two years ago. They have
had a favorable impact on our export trade since that time. They havé not yet
operated for a sufficiently long period of time to justify any conclusions as
to their net long-term effect, Therefore, they should be retained.

5. Percentage depletion is a vital capital reéovery mechanism for all
minerals, including oil and gas. At this time of energy and raw material
scarcit{gs. percentage depletion should not be weakened or repealed.

6. The existing minimum tax provisions include several corporate

V“pﬁeference“ items which are inappropriate to a minimum tax concept. If they
remain therein, the deduction for regular tax 1iability must be maintained.

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

ftems, not a minimum tax.

34633 0 - 74 -pt,2 - 8
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STATEMENT OF J. R. GREENLEE
ON BEHALF OF THE
NATIONAL ASSOCIATION OF MANUFACTURERS
ON PROPOSED AMENDMENTS TO H.R. 8217
BEFORE THE COMMITTEE ON FINANCE
U. S. SENATE
JUNE 10, 1974

My name is J. R. Greenlee. 1 am Vice President of The Hanna Mining
Company of Cleveland, Ohio, and-1 éppear here today on behalf of the National
Association of Manufacturers as Vice Chairman of its Taxation Committee. I
am accompanied by Edward A, Sprague, Vicé President, Fiscal and Economic
Policy pepartment at the NAM,

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

with our views on most of the proposed amendments, as 1isted in the Committee

. release dated May 31, 1974,

Let me say at the outset that we would 1ike to associate ourselves in
virtually every respect with the fine statement presented by Secretary Simon
to the Committee last Wednesday. His points were all well taken, and we
commend them to the attention of all parties interested in sound tai policies.

As Secretary Simon pointed out, the business community is very concerned
about the possibility of abrupt changes in the ground rules of taxation. Such
changes can definitely have direct and adverse effects on business planning,
employment, and general economic performance. It is for good reason that any
significant tax reform should be given careful and deliberate consideration
and not casually thrown in on the Senate floor.

The Chairman's call for these hearings specifically requested witnesses

- to estimate the incidence of the proposed tax increases under these amendments
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whether on business or on consumers. I am reminded of the maxim that "only
people pay taxes." And it 1s true that all taxes are ultimately borne by
people--as consumers, as employees, and as shaveholders or investors. To
assume that business is a sort of unfeeling and therefore unsuffering element
that can absorb an additional tax burden, is a fantasy. In the end, it is
always individuals who will bear such a burden.

However, this does not diminish the fmportance of how taxes are levied,
because 1t certainly does have a great deal to do with our investment capa-
bility, our productivity, and our ability to employ new entrants to the labor
force.

It 1s, naturally, much easier to sympathize with the problems of real
people than with these problems of a business organization because a business
is not a flesh-and-blood creature. But 1t is vital to our economic well-being
that people realize that it is the business entity, ranging from the multi-
bil1ion dollar corporation to the sole proprietor in the retail store on the
corner, which provides employment and income for most people in this country,
If punitive tax measures are appiied to a business, the ultimate victims will
be the employees of that business and its customers. On a larger-scale,
when taxes on business in general are increased or when capital formation
becomes more difficult, employees and consumers will feel the ultimate pinch.

-The substance of the proposed amendments before you would, in almost
every case, increase the tax burden on the investment and capital formation
sector--very directly, of course, in the case of the proposed phase-out of
the investment credit and repeal of the ADR system, and indirectly in the
case of the proposed "tightening" of the minimum tax, repeal of percentage
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) depletion for o1l and gas, repeal of DISC, and limitations on the foreign

tax credit. Thgy all would tend to limit funds available for productive in-
vestment at a time when such investment is critically needed for modernization
of our industrial base to stay competitive and expansion of our industrial
base in'many areas where supplies of essential raw materials are very tight.

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

Wwhile provisions such as the investment credit, ADR, and DISC are
often attacked as Ioobholes, and therefore the targets of specific tax reform
proposals, it is usually forgotten that such provisions were put in the Code
to offset the continuing bias against the investment sector of the existing

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

197] Revenue Act, we have never seen a study that effectively refutes this
persistent tax biaslwhich exists because of high income tax rates, double
taxation of~d1vided€s and other factors. Just one aspect of thts, for instance,
the double taxation of dividends results in a "reverse loophole"-of approxi-
materly $15 billion at current income. levels.

As your agenda has called for comment on specific amendments, this is
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4not the time for us to detail our case for what we consider to be more

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

in due order, as your consideration of an overall general reform bill evolves.
1 should emphasize that while we oppose all of the amendments to H.R.

8217 1isted on your May 31 release, we have made what we consider to be

some constructive comments‘on the specifics.

1. Investment Credit

while its usefulness has been somewhat flawed by its on-again, off-again
history over the last decade, the 7 per cent investment credit nevertheless
has been notably successful in encouraging productive investment, employment,
and increased productivity. Following its reinst1tut16n in 1971, in con-
junction with the 1liberalized depreciation allowances of the Class Life System,
business capital spending has shown a relatively steady increase while the
unemployment rate gradually declined during 1972 and 1973.

Obviously, 1t is very difficult to isolate the effect of the investment
credit 1tself in the context of the general economic recovery, but, as during
the mid-1960's, there is a reasonable certainty that the credit has worked,
and is continuing to work, quite well towards its stated objectives. Thus,
it is hard to comprehend demands for restricting the investment credit to
assets costing less than $100,000, as proposed in one amendment to H.R. 8217,
This suggests that we have not learned any lessons from past gyrations in
this area.

It doesn't even make sense as a smal) business incentive. A small
business may very well depend on one or two very costly pieces of machinery

while a large business may depend on thousands of relatively low unit cost
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'types of equipment that would sti11 qualify for the credit under sucﬁ an
amendment. If tax relief for small business is to be actively considered,
and we certainly agree that it should, then a positive new provision is the
proper method, e.g., raising the corporate surtax exemption substantially.
The 7% investment credit is a necessary stimulus to capital investment,
given our other tax laws. Its usefulness in spurring new purchases of
production assets cannot be denied. Unless some drastic reform of the
Code corrects its bias against capital formation, the credit must remain
inviolate. Its positive effects are neutralized if business cannot be certain
this yéar whether or not the credit will be available next year. We do not
need further instability in our economy at this time, or at any time, for that
matter.
II. Class Life System (ADR)
“In April 1971, Senator Jacob Javits (R.-N.Y.) spoke to an NAM sponsored

conference on depreciation and capital recovery policy. Referring to critics
of the Asset Depreciation Range system which had earlier: been announced by
the Treasury, Senator Javits said that they "do not seem to realize that our
current depreciation provisions are the most repressive in the industrialized
world and that they are 20 to 30 years out of date."

Later in 1971, the Congress adopted the Class Life System as a part of
the Revenue Act of 1971. This was essentially the Treasury initiative.
Coupled with the reinstatement of the 7% investment credit, this reform has
been helpful in overcoming the anti-capital bias of the Code and in bringing
our capital recovery structure more into line with other industrial nations.

However, the U.S. is §t111 by no means a shining example in this area.
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In testimony before the House Ways and Means Committee on March 5, 1973,
Roger Milliken, a former member of the President's Task Force on Business
Taxation, referred to an updated version of the Board's original comparison
of cost recovery allowances of various industrial nations and noted that:
This new study shows that despite our 1971 changes, the United
States, during early years of cost recovery (which are by far
the most important) sti11 falls far behind all our major industrial
competitors including countries such as Japan, France, Canada,
Belgium, and the United Kingdom. Over the longer seven year
period, the study indicated that the United States, even with
the benefit of the investment credit and ADR, is not ahead of
any of the leading nations and that it continues to lag far behind
) seven of them,

Y Studies of the Machinery and Allied Products Institute and others
indicate the startling degree of urder-depreciation of productive plant and
equipment due to accelerating inflation. These studies indicate that if present
price trends continue, the value of the 7% investment credit and existing
accelerated depreciation including the ADR system, will be inadequate even
to preserve our capital base.

Given our history of sluggish reforms in this area and given the position
in which we still find ourselves, it is quite surprising to hear suggestions
that the U.S. effectively repeal one of the truly positive changes made in the
Code. Instead of reverting to what Senator Javits called "the most repressive"
depreciation provisfons in the industrialized world, we should be moving even
further away from our former shopworn depreciation system.

In fact, as a very much needed reform, the NAM supports a complete break
with the conventional depreciation concepts and the adoption of a capital cost
allowance system which would allow the quick recovery of capital without
regard to any estimate of useful 1ife. Such a system would bring us more into

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

Until such a system is adopted, we strongly urge retention of the ADR,
1t has contributed positively, even 1f not sufficiently, to the needed
modernization and expansion of U.S. industry.

111, Foreign Tax Credit

The foreign tax credit provisions of the Code are of considerable
importance to the U.S. economy ih general. Because 1t prevents the double
taxation of foreign source income, the credit is an essential factor in
determining the effectiveness with which U.S. firms can compete with foreign
businesses in foreign markets. Without the credit, double taxation would
place U.S. companies at a prohibitive competitive disadvantage in foreign
markets. As detailed in many studies submitted to this Committee, the loss
of such markets would affect adversely domestic employment and exports of
U.S. companies.

The proposal before the Commitiee would fragment foreign source income
into mineral income and other income for purposes of applying the credit. A
similar proposal was included by the Ways and Means Committee in H.R. 14462,
the 011 and Gas Energy Tax Act of 1974, but only with respect to foreign oil
related income. The purpose of the amendment proposal appears to be to disallow
the classification of mineral royalty payments as income taxes for foreign tax
credit purposes, thereby possibly generating some excess credits.

We believe that this type of approach is bad tax policy because of the
nature of the credit itself. The forefgn tax credit is a totaliy neutral
provision of the Code. It is available to all U.S. citizens, U.S. resident

aliens and domestic corporations. It is available for income taxes paid to
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any foreign country, and it {s available with regard to any foreign source
income. All determinations as to what is a tax and what is income are uni-
formly based on U.S. rules. The non-discriminatory manner in which the credit
is applied to all types of U.S. taxpayers ind their foreign source income is
its principal strength,

However, this neutrality is currently under attack. The proposal before
you, as well as H.R. 14462, and other House proposals all would fragment
foreign source income into different types for purposes of applying the
foreign tax credit. Such distinctions among types of income are inconsistent
with the unbiased nature of the credit which is designed simply to prevent
double taxation. It performs this needed function very well because it is
non-discriminatory. Fragmentation of income types would begin to undermine
the integrity of the credit itself.

In addition, fragmentation is inherently arbitrary and unfair, How
would you define the boundaries of mineral income to which different treatment
will be accorded? The 1ines between what is one type of income and what is
another type will be very difficult to draw in many fnstances, and the results
may seem quite unrealistic. For example, H.R, 14462's "foreign oil-related
income" seems to include dividends from a foreign oil producing or refining
-subsidiary, but it seems to exclude both dividends from a domestic corporation
which receives 1ts income solely or primarily from foreign sources and interest
paid by a foreign refining subsidiary on a loan from a domestic affiliate.
Drawing fine lines such as these in order to make distinctions is always
difficult, and it 1s generally unfair to someone. The neutrality of the foreign

tax credit should not be downgraded by such arbitrary distinctions.
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A credit, which is based on fragmented income, would become an adminis-
* trative problem, particularly if more and more distinctions are made. Very
extensive Treasury regulations would be required to draw the lines between
“types of income. Compliance with existing rules and regulations on foreign
source income taxation is no easy matter now, and such provisions would add
greatly to their complexity and administrative difficulties far both

taxpayer and tax collector.

The principal purpose of the proposals seems to be to avoid excess
credits being generated by royalties. If this is truly a problem, then the
solution is to tackle this problem directly. Since the credit itself is
not the cause of the situation, there is no justification for tinkering with
it.

IV. Domestic International Sales Corporation (DISC)

The DISC provisions were enacted in 1971 to encourage U.S. export
trade. It was hoped that this concept would promote the modernization of
U.S. plants which produce export goods and would encourage smaller domestic
corporations to increase their export-trade by allowing -them essentially
the same tax treatment as larger corporations whjcﬁ operate foreign sub-
sidiaries in foreign markets. One of the proposals before you would repeal
these DISC. provisions,

We believe that DISC should be continued without restriction. DISC
has been in effect for only two full taxable years. This is too little time
in which to make a definitive decision as to the effect DISC has'had. and
will have, on our long term export picture. The Treasury's first report on

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

Such initially positive results do not suggest that the DISC provisions
are a failure. Quite the opposite, they appear to be working. Instead of
repealing DISC, we urge 1ts continuation, and we suggest that DISC's be further
encouraged by allowing a 100% exemption, This would be in line with the .
original DISC concept.

V. Percentage Depletion for Oil and Gas

For several months now, the U.S. has been forced to make do with
stgnificantly less 611 and natural gas than we would 1ike to have used.
Whether one calls this an energy crisis or an energy emergency or an energy
shortage is irrelevant to our consideration of the basic problem. As is
true of all large undertakings, solving this problem will require money. If
the U.S. is to avoid a chronic recurrence of whatever it was that we exper-
jenced last winter, the oil and gas industry will need to invest over $250
billion for exploration, development and transportation by 1985, according to
a 1972 study by the Chase Manhattan Bank. To a very great extent, these funds
must be internally generated if there is to be any hope of achieving this
goal and a prime mechanism through which the oil and gas industry generates
its own capital is the percentage depletion allowance.

Percentage depletion is a popular target of those who see loopholes on
every page of the Code. But, at a time when new exploration for and extraction
of our domestic petroleum resources are needed, it is particularly umwise to
repeal this capital recovery provision. Government should be providing en-
couragement for new capital investment and new exploration in energy fields,
rather than mag1ng the process more expensive.

Proponents of the repeal of the percentage oil depletion allowance
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argue that the current price level for "new" oil is high enough to encourage

the necessary exploration and production and, therefore, the depletion allowance
is no longer necessary. It may be true that the current extraordinary situa-
tion will encourage additional exploration activities in the near future,

but policymakers should look farther down the road. If increased supplies
cause a decline in prices later on, or if increasing costs begin to shrink
~profit margins, incentives to new exploration will wane, If tﬁere is no
depletion allowance to provide a continuing incentive--or more accurately in
our view, a reduction of tax obstacles to investment in natural resources--

then exploration will once again fall off and shortages could reappear.

This was at least implicitly recognized in an earlier tentative decision
of the Ways and Means Committee to relate a depletion phaseout to price
increases. If the assumed increase in price level didn't occur, at least part
of the allowance would remain.

While the amendment to repeal depletion relates only to the petroleum
industry, the precedent would create more pressure to eliminate percentage
depletion for all extractive industries.

VI. Minimum Tax

The Treasury Department's 1969 proposal regarding a minimum tax indicates
clearly that the tax was not intended originally to apply to corporations.

It was directed, instead, against individual taxpayers with substantial gross
incomes but no taxable income.

The nature of the principal preference items which are relevant to
corporate income is such that these items are particularly inappropriate for

minimum tax considerations. Accelerated depreciation and amortization are
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merely variations in the timing of allowable deductions, not the amount.

Percentage depletion has a built-in maximum deduction of 50% of taxable {ncome.

In both situations, the deductions are 1imited by the Code without regard

to the minimum tax provisions. Therefore, their inclusion as preference items
. for minimum tax purposes is inappropriate. -

If the minimum tax concept remains in the Code, however, then we feel
strongly that a full deduction for regular income tax liability must be main-
tained. Without this deduction, the provisions would be simply an additional
tax on the listed "preference" items, not a guarantee of a minimum tax on a
taxpayer's gross income. It was a true minimum tax which the Treasury originally
proposed and which the public believes is being imposed.

Adoption of the proposed reduction in the present $30,000 exemption or
repeal of the regular tax l{ability deduction would further weaken needed
capital recovery provisions, some of which were introduced along with the
minimum tax in the 1969 Act. For example, the five year write-offs for
pollution control equipment and for railroad rolling stock have been less
than totally effective because the minimum tax reduced their impact as soon as
they were enacted. These and other provisions which are designed to assist
businesses in the capital formation process have already been weakened by
being listed as preference items, and the proposed amendments would only
aggravate the problem.

Our Taxation Committee has taken no specific position as to the desir-
ability of the Treasury's minimum taxable income (MTI) and limitation on
artificial accounting losses (LAL) proposals. There appear to be some proble;s

¥ with the application of these concepts which we understand must be adopted as
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a package if they are to achieve the desired purpose.

However, we can flatly state that MTI and LAL are far preferable to
the proposals before you. The Treasury proposals tend to move in the direction
of a pure minimum tax whereas the proposed amendments would definitely

result in an additional tax on taxpayers already paying regular income taxes.
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The CrarMaN. Next, we will call Mr. C. Wrede Petersmeyer, chair-
“man of the Corinthian i?»roadcasting Corp., for the American Council
‘on Capital Gains and Estate Taxation,

~ STATEMENT OF C. WREDE PETERSMEYER, CHAIRMAN, CORINTH.-
IAN BROADCASTING CORP., FOR AMERICAN COUNCIL ON CAPI-
TAL GAINS AND ESTATE TAXATION, ACCOMPANIED BY JAMES
JACKSON, COUNSEL TO AMERICAR COUNCIL ON CAPITAL GAINS
" AND ESTATE TAXATION

Mr. PerersmeYER. Mr. Chairman and members of the Finance Com-
- mittee, my name is C. Wrede Petersmeyer.
The CuamrMaN. Would you please introduce your associate ¢
Mr. PeETeRsMEYER. Excuse me, )
I have with me today Mr. James Jackson, who is counsel to the
American Council on Capital Gains and Estate Taxation.
Thank you. )
My name is C. Wrede Petersmeyer, chairman of the Corinthian
Broadcasting Corp. in New York. Formerly, I was a partner for many
years of J. H. Whitney & Co., a private venture capital firm. I am also
a member of the board of directors of the American Council on Capital
Gains and Estate Taxation. It is in this capacity that I appear before
.you today.
CarrtaL  FORMATION

The American Council was organized to provide a forum for citizens
interested in the critical problem of capital formation. We believe that
sound Federal tax policies are the appropriate, and indispensable, tool
for encouraging capital accumulation and the reinvestment of that
capital by millions of individual citizens.

Seven former Secretaries and Under Secretaries of the Treasury of
both political parties form an advisory committee supportin%the goals
of the council, They are: Dr. Charls Walker, chairman, the Honorable
Robert B. Anderson, the Honorable David Kennedy, the Honorable
Randolph Burgess, the Honorable Frederick H. Deming, the Honor-
able Robert V. Roosa, and the Honorable Fred C. Scribner, Jr.

I cdnnot take the time of this committee for lengthy comments today.
~ I think it would be appropriate, however, to summarize briefly the
council’s views and its program. -

-The council views capital formation as a vital key to continued U.S.
prosperity and growth. Clearly, intensive capital investment per
worker has long been the key to the high U.S. standard of living. We
are now seeing an increasing demand for cadpital: capital for energy
exploration, for meeting environmental needs, and, of particular im-

ortance, to provide jobs for our increasing labor force. Greater capital
investment 18 also essential if we are to meet foreign competition
abroad and particularly to provide more s and services to cope
with the awesome problems of inflation at home—an inflation fueled
by rampant consumption resulting from the lack of incentive to save
~In a number of U.S. industries we find that plant expansion and
- technological innovation is not keeping pace with consumer -de-

mand. A principal cause of this insufficient growth is a dearth of
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capital, particularly equity capital. Unless financial resources are
available to support our industrial growth, the inflationary pres-
sures will continue to mount..Inadequate capital deters business ex-
ansion. And this inadequate pace of growth acts to further the
inflationary spiral. ’

Apversg Errrcrs or IncreasiNg THE CaprraL Gaing Tax RaTe

The council-advocates tax measures to encourage savings and in-
vestment. Particularly important in this regard are favorable changes
inthe capital gains tax rate. The tax system has become weighted in
favor of consumption and against investment, particularly investment
by the private:sector. One need only look at the depressed state of the
equity market and the indifference of millions of individuals to equity
investment. The maximum rate of long-term capital gains prior to
1969 was fixed at 25 percent and has in recent years risen absolutely,
and even.more strikingly, in relation to the rate on earned income.
Within the past 5 years, the maximum rate on long-term capital gains
has risen to 36.5 percent, while the maximum rate on earned income
has been reduced from a theoretical high of 91 percent in 1963 to a

current 50 percent.

We are distressed to note that, in the face of a critical need for
more capital,‘there are proposals to discourage, rather than to en-
courage, capital formation. I refer, of course, to the several proposals
to increase the tax on capital by a further increase in the capital gains
tax rate, and an expansion of the minimum tax provisions which im-
pact the tax burden on capital gains. This is the road taken in the
1969 Tax Act, which, in the council’s view, ill-served the national
interest. '

Certainly, any congressional action to increase the tax on capital
would have two extremely adverse effects. One, it would diminish, to
the extent of the tax increase, a capital available for needed indus-
trial expansion. Second, and perhaps of more importance, it would
have a profound adverse psychological impact on business expansion.
It is in effect a congressional pronouncement that business expan-
sion is not needed. In a time oF raging inflation and a need for in-
cﬁaased jobs, it is a national policy that makes no economic sense at
all.

To encourage a greater pace of capital formation and to assure a
more equitable tax treatment, the American Council strongly urges
measures that would reduce the capital gains rate. As a first step, the

-council urges a return to the capital gains tax rates in effect prior to

the 1969 Tax Act, when no more than 25 percent of any capital gain
was taken by the Government. Such a rollback, as former Secretary
Robert B. Anderson has said:

Could be a symbol that our Nation wishes to encourage investment and this
should be & significant boost to business confldence, serving to expand our pro-
ductive capability to meet the many serious challenges.

This is not to say that it will not be necessary in the future to make
additional reductions in capital gains tax rates as further stimulation
to capital formation.

Moreover, the enactment of a graduated capital gains tax, depend-
ing upon the length of time the assets have been held, might be the
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tool for encours inf.v, capital formation. To help offset the effects of
inflation on long-held capital assets, a graduated or sliding scale must

 result in a-clear reduction in the tax on capital. At least part, and some- .

times all, of the gain on the disposition of long-held property is not

“income at all, but reflects the changing value of the dollar.

Lot us assume a man purchased a farm for $50,000 in 1935 and sold

‘it in 1974 for $150,000. On its face, it would a%)ear that he had a $100,-
3y

000, increase in his capital. However, his $150,000 in 1974 dollars has
less‘gurchasing power than his $50,000 in 1935 dollars.

The Crairman. Would you mind giving me those 2 years again,
gir? Tam trying to follow it closely.

Mr. PETERSMEYER. Yes. It is $50,000 in 1935, and assuming he sold
it in 1974 for $150,000, the Government presumably would tax him
$100,000 in so-called gain. However, his $150,000 in 1974 dollars were
not worth as much as the $50,000 in 1935.

The CramrMaN. I am impressed by that comparison, because 1935
was the year I entered college. T am just amazed to find that his dollax
is only worth a third what is was at that time.

Mr, PerersMEYER, That is exactly right. Hence, he enjoyed no eco-
nomic gain at all. To tax him on the illusory $100,000 profit is grossly
unfair, Even without a capital gains tax he would be left with less
capital than he originally had in 1935.

he Cuatrman. If I might just interrupt at that point, I agree
with you completely. What you are doing, then, is im;iosing a penalty
on that taxpayer for the failure of his Government. It is assessing a
penalty on him because his Government failed to maintain the pur-
chasing power of his money—an event with which he had no power
of control whatever, and no power of decision.

Mr. PETERSMEYER. Yes, sir. And the Treasury, it seems to me, gains
with more and more inflation, and the taxpayer loses by it, and I think
that is extremely unfair, if not immoral.

The council believes that a sliding scale might free up locked-in
investments, thus encouraging a greater economic rationalization of
the capital markets and increasing Federal tax revenues. It is a
concept that I hope this committee and its expert staff will examine
with care.

The impetus of the council’s program obviously lies in the areas of
capital gains and estate taxation. We are not, therefore, in a_position

" to comment on a number of the proposed amendments alluded to in

the press release announcing these hearings. I do, however, want to
comment on proposals to increase the minimum tax.

OrposiTioN To THE Minimom Tax Prorosars

We are strongly opposed to such measures as those advanced by
Senators Kennedy, Muskie, and others. The minimum tax is a com-
plex issue. It needs the careful serutiny of tax experts and does not
lend itself to floor action without the benefits of guidance from the tax-
writing committees. _

The proposal for increasing the minimum tax may fall most heavily
on those already paying high tax rates and not on those nontaxpayers
to whom it is intended to apply. To impose an additional burden on-
this group of taxpayers is contrary to the purpose of any minimum tax.

344639 O« T4 e pt, 2~ 7
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Capital gains are already being taxed at rates established by Con-
gress. They do not escape taxation. The so-called minimum tax is an
additional tax on capital gains and, as I have testified, the council
thinks the capital gains tax rate is already too high.

The proposed minimum tax amendments would tend to defeat the
purpose of the capital gains tax differential rate, a rate intended to
reflect the sacrifices of capital savings and the undoubted risks of long-
term capital investment. To disregard these is to discourag;a the process
of capital formation which is extremely vital to the Nation’s eco-
nomic vitality. We fear, also, that an increase in the capital gains tax
rate under the guise of a minimum tax would be but a forerunner of a
direct attack on capital formation in later tax reform measures,

We urge, therefore, that the proposed minimum tax measures be
defeated. Or, in the alternative, that capital gains be removed from
the list of preferences on which a minimum tax is calculated.

Mr. Chairman, I greatly appreciated the opportunity of appearing
before this distinguished committee. While this concludes my remarks,
I have with me Mr. Jackson, whom I have already introduced, coun-
sel to the American Council on Capital Gains and Estate Taxation,

and together we will be glad to respond to any questions that you
» mi;tf" have.

he CrnairMax. Thank you very much, sir.

I have asked my questions. I think your statement is very clear.

Do you have any questions, Senator Curtis?

Estate Taxes

Senator Curris. What immediate steps would you suggest to mest
this situation in reference to estate tax?

Mr. PerersMEYER. On estate taxes?

Senator Curris. Yes; a raising of the exemption, or arc you pro-
posing more of a total revision of approach ¢

Mr. PerersMEYER. It is my understanding the council proposes an
increase in the exemption from $60,000 to $200,000, which would about
offset ghe inflationary spiral, as I understand it, from the time it was
enacted.

Senator Curtis. Yes, I think we must do something along that line.
The estate taxes do not ¥r0duce a great deal of revenue from the stand-
Eomt of the total size of our budget. But the high estate taxes that we

ave now are giving impetus to mergers and conglomerates. There will
be families who have a business, It would perhaps be kept in the family
and operated as a small or medium-sized business. But in order to pay
the entire tax, it must be offered for sale, and not many of those sales
are made to individuals or to small companies. It has a tendency to
centralize the economic power rather than diffuse it.

Mr. PeTersMEYER. Yes, sir. The American Council, I believe, Sena-
tor, also proposes & maximum tax on the estate of 50 percent. I thii:k it
how goes up to 77 percent or something.

Mr. Jackson. 1 might add the council has several proposals that
would defer the tax on an individual farm or business, Tgese proposals
would defer the estate tax while the particular business stayed within
the fanily. As long as the business stayed in the family, you would
defer the estate tax, and the estate tax would be assessed only if the
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family decides to discontinue the family business. Of course, you could
have a size limit, but I think it is a sound proposal. :

Senator Curtis. That is a proposal that I have introduced.

Mr. JacksoN. Yes, sir,

Senator Curris. We find it particularly important in agriculture of
various types. The appraised valve of the real estate involved is so
high that there is no possible waK that a family can raise the money
for the estate taxes and justify the additional investments on the in-
come from the property. And the principle ought to be adopted that
its value be arrived at based upon its production rather than the so-
called market value, because market value anticipates a sale, and often-
times these sales are made not to individuals who are in the same
activity, but they are made to nonresident owners, corporate owners,
to larger concerns.

I apgreciate that you gentlemen are here this morning.

The CrarMax, Thank you ver(g much, gentlemen.

Next we will call Mr, Sture Olsson, chairman of the Chesapeake
Corp. of Virginia, and Mr. A. Felton Andrews, Forest Farmers As-
sociation for the Forest Industries Committee on Timber Valuation
and Taxation.

STATEMENTS OF STURE OLSSON, CHAIRMAN, CHESAPEAKE CORP, OF
VIRGINIA, AND A, FELTON ANDREWS, FOREST FARMERS ASS0-
CIATION, FOR THE FOREST INDUSTRIES COMMITTEE ON TIMBER
VALUATION AND TAXATION, ACCOMPANIED BY WILLIAM OAN-
DRELL, GENERAL COUNSEL, COMMITTEE ON TIMBER VALUATION
AND TAXATION ,

STATEMENT OF STURE OLSSON

Mr. OussoN. Mr, Chairman and members of the committee, I am
Sture G. Olsson, chairman of the board of the Chesapeake Corp. of
Virginia, West Point, Va. My statement today is made on behalf of
the Forest Induistries Committee on timber valuation and taxation.

Accompanying me are Mr. Felton Andrews, a private landowner of
Memphis, Tenn., and Mr, William Condrell, general counsel of the
committes, .

The committee is a voluntary organization of timber-growing in-
dividuals and corporations from throughout the country whose prin-
cipal objective is to bring about the widest possible understanding of
the relationships between tax policies and the state of the Nation’s pri-
vate forest resources. The committee’s supporters constitute approxi-
mately 80 percent of the ownership of the Nation’s industrial com-
mercilail forest land, and ownership in much of the nonindustrial sector
as well,

We appreciate the opportunity to be heard in the course of these .
hearings, because we are troubled by some of the trends that we see de-
veloping in the tax policy sector.

It is not unexpected that there are pressures for income tax reduc-
tions for low- and middle-income individuals. The combination of soar-
ing inflation and reduced business activity in some sectors of the econ-
omy has had severe impact on persons with fixed or reduced incomes,
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and we will leave it to you to evaluate the merits of these proposed
reductions, :

Our concern, however, is the threat by advocates of reduced per-
sonal income taxes to balance revenue costs through higher taxes on
“the business and capital investment sectors.

ForesT INDUSTRY AND Proposep MiNiMuM Tax Rerorm

Our major and immediate concern is with proposed changes in the
minimum tax on tax preferences because of the potential impact on
capital gains. Because investments in forest plantings require such a
long time for economic return and are subject to high natural and eco-
nomie risks, Congress in 1944 made income from qualified timber trans-
actions eligible for capital gnins tax treatment.

Detailed evidence of the beneficial effects of that action on the Na-
tion's forest resources was given last year in hearings of the House
Ways and Means Committee. We would be happ¥ to provide this and
any other additional material which members of the committee may
desire on the general subject of timber capital gains treatment.

When the minimum tax on tax preferences was enacted in 1969, it
was purported to be a means of insuring that virtually all income
from whatever source, would be subject to at least a minimum level of
taxation. At that time, we heard a great deal about the 155 individuals
earning over $200,000 who paid no taxes at all in the year 1967.

While capital gains are taxed below ordinary income rates—for rea-
sons that are perfectly evident, it seems to me—it is at the same time
clear that capital gains treatment cannot be a factor in escaping tax
liability. Capital gains already pay a tax of 30 gercent in the case of
corporations, and effective rates ranging up to 86.5 percent for indi-
viduals. But in spite of the special nature of capital gains income
and its role in' the processes of capital development so vital to a free
market economy, it was included as a tax preference for the purposes
of the minimum tax. ’

It is not & minimum tax by any means, particularly in its effect on

capital gains, It is an additional tax on capital for which the full
statutory rate has already been assessed. The Treasury Department
has calculated that 84 percent of minimum tax revenues from individ-
uals are attributable to ca})ital gains, The impact on corporations is
also severe. This is especially true in the forest products sector where
capital {;ain is not merely incidental to corporate activities but is an
essential factor in the ﬁnancing of long-term forest improvements.
. Consequently, the impact of the minimum tax as now constituted
is serious to timber growers, both individual and corporate. The
changes proposed by Senators Nelson, Kennedy, Mondale and others
would compound that impact. By denying the deduction for other
taxes paid, the amendments would make the minimum tax even more
re, ive than at present.

t would strike hardest at those individuals and corporationis with
the highest effective tax rates. It would have the least effect on those
paying low taxes on large incomes. And, the amendment would have
no effect whatsoever on those who, for one reason or another, have no
tax liability on large incomes. Therefore, the proposals would com-
pletely subvert the original intent of the minimum tax.



453

Foresr InpusTry AND Caprrar (GAins Tax Prorosars

The forest industry is now feeling the effects of the substantial
capital gains rate increases enacted in 1969, The corporate rate was
incre by 20 percent, Similar increnses were imposed on the capital
gains 2f individuals, and for some the increases were as high as 40
percent.

An example of the combined effects of the capital gains rate in-
crease and the imposition of the minimum tax on a timber-growing
corporation focusing on its capital gains income alone is attached as
appendix A. It also shows the effects of the proposed minimum tax
amendments. In appendix B we have shown the effect of the 1969
capital gains rate increase and the minimum tax as under present
law and as proposed for both individuals and corporations.

All of the demonstrable rules of economic behavior dictate that these
increases are bound to have an adverse effect on capital formation, and
consequently on the actual and potential level of investment in timber

owing,
nghi e tax questions of critical economic import to timber growers
are being debated, those of us in the forest products business are being
urged to: first, grow more trees and to grow them faster to avoi
predicted shortages of forest raw materials; second, to invest in more
and better manufacturing facilities to counter the inflationary effects
of short-term wood and %aper shortages; and, finally, to do thesa
th%gs in ways that have the least environmental impact.

e believe all of these objectives are possible. Furthermore, we
think they are essential if we are to make the wisest and best use of
our Nation’s resource base. But they are achievable only if our tax
laws fully recognize the realities of capital requirements in forest pro-
duction and management. I know of no other economic enterprise with
such an extraordinarily long investment cycle, where one generation
of land managers is expected to make investments which will not
mature for the next or possibly even two generations removed.

I might add here, Mr, Chairman, that this is, in our State at least,
one of the real difficulties—getting the landowner to make a substan-
tial capital investment for the benefit of his grandchildren.

There are two elements to the capital requirements of the forest

products industry. ,
_ First, there is the necessity for greatly increased investments in the
land and in trees. To bring all f)mvate, commercial forest land in the
United States to the same level of productivity now being achieved
on some of the better-managed industrial timberland would require
an estimated $55 billion between now and the year 2000, Much of this
acreage is in small and medium size ownerships, and I do not know
whére these owners can possibly get that kind of money if capital
markets remain as they are today. Even under the best of circum-
stances, it will require extraordinary measures.

For example, in my home State of Virginia, we recognized that,
even with the full capital gains tax incentive, special plantin%
allowances were necessary for small growers to enable them to ge
started on the long timber investment cycle, The Federal Government
has also taken a step in this direction through a program of planting
incentives for small landowners.
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The other element to the forest industry investment problem is the
need for more and better manufacturing plants. .

We _should be encouraging greater capital savings, not less. We
should be stimulating higher levels of investment in raw materials
production and manufacturing capacity, not less. .

Yet, we have experienced in recent years a profound change in our
tax structure that {:as shifted from the encouragement of savings and
capital investment to the encouragement of consumption, The narrow-
'ng of the differential between the tax rates on capital gain and earned
income is indicative of this trend. The maximum rates used to be 90
percent on earned income and 25 percent on capital gain, Now the
maximum rates are 50 percent on earned income and, including the
i)resent minimum tax, 3615 percent on capital gains; notice, only a

314 point spread.
en you consider that all capital gain is not real income, then the
significance of this shift becomes even more apparent, )

For these reasons, we urge this committee and your colleagues in
the Senate not to impose any additional taxes on capital. More specifi-
cally, we urge: first, that the Nelson-Kennedy-Mondale minimum tax
amendments not be enacted; second, that capital gains be removed
from the minimum tax; and, third. that the incentives that worked
go effectively up to 1969 be restored to stimulate needed capital in-
vestments in timber growing and other risk enterprises.

Mr. Chairman, we in the forest industry have no reservations about
making these suggestions. Capital gains treatment of timber income
has been no windfall. Qur return on investment is well below other in-
dustries and other forms of capital investment, and our average effec-
tive tax rates are above other capital intensive industries and compare
favorably with all U.S. industry.

We cannot overemphasize, however, the crisis of capital facing
timber growers, The productivity required to meet the country’s need
for wood and fiber cannot be achieved unless there is an adequate recog-
nition in the tax laws of the difficulties and risks involved in long-term
forest investments, :

Thank you, sir.

The Cuairman. Thank you very much for your statements, gentle-

men,
STATEMERT OF FELTON ANDREWS

Mr. Axprews. Mr, Chairman, my name is Felton Andrews, from
Memphis, Tenn. I am part of a family company that owns about 28,000
ncres in Tennessee and northern Mississippi. T am also director of the
Forest Farmers Association and appear representing the Forest Indus-
tries Committee on Timber Valuation and Taxation.

I think probably our family’s timber operation is fairly typical
throughout the South over the past 30 years, Prior to this time, the
South was an area of diminishing timber and timber resources, but
during that period the South has come up in a tremendous way, and
today it is a big producer of timber and wood fiber, I think it is prob-
ably true in your State as it is in mine that over 50 percent of the farm
income comes from timber. .

Everybody that I talk to says we are going to have to carry a bigger
%gd bigger share of the timber needs of this country, and the wood

ber.
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Now, we entered this business in the early 1050's as an investment,
and we bought up nonproductive, low-income, hardwood lands. And
the worse of it we converted into pine lands at the rate of about a mil-
lion pine seedlings a year. And over that more than 20-year period
we have yet to be able to harvest our first pine tree. We very recently
had to lease a portion of our land in order to pay ever-increasing prop-
erty taxes, It was either this or sell it.

nd the property taxes during this period have about tripled, as
well as all of the other costs of operations, the maintenance, super-
vision, and so forth. Back then it was about $15 an acre to &)repare and
plant an acre of pine, Now it is about $55 an acre. And 20 years is an
awful long time to wait for income from an investment. -

Very definitely, when we made this decision in the early 1950’s the
Jong-term capital gain incentive was a very decisve factor in our
decision to go into this business, We thought, regardless of other risks
we were taking, that at least we could count on this incentive. But 8
years ago you made a big cut in it and established the minimum tax at
the same time.

Now, I firmly believe if this margin between long-term capital
gain and ordinary income decreases, the people that I know are goin
to be much beter off putting their monef in savings and loans an
having the Government insure their capital.

This is what I am driving at. During the past 25 years prior to 1969,
the tax incentive on long-term capital gain did a tremendous job in
increasing our timber production in the South, It has proven itself.
But an individual, when he looks at the dangers of being wiped out
in a day by fire and over a year or possibly more by insects, he is go-
ing to think twice about investing, especially if the Government is

going to pull the rug out from under him, if they are not going to keep
their part of the bargain, It is like repealing the deposit insurance
law retroactively after the bank fails.

I think the Government has a commitment to the small forest
owners, as well as larger timber investor, that they maintain the
differential between long-term capital gain and personal income taxes
that was in effect at the time the investment was made—maintain that
until he is able to harvest it and get his investment back out of it. And
this is the beauty of long-term capital gains, because it does tax a

erson at the same rate; if ordinary income has increased, caﬁ)ital gains
\ave increased in the same rate, unless you single us out like you did
in 1069 and increase ours out of proportion,

So T hope that, as a first step in a needed commitment to the future
of private forest development, you will reject the proposed minimum
tax amendments or completely remove capital gains from the special
minimum tax assessment.

Thank you. ‘ '

The Citatraan. Thank you very much for a clear and understand-
able statement, We aEpreciate it.

Mr. Orssox. Thank you very much, Senator.

[The prepared statements of Messrs. Olsson and Andrews follow:1
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STATEMENT OF
STURE G. OLSSON
THE CHESAPEAKE CORPORATION OF VIRGINIA
WEST POINT, VIRGINIA
BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

June 10, 1974

Mr, Chairman and Members of the Committee, I am Sture G.
Olsson, Chairman of the Board of The Chesapeake Corporation
of Virginia, West Poiﬁt, Virginia. My statement is made
on behalf of the Forest Industries Coﬁm;ttee on Timber

valuation and Taxation. The Committee is a voluntary orga=-

nization of timber-growing companies and individuals from
throughout the coun;ry whose principal objective is to bring
about the widest possible understanding of the relationships
between tax policies and the state of the nation's private,
forest resources. The Committee's supporters constitute
approximately 80 percent of the ownership of industrial
commercial. forest land, and ownership in much of the non-
industrial sector as well.

We appreciate the opportunity to be heard in the course
of these hearings because we are troubled by some of the trends
that are seen developing in the tax policy sector.

It is not unexpected that there are pressures for income

tax reductions for low and middle-income individuals. The
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combination of soaring inflation and reduced*businesg
activity in some sectqré of the~economy has had severe
impact on persons with fixed or reduced incémes, and we will
leave it to you to evaluate the merits of these proposed
reductions.

Oux concern, however, is the threat by pdvocates of
reduced personal income taxas to balance revenue costs through
higher taxes on the business and capital investment sectors.
These pressures come at a time when businesses are also fight-
ing the effects of inflation., The debt ratio of many busincases~-
and certainly this is true in the wood and paper industriese=-
has increased dramatically‘in recent years, This results
primarily from

~~ the nced for greatly expanded forest production,

~= the need for improved processing plants,

-~ the increasing ratio of capital investment
in pollution abatement equipment,

-~ and the low rate of capital generation in the
industry because of unpredictable and below
average profits,

Consequently, high interest rates and capital shortages
have a special impact on forest products industries--not only
because they are capital intensive, but in the case of timber

growing becuause capital is tied ub for so many ycars.
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We are also plagued with rising costs for equipmené,
labor and services required to maintain investments in high
level, sustained-yield forest management. We suffer the aéme
agonies of materials shortages, fucl prices and other economic
uncertainties as many other sectors of the economy,

But therec are'more specific reasons for the conbern of
timber growers oveé some of the tax adjustments now proposed

for action in the Senate.

MINIMUM TAX AMENDMENTS

Our major and immediate concern is with proposed changes
in the Minimum Tax on Tax Preferences because of the potential
impact on capital gains., Because investments in forest plantings
require such a long’ time for economic return and arev subjaect
to high natural and economic risks, COngrgﬁ:71n 1944 made
income from quelified timber transactions eligible for capital
gains tax treatment,

Detailed evidence of the beneficial effects of that
action on the nation's forest resources was given last year
in hearings of the House Ways and Means Committee, We would
be happy to provide this and any?t%gztional material which
members of the Committee may desire on the general subject bk
of timbef capital gains treatment.

When the Minimum Tax on Tax Preferences was enacted in

1969, it was purported to be a means of ensuring that
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virtually all income-~from whatever source~~would be subject

- to at least a "minimum" level of taxation, At that time we

heard a great deal about the 155 individuals earning over
$200,000 who paid no taxes at all in the year 1967.

While capital gains are taxed below ordinary income
rates~-~for reasons that are perfectly evident--it is at'the
same time clear that capital gains treatment cannot be a
factor in escaping tax liability, cCapital gains already pay:
a tax of 30 percent in the case of corporations, and effective
rate3 ranging up to 36.5 percent for individuals., But in
spite of the special nature of capital gains income and its
role in the processes of capital development so vital to a
free market economy, it was included as 4 tax preference for
purposes of the minimum tax,.

It is not a "minimum" tax by any means, particularly in
its aeffect on capital gains. It is an additional tax on capital
for which the full statutory rate has already been assessed.
The Treasury Department has calculated that 84 percent of
minimum tax revenues from individuals are attributablae to
c&pital gains. The impact on corporations is alsc severe.
This is especially true in the forest products sector where
capital gain is not merely incidental to corporate activities
but is an essential factor in the financing of long=-term

forest improvements.
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Consequently, the impact of the minimum tax as now
constituted is serious to timber growers, both individual
and corporate. The changes proposed gy Senators Nelson,
Kennedy, Mondale and others would compound that impact. By
denying the deduction for other taxes paid, the amendments
would make the minimum tax even more regressive than at
present. It would strike hardest at those individuals and
corporations with the highest.effective tax rates., It would
have the least effect on those paying low taxes on large
incomes. And, the amendment would have no effect whatsoever
on those who, for one reason or another, have no tax liability
on large incomes. '

Theraforq, the-proposals would complaetely subvert the

original intent of the minimum tax.

1969 CAPITAL GAINS TAX INCREASES !

The forest industry is now feeling the effects of the
substantial capital gains rate increases enacted in 1969, The
corporate rate was increased by 20 percent. Similar increases
were imposed on the capital gains of individuals--and for
some the increases were as higﬁ as 40 percent. An example of
the combined effects of the capital gains rate increase and
the imposition of the minimum tax on a timber~-owning corpo-
ration focdéinq on its capital gains income alone is attached

as Appendix A, It also shows the effects of the proposed
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minimum tax amendments. In Appendix B we have shown the
effect of the 1969 capital gains rate 1ncre;se and the
minimum tax as under present law and as proposed for both
individuals and corporations.

All of the demonstrable rules of economic behavior
dictate that these increases are bound to have an adverse
affect on capital formation, and consequently on the actual

and potential level of investment in timber growing.

NEED FOR TIMEER'

While tax questions of critical economic import to timber
growers are being debated, those of us in the forest products
business arae belng ?rged to

-~ grow morc trees and to grow them faster to
avoid proedicted shortagés of forest raw materials,
=~ to invest in more and better manufacturing
facilities to counter the inflationary effects
of ghort-term wood and paper shortages,
== and to do these things in ways that have the
least environmental impact,

We believe all of these objectives are possible. Further-
more, we think they are essential if we are to make the wisest
and beost use of our nation's rescurce base. But they are
achicvable only if our tax laws fully recognize the realities

of capital requirements in forest production and management.
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I know of no other economic enterprise with such an extra-
ordinarily long investment cycle--where one generation of
land managers is expected to make investments which will not

mature until the next or possibly even two generations removed,

NEED FOR CAPITAL

There are two elements to the capital reqﬁirements of
the forest products industry.

First, there is the neéessity for greatly increased
investments in the land and in trees. To bring all private,
commexrcial forest land in the U, S. to the same level of
productivity how being achieved on some of the better managed
industrial timberland would require over $55 billion between
now and the yocar 2000, Much of this acreage is in small and
medium size ownerships, and I don't know where these owners
can possibly get that kind of money if capital markets remain
as they are today. Even under the best of circumstances it
will require extraordinary mcasuxes,

For example, in my home State of Virginia, we recognized
that, even with the full capital gains tax incentive, special
planting allowances were necessary for small growers to enable
them to get started on_the long timber investment cycle. The
Federal Government has also taken a step iﬁ this direction
through a program of planting incentives for small landowners.

The other element to the forest industry investment

problem is the need for more and better manufacturing plants.
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The paper industry is an excellent example, To stave off
threatened paper shortages, the industry is operating at
maximum capacity. But much of that capacity is obsolete, and
new plants are not coming on line fast enough, Historically,
SUFMmIQIGNTL
earnings in the paper industry have been sewmfer below Other
industries that it was difficult to attract capital for needed
improvements and expansion. And today, when shortages are
staring us in the face, sufficient capital is simply not
obtainable, or interest costs are prohibitive,

' We are all concerned about inflation and its corrosive
effects on the substance of our economy. We have been through
several cycles of cost-push inflation since World War II,
and the response was always to tighten up on capital to daipen
things down. But what we have now ig a genuine, ring-tailed
demand-pull inflation where consumer demand has outstripped
our capacity to produce in many areas. To use the remedies:
of the past would be disastrous.

We should bé smecouraging greater capital savings, not |
less. We should be stimulating higher levels of investment
in raw materials production and manufacturing capacity, not
less., '
Yet, we have experienced in recent years a profound change
in our tax structure that has shifted from the encouragement
of savings and capital investment to the encouragement of

consumption, The narrowing of the differential between the
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tax rates on capital gain and earned income is indicative
of this trend. The maximum rates used to be 90 percent on
earned income and 25 percent on capital gain. Now the maximum
rates are 50 percent on earned income and (with the minimum
tax) 36.5 percent on capital gain,

When you consider that all capital gain is not real

.income, then the significance of this shift is apparent.

For these reasons we urge this COmmiétee and your
colleagues in the Senate not to impose any additional taxes
on capital. More specifically, we urge:

&. That the Nelson-Kennedy=-Mondale minimum tax
amendments not be enacted;

2, That ¢apital gains be removed from the
minimum tax; and

3. ‘That the incentives that worked so effectively
up to 1969 be restored to stimulate needed
capital investments in timber growing and other
risk enterprises.

Mr. Chairman, we in the forest industry have no reser-
vations about making, these suégestiona. Capital gains
treatment of timber income has been no win@fall. Our return
on investment hue-azzeaged well below other industries and
other forms of capital investment, and our average effective
tax rates &gw ‘other capital intensive
industrios, Aud COMPALE PAORABLY wil# ALLD

< U6, IMDUSTRY,
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We cannot overemphasize, however, the crisis of capital
facing timber growers. The productivity required to meet the
country's need for wood and fiber cannot be achieved unless
there is adequate recognition in the tax laws of the
difficulties and risks involved in long-term forest investments.

i

Thank you,

34-639 O - T4 - pt, 2 -8



EXAMPLE:

APPENDIX A

TAX ON CORPORATE TIMBER-GROWING OPERATION

(Assuming No Ordinary Income)

Pre-1969

Capital Gain On Timber Sale $1,ooo;ooo
Capital Gain Tax 250,000
Preferences (18/48ths of None

capital gain)
EXCLUSION
Deduction For Other Taxes Paid
B:laﬁge
10% Minimum Tax

TOTALVTAXES

$ 250,000

Proposed
Kennedy
Present Law Amendment
’ sl;ooo,ooo $1,000,000
300,000* 300,000%
- 375,000 375,000
30,000 10,000
300,QCO {(No Deduction Allowed)
45,000 365,000
4,500 36,500
$ 304,500 . $ 336,500

(35% increase
over 1969)

(22% increase
over 1969)

Braiug s = ara £ $50,000 ion £ he 1968 .

99¥%
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APPENDIX B

MAXIMUM RATES ON CAPITAL GAINS

. !
- FOR EACH $100 MAR

INDIVIDUALS

Capital Gains Tax

Minimum Tax Calculation:
Preference Income

Less Other Taxes Paid
10% Minimum Tax

TOTAL TAX

CORPORATIONS

Capital Gains Tax

Minimum Tax Calculation:
Preference Income

Less Other Taxes Paid
10% Minimum Tax

TOTAL TAX

Pre-1969

$25.00

None

$25.00

$25.00

None

$25.00

GINAL GAIN*

l

Present Law

$35.00

50.00
35.00
1.50
$36.50

(46% increase
over 1969)

$30.00

37.50
30.00
75

$30.75

(23% increase
over 1969)

Proposed
Kennedy
Amendment

$35.00

50.00
Not Allowed
5.00
$40.00

(60% increase
over 1969)

$30.00

37.50
Not Allowed
3.75

$33.75

(35% increase
over 1969)

*Assuming gains over the $50,000 amount exempted from the 1969 rate increase and
over the amounts excluded from the minimum tax (i.e. $30,000 under present law

and $10,000 under the Kennedy amendment.)

P
/

Loy
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STATEMENT OF

A; FELTON ANDREWS
MEMPHIS, TENNESSEE

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

June 10, 1974

Mr; Chairman, my name is A. Felton Andrews. I live in
Memphis, Tennessee. I am part owner of a faﬁily company
which owns about 23,000 acres of timberland in Tennessee and
Northern Mississippi. I am a Director of the Forest Farmers

Association, and appear today on behalf of the Forest Industries

Committee on Timber Valuation and Taxation.

There probably. is no "typical" way for people to get
into the timber growing business, but ours is probably repre-
sentative of many of the operations which-~over the past 30
years--have transformed the Southern States from an area of
declining timber resources to one of tremendous importance to
the nation's future timber supply. Most forest economists .
agree that the South will have to furnish a larger and larger
share of the wood and fiber needed to meet consumer require=-
ments in the years ahead. This certainly could not be the
case if not for the capital gains tax treatment of income
from suétained-yield, long-term forest management operations
which was enacted in 1944.

We entered the timber business ip the early 1950's,

acquiring non-productive, cut-over timberland and converting
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it to pines at the rate of approximately one million seedlings
‘a year., The only harvest that has yet been realized from
this 20 year investment in planted forest stock is a recent
one required to help pay the increasing property taxes on

the land and the timber. Twenty years is a long time to

wait foz a return on any investment; and during this period
our property tax load has about tripled, and other expenses

of maintaining the investment have gone up dramatically.

I hope that you will consider our point of view in any
action you take affecting the taxation of timber income. The
capital gains rate in effect in the 1950's when we made our
initial investment was a decisive factor in our investment
planning. We felt that no matter what happened otherwise,
we would at least be assured of the-fuli capital gain benefit
on whatever future gain might .be realized.

But five years ago part of that was taken away from us,
The capital gains rate was increased, and we still had a long
time to go before our investment fully matured. On top of
that,>capita1 gains were included in the minimum tax, which
further narrowed the rate differential that had be;n a factor
~ in our decision. Anﬁ since 1969, hardly a month goes by but
what somebody isn't threatening to either wipe out capital
gains altoqgther, further reduce its benefits, or to modify
theé minimum tax in such a way that the benefit would be

rendered practically meaningless. If this happened, I don't
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know of a single timber grower in our area who wouldn't be
better off if he had put his money in a savings and loan
instead of into pine seedlings-~and the government would
have insured him against any loss.

What I'm driving at is this: for twenty-five years
after 1944 the tax laws affecting timber did exactly what
they were intended to do. They encouraged people to plant
timber and manage it on a permanent, susﬁainéd-yield basis3
Now everyone tells us we need timber more than ever, but how
many of my neighbors and other people around the country
are going to pui their savings into something that can be
wiped out in a single day by fire, or in a single year by
insects when the gowernment doesn't keep its part of the deal?

It's like repealing the deposig insurance law retro-
actively after the bank fails.

There needs to be an honest commitment to forest farmers,
to individual timber investors and to industrial forest
owners that the future income from investments they make
today will be treated for tax purposes in the same ratio to
other forms of income as at the time the investment was made.
That's the beauty of capital gains. As regular tax rates
change, the capital gains liability changes proportionately--
except when capital gains is singled out, as it was in 1969,
for special increases.

.
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I hope that, as a first step in a needed commitment to
the future of privaﬁe forest development, you will reject the
proposed minimum tax amendments or completely remove capital
gains from the special minimum tax assessment.

Thank you.
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The Cuamrman. Next we will call Mr. Gerard Brannon, professor
of economics at Georgetown University.

STATEMENT OF GERARD BRANNON, PROFESSOR OF ECONOMICS,
GEORGETOWN UNIVERSITY

Mvr. BranNonN. Thank you, Mr. Chairman.

In this oral testimony I would like to address the taxation of
energy resource companies and the DISC provision. My paper also
deals with the foreign tax credit and capital gains.

PercENTAGE DEPLETION REPEAL CaLLEd FoRr

I think percentage depletion should be repealed immediately.
Things have changed since 1972 when we were still protecting the
high-cost U.S. oil and coal industries by import quotas. In that situa-
tion when Americans were being require(f to pay $3 a barrel for
domestic oil, at a time when we could have imported oil for $2, per-
centage depletion kept the domestic price from going even higher. It
did not hold the price down very efficiently because close to half of
the percentage depletion benefit went into higher royalties, but it did
have some relation to that overall policy of keeping down the prices
on U.S. oil.

Now, the world price has tripled. The policies that were appro-
priate to protecting the high-cost domestic industry must be changed
to face the fact that the real cost to the United States of consumin
more oil is now the import price, which is about $10 or $11 a barrel.

Nevertheless, we are continuing price controls and tax incentives.
The substance of a tax incentive is that we use the Treasury in part to
pay oil producers instead of requing producers to get all of their
incentives in the marketplace. My use of the expression low prices for
oil may surprise you, but let me clarify it.

The present average price on U.S. crude is about $7 a barrel, which
is at least $3 below import prices. The percentage depletion allowance
alone is worth as much as $1.50 to the producer, so that companies
are doing as well as if they were earning $8.50 and paying regular
taxes.

If we make an allowance for their special advantage in intangible
drilling expenses, the benefits are even greater.

CoNsEQUENCES OF THE Proaray Usine Tax Incentives To
MaiNTaIN Lower Prices

Now, there -are three consequences of this program of using tax
incentives to maintain lower prices. In the first place, low oil prices
discourage the production of alternative fuel sources. When you take
into account the base of percentage depletion, it is outrageously dis-
criminatory between fuels. It is about 3 times better for o1l and

as than for nuclear fuel or for coal energy, and it is almost 13 times

etter for natural oil and gas than for the fuel produced by liquefying
or gasifying coal. Such a discriminatory subsidy can argly a
sensible energy {)plicy. It is simply favoritism for oil and gas.

Now, a second consequence of this program of tax incentives and
lower prices is to encourage consumption and to undercut conserva-
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tion. The fact of low gas consumption of European cars is not an
accident of geography. %t is a response to the fact that gasoline prices
in Europe have been historically about twice the level of U.S. prices;
this due to the heavy taxation of ¥asoline in Europe. ,

Now, the third consequence of Iow oil prices is that they seem to
help consumers. High prices in turn seem to transfer income from
consumers to oil companies, but this income transfer problem is one

" that Congress can correct very well by tax measures.

One of many ways would be to provide an “energy price” refund-
able tax credit of say $50 a person which would come to $200 for a
family of four. At the same time that higher prices are received by
oil companies they should in the first ({)lace pay the taxes imposed on
other businesses without percentage depletion. It makes no sense to
impose low taxes on income earned by using up our scarce valuable
resources, and full tax on processes that can produce good end products
like oil and coal by doing extensive manufacturing on cheaper
resources.

Now, notice from the standpoint of the oil producer, there is no
difference, when the market price of oil is $10, between a price control
law that says old oil must be sold at $5.25 and the combination of a
$10 market price plus a $4.75 windfall excise tax. I simply use those
numbers for illustration to make the point that price control is similar
from the producers’ point of view to higher taxation. As I have indi-
cated before, I woulé) not like to see that large an excise tax imposed.
I would like to see more of the tax raised by applying regular income
taxes, Notice how different is the combination of tax and some sort of
consumer relief from the consumer’s standpoint. '

When you hold the price of old oil down to $5.25, we give consumers
a benefit which increases the more they use oil or oil products. This
$5.25 price for old oil combined with uncontrolled prices for new oil
accounts for the average price of $7 cited above, The benefit from the
low price is far more for the Cadillac owner than for the person who
drives a Volkswagen. It is far greater for the Eerson who keeps his
home temperature at 80 degrees than someone who tries hard to listen
to this conservation talk frem the Government and keeps his house
temperature down to 65,

But you can Yrovide consumers with as much benefit as you want
through general tax relief or tax credits, or welfare increases or
social security tax reductions. These reliefs do not have the character-
istic that they increase the benefit the more the person uses oil. And
this is what the whole function of price system and a market economy
is supposed to carry out, to bring across to consumers that the marginal
cost for consuming more oil is in the neighborhood of $10 or $11 in
this country, which is the cost of real goods that we have to export
to buy more oi) abroad.

Finally, with regard to oil, I see no justification for a ploughback
grant. This amounts to an investment subsidy limited to companies
that have already enjoyed windfall oil profits. It is no more than a
recipe for increasing concentrated control of the energy husiness in
the hands of oil companies. S

Neither is there justification for retaining percentage deplétion for
small producers, producers of up to $8 million worth of -oil. These
producers have been enjoying very good profits under the current price
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structure which has increased their oil price on the average of more
than 100 percent over a period of a year.

If you want to go around and look for small companies to help,
these must be the least deserving of small companies in our country.
If would be far better to help small steel companies or small auto-
mobile companies or small machine shops.

TerMiNaTION OF DISC CaLrep For

Now, turning briefly to DISC in my remaining time, -there are
many reasons why DISC should be terminated. In the first place, all
of our evidence on the responsiveness of exports to price changes sug-
gests that this increase in exports in response to lower prices is very
small, and consequently a tax subsidy to exporters is an inefficient
wag to improve our balance of payments.

econd, exports as such, are inflationary, as we have learned from
the food situation where an increase in exports has been something
of a domestic problem.

Finally, I would like to call your attention to the connection between
DISC and the 15-percent devaluation of the dollar that occurred in
1971 through 1973, Look at what devaluation means. Let us say that
an American manufacturer before devaluation was selling widgets in
Europe at a competitive widget price of say 200 francs. In early 1971,
the proceeds of these sales coul(f have been converted to $10 in U.S.
money. After the 15-percent devaluation, the proceeds of the widget
sales converted to $11.50, another producer windfall.

Now, this is borne out by the recent Treasury report on DISC. The
one thing that surprised the Treasury compared to its original DISC
revenue estimates was that export sales were about twice as prof-
itable as regular U.S. domestic business, as you would have expected,
because devaluation made these foreign receipts more valuable.

Basically the DISC is rather in the S)attern of percentage depletion
of providing tax benefits for very well off firms, and for that reason
it is unnecessary. : ’

Thank you, Mr. Chairman.

O1L anp Gas Prices

The CHAIRMAN. Let me see if I have got something straight from
your statement.

Do I understand your statement to be that we would repeal the de-
¥letion allowance, and that this would necessarily mean a higher price

or the product in this country ¢

Mr. Brannon. Well, strictf;r speaking, it is the price control agency
that determines the price. I would expect that i1f you repealed the
percentage depletion allowance, they would raise the price. But I do
not see that there is a necessary connection.

The Cuairman. Well, I just think that these things ought to be laid
out so everybody could understand them, because if we do not, people
will think there must be some reason why we do not want to make
the whole thing clear. It would seem to me that if you assume that the
price is being controlled at the right level, then my offhand impression
would be that a repeal of the depletion allowance would require an
increase in the price of oil of about $1.35 a barrel.

Does that seem about right to you?
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Mr. BrannoNn. About $1.50, but okay. But you see, my point is, the
price is too low. It is a mistake for the Government to struggle with
things like depletion allowance to keep the price down. This discour-
ages competitive energy sources. It encourages more use of energy.

The Cuairman. Well, I heard an eminent economist make a state-
ment a while back that he had never agreed with the depletion allow-
- ance. He thought there just ought to be a higher price for oil.

Mr. BranNoN. Yes.. ‘

The Cuammman. And you agree with that.

Mr. BRaNNON. Yes.

The CrairmaN, Now, there is no doubt in my mind that an elimi-
nation of the depletion allowance would necessarily require the Fed-
eral Power Commission to permit those producers, who are already
regulated on a cost of production basis, to increase their price to get
back what they lose by taking away the depletion allowance. Because
in arriving at whatever you think their fair return would be, a tax
increase is necessarily a cost increase, and that would have to be passed
on to the consumer of the product. There are some who make the point
that perhaps we ought to say that when the price of oil goes to some-
thing around $9 a barrel, that there would be no depletion allowance,
and I have been led to believe that major companies feel that they
gouldl live with having no depletion allowance and the price at $9 a

arrel,

But if that is to be the case, it seems to me that we ought to honestly
and forthrightly tell the American consumer that that means an in-
crease in the price of fuel oil and it means an increase in the price of-
gas at the pump of about 3 cents a gallon. That is about where I would
put it. .

Does that seem about right to you ?

Mr. BrannoN. Yes, but also when you're talking about what to tell
the consumer, tell him that you can give him this money, that is the
sequence you are talking about is increased money coming into the
Treasury. Now, you can use that to increase the purchasing power of
consumers. I suggested this energy price credit as one way of making
the connection very explicit, or simply reduced incomes or social secu-
rity taxes, but give him the money in such a way that he knows that
using gasoline 18 more expensive, so that he knows the real marginal
cost of using gasoline.

The present system in effect gives him that money every time he uses
ﬁgsoline, and the more gasoline he uses, the more money you are giving

im.

The Crairman. Well, there are some who have communicated to my
assistants and others that they really feel that the tax on oil should
go up by eliminating the depletion allowance or anything else, and
that the price should go up for the simple reason that they feel that
there are a lot of people just wasting a great deal of energy that they
would not be wasting 1f it were priced at a higher point.

Mr. Brannon. That is right.

The CrarMAN. And I can understand that argument, but I honestly
think that if that is what we want to do, we ought to make it clear to
the consumer that this is what we want to do and that we are doing it
for that reason. I just do not think it is good to confuse or mislead

people.
Nl:)w, it can well be argued that if we had raised the price at the
pugip by an excess tax at the pump, that there would be no windfall
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to anyone, and that would have tended to retard the consumption of
the product which at a time of shortage might not be too bad an idea,
I am not sure that I am ready to vote that way, but I think that if we
do take that approach, we ought to explain it as you have, that this
is what we have in mind, and that we believe that on balance it is
justified.

I would like to study more carefully your suggestion about giving
some of this back to the consumer who is doing what you think he
ought to do. I personally very much approve of tax laws that seek to
encourage whoever it is, be it the consumer, the producer or whoever,
to do what you think is in the Nation’s interest at that particular point.

Mr. Brannon. Well, could I suggest a little differently on that part
of it? I am less enthusiastic than you just expressed yourself as being,
in the matter of encouraging people to do things. My emphasis here
was simply to give money back to consumers. How much they use gaso-
line should essentially be their business. If people want to use a lot of
gasoline and want to push the gasoline price up high, then we will have
a faster development of other fuel sources. We will have a faster
development of liquetied and 'gasified coal and I am willing to rely on
the market process in a lot of these things. We do not have to be tell-—
ing the consumer how to behave all the time, but we can rely on market
prices.

The Crairman. Well, we have a tax system, Professor Brannon,
which is not built on the theory of complete tax uniformity. It is
- built on the theorﬁr that the amount you are going to pay in taxes

depends upon both how you make your money and what you did
with it, and as much as I have seen some administrations such as the
Eisenhower administration come into power advocating that the taxa-
tion should depart entirely from that concept, I have never seen any
of them have the courage to stick with it when they were confronted
with the realities of a business recession or something of that sort that
set the stage for urging a change in the tax laws to try to stimulate
the economy. I just have not seen any administration that is willing
to live with it after they came in antf proposed it.

You know, George Humphrey was strong for that theory, and it
took about 6 months for him to turn around and head in the other
direction.

Mr. BrannoN. You see, there are two kinds of theories that I think
you have got involved there. One is this effort which is persistent in
our tax law to encourage people to do one thing rather than another
because the Government thinks that the world would be better off if,
say, businessmen had different attitudes toward growing timber or
mining coal. You could reduce that emphasis in the tax law a great
deal and still say that in a period of recession there should be more
purchasing power in the economy. We are not going to tell people how
to spend it, but we are going to make more money available so that
they will have more total to spend, and will rely on free market
indications to indicate where that money will go.

The Cuamrman. Well, thank you very much, Professor Brannon, I
r}"l]l s}t;gdy your statement further. It provides a lot of food for

ought,

We will now stand in recess until 2:30 this afternoon,

[The prepared statement of Mr. Brannon follows:]
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Statement on Tax Reform
by
Gerard M, Brannon
Professor of Economics, Georgetown University
Senate Finance Committee June 8, 1974,

I will address this testimony to some of the tax reform amend-
ments which might be considered in connection with HR 8217. Specif-
ically 1 will argue:

(1) the percentage depletion allowances should be repealed

immediately with no allowances for small producers;

(2) the provisions dealing with foreign income should be

made more severe without repealing the foreign tax credit;

(3) the export subsidy provision, DISC should be repealed; and

(4) this Committee should provide for study of the taxation of

unrealized appreciation on transfer by death or gift.

Percentage Depletion

The most pressing problem before the Congress i3 the taxation
of income related to energy. The present postuie of U.S. law in the
area of energy is basically absurd. On the one hand we tax oil
companies less than other corporations, through percentage depletion
and the deduction of intangible drilling expenses. Cn the other hand
we hold down the price of oil and natural gas. Tax bencfits arec an
incentive for production and the controlled price is a disincentive
for production., Simultanzously the controlled price is an incentive
for consumption. For all of our efforts to talk about conservation,
we are following the contrary policy of providing producer incentives
from the U.S. Treasury to finance lower energy prices which have the
effect of holding up consumption.

There has been inadequate attention to two basic elements of
energy policy:

- the character of the changed world situation in oil, and

~ the simple economics of markets.

Prior to 1973 our national situation was by consensus that high
oil imports would weaken national sscurity. This led to a program of
protection for the high cost U.S. oil industry. We propped up U.S.
oil prices by import quotas, by a program of output limitations on
productive wells and by tax incentives to oil producers. .

As o0il companies frequently repeat, prior to 1973 the profit
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after tax in the U.S. 0il industry was not out of line with U.S.
manufacturing profit rates. This tells us that the tax incentives
were going into lower prices, that is, the part that was not going
into higher royalties.

Vhat has changed is that in the last year the world oil price
has tripled. Tha U.S. industry is no longer a high cost cripple
that needs protection from cheap imports. On the contrary the concern
has been with windfall profits.

At the present time the cost to the U.S. of an additional barrel
of oil is the import price which is in the neighborhood of $ 10 to 11,
At those prices there will be ample supplies. Instead of permitting
prices to rise we have price controls and the Treasury Department
tells you that these controlled prices should bz subsidized by letting
0il companies get a substantial part of their incentives from the U.S.
Treasury, in the form of lower taxes, instead of from the market place.

Let us look at the consequences of low oil prices:

(a) 1In the first place low oil prices discourage production
of alternative fuel sources. One of the worst features of percentage
depletion and expensing of intangibles is that they provide a highly
diseriminatory incentive between energy sources. The tax benefits
for oil and gas are equivalent to about 13 percent of the price of
oil and gas delivered to an electric company. The tax benefits for
uranium are about 5 percent of the delivered fueli price. For coal
they are about &4 percent, For oil or gas manufactured from coal they
will be about 1 percent., For solar energy they are zero.

A policy to discriminate between fuels in this way is not a
sensible energy policy, it is only a relief program for oil producers
and oil land owmers.

" (b) In the second place low oil prices encourage consumption.
There 18 no solid evidence that papers out of {lashington are going to
change consumption hgbits. There 1s a great deal of evidence that
prices do change consumption habits, That is what free markets are
all about. The difference in gasoline consumption of U.S, and European
cars is not just a matter of differences in tastes betwzen the U.S and
Europe; it is a matter of gasoline prices, which due to taxes have
been twice as high in Europe as in the U.S., With high prices people
consume less. )

(¢) Finally, I come to the low price effect which is politically
important. Low prices for oil seem to provide a benefit to consumers,
and high prices seem to provide a transfer of real income to energy
producers. This problem, however, can be easily solved by the Congress.
The solution is to tax the producers and provide tax reliefs to
consumers. :
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One way to provide the relief would be to provide in the tax
law an energy-price refundable credit of, say, $ 50 per person, or
$ 200 for a family of four.. The credit should be paid in cash to
non-taxable families. The feature of this credit is that the money
would be paid irrespective of outlays on energy. Each family would
be faced with real market prices when it bought energy and it would
have the usual market incentives to cut consumption. There are other
ways to restore the lost purchasing power of consumers, such as a
combination of income tax cuts plus welfare increases. The relief
could be limited to low and lower middle income families,

The other part of the Income transfer matter is taxes on the
companies, The first priority should go to immediate repeal of
percentage depletion, and the elimination of the expensing of intan~
gible drilling expenses on successful wells., This simply puts the
tax system on natural resource income on all fours with the tax system
on other businesses.

The basic 1illogic of a low tax on natural resource income can be
seen by considering the whole matter of substitutes. If an ingenious
manufacturer can find a way to use a valueless raw material like dirt
.and manufacture it into a valuable resource, he gets little or no tax
benefit because his value added comes from manufacture. The producer
who gets the same end product by extracting a valuable natural resource
;nd geplesing our long run supply is rewarded. by lower taxes. This

8 absurd!

Baeyond repealing the special tax benefits for natural resources,
there should be some sort of windfall profite tax. Notice that so far
as the producer is concerned a price ceiling of $ 5.25 on old oil when
the market price of oil is § 10,00 is no different from repealing the
price ceiling and imposing a $ 4,75 windfall excise tax on '"old" oil.
The windfall tax has the advantage of exposing consumers to the real
price for more oil, and it provides revenue for an income transfer to
low income consumers,

It is important to see precisely how this tax-transfer, free-
price arrangement is different from price control on the consumer sidas.
When we try to help consumers by lowering the price, then the consumer
benefits only by consuming more energy and he benefits in proportion
to the energy use. The Cadillac driver benefits far more than the
driver of an ecovomy car. We can help consumers' purchasing power
by things like tax reduction without confusing them about the real
price of energy and without encouraging the purchase of heavy cars.

From the national standpoint oil should only be used when its
use 18 worth to the consumer more than $ 10 to 11 a barrel. More energy
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use means more imports and to import oil we have to give up exports
of resources worth $ 10 to 11.

If you impose a windfall tax on oil, I would argue strongly
against a plow-back credit for reinvestment. With freer prices the
energy industry will attract new investment. The plow-back approach
is like a selective subsidy to new investment, one that only goes to
firms that are already making windfall profits from selling old oil.
This 1s no more than an invitation to these firms to dominate the
expanding energy industry,

Finally on oil, I would argue strongly against retaining the
depletion ailowance for the first 3,000 barrels of oil per day per
producer. Even with the present average market price of slightly
over § 7, this size firm has oil production receipts of $ 7.7 million!
Futchermore, even the $ 7 price 18 exactly twice as high as the price
a year ago! If you want to help "small" business, it would be far
more sensible to lower taxes for small steel plants, or small equip-
ment manufacturers. This so-called small business relief would be a
welfare hand-out for some very big and very, very prosperous firms.

Foreign Tax Credit |
I do not favor repeal of the foreign tax credit, Very simply, I
do not believe that U.S. companies that operate across international
borders should pay higher income taxes because of U.S, action than i
companies that operate at home. I would like international borders
to become less important in the world rather than more important. {

At the same time I think the appropriate U,S. position should
be that U.S. based companies should not pay lower income taxes than
companies that stay at home. It is a reasonable position for the |
U.S. to permit, as most other countries do, capital to flow abroad
when the before tax rate of return is higher abroad. 1In terms of
market economics, a higher before tax rate of return is the measure of !
need for capital.

What 1s bad from both the standpoint of world economics and from
the standpoint of U.S. interest is to encourage capital to flow abroad
wvhen foreign investment is economically less efficient, i.e., expects
lower before-tax profit, than domestic capital. This result can come
about when the taxes on foreign business are lower than those on
domestic business.

: This relative treatment of foreign and domestic investments by

U.S. firms is the important comparison. In general, it is not important
to the U.S, if U.S. firms pay higher taxes in a foreign situation than
some foreign companies. If foreign countries don't want our capital,
then we have ample use for it.
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Since this notion is very persistent that the tax on U.S., firms
abroad should be no higher than the tax.on foreign firms in the same
market. areas, let me suggest.a way of looking at it. .Assume that
Germany. decides. to extend a 50 percent tax abatement, we can call it
percentage depletion, to firms making computers. This should produce
over-investment in the computer business, which is why we have not
adopted. a silly rule like this in the U,S., The question is should we
adapt U.S. law to encourage U.S. firms to engage in this over-investment
in the computer. business? The answer 1s clearly, "No!" 1If Germany

. wants ‘to waste part of its capital this way, the U.S. should not be
imitators.

The implications of a rigid insistence that a U,S. firm should
pay as high taxes .on foreign business as on .U.S, business are fairly
straightforward., They are:

(a) we should terminate deferral for all foreign business;

(b) we should treat the first 5 points of. foreign taxes as
deductible, not creditable, on the. grounds that this is a typical
state income tax paid in the U.3.;

. (¢) .foreign losses: should be carried forward against foreign
. income.in computing therlimitation on. the foreign tax;

(d) assuming the foredgn loss. rule is adopted, the optional
overall limitation in the foreign tax credit should be repealed; and’

(e) the VWestern Hemisphere Trade Corporation provisions should
be repealed.

DISc

There is no justification for. continuing the preferential treat-
ment of export operations involved in DISC. We have internationally a
more or less effective system of variable exchange rates and these
can provide.balance of payments adjustments.

With the cost of DISC approaching a billion dollars, the evidence
is that exports are not sufficiently price-elastic to make export
subsi<fes an efficient measure.

More fundamentally, exports ara in themselves inflationary as
we have seen from the jump in fced exports. They use up national
resources which otherwise cculd be used to bring down domestic prices.
It is a sensible policy to rely on the market system, that is, to let
imports and exports flow when they can provide goods and services at
less than domestic prices, but there is no need to make exports arti-
ficially cheaper by subsidies.

It should be a matter of concern.to this Committee that export
business tends.to be highly concentrated in very large firms.

34-639 O - 74 - pt.2 - 9
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It throws a great deal of light on DISC to explore the
connection batween that tax relief and devaluation of the dollar.
The 15 percent devaluation in 1971-72, as you know, followed from
the suspension of gold payments that was announced in the same
message in which President Nixon urged DISC on the Congress.

Consider what devaluation means in terms of exports. Devalu-
ation of the dollar does not immediately change foreign markets.
Let's say Americdn exporters were selling widgets in France before
devaluation and were more or less in competition with European
widget makers at a price of 200 francs. Before devaluation a
widget sold in France for 200 francs would convert to about $ 10.
gfter gevaluacion the sale proceeds of 200 francs would convert to

11,50. .

Exporters were in Fat City. They got 15 percent more dollars
for doing what they were going to do anyway. All this and tax
reduction, too. This 18 just like giving percentage depletion to
companies with windfall oil profits.

It was to be expected that as a result of devaluation U.S. *
exports would rise and the larger supply would bring about a lower
price eventually, but look at what happened in 1972,

It turned out that DISC cost twice as much as Treasury esti-
mated. (I can comment on this because I helped make the estimate,)
We estimated the revenue cost by first predicting the level of exports "+
and the portion that would go through DISC's. Then we applied the
standard U.S. profit to sales ratio of 8 percent to calculate the
profit that would qualify for deferral. The export sales and the
portion of DISC's was about right.

The major forecast error, as revealed by Treasury's first
annual report on DISC, was that the profit rate on DISC sales was
not 8 percent, but 15 percent, virtually twice the average U.S..
profit rate. DI3C is tax relief for a super profitable sector of
business. 1In competition some of this extra profitability goes into
price reduction, for world wide customers of U.S. exports. 1t escapes
me why we are anxious to subsidize this group.
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Capital Gains

1 would like to bring it to the attention of this Committee
that in all the current talk of tax reform amendments, there is little
.attention being given to the most important problem of all, unrealized
appreciation transferred by death or gift.

An estate tax is no substitute for a tax on capital gains at
death, For the taxpayer who has.accumulated wealth from dividends,
profits, salary or rents, there is an income tax as the money comes
in and an estate tax on what is accumulated after tax. The estate
téx is, 8o to speak, a delayed addition to lifetime income taxes.
When wealth is accumulated as unrealized appreciation of capital,
however, there is no lifetime income tax.

This is the root of the capital gain problem, A taxpayer with
appreciated assets has a simple alternative to paying a capital gains
tax on realized gains,.she can simply not sell, On the face of things,
not selling is a very rational procedure for an investor. Vhen she
sells, she will obtain a price that the market thinks the stock is
worth, Vhen she reinvests she can buy things at prices that the
market thinks they are worth. There is sure to be a loss in the turn-

“over to cover the capital gains tax. For the investor to win, he has
to outguess the market both times, If he has other sources of income,
a very rational investment strategy is to not sell at all, and this
strategy becomes even.more attractive as the tax on realized capital
gains rises. . All of this changes dramatically if we provide that the
tax on capital appreciation will be paid ultimately whether or not
there is a realizationm,

Taxing gains on transfer at-death or gift is both fair and
.efficient. It is, however, an involved matter that must be worked
out carefully, and attention must be given to how the revenues will
- be used (to reduce estate rates, to reduce high bracket individual
rates, or otherwise), and attention must be given to the important
transition measures.

The most valuable single thing that this Committee could do to
improve the- tax system is to undertake a serious study of the problem
of gains at death. One very simple dimension of this problem is that
. the usual statistics on income distribution greatly understate the

.degree of income concentration. . There must be enormous increases in
wealth among the very wealthy that are not reported because they are
not realized, This is, I think, one important explanation of why we
have little change in wealth concentration over time despite what
. purports to be a progressivg tax system,

I believe that basic work on this problem is more urgent‘thah
short run fooling arcund with tax on realized gains.
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[Whereupon, at 12:20 p.m., the committee recessed, to reconvene
at 2:30 p.m, the sume day.]

AFTERNOON SESSION

Senator HArRTKE [presiding]. Good afternoon. We will continue
these hearings.
I Mr. Gilbert G. Roessner, president of the National Savings & Loan
eague.

STATEMENT OF GILBERT G. ROESSNER, PRESIDENT, NATIONAL
SAVINGS & LOAN LEAGUE, ACCOMPANIED BY WILLIAM F. Mo-
KENNA, GENERAL COUNSEL AND VICE PRESIDENT, NATIONAL
SAVINGS & LOAN LEAGUE

Mr. Roessner., Thank you, Mr. Chairman. My name is Gilbert G
Roessner. I am president of the National Savings & Loan League and
president of City Federal Savings & Loan Association, Elizabeth, N.J.

With me is William F. McKkenna, general counsel of the National
Savings & Loan League.

Mr. Chairman, I appreciate the Of) rtunity to appear before the
committee on behalf of the nationa eague on the general question
of tax preference legislation, proposals which must be taken in the
context of the impact that increased taxation of savings and loan
associations will have on the availability of housing funds to our
citizens.

Savings AND LoaN INDUsSTRY AND MiNimMum Tax Prorosars

Based on Internal Revenue Service data, the minimum tax today
raises some $500 million per year in revenues, Of this total, corpora-
tions account for about 60 percent.

Several changes in the minimum tax have been suggested in the
Congress and by the administration as a result of large numbers of
taxpayers with high incomes being able to shelter this income from
the Federal income tax.

The changes most commonly suggested by reform proponents fall
into three areas: one, reduction or elimination of the $30,000 exemp-
tion; two, elimination of the deduction for regular taxes paid: and
three, increasing the minimum tax rate in some fashion.

One proposal made in the Congress last year would have made
changes in all three of these areas, by reducing the $30,000 exemption
to $10,000, by eliminating the deduction and carryover provisions,
and by raising the minimum tax rate from the current 10 percent to
one-half the rate of the regular income tax.

Another proposal would have eliminated the $30,000 exemption
com lete(liy.

The administration, in its proposals for tax change, made last
April, recommended the present minimum tax be retained for cor-

rations and mutual organizations, but that major changes be made

or individual taxpayers. -

Mr. Chairman, the National Savings & Loan League would like
to address itself to the question of the tax preference items insofar as
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they affect the savings and loan industry, also our competition with
the commercial banking industry, and the impact of savings and loan
taxation on the housing and home finance markets.

To evaluate the effects of the existing minimum tax, as well as pro-
posed changes in it on competing financial intermediaries, we have
i)repared two tables, 1 and 2, which are attached to my statement.

would like to have these tables entered as a part of the record of
these hearings.

Senator I-ﬁ.sn'mn. They will be entered.

Mr. RoessNEr. In table 1, a comparison is presented of the impact of
the current minimum tax on commercial banks, savings and loan
associations, and mutual savings banks.

What this table shows is that savings and loan associations have
nearly twice as much preference income, so-called preference income
as do commercial banks, and more than six time that of mutual sav-
ings banks,

The reason for this is clear, Mr. Chairman. It is because the savings
and loan associations’ additions to loss reserves in excess of experience
is included as a preference item in the minimum tax base, while the
interest on State and local tax exempt bonds is not included.

And, of course, the commercial banks have become heavy investors
in tax-exemgt bonds largely because of the tax breaks these invest-
ments afford them. .

Basically, because of the allowance for deduction of regular taxes,
commercial banks are able to reduce the minimum tax base to 8.8 per
cent of their preference income, compared with a startling 49.4 per-
cent and 51.6 percent for savings and loan associations and mutual
savings banks, respectively.

As a consequence of this, savings and. loan .associations are paying
12.5 times-as much tax under the provisions of the minimum tax as
do commercial banks, although our preference income is slightly less
than twice that of commercial banks,

What this results in, Mr; Chairman, is that savings and loan asso-
ciations are paying effective rates on preference income of between
4.8 and 5 percent, compared with an effective rate of between 0.7 and
0.8 percent for commercial banks.

e minimum tax consequences to thrift institutions have thus been
a major factor in changing the longstanding pattern of effective tax
rates between savings and loan associations and commercial banks.

That pattern, until 1969, provided thrift institutions with a tax rate
-advantage over banks because our industry was heavily committed to
the housing market.

The 1969 Tax Reform Act changed.all that, and the minimum tax
was and is partially responsible for that change.

In the period since the 1969 act, commercial bank tax rates have been
- declining steadily, while the tax rate for savings and loan associations
has been climbing.

Today, in fact, savinﬁs and loan associations, even though we must
still place the vast bulk of our funds into low-yielding home loans,
sl;re kpaying a much higher effective tax rate than are commercial

anks.

Mr. Chairman, the minimum tax aided in eliminating this differen-
tial, this aid, if you will, to homebuyers.
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. Wein the savings and loan industry, who are charged with provid-
ing money to the Nation’s homebuyers, obviously feel this is dis-
criminatory against the homebuyer. And, taken a step further, any
additional increases in the taxation of savings and loan associations
merely will aggravate the problem of consumers trying to find mort-
gage money at reasonable rates of interest. :

able two provides an example of how this picture might be affected
under certain revisions in the minimum tax which have been suggested
in various congressional proposals.

The table examines the relative tax burdens of savings and loan
associations, commercial banks, and mutual savings banks, based on
%roposed changes in the minimum tax along the lines suggested by

ongressmen Reuss and Vanik, .

The overall effect on the three intermediaries of eliminating the
deduction for regular taxes, reduction of the exclusion allowance, and
increasing the rate to one-half of the corporate rate would be to estab-
lish equal effective rates of maximum tax for all three at 23.5 percent.

But it should be stressed that this would be true with regard to the
minimum tax only.

It would not apply to the total Federal tax, and it is the total pic-
ture which must {’)e {ooked at because of the special restrictions upon
investments by thrift institutions.

In this proposal, moreover, the rates are equal across a narrowly
defined preference income base, as defined in the provisions of the
existing minimum tax.

For savings and loan associations, the minimum tax under such a
change would increase to $103 million, as compared with the $21
million today. -

Mr. Chairman, that is $82 million dollars that will not be used for
home financing.

The increase is equal to 56 percent of current income taxes, and
represents s net tax increase of about 45 percent. Mutual savings
banks would be similarly affected, having their tax increased by
nearly 38 percent.

Now, by comparison, Mr. Chairman, commercial banks, which ad-
mittedly would find the minimum tax payments they make substan-
tially increased, would hardly feel the impact insofar as their total
tax bill is concerned.

In fact, the increase in their total tax bill would be somewhat less
than 4 percent.

That’s 4 percent to them, 45 percent to savings and loan associations.

The inequity of this, again in terms of the restrictive capacity
of thrift institutions, seems quite obvious.

In other words, Mr. Chairman, the impact of the minimum tax
on savings and loan associations has been twofold: first, to help to
increase our effective rate of Federal tax to a point far above that of
commercial banks, our chief competitors; second, to decrease the at-
tractiveness for savings and loan associations to hold qualified assets.
and by that T mean home mortgage loans, and to increase the attrac-
tiveness for our associations to move into other income producing
nonqualifying assets, '

Now, most of the major changes in the minimum tax which have
been proposed would accentuate this, and in our view the veal loser
here is the homebuyer who will find it increasingly difficult to secure
home mortgage funds at reasonable rates of interest. -
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As regards the more general issues of tax equity and tax neutrality
within the context of competing intermediaries, we believe several
important factors stand out. ,

With respect to tax equity, the minimum tax as enacted in the 1969
Reform Act has succeedetf’ in. increasing the effective tax rates of
savings and loan associations by two to three percentage points.

Between competing financial institutions, the effect has been to
increase the gap which currently exists between commercial banks
and savings and loan associations. :

Proposed changes in the minimum tax would only increase this
divergence in favor o