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IMPACT OF THE TAX SYSTEM ON PRODUCTIVI.
TY IN SMALL BUSINESS AND AGRICULTURE

MONDAY, MAY 21, 1984

U.S. SENATE,
COMMITTEE ON FINANCE, N

SUBCOMMITTEE ON OVERSIGHT
OF THE INTERNAL REVENUE SERVICE,

Washington, DC.
The subcommittee met pursuant to notice, at 9:41 a.m., in room

SD-251, Dirksen Senate Mffice Building, Hon. Charles Grassley pre-
siding.

Present: Senator Grassley.
[The press release announcing the hearing and the opening state-

ment of Senator Grassley follows:]
(Pros release-for immediate release May 10, 1984)

U.S. Senate Committee on Finance Subcommittee on Oversight of the Internal
revenue Service, SD-216 Dirkeen Senate Office Building

FINANCE SUBCOMMITI'EE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE SETS HEAR-
ING ON IMPACT OF THE .TAX SYSTEM ON PRODUCTIVITY IN SMALL BUSINESS AND AGRI-
CULTURE

Senator Charles E. Grassley (R., Iowa), Chairman of the Finance Subcommittee on
Oversight of the Internal Revenue Service, announced today that the Subcommittee
will hold a hearing to examine the impact of the Federal income tax system on pro-
ductivity in the economic areas of small business and agriculture.

The hearing will be held on Monday, May 21, 1984 at 9:80 a.m. in Room SD-215 of
the Dirksen Senate Offico Building.

"Most discussion with respect to productivity has related to the overall macroeco-
nomic effects of the tax system on land labor and capital with particular emphasis
on capital formation. These hearings will attempt to examine individual influences
such as inventory valuation modernization, and, capacity utilization."

Senator Grassley noted that "witnesses should be prepared to address such pro-
ductivity issues as how our tax system and its administration by the Internal Reve-
nue Service affects small business and the agriculture industry with regard to their
productivity goals."

OPENING REMARKS OF SENATOR GRASSLY

The Subcommittee on Oversight of the Internal Revenue Service today continues
its series of hearings on the impact of the Internal Revenue Code on productivity in
America. These hearings are o vital importance to the economy and to American
farmers and workers. We are especially pleased that such distinguished witnesses
have agreed to appear and testify.

Most discussion and analysis with respect to productivity have focused on the
overall macroeconomic effects of the tax system on land, labor, and capital, with
particular emphasis on capital formation. These are important considerations. But
so are the macroeconomic effects of the tax system. These hearings will attempt to
examine individual, microeconomic influences such as inventory valuations, mod-
ernization, and capacity utilization.

(1)
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In planning these hearings, Subcommittee staff has asked witnesses to be pre-
pared to address such productivity issues as how the tax system and its administra-
tion by the Internal Revenue Service affect the productivity goals of small business
and agriculture. What are the stimulants, the barriers, the outright prohibitions
that affect productivity? Which tax provisions affect profitability, or are incentives
or disincentives to entering agriculture or small business?

The ultimate purpose of these hearings is to provide the Congress with informa-
tion, analyses, and suggestions that will lead to fundamental tax reform. Let me
stress the word "fundamental." I know of few issues more critically important to
the long-term well.being of our citizens than the issue of fundamental tax reform.
Not only farmers and small businesspeople have a stake in this matter. All taxpay-
ers have a stake in it. The present system is overburdened with complexity, unfair.
ness, and inefficiency. Let us get at the root causes of these qualities. It is these
considerations that are the central concern of the Subcommittee hearings.

We begin the hearing today with witnesses who will address the issue of produc-
tivity in the agricultural industry. American agriculture is currently experiencing
economic problems. Natural and economic forces have combined to cause hardship
in many areas of our country and in many sectors of agriculture. These are prob-
lems that-the Nation as a whole cannot afford to disregard.

It is against this backdrop that we will examine the pressures that the Internal
Revenue Code exerts on individual farmers. I want the witnesses to describe for the
Subcommittee what it is like to be an American farmer, to face the complex array
of tax laws that emanate from Washington. How do these tax provisions affect the
day-to-day business decisions of the farmer? How do they affect the farmer's capac-
ity to produce crops and livestock? How do they affect the farmer's ability to pass
the business along to the next generation?

This morning, we will also address issues relating to small business. It is no secret
that entrepreneurship is the lifeblood of the American economy. Even in this sup.
posed era of the multinational conglamerate, small business in this country pro-
duces more new jobs and usually grows at a faster annual rate than big business.
Small business accounts for nearly half of the non-government, non-farm employ-
ment, produces some 42 percent of sales, and accounts for about 88 percent of Gross
National Product. Beyond that, small business sparks innovation in American in.
dustry, and undoubtedly is a major factor in keeping the United States competitive
on the international scene.

I would like to ask the witness to be as specific as possible in analyzing tax provi-
sions that affect the entrepreneur who is considering starting up a small business,
the owner-manager who is already established but wants to hire more people and
expand, the successful businessperson who may face an economic downturn tempo-
rarily, and other kinds of people in small business. Let's try to see the world as they
view it, and to analyze the Internal Revenue Code as it affects them in very real
human and economic terms.

Senator GRASSLEY. I would like to call this meeting and this
hearing of the Subcommittee on Oversight of the Internal Revenue
Service to order and thank everybody for participating-those who
are in the audience as well as people who are on the various panels
and speakers for helping us to look at this very important subject
of productivity In America and the Impact of the Tax Code upon
productivity.

This is the second in a series of hearings that we have had on
this subject. The first hearing occurred about 1 month ago.

We are in the pursuit of the impact today of the Tax Code and
productivity on the economy, and particularly as it relates to small
business, the American farmers, and the workers. We are especial-
ly pleased that such distinguished witnesses that we have invited
have agreed to appear and to testify. Most discussion and analysis
with respect to productivity has focused on the overall macroeco-
nomic effects of the tax system on land, labor, and capital, with
particular emphasis on capital formation. These of course are im-
portant considerations, but so are the microeconomic effects of the
tax system.
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These hearings will attempt to examine individual microeco-
nomic influences such as inventory valuations, modernization, and
capacity utilization.

In planning these hearings, the subcommittee staff has asked
witnesses to be prepared to address such productivity issues as how
the tax system and its administration by the Internal Revenue
Service affect the productivity goals of small business and agricul-
ture. What are the stimulants? The barriers? The outright prohibi-
tions against effective productivity?

Which tax provisions affect profitability, or are incentives or dis-
incentives to entering agriculture or small business present?

The ultimate purpose of these hearings is to provide the Con-
gress with information, analyses, and suggestions that will lead to
fundamental tax reform.

Let me stress the word "fundamental." I know of few issues
more critically important to the long-term well-being of our citizens
than the issue of fundamental tax reform. Not only farmers and
small business people have a stake in this matter; all taxpayers
also have a stake.

The present system is overburdened with complexity, unfairness
and inefficiency. Let us get at the root cause of these qualities. It is
these considerations that are the central concern of the subcommit-
tee hearings today. .

We will end the hearing today with witnesses who will address
the issue of productivity in the agricultural industry. American ag.
riculture is currently experiencing economic problems. Natural and
economic forces have combined to cause hardship in many areas of
the country and in many sectors of agriculture. These are problems
that the Nation as a whole cannot afford to disregard.

It is against this backdrop that we will examine the pressures
that the Internal Revenue Code exerts on individual farmers. I
want the witnesses to describe for the subcommittee what it is like
for an American farmer to face the complex arrays of tax laws that
emanate from Washington. How do these tax provisions affect the
day to day business decisions of the farmer? How do they affect the
farmer's capacity to produce crops and livestock? How do they
affect the farmer's ability to pass the business along to the next
generation?

This morning we begin the hearing by addressing issues relating
to small business. It is no secret that entrepreneurship is the life
blood of the American economy. Even in this supposed era of multi-
national conglomerates, small business in this country produces
more new jobs and usually grows at a faster annual rate than big
business.

Small businesses account for nearly half of the nongovernment
nonfarm employment, produces some 42 percent of the sales, and
accounts for about 38 percent of the gross national product.

Beyond that, small business sparks innovation in American in-
dustry and undoubtedly is a major factor In keeping the United
States competitive on the international scene.

I would like to ask the witnesses to be as specific as possible in
analyzing tax provisions that affect the entrepreneur who is consid-
ering starting a small business, the owner-manager who is already
established but wants to hire more people and expand, and the suc-
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cessful business person who may face an economic downturn tem-
porarily, and other kinds of people who are going to make their
livelihood through small business.

If we can, let's try this morning to s6e the world as these people
in small business and agriculture view it, and to analyze the Inter-
nal Revenue Code as it affects them in very real, human, and eco-
nomic terms.

Our first witness today, already at the witness table, is the Hon-
orable D. Bruce Merrifield, Assistant Secretary for Productivity,
Technology and Innovation of the U.S. Department of Commerce,
Washington, DC.

I want to publicly thank Dr. Merrifield for what I told him pri-
vately. I know that he had to go to a lot of extra trouble to be here
this morning, especially after we changed the meeting date of this
hearing, and I want to thank him for his cooperation in that area.

Thank you. Would you proceed, please?

STATEMENT OF HON. D. BRUCE MERRIFIELD, ASSISTANT SECRE-
TARY FOR PRODUCTIVITY, TECHNOLOGY AND INNOVATION,
U.S. DEPARTMENT OF COMMERCE, WASHINGTON, DC
Dr. MERRIFIELD. Thank you, Mr. Chairman. I am happy to be

able to be here. I would like to ask that my written testimony be
entered In the record, and then I would like to wQmment on it.

Senator GRASSLEY. All right.
At this point, let me also make an administrative announcement

that is quite typical: I would like to say to each of the witnesses
that, unless you would direct otherwise, your entire statement will
be printed in the record, and then we would encourage you to sum-
marize.

We would remind you that the record will be open for about 15
days for any additions, corrections, deletions to the printed record,
and also that either I as chairman of this committee or maybe even
members who can't be here may have questions in writing that we
will want to and will submit to you, and we ask that those be back
from each of the witnesses that might receive them within that 15
day period of time.

So, proceed.
Dr. MERRIFIELD. Thank you.
(Dr. Merrifield's prepared statement follows:]
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STATEMENT OF
D. BRUCE MERRIFIELD

ASSISTANT SECRETARY OF COMMERCE
FOR PRODUCTIVITY, TECHNOLOGY AND INNOVATION

BEFORE THE SUBCOMMITTEE ON OVERSIGHT
OF THE INTERNAL REVENUE SERVICE OF THE

SENATE FINANCE COMMITTEE

MAY 21, 1984

ENCOURAGING PRODUCTIVITY GROWTH

Mr. Chairman and members of the Committee, thank you for the

opportunity to discuss my views on the economic factors

influencing productivity and on the importance of our tax

laws to the growth of productivity. It is well established

that technological innovations are one of the principal

sources of long-term improvements in the productivity of ny

national economy. In fact, the industrial world is

increasingly technology driven. In my testimony today, I

will focus on how technological innovation can contribute to

productivity growth. In particular, I will emphasize the

importance of small businesses and start-up businesses in the

innovation process.

Productivity is a synonym for the ratio of output to the set

of inputs used in its production. Increasing productivity is

essential if U.S. businesses is to compete in world markets,

particularly as other nations become more aggressive
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competitors. Productivity gains can result from many factors

including (1) incremental improvements in existing operations

or (2) innovative discoveries that create a new, more

efficient way of doing the same thing. Though both

approaches need to be improved, I want to concentrate on the

role of innovation. In the area of innovation the

appropriate role of government is supportive while urging

reliance on the market economy. It involves primarily the

following actions:

o increasing basic research funding to increase the pool

of fundamental knowledge

o removing barriers to the translation of fundamental

knowledge into useful products, processes, and

services

o providing improved incentives for the innovation

process,

o providing data and assessments of worldwide

competitive conditions for strategic planning by

business, and

o providing information and education to catalyze

private sector initiatives.
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I am particularly concerned that adequate funds, be available

to American business to ensure that no bottlenecks develop

which might prevent U.S. firms from fully exploiting the

benefits of our substantial annual expenditures for basic

research. To explain my concerns, I would like to discuss

briefly the innovation process and thw financing requirements

of the process.

Technological Innovation as a Proces,

Technological innovation is a high-risk time-consuming

prooessi it is also a process which at different steps

requires different levels of resources.

INNOVATION

7-10 YEARS00I
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To illustrate, I find it useful to think of the process of

technological innovation Av a "pipeline". This aids our

understanding of the resource requirements needed at

different points in the process, and assists us in our

efforts to devise effective policies to improve each step of

that process. The pipeline concept highlights the fact that

technological innovation is a continuous process that

requires the complex interplay of many factors including

government policies. It allows us to identify weaknesses in

different stages in the process, and to isolate to some

extent the implications of, or need for, governmental action.

In general, innovation can be considered to occur in three

major stages. Stage I is the invention. This stage consists

of new concept generation and technical feasibility

assessments. The U.S. currently invests about $12 billion

annually in this fundamental pool of knowledge. In absolute

terms, this is many times more than any other nation invests.

We therefore start with an advantage over other countries.

But whether our head start becomes a competitive advantage

depends upon how we handle the later stages of the innovation

process. Stage II consists of translating the invention into

a prototype product or process. The major share of the cost,

the risk, and the time associated with innovation occurs

during the second stage. We believe U.S. performance is not

as good as it should be during the second stage of
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innovation. Stage III is the successful commercialization of

the new product Commercialization involves considerable

though reduced risk and often requires major capital

investments. Government's role diminishes sharply as basic

research moves into the commercialization stage.

The role of small business in all three stages of the

innovation process is noteworthy. The major contribution of

small businesses to technological innovation is seen by the

many new products which are brought to market by small

start-up companies. \The ease with which these companies can

be formed, grow, fail, dt be absorbed is one of the most

flexible and important elements of the American innovation

process.

On average, it takes seven to ten years to move a significant

new product or process from the idea stage through this

pipeline. Perhaps one of twenty projects that starts out in

the laboratory ever produces a positive cash flow.

Innovation, therefore, entails high levels of risk. Since

much of the basic R&D that is done in the United States is

funded by the Federal government, we must give particular

attention to the range of incentives, both private and

governmental, that are needed to translate the basic

discoveries into useful products or processes. For the

pipeline to work properly, we need to remove barriers to its
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successful operation and provide incentives that will

stimulate risktaking.

Funding for Technological Innovation

This Administration has taken a number of steps to enhance

productivity growth and to encourage industrial innovation.

Several have increased the availability of funding for

innovation. Notably, the Economic Recovery Tax Act of 1981

provides a 25 percent tax credit on incremental R&D

investment. By reducing inflation and interest rates the

President's economic program has also slowed the growth of

research costs. Nevertheless# some studies suggest that the

cost of capital in the United States still remains higher

than that in other countries. To the extent that this is the

case, U.S. investors in high risk long-term R&D stand at a

disadvantage relative to our foreign 6umpetitors.

A continuing part of the Administration's efforts to foster

innovation has been the identification of specific problems

in financing the innovation process. One such problem is the

inability of start-up businesses to take advantage of the R&D

tax credit. 'he Administration supports Congressional

efforts to remedy this situation. In this regard, the

Administration supports section 882 of the Deficit Reduction
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Tax Act, which would allow certain start-up corporations to

obtain the R&D tax credit.

Research and development limited partnerships (RDLPs) may

have the potential to partially fill this financing gap. The

RDLP is a type of business organization that can be used to

form syndicates to raise capital for research and

development. As such, the RDLP is an alternative to in-house

funding of R&D or to venture capital financing. The source

of the bulk of the capital raised by RDLP's is-the

investments of individual investors, or limited partners. The

limited partners are primarily seeking the eventual benefits

of successful research. The potential of the RDLP can be

seen by its rise, from perhaps $100 million in funded

research in 1980 to nearly one billion dollars funded in

1983.

The Commerce Department has recognized the potential of

RDLPs, and is encouraging their formation through the

activities of the Industrial Technology Partnership Program.

We have produced extensive documentation on RDLPs and how

they can be established, including one document which has

sold about 2000 copies through NTIS called Information

and Steps Necessary to Form RDLPs. RDLPs are unique in that

they are equally available to small or large, growing or

declining companies. Also, the entrepreneur can recapture
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equity ownership when the business is successful, if he

wishes. This is a major incentive for new business

development. In addition, the new Small Business Technology

Liaison program of the Office of Productivity, Technology and

Innovation is helping small high technology businesses to

gain access to new technology developments and an

understanding of funding options, including RDLPs.

In closing, I reemphasize the wide-spread benefits that any

investment in new technology provides. The application of

new technology is essential to increase productivity, to

increase real income, to create new jobs, and to help control

inflation. The bottom line, however, is that without

increased innovation, many U.S. businesses will no longer be

competitive in world markets and will continue to lose market

share. We consider the promotion of technological innovation

to be central to the national interest.

Thank you for the opportunity to participate in these

hearings. I will be pleased to answer any questions.



13

Dr. MERRrLmD I really would like to make two particular
points. One is that the world now really is technology driven, much
more than we realize, and increasingly competitive, and the United
States really cannot be competitive in this world without continual
leadership in innovation.

The second point-and I would like to elaborate a little bit more
on this later-is that R&D is such a powerful factor, it has greater
leverage than any other factor, in creating new jobs, particularly in
small business areas and in agriculture, in increasing productivity
which brings down inflation, in generating new tax revenues which
will bring down the budget deficit, in generating export sales to re-
store the trade balance, and of course in the reestablishing U.S. in-
dustrial leadership and maintaining that leadership and an in-
creased quality of life here in the United States.

Let me just expand a little bit on both of those points.
I think that We have to understand that the life cycle in most

product, and processes is telescoping very rapidly. In electronics it
is 3to 5.years now; in most other things it willbe 5 to 10 years,
and it will be continually decreasing. As a result, the most impor-
tant thing I think that the U.S. Government can do is to provide
incentives and remove barriers to innovation.

Innovation increases productivity, which is one of the few con-
structive ways to bring down inflation and hold down inflation. Of
course, it creates many new jobs.

We now have a bottom-up entrepreneurial revolution goin on in
this country. We are now creating new jobs at the rate of about 5
million a year. In the last 10 years we have created something like
20 million new jobs. Almost all of these have been in small busi-
ness areas. The Fortune 1000 actually has had a net decline in jobs
over that- period.

Innovation of course is one way that we can maintain our com-
petitiveness, let alone leadership, in world markets when other na-
tions are targeting our industries and capturing markets with
cheap labor and cheap natural resources.

Above all, innovation leads to increased revenues and taxes that
are the most effective way to reduce the budget deficits.

I think the leverage factor here is so great that we must realize
how important it is then to create the incentives that allow it to
happen.

From the Pims Data Base, which is a data base that includes
confidential data on about 2,000 different companies in the United
States, every dollar of R&D generates, on average, more than a 30-
percent return on investment. Each R&D dollar eventually returns
something like $20 in new sales and results in $5 to $10 of new
taxes to the Government. I think this is an important thing.

Alternatively, failure to invest in R&D for any technology-de-
pendent company is basically a decision to go out of business in 5-
10 years, with of course a consequent loss of tax dollars and the
demise of jobs and facilities. Unfortunately, this has been a not in-
frequent syndrome in many of our smokestack industries.

It seems to me that the Government role in this area should be
as noninterventionist as possible in providing incentives, and I
think that tax incentives in particular are the least interventionist
of all incentives. The R&D limited partnership-that you may be

35-894 0-84--2
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aware we have been developing-is perhaps one of the most effec-
tive ways to do this because it is equally available to declining in-
dustries as well as growth companies.

There are other mechanisms for funding and providing incen-
tives, but I really just want to emphasize again not only that it is
important to remove barriers such as antitrust and other regulato-
ry barriers-and we have been putting an awful lot of effort into
that-but also it is equally important to provide incentives for the
process of innovation. Incentives provide tremendous leverage and,
of all factors, can help us more than anything else in recapturing
and maintaining world leadership in every area of industrial con-
cern.

Thank you, and I would be happy to answer any questions.
Senator GRASSLEY. The first question I would like to ask is: What

types of financial mechanisms in the Tax Code do you think should
be used to finance R&D?

Dr. MERRIFIELD. Well, there have been a number of different sug-
gestions from all sorts of private-sector sources; one of course is in-
creased tax credits. The 25-percent R&D incremental tax credit has
been available, but it is only allowed for companies that have been
in business for 3 years. It is not currently allowed for startup com-
panies or for new ventures or for R&D limited partnerships.

One of the suggestions that has been made is to make that per-
manent, of coutse-it expires in 1985 or 1986-and also perhaps to
allow it for new ventures that would permit new developments in
the innovation pipeline to come along more effectively.

Other suggestions have been for direct funding and guaranteed
government loans, but unfortunately they carry a lot of bureau-
cratic redtape and political interference with them. I think they
are much less attractive.

Of course the other area that has been suggested is reduced cap-
ital gains. I think the California model is an interesting one that
has been developed. Basically, they reduce capital gains to zero for
small companies-less than 500 employees-if those are held for 3
years or more.

Another thought that has been suggested is that taxes on capital
gains be indefinitely deferred as long as they are plowed back into
more R&D.

Those are interesting concepts. I think that they merit additional
study and consideration, and we would certainly be happy to work
with you and the Treasury in identifying the pros and cons of these
options.

Senator GRASSLEY. Have you had a chance to consider the impact
of depreciation schedules on the productivity of small business par-
ticularly, as to whether or not they ought to be changed, and par-
ticularly in relationship to the existing schedules that were set up
in the 1981 Tax Code?

Dr. MERRIFIELD. That's a good question. Yes, investment tax cred-
its and rapid depreciation allowances I think have been more effec-
tive than has been generally apparent. The TEFRA modifications
in 1982 have mitigated those advantages, particularly in some com-
panies-high technology companies-where technology is moving
rapidly, and obsolescence of facilities has been progressively accel-
erated.
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Rapid obsolescence is really the wave of the future, and we have
to understand this. I think our tax codes have had in mind the
model of the smokestack industries, where we have had anywhere
from a 20- to 50-year life for products and processes in the past,
and those are no longer relevant. When you telescope the life cycle
of a product' or a prccess to 3 to 5 years, or a maximum of 10 years,
it becomes important that tax codes reflect that reality in the real
world. The important thing to understand is, that we are in a
changing period now, which has never happened before in history.
This is a new period, and we must understand that we have to
adapt our Tax Code to the reality of a very rapidly changing situa-
tion.

Management, by definition, will be the management of continu-
ous change, and our tax codes, I believe, should reflect that.

Senator GRASSLEY. Let's suppose that we were to switch to a
value-added tax or a national sales tax or a gross income tax, or a
consumption tax, or something you might refer to as an alternate
tax system. And I mean switch as opposed to a supplement to it.

One of the things we have been looking into in this committee is
how would the transition from one to the other affect productivity
of small business, if at all?

Dr. MERRIFIELD. Well, that's a good question. I am not sure that I
am competent to answer it. There are some very interesting as-
pects that I have been following, but would take some rather ex-
tended study to evaluate.

There are certainly some very attractive positive advantages to
some of those ideas. I am not sure, though, how best it would be to
introduce such changes without some drastic consequences.

So although I think basically it is a very positive approach, and
it is something we need to do, but it will take some additional
study. I am not necessarily the most competent person to do that.

Senator GRAssLEY. All right.
I think your response might be geared toward the end product.

Do you see any particular problems in the transition, assuming
that you could move from 1 year to the other-which may be
doubtful? But even if you could do that, or maybe it would take a
2- or 3-year transition period of time, in that short or longer period
of time do you see any particular problems? Or were you address-
ingthat as well in your previous comment?

Dr. MERRIFIELD. I was. I think there might have to be some spe-
cial exceptions made in certain areas to allow that transition to
occur. I am thinking in terms of the incentives that are now in
place that are very constructive,

Again, from an innovation point of view, you have to understand
that innovation is not an instantaneous event; on average it takes
7 to 10 years for an idea to become commercial, and only 1 out of
20 things that start out in a laboratory ever produces a positive
cashflow.

So incentives that are addressed to that high-risk long-term proc-
ess, if altered in midstream very abruptly, could have very signifi-
cant effects.

So I think that we need to understand the process of innovation
and the need for continuous innovation in addressing these
changes.
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That's about as much as I could say about it, I think.
Senator GRASSLEY. But implicit in your statement is that you do

perceive problems, and that it is not a case of smooth transition
necessarily.

Dr. MERRIFIELD. That's correct. And yet the advantages of a
value added tax are tremendous, and the important thing, is to
identify the least destructive way to make those changes. I think
that we need to pool a lot of our thinking in order to do that most
effectively.

Senator GRASSLEY. Is tax policy central to the area of research,
development, and innovation? Or is it kind of a secondary manage-
ment decision? In other words, does the Tax Code drive research
and development? Is there a direct relationship, or is it a very sec-
ondary matter, and does the, economics of the end product of the
research and the, economics of that decision stand by itself?

Dr. MERRIFIELD. That's a good question. I think that the Tax
Code can be a powerful force in stimulating innovation.

We have to understand that the cost of capital services, accord-
ing to George Hatsopoulos is maybe 18 percent in this country; 7
percent in Japan. Certainly it is much higher here than it is in
other countries.

A high cost of capital service is a tremendous deterrent to any-
thing that is high risk and long term. Any investment in any high-
risk and long-term operation is going to be deterred by the high
cost of capital services. A reasonable return on investment is just
out of the question when the risk is great.

For example, if you have something even at a pilot plant or a
prototype stage with a one chance in two that it will ever produce
a positive cash flow, and the cost of capital service is something
like 18 percent, you are going to have to be looking for products
and processes that have an ultimate potential of a 50-percent
return on investment to justify that kind of investment.

So it is important that we neutralize that disadvantage that we
have worldwide now that, if we are going to take advantage of our
incredible pool of advanced technology in this country.

You see, we have an extraordinary advantage here. We have put
about $12 billion a year now into the fundamental pool of knowl-
edge in this country. That is many times more than any other
country does or can do. And yet we don't utilize that effectively be-
cause those are early-stage developments that may take 7 to 10
years to translate into useful things.

Well, that sort of investment is high risk and long term, and
when capital services costs are so high it's a severe deterrent to
making such investments.

That's why the Tax Code can be a very important factor in mobi-
lizing the tremendous assets which we alone have and we alone
can maintain.

Senator GRASSLEY. Have you thought, then, if there is an eco-
nomic inefficiency to basing a management decision on research
and development and innovation from a Tax Code perspective as
opposed to from pure profitability in isolation of any tax code?

In other words, we are making decisions based upon the Tax
Code as opposed to upon the economic efficiency of our investment.
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Dr. MERRIFIELD. That hasn't been too clear, but it in fact has
been a factor.

Again, the reason why so much short-term R&D has been done
in this country, particularly in the smokestack industries, that has
recruited in those industries becoming obsolete or obsolescent has
been the high cost and high risk of investment with no certainty of
success. As a result, we have seen a decline in many of our smoke-
stack industries, and we are no longer world competitive in those
areas, although the technology has been there and has been devel-
oped by other countries with subsidies.

So there is no question that differences in the costs for R&D
have had a deterring effect on maintaining our competence in
these areas. There is no reason why the United States could not be
and should not be and will not be the innovative leaders in almost
any area of commercial enterprise. But at the present time we
really have this deterrent, which is a very serious one.

Senator GRASSLEY. Well, have we tried to separate, in regard to
considering the productivity and competitiveness of America versus
some foreign competitor, the impact of the Tax Code in the respec-
tive countries as opposed to the Tax Code in the foreign country
along with the normal encouragement that businesses in foreign
countries get from government that our Government doesn't give
to businesses outside of the use of the Tax Code?

In other words, we limit our incentives, I guess, basically to the
Tax Code. We don't have a great deal of subsidy of our foreign
trade through the Government; we don't have a lot of our own in-
vestment in research, except maybe through the defense industry.
Most of it comes through the Tax Code. Have we considered the re-
lationship?

Dr. MERRIFIELD. Well, yes, indeed. And that's a good point. The
disadvantages we are working under are that, first of all, other na-
tions do target industries and do subsidize in various ways. That is
a disadvantage to us, because, for example, our antitrust laws in
the past have prevented our companies from collaborating on an
equivalent scale of effort. Not even an IBM can be competitive with
a whole nation that is targeting its business.

Also, in addition to that, the underdeveloped countries are now
taking market share with cheap natural resources and cheap labor,
and those are very significant advantages over our business areas.

However, I am not in favor of targeting. I think that the Japa-
nese have demonstrated that it is a very dangerous thing to target;
they are now in big trouble. They may have the best steel technolo-
gy in the world, but they are operating maybe at 60 percent of ca-
pacity, losing money on every ton they are making. They are oper-
ating at maybe 30 percent of capacity in aluminum, 50 percent in
commodit petrochemicals, and shipbuilding, and textiles, and
shoes, andso forth. They owe all of that money to the bank. Those
industries now have been overbuilt in capacity worldwide. No one
can break even in those industries until they are rationalized
down. The targeted industry strategy is a zero-sum destructive
game that destroys industries, and it is something we have to aban-
don.

Our forte is not to do that. In fact, if you want a good example of
why a bureaucracy should never target, the Japanese are the
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living, breathing model. And we don't need to rediscover that
wheel here in the United States.

Our advantage is in the tremendous advanced technology pool
that we have that we will continuously maintain, and in the oppor-
tunities to provide incentives for effective utilization, of that pool.

I think we can outrun anybody, any time, any place, if we just
get our act together. And that's the key thing, getting barriers out
of the way and providing incentives, but not in interventionist
ways, so that we can preserve the incredible creativity arid produc-
tivity of the private sector.

We have it in spades. We have an entrepreneurial culture that is
absolutely unique, and whenever the incentives are put in place a
tremendous explosion of new things, begins to happen. It is a mar-
velous thing to watch this.

I am in touch with this as I scan several thousand new compa-
nies that are forming each year. You can't believe the creativity
and the ingenuity that is involved there.

The R&D limited partnership has been particularly effective in
stimulating small businesses; in fact we had maybe $1 billion of
those formed in the last couple of years and maybe $2 or $3 billion
this year, just with the present state of that incentive.

Again, I would emphasize that we don't want to target, we can't
compete with cheap labor and cheap natural resources; but our
basic advantage is in our advanced technology.

Senator GRASSLEY. I can tell my last question was too long. The
main point of my question was this: I want to take the normal.sub-
sidy and the targeting that foreign countries do more of than we
do-and I guess I would argue that we don't do it at all-and set it
aside, and then just consider whether or not there has been any
research on the impact of the Tax Code in foreign countries, on the
competitiveness and the business decisions of the entrepreneurs
and business managers in foreign lands, compared to what that
Tax Code impacts upon a business decision in this country.

Dr. MERRIFIPLD. Well, I understand. And the point is that basi-
cally the tax incentives, or tax advantages, or what we call "forms
of subsidy" in other countries, have tipped the balance away from
us. And our systems have not adapted equally. Therefore, we are at
a disadvantage at the present time, to some degree. What I am sug-
gesting is that that could be dealt with.

Senator GRASSLEY. Then maybe the point I don't understand is, is
the Tax Code in the foreign countries, is that central to the target-
ing and central to the export subsidy? Because if it is, then it is an
integral part of the overall problem, and I was trying to separate it
out of the overall problem of targeting and direct subsidy as op-
posed to indirect subsidy that comes through the Tax Code.

Dr. MERRIFIELD. Well, it certainly is not an insignificant part,
but it is only a part. I

You see, for example, just to give you the model, the targeted in-
dustry strategy starts with targeting the industry, collecting the
players, throwing out the, little ones or merging them in with the
bigones, and concentrating the business in the home market.

The second step is to parcel out R&D among the remaining play-
ers to avoid redundant effort.
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The third step is to leverage those results 80 to 90 percent with
low cost-4 or 5 percent-capital.

The fourth step is to close off the home market to imports, to fur-
ther base load economies of scale there.

The fifth step is to two-tier price. And I won't go into that.
The sixth step is to manipulate the exchange rate,
And the seventh step is to have export subsidies.
So in a sense the tax incentives are there, but they are only one

of about seven different factors involved in targeting. The combina-
tion, though, makes it noncompetitive for us in given industries
where collaborative efforts have been deterred by antitrust and
other regulations, and where we have not had equivalent incen-
tives.

Senator GRASSLEY. Well, Dr. Merrifield, I appreciate your speak-
ing as an individual and also for the administration, as an Assist-
ant Secretary in the Department of Commerce.

I would hope that, as this is an ongoing discussion and we still
have other hearings scheduled on this very subject, you would keep
in touch with us so that we could have a further refinement of
your testimony, and particularly we might ask you to zero in on
some of the more specific points that we have, as we intend to in
the future, impact upon this committee's consideration of the Tax
Code and productivity toward the end of making more productive
our economic base through business, agriculture, and large corpora-
tions.

Thank you.
Dr. MERRIFiELD. Thank you. I would be happy to do that.
Senator GRASSLEY. Our next witness is a panel of three. The first

person to testify-and I would ask all of these people to come to
the table at the same time-is Bruce R. Bartlett, vice president,
Polyconomics, Inc., Norristown, NJ.

I first became acquainted with Bruce when he was executive di-
rector of the Joint Economic Committee.

Prof. William C. Dunkelberg will be here late. He is not here yet,
at least. So we will just have two people on this panel.

The second will be John Motley, deputy director of Federal legis-
lation, the National Federation of Independent Businesses. His or-
ganization, as everybody knows, has been very helpful to this sub-
committee on many different subjects that we have investigated,
but particularly we are interested in hearing the testimony of Mr.
Motley and his organization because so many of the new jobs that
have been created in this most recent economic expansion, about
80 percent of them-or at least two-thirds of them, I should say,
but maybe as high as 80 percent-have been created in businesses
that are the size that normally would be members of the National
Federation of Independent Businesses.

I would ask you to start, Dr. Bartlett, and then we will go to Mr.
Motley.

STATEMENT OF BRUCE R. BARTLETT, VICE PRESIDENT,
POLYCONOMICS, INC., MORRISTOWN, NJ

Mr. BARTLMr. Thank you very much, Mr. Chairman.
I will just summarize my statement.

T
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The point about small business that I think is critical and the
one that I emphasize in my statement is not the mere encourage-
ment of small business for thc sake of small business, but rather
the encouragement of entrepreneurship; that is, the ability of indi-
viduals to be able to start a firm and run it as they see fit.

In my view, and I think in the view of most economists, innova-
tion, entrepreneurship, risk taking, and things like this are gener-
ally stifled in large organizations. They require the freedom of
action that comes from being able to own and run one's own busi-
ness as one sees fit.

It seems to me that this aspect of small business, the encourage-
ment of entrepreneurship, is the critical thing that we ought to be
getting at.

The sorts of policies that I concentrate on in my statement are
generally different than the sort of tax policies which most people
talk about. I think that a lot of things that are enacted in the
name of helping small business don't really help them as much as
we might think they would.

I think part of the reason for this is the misunderstanding that,
although they are businesses, most small businesses are not corpo-
rations-they are sole proprietorships. And we need to think of
them in terms of the individual andthe sorts of tax policies that
impact on the individual, rather than the sorts of tax incentives
which have tended to be enacted which are largely beneficial to
corporations. They tend also to be helpful only to large established
firms.

Let me give you an example of what I am talking about. The in-
vestment tax credit is the most important aspect of the Tax Code
as far as helping business. It was enactd largely because it was
felt by President Kennedy when he proposed it that the people
wouldn't support a general reduction in the corporate income tax;
although almost every economist I know of thinks that the corpo-
rate income tax ought to be abolished and fully integrated with the
individual income tax.

In lieu of not being able to do anything about this, they enacted
this tax credit. Well, the tax credit requires you to have profits,
and therefore tax liability to use it against. A small firm that is
just starting up is probably not going to have any profits for some
years. So, to the extent they get any benefit out of the investment
tax credit, they have to carry these benefits forward for years and
years and years. In this sense, therefore, the investment tax credit
is not a neutral sort of tax. And I think it generally serves the pur-
pose of helping large firms and not helping small ones at all.

There are other things in the Tax Code that I think people don't
usually think about when they think about small business. I think
the estate and gift tax is an important tax that hurts small busi-
nesses, because one of the prime motivations of starting and run-
ning a small business is to be able to leave some legacy to one's
heirs, and therefore this tax impacts more on eopleps investment
decisions than I think people imagine it does. ft is really a tax on
labor and a tax on capital.

The capital gains tax is also significant. The reduction in this
rate was, I think, the primary instigator in getting the venture cap-
ital, small business, high-tech bandwagon going, and this started in
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1978. I really worry about where we would be today in terms of
international competition if we had not taken that action. And yet
at the time,, as I am sure you remember, the administration was
opposed to this change.

So in the end of my statement I list five measures which I think
would be helpful:

One would be the elimination of the investment tax credit and a
reduction in the corporate tax rate of an equivalent dollar amount,
so this would be revenue-neutral. I think this would help smaller
firms greatly and stop subsidizing large firms for investments that
they are probably going to make anyway.

I think we need to allow full deductibility of capital losses
against ordinary income. As you know, right now an individual can
only deduct up to $3,000 in any 1 year of capital losses, and he can
only carry these forward not backward. I think that full deductibil-
ity is desirable.

I think that, ideally, the capital gains tax should be abolished.
But in the interim I suggest that we at least reduce the holding
period to zero and index capital gains as well.

I think individuals ought to be allowed to have rollover accounts
like IRA's in order to be able to accumulate savings, so that they
can perhaps start a business if they want to.

And lastly, I suggest the abolition of the estate and gift tax.
I will be happy to elaborate on these points afterwards.
[Mr. Bartlett s prepared statement follows:]
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Mr. Chairman, it is a pleasure to appear

before you today to discuss ways in which tax policy

can be reformed to aid small business and raise

productivity.

In * view, a strong and vibrant small

business sector is essential to the long term growth

and well being of our economy. Large firms, as

important as they are to the economy, are not the

principal sources of innovation and invention. By

and large, it is still the individual entrepreneur

who is the sparkplug of the economy, the one who gives

it its dynamism and vitality.

Entrepreneurship is generally stifled in

large organizations. Above all, it requires freedom

of action to thrive. And the greatest possible freedom

comes from owning and running one's own business.

Hence, it is critical that the ability to start and

run a small business be preserved and strengthened,

so as to allow entrepreneurship to flower.

Resistance to change is a natural aspect of

human nature and the entrepreneurial function, is,

above all, one of bringing about change: creating new

products, finding new markets, discovering new tays

of doing things. Invariably, therefore, there are

barriers to the newand different. It is so much



24

easier to just keep doing things the same way.

Consequently, governments and financiers are reluctant

to approve or finance new projects, being inclined

more to supporting the tried and true.

Thus, even under the best of circumstances,

life for the entrepreneur is difficult. To nevertheless

act in the face of such obstacles and overcome the

resistance requires exceptional traits and attitudes

present in only a tiny fraction of the population.

With entrepreneurs being such a scarce commodity,

we can ill-afford to discourage them. Instead, they

must be nurtured and encouraged.

Unfortunately, government policy is largely

geared toward suppressing invention, innovation, and

entrepreneurship, rather than stimulating it. Too often,

burdens are placed on business which--though their impact

on large, well-established firms may be small--have a

devastating effect on small, recently established firms.

At the same time, government enacts incentives that tend

to enhance the profitability of the former while little,

if any, stimulus is given to the latter. The result

is a stifling of creativity, stagnation, reduced

competition, loss of market shares to foreign companies,

and declining productivity. It also gives rise to a
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false belief that capitalism itself is flawed,

leading to further pressure for government intervention.

Let me now turn to ways in which tax policy

is biased against small business and discourages

innovation. I would just mention that government

regulations, spending and monetary policy also

impact on small business as well.

The most important thing we need to understand

about how tax policy impacts on small business is

that it is the individual income tax, not the corporate

tax, with which we must be most concerned; When one

thinks about business taxes one tends to think mainly

about the corporate tax. But the reality is that the

vast majority of businesses in the United States are

either sole proprietorships or partnerships, not

corporations. In 1980, according to IRS data, there

were 12.7 million proprietorships in the U.S. and 1.4

million partnerships which filed tax returns. By

contrast, there were just 2.7 million corporations.

This means that the individual income tax law is of

vastly greater significance for most businesses than

the corporate income tax law.

The cignificance of this fact is that the

personal income tax is steeply progressive and the

highest individual income tax rate exceeds the highest
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corporate tax rate. Although the gap is not as

wide as it was, it is still significant. Also, there

are many features of the corporate tax which are far

more generous than those available to individuals,

snch as being allowed to carry back losses. The

result is that the individual income tax is more

punative to entrepreneurs when they do "strike it

rich."

Consequently, taxes make it excedingly

difficult for small businesses to internally generate

the capital needed to grow. It is no coincidence

that Henry Ford built the Ford Motor Company into

one of the major companies in America during a time

when the income tax was nonexistent or very low by

today's standards. He could therefore afford to plough

his profits back into the firm year after year without

sharing half with Uncle Sam.

When small firms cannot grow into large ones

one effect is to allow large firms to become complacent,

as the threat of competition from below is diminished.

Thus the economy suffers in ways which are very hard to

see because they involve new products which are never

manufactured, innovations which don't take place, and

prices which are higher than necessary. Let me quote

the great economist Ludwig von Mises on this point:
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"Every ingenius man is free to start new

business projects. He may be poor, his funds may be

modest and most of them may be borrowed. But if he

fills the wants of consumers in the best and cheapest

way, he will succeed by means of 'excessive' profits.

He ploughs back the greater part of his profits into

his business, thus making it grow rapidly. It is the

activity of such enterprising parvenus that provides

the market economy with its 'dynamism.' These nouveaux

riches are the harbingers of economic improvement.

Their threatening competition forces the old firms

and big corporations either to adjust their conduct

to the best possible service to the public or go out

of business.

"But today taxes often absorb the greater part

of the newcomer's 'excessive' profits. He cannot

accumulate capital; he cannot expand his own business;

he will never become big business and a match for the

vested interests. The old firms do not need to fear his

competition; they are sheltered by the tax collector.

They may with impunity indulge in routine,. they may defy

the wishes of the public and become conservative.... In

this sense progressive taxation checks economic progress

and makes for rigidity."
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Congress has not been oblivious to the

tax burden on business. Over the years many special

features of the tax code have been enacted specificially

to aid business. Unfortunately, because it has not

recognized the critical r~le of individual entrepreneur-

ship in our economic system, Congress has tended to

concentrate its tax benefits on large corporations,

rather than small businesses. This results from the

fact that most of the important tax incentives for

business in the tax code are designed to aid capital

formation. The investment tax credit and accelerated

depreciation are the two most important measures in

this respect. In addition, large firms can more easily

afford the high-priced lawyers necessary to figure out

other features of the tax code, such as DISC and the

foreign tax credit, which are too complex for small firms

to master. Thus, although such items as the investment

tax credit and the foreign tax credit are potentially

available to all businesses, in practice the major

portion of their benefits go to just one tenth of one

percent of all corporations.

Generally speaking, small businesses tend to

be labQr intensive while large ones tend to be capital

intensive. Thus measures designed to aid capital

formation are generally of considerably less value to
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small firms than to large ones. This is especially

true when you consider that a business just starting

up will probably not have any profits for several

years to use the investment tax credit or other tax

incentives against. Consequently, most small firms

get no value out of the investment tax credit whatsoever.

At the same time one can argue that the major

effect of the investment tax credit is not to stimulate

capital formation, but rather to lower the tax liability

of large firms. Although some investments are made

because of the credit which would not otherwise be made,

the investment tax credit cannot distinguish between

such investments and those which would have been made

anyway even without the credit. Thus, a great deal of

the benefits of the investment tax credit are simply

rewards to firms for doing what they would have done

even without the investment tax credit.

Another aspect of the failure of policymakers

to understand that small firms are mainly labor-intensive

sole proprietorships is that they have not understood

the important impact of such things as the social security

tax on small business. This tax is a direct tax on

labor. Because, as I mentioned, small businesses tend

to be labor intensive, this tax hits small firms much

harder than large ones.

35-894 0-84--3
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At this point let me just briefly mention

several other aspects of U.S. tax policy which I

feel discriminate against small companies:

The Capital Gains Tax. The impact of this

tax on small firms is well-known. Small firms just

starting up are not going to have profits or dividends

to pay out to investors for some time. But, if they

are successful or have good prospects, the value of

their assets may rise sharply. Thus, in terms of

inducing investments in small firms the capital gains,

tax is the most important one for venture capitalists.

The story of how the 1978 capital gains tax

cut stimulated venture capital investment and entrepreneurial

activity is already well known to this committee. But

the numbers are nevertheless worth repeating: In 1977

there were exactly 2 initial public offerings of stock

in the U.S. After the capital gains cut, however, they

skyrocketed, reaching 304 last year. In terms of

venture capital, 200 times more such capital was raised

last year than the average for theyears 1970 to 1977.

New business incorporations have soared from 280 thousand

in 1978 to over 600 thousand last year.

In my view, and the view of most experts, there

is no question that this outpouring of entrepreneurship

is a direct result of the capital gains cut.
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Estate and Gift Taxes. These taxes are

far more harmful than is generally known. The reason

is because it is a direct tax on capital. It is also

far more of a tax-on labor and entrepreneurial. activity

than most people imagine. Professor Richard Posner of

the University of Chicago Law School, and now a federal

judge, makes this point well when he said: "Since the

accumulation of a substantial estate is one of the

motivations that drive people to work hard, a death

tax is indirectly a tax on work."

It takes a long time to build up a small

business into a large, profitable one. Many entrepreneurs

know full well that most of the benefitsof their effort

may not appear until after they are dead. But they

continue to work hard nevertheless because they want

their family to be better off. However, if they thought

that the taxpayer would be the major beneficiary of their

effort--even if it is after their death--it could have

a major impact on an entrepreneur's willingfiess to work

and sacrifice during his working life. With entrepreneurs

being such a valuable resource, this is something which

should concern us.

Tax Treatment of Interest. Under U.S. tax

law, most interest paid is fully tax deductable, while
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most interest earned is fully taxable. The effect

of this, as one might imagine, is to encourage

borrowing and discourage saving. This is important

for small business for two reasons: Most small

businesses don't have the same access to borrowed

funds as large firms do. They must raise their capital

through equity or private saving. Unfortunately, the

tax on interest makes it very difficult to accumulate

savings. Theeffect of this on entrepreneurial activity

has been eloquently described by the British economist,

Lord Robbins:

"The fact that it has become so difficult.to

accumulate even a comparatively small fortune must have

the most profound effects on the organization of

business;...Must not the inevitable consequences of all

this be that it will become more and more difficult for

innovation to develop save within the ambit of established

corporate enterprise, and that more and more of what

accumulation takes place will take place within the large

concerns which--largely as a result of individual:enterprise

in the past--managed to get started before the ice age

descended?"

For these reasons I would agree with the

conclusion of a House Small Business Committee report

that "the practical effect of Federal tax policy has
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been the tendency to encourage the growth of large

firms at the expense of the small."

What can be done about this? Short of

complete overhaul of our tax system--replacement of

the individual income tax with a simplified flat-rate

system such as the Kemp-Kasten proposal and abolishment

of the corporate tax--I would suggest the following

measures:

1. Elimination of the investment tax

credit and a concomitant reduction in the corporate

tax rate. This should allow for a six to eight percentage

point drop in the corporate tax rate.

I believe that this proposal would eliminate

much of the bias in our tax system toward big business

and make the tax system far more neutral, and therefore

more efficient. Henceforth, major capital investments

would be made more on the basis of their fundamental

soundness than on their tax consequences. It would also

eliminate a major element of tax shelter arrangements.

2. Allow full deductability of capital losses

against ordinary income. I think this would enormously

stimulate entrepreneurial activity on the-part of

individuals and could have as positive an impact on

the economy as the capital gains cut did.
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3. Short of abolishing the capital gains

tax--which I favor--I would reduce the holding period

for capital gains treatment to zero. In my view, a

capital gain is a capital gain and entitled to the same

treatment whether the asset has been held for 1 year or

one minute.

I would also index capital gains so that

whatever tax is levied on capital gains taxes only

the real component of that gain and not the inflation

component. Since we have already indexed individual

income tax rates I can think of no reason why capital

gains should not be indexed as well.

4. To eliminate the tax bias against saving

I would propose the establishment of unlimited rollover

accounts. Money could be added or taken from this

account at any time without penalty. At the end of

the year net withdrawls would be fully taxable and

net contributions would be fully deductable.

5. Abolish the estate and gift tax. This

tax raises very little revenue compared to the damage

it does to the economy. President Reagan promised to

work for repeal during the 1980 campaign. I would urge

him to follow through on that promise.

There are, of course, any number of other tax

changes which could be proposed which would help small
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business, and there are any number of non-tax reforms

which are necessary as well. But I have tried to

concentrate on those changes which I think are most

essential from the point of view of encouraging

entrepreneurship, innovation and risk-taking, because

these are the qualities in small business which I think

are most important.

STATEMENT OF JOHN J. MOTLEY, DEPUTY DIRECTOR OF FEDER.
AL LEGISLATION, NATIONAL FEDERATION OF INDEPENDENT
BUSINESSES, WASHINGTON, DC
Mr. MoTLzy. Thank you, Mr. Chairman.
On behalf of NFIB's over 500,000 members I would like to thank

you for the opportunity to appear here today and testify on this im-
portant topic.

What I would like to treat in my statement would be the impact
on jobs by tax policy in this country.

Let me just, if I can, outline for you the important role that
small business does play in the job-creating markets of the country.

As you stated before, approximately half of all of the jobs in this
country are in thb small business sector. In the last several decades
there is a ream of new research indicating that most of the new
jobs which are being created in the United States every year are
coming from firms with under a hundred employees.

In this year's report by the President on the status of small busi-
ness it is indicated that between 1980 and 1982 all of the net new
jobs in this country came from firms with 20 or fewer employees,
and that for firms with over 100 employees there was a loss of 1.7
million jobs during those 2 years.

The year 1983 was also a very good year for small business. Ac-
cording to NFIB's quarterly economic report on small business, the
fourth quarter of 1988 was the best quarter we had for the creation
of new jobs amongst NFIB's members in this country during its 10-
year history.

I would like to digress for a second if I could and touch upon
what the Assistant Secretary mentioned before, and that is the re-
lationship between high tech or R&D and jobs in this country.

There is no denying the important role that high tech plays in
the economy of this country today, and also in the state of this
country in the international marketplace. But I do think that it is
very trendy and attractive to attribute everything going on in the
job creation area to high tech. I think there is a need for balance.

There is a need for balance in the thinking of the members of
this committee and the Members of Congress. Congress has reacted
since the mid to late seventies, and has done quite a few'things to

I
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encourage research and development, to encourage high tech indus-
tries, and they have done them generally in the name of small
business. And yet there are many, many things out there that need
to be done for small business that will help them get through and
continue to create jobs.

Jobs are being created in this country in the services; they are
being created in retail; they are not necessarily being created over-
whelmingly in high tech and research and development; they are
not being created in manufacturing.

So the problem I see is that every time Congress reacts to one of
these trendy and very attractive things which comes along, while
those particular firms may benefit, the firms on Main Street tend
to lose. And it is a continuing cycle.

I would like to funnel my statement to tour broad areas, other
than just jobs:

One would be the impact of payroll taxes on job creation.
Second would be tax simplification.
A third, capital formation;
And last, very quickly, the notion of tax reform.
We at NFIB believe that payroll taxes are a time bomb which is

ticking away in this economy. Most small firms, as you know, are
labor-intensive. And as I mentioned before, most of the jobs which
are being created in today's economy are coming from the service
sector, the retail sector, and so forth.

In 1981, NFIB did a study with Touche-Ross of a group of mem-
bers of ours in 17 different States across the country. We found out
that of all of the members studied, they all paid more than half of
their taxes in payroll taxes-their total tax bill. Most of them were
as high as 75 percent of their total tax bill; some of them were as
high as 90 percent. Now, that includes income taxes, property
taxes, excise taxes, sales taxes, and whatever.

Over the last 25 years the amount of money collected to 'finance
the functioning of the Federal Government through payroll taxes
has roughly doubled. Today, fully one-third of all of the Federal
Government's revenues comes from payroll taxes. We are tremen-
dously concerned about this because of the labor-intensiveness of
small business and because of the fact that there are payroll tax
increases planned for every year for the remainder of this century,
and probably beyond that as FICA and food continue to go up.

What really bothers us most is that payroll taxes are terribly re-
gressivi. They bear no relationship at all to the small business's
ability to pay; 2 years ago during the recession we had small busi-
nesses who were losing money going out and borrowing it to pay
their payroll taxes.

What really scares us about this whole thing, Senator, is that
most of the programs that we fund through payroll taxes today-
medicare, Social Security, unemployment compensation-are still
in deep trouble. And all we foresee in the future, unless something
is done, is continued rises in payroll taxes.

Let me make one comment on new businesses which was men-
tioned by the Assistant Secretary. I think taxes like payroll taxes
have their most cynical effect in new and small businesses. New
business comes into existence not making any money, it's operating
on a shoestring trying to get through, and they have to pay 100
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percent of payroll taxes, whether they are making money or not.
Plus, if you take a look at unemployment compensation taxes, over
half the States in this country experience-rate those small firms at
the very highest level, until they gain some experience. It seems
like the whole system is set up to prevent small businesses from
getting off the ground.

Another thing which bothers us terribly is the, attitude of con-
servatives-and I lump most small businessmen into this catego-
ry-that payroll taxes arp a necessary evil to retard the growth
and enforce discipline in these socially related programs.

Well, Senator, if they have retarded the growth of Social Securi-
ty and some of these other programs, or if they have enforced disci-,.
pline in those programs, then I 'think that we need to go out and
prove it some way. I think that whole attitude has been nothing
more than a dismal failure. "

I think we need, really, to take a look at the base upon which
these programs are funded. We cannot continue to do this through
payroll taxes, or else you will have a very serious problem of kill-
ing the goose that laid the golden egg and inhibiting small busi-
nesses from creating jobs in the future.

Very quickly, let me touch upon tax simplification. It is an im-
portant subject for small business.

Back' in the 'late 1970's, NFIB surveyed its membership and
found out that roughl$O% quarter of them did their own taxes. They
did not go out and hire accountants and others to do it for them.
Therefore, there are very few resources within the small business
community to go out and hire the best minds in the country to
figure out how they can avoid taxes. Because of that there is very
subtle discrimination in the Tax Code toward small businesses.

Congress took care of one subtle form of subtle discrimination in
1981 with ACRS. Small firms didn't use asset depreciation range;
so we simplified deprqciatidth accounting, and small firms are able
to use it now.

I would suggest to you that the-same task qeeds to be accom-
plished in inventory-accounting rules, which a,"jtist as archaic
and out-of-date as depreciation-was.

You also need to take a look R at paperwork. The Federal Paper-
work Commission which was in existence in the 1970's indicated
that 60 percent of the total paperwork burden for small business
comes from the IRS. And that hasn't changed one iota, even with
the passage of the 1980 Paperwork Reduction Act by the U.S. Con-
ress-an act which I iight mention has still not been reauthor-

ized and was supposed to be reauthorized by March 31 of this year.
Capital formation. The 6 x Codein this country is used for a

myriad of purposes. You heard the Assistant Secretary mention the
need to use the Tax Code to encourage research and development,
to encourage high tech. It is used to enhance our position in the
international marketplace. It is used to modernize industry. Well,
if it is used for all of these things, why can't we use. it to enhance
job creation, entrepreneurship, and a healthy American small busi-
ness community?

If tax policy is going to be used to encourage certain things, then
we at NFIB think that small business should be at the top of the
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list, because small business is extremely important to a healthy
America.

One suggestion, one that we have proposed in the past, and that
is of allowing a defferal on capital gains taxes on the proceeds of
any asset which is sold, so long as it is invested in a qualified small
business.

Again, the Assistant Secretary mentioned it before, that this
should be done for R&D. We wouldn't stop at R&D; we'd make it
possible for all small businesses across this country to share in
that.

In conclusion, Senator, let me say just a few words about tax
reform. It is in vogue right now, with an awful lot of comment
going on in this town about it, especially. We hear about flat taxes,
we hear about VAT's and national sales taxes and consumption
taxes. Let me suggest that whatever the Congress decides to do,
that they look very, very carefully at the impact of any tax reforms
on the ability of small business to survive. And I will give you one
example:

Probably the most talked-about tax reform item which is on the
table today is Senator Bradley's fair tax-it has been out there for
a long time.

Well, on the business side, the fair tax would set a 30-percent
flat-rhte tax on corporations. Today more than 50 percent of all
corporations are paying the bottom rate-15 percent. And those
corporations are generally in the service and retail areas; they
don't have a lot of deductions or credits to claim. They are paying a
very high effective tax rate already today, And the fair tax, if
passed, would guarantee them 100-percent increase in their taxes.

So I would suggest that y6o and the rest of the committee take a
very, very close look at all of the suggestions Which come forward
to make sure that they impact upon smaller firms carefully.

Thank you, Senator. I am sorry I took so much time.
[Mr. Motley's prepared statement follows:]
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My name is John Motley, Director of Federal Legislation for

the National Federation of Independent Business (NFIB). On

behalf of the more than 560,000 small business members of the

NFIB, I am pleased to have the opportunity to present the

membership's views on tax policy issues..

Tax policy and the implementation of tax policy can have a

severe impact on the ability of a small business to compete and

survive in the highly competitive business climate of today. In

long range terms, the most serious tax policy problem for small

business results from poor economic policy. Economic policies

which cause inflation and high interest rates result in

distorted effective tax rates and distorted financing patterns

particularly distressing to small business. While we will be
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addressing specific concerns of tax policy, it is not possible to -

ignore the effects which economic policy has on tax policy.

Small Business and Job Generation

A direct result of Economics and tax policies harmful to small

business will be a reduction in the ability of small business to

generate new jobs.. The loss of this Job generating engine to the

American economy would be devastating for data reveals that large

firms have exhibited a net loss in jobs in recent years and that

small firms with under 20 employees generated all of the net new

jobs in the economy between 1980 and 1982. Over the same period of

time firms with 100 employees lost 1.7 million net jobs. This stark

fact was recently reported in "The State of Small Business, A leport

to the President."

The reasons for this upsurge in stall business jobs is in part

due to the labor intensive nature of small firms and the tremendous

upsurge in the formation of new small enterprises which require new

employees. Even more encouraging was the fact that this dramatic

growth in jobs was found in both traditional and nontraditional

small business industries. It is out of a need and desire to

encourage further job growth that tax policies which impact on small

firms negatively, must be a concern of Congress.

Payroll Based Taxes

In the last ?5 years, the percentage of federal revenues raise
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through Federally Imoosed payroll base taxes has doubled and today

a full one-third of all revenues raised by the federal government is

in the form of payroll based taxes (see Chart 1).

-FEDERAL REVENUES
BY TAX SOURCE: 1958-1982
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A majority of small businesses pay more in payroll taxes than in

any other Lcrm of taxation.1 1 It shouldn't be surprising,

therefore, that small businessmen and women are very concerned about

the current level of payroll taxation as well as its future course

and rank it as one of their more serious problems. / However, the

small business interest in payroll taxes is considerably more subtle

than the straightforward payment of a tax which often cannot be

backward or forward shifted.

The primary problem for a small business is alteration in the

competitive abilities of various firms. Some firms competitively

benefit from payroll tax increases; some firms lose. As a group,

small business falls in the latter class. The small business

competitive disadvantage occurs for several reasons: (a) it has

minimal "staying" power and cannot accept unprofitability for an

extended period; (b) incentives toward leisure directly affect the

availability 9f qualified labor; (c) payroll taxes provide

incentives toward capital utilization, but capital costs for small

business are relatively more expensive; (d) the dedtuctibility of

wage taxes from income taxes is less useful in the 15% bracket than

in the %6 bracket; (e) the wage base provides a competitive

advantage to higher wage (usually larger) businesses; and (f) small

firms are more labor intensive that are large firms.

a. minimal staying power--

Small businesses have minimal staying3 power." Iost simply do

not have the financial resources to withstand prolonged periods of
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negative or very poor earnings. Thus, even if the full cost of the

employer's share of payroll taxes can be backshiftei or forward

shifted in the long run, small business often can't reach the long

run. The concern must be survival in the short run. But as has

been demonstrated, in the short run increased fixed costs can't

always be back or forward shifted. In those cases, the small

business must directly absorb any payroll tax increase. Absorbing

the increase makes the small firm less competitive and more

vulnerable financially than it would ordinarily be.

b. availability of qualified labor--

The unemployment rate has hovered around 10%; people line up for

blocks to apply for a few new jobs when a business or government

agency announces employment vacancies. Yet, small employers

constantly complain they cannot locate qualified employees; even at

the depths of the '74-'75 and the '81-132 recessions nearly one of

ten small businessmen and women reported at least one current job

opening.1/ Something just doesn't seem to make sense.

Small businesses, as a group, do not compensate (including

benefits) their employees as well as do larger firms. They simply

cannot afford to and still remain competitive. So, small

businessmen and women often pay the price ,through "in-kind"

contributions, more specifically job training. It has been

estimated new labor force entrants receive an average of $6,500

worth of training from their small business employers. qowever, the



44

value of job training is not part of immediate take-home pay.-/

knd as has been noted earlier, it is take-home pay that young and

generally less-skilled workers, precisely the labor pool upon which

small business must rely, are highly sensitive to in making labor

force participation decisions. Payroll taxes, to the extent they

serve to reduce wages, therefore, result in a greater impact on

those employers who employ labor sensitive to take-home pay and in a

lesser impact on those employers who employ labor insensitive to

take-home pay.

c. greater cost of capital--

One of our sustained economic myths is that small businesses pay

3-4 percentage points above prime for their debt capital. While

exaggerated, the point of the myth, namely that small business iays

relatively more for its capital than large business, is accurate.-

got only do direct borrowing costs tend to be somewhat higher for

smaller firms, but alternative financing mechanisms such as

commercial paper are the exclusive lomain of the largest firms.

Chart 5 illustrates one aspect of the capital cost.problem.

Assuming large businesses on average receive the prime rate, the

cost of borrowed capital provides small business a competitive

disadvantage. Rote the difference between average prime and average

small business cost on short-term loans is about 1%-3% over the

period. U;hile the volatility in the financial markets has resulted
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in a continually fluctuating quarterly spread, the cumulative effect

is about the same.

Ciart 5

SPREAD BETWEEN SMALL BUSINESS
INTEREST RATES AND THE PRIME
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d. deductibility from income tax--

Graduation in the Federal corporate income tax was permanently

codified in 1978 (prior to that time it had been "temporary") in

part to equalize the effective tax rates of larger and smaller

corporate taxpayers.-l While certainly very desirable from the

small business perspective, its perverse effect was to raise the

relative cost of payroll taxes to small firms. For example, if two

firms each had $100 in payroll tax expenses and one paid income tax

at the 15% rate while the other paid the 46% rate, the latter firm

would clearly find any increase in payroll taxes a competitive

advantage. ,Since an original purpose of establishing the rate

differential was'"to equalize effective rates, every payroll tax

increase erodes the graduation's intended effect.

e. wage base--

The wage base provides those businesses with relatively highly

paid employees a competitive advantage. The advantage arises

because the tax is paid on a lower percentage of total payroll.

However, the problem has increasingly become a function of the FUTA

rather than the FICA wage base. Over the past decade, the FICA wage

base has risen more rapidly than the wages on which it applies. The

result has been a substantial reduction (estimated at .629% of

payroll in 1971 to .170% of payroll in 1979) in the advantage of

larger firms.Y The same is not true of FUrA, however.
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The Federal FUTA base is $7,000. While most states utilize that

figure as well, nineteen have higher bases, with the largest in the

continental U.S. being Utah at $14,800. Table 2 provides the

distribution of employees by firm size and wage class. Observe that

the FUTA wage base is such that the percentage of payroll covered is

considerably higher for small firms than for larger ones. A minimum

of 3/4's of employees in large firms exceed the Federal FUTA base,

for example, in contrast to 2/3's of employees in small firms who

exceed it. Whenever there is a difference in wage structure (as

differentiated from income or compensation structure), one group of

firms will receive a competitive advantage from an across the board

tax rate increase.

Table 2

Distribution of Employees by Firm Size and Wage Class--1930

Annual Wages Small Business Large Business

under $10.000 29.9% 16.9%
$l0,000-$lO 000 46.5 49.1
over $20,006 20.0 36.6

SOURCE: SBA

f. labor intensive--
The final reason for competitive alteration caused by payroll

taxes lies i the labor intensive nature of smaller firms. Table 3

has been developed from data found in Social Security: A Tax on

LaboE produced by SBA's Office of Advocacy.!/ Observe that small

business is more labor intensive than larger firms when measured by

either payroll as a percent of sales or OASDI taxes as a percent of

sales. Both indicate the existence of about a 15% difference.
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The curious part of Table 3 is the industry by industry

comparison. Note that large firms are significantly more capital

intensive than are small firms in the mining, manufacturing, and

wholesale sectors. In retail and service, small firms are

marginally less labor intensive than large firms, and in the

construction industry they are considerably less so. It is not

surprising that in the former three industries, small business has

been and is losing market share rather rapidly; in the latter three

industries, small business remains a vibrant force.

Table 3
Labor Intensity by Firm Size and Industry-1977

Small Large All
IndustrX Firms Firms Firms

All 14.4* (1.90)+ 12.3 (1.70) 13.4 (1.3j)
dining 19.7 (2.6¢) 9.7 (1.30) 12.1 (1.54)
Manufacturing 23.5 (3.10) 15.3 (2.20) 17.3 (2.4)
Wholesale 6.3 (0.90) 3.0 0.44) 4.5 (.€)
Construction 23.4 (3.1€) 29.1 (3.9i) 24.5 (3.34)
detail 12.3 (1.60) 12.6 (1.74) 12.3 (1.50)
Service 32.6 (4.60) 35.0 (4.70) 34.1 (4.74)

* payroll as a percentage of sales
+ OASDI taxes per dollar of sales Source: SBA

The Payroll Tax and the Programs It Funds

"There is no case to be made for the present payroll
tax as part of the general tax system. From the point
of view of income-base proponents, it should be
incorporated into the personal income tax. From the
point of view of consumption-base proponento, it should
be replaced by a personal expenditure tax."I/

This quotation is a clear expression of a conclusion based on a

rather widely accepted analysis.-0/ Yet, the writer who authored

the quote immediately went on to suggest maintenance of the tax,
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albeit in a modified form, due to the "context" in which the program

(Social Security) exists.

Actually, there are two "contexts" for funding government

programs from payroll taxes. The first is the commonly held belief

that payroll taxes are used to finance "social insurance" programs.

The second is the political context in which groups with vested

interests use the payroll tax as a means to leverage their higher

priorities. Unfortunately, both contexts are perpetuations of myths

which, if ever true, have certainly outlived their utility.

The alleged social insurance programs financed by the payroll tax

have never been insurance programs in any meaningful sense of the

word. While the Social Security cash benefits program has always

contained a crude relationship between taxes paid and benefits

received, its essential nature is that of a massive inter- and intra-

generational transfer program. On the other hand, Medicare (also a

massive inter-generational transfer program) provides benefits which

bear little relationship to family income or wage experience. And

though Unemployment Insurance might be broadly termed insurance from

the perspective of the employee, the lack of adequate experience

rating scales often introduces large "socialization" elements which

undercut the insurance concept in that program.

The myths of social insurance and payroll taxes have been

reinforced by political expediency. The political right usually
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adopts the position that payroll taxes are a necessary evil in order

to retard the overall growth of social insurance spending and to

'aintain some semblance of fiscal discipline. Svidence of the

dubious logic in that position can be found In the '72, '77, and '83

Social Security amendments, a $200 billion Federal deficit, and

Federal extended unemployment benefits. The political left, on the

other hand, though often not reticent to employ general revenues in

Social Security, tends to believe that at least some payroll taxes

("contributions," as they are euphemistically called) assure

political acceptance of programs, payment of benefits as "promised,"

and payment of benefits without a means test being applied. Of

course, the threshholds of income taxation on Social Security and

unemployment benefits, the creation of SSI, and the '83 Social

Security aendments challenge the efficacy of that position.

Conclusion

It is difficult to find anyone who will or can justify a payroll

tax. Yet, the tax has prospered and all indications are it will

continue,, t9do so. Aside from future Increases already legislated,

the -a- tonal Advisory Council on Social Security is desperately

seeking the means to close a projected multi-billion dollar short

fa t in medicare, new estimates of life expectancy once again raise

questions on the vulnerability of Social Security's cash benefits

program, continued high unemployment drains state unemployment funds

and the generally precarious condition of state treasuries offers

difficult choices for the repayment of borrowed funds, and new
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programs such as nattqpel ,health insurance and health insurance

payments for unemployed workers are constantly suggested. The

traditional method of funding each has been the payroll tax.

Yet, the implications of these trends has to date successfully

avoided serious discussion. Center stage is instead occupied by

consumption taxes, VAT's, flat-rate income taxes, graduated

flat-rate income taxes, etc., all of which are placed in

juxtaposition to personal and corporate income taxej. It is as if

payroll taxes were givens and we were absolutely powerless to alter

them. But payroll taxes are not divinely inspired. Thoir course

can be altered either through reductions in the growth of programs

they finance or through substitution of other tax forms. It is time

we thought seriously of doin& so.

Simplicity vs. Equity

"Logic and taxation are not always the best of friends."

This quote comes from a tax case argued in 1923 in which the

Judge appeared to have a good grasp on what was evolving from a

simple flat rate tax begun in 1913. Recently Congressman Barber

Conable, the ranking minority member of the House Ways and 3eans

Committee stated a similar sentiment when discussing tax policy by

stating, "equity is the enemy of simplicity."
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Small business has always felt frustrated by the tax law because

of the inability of Congress to write laws and of Treasury to write

regulations which are both equitable and simple. The problems

appear to be a misperception of what small business is nnd what

their needs one. One example exists in pension policy in the

recently enacted Top-Heavy Plan Rules which were passed in TEFRA

(Tax Equity and Fiscal Responsiblity Act of 1982).

- During the deliberations over TEFRA, a major concern was raised

regarding professional corporations and the fact that the pension

plans they were adopting resulted in tax sheltering. Through

massive contributions the plans were designed so that only the

officers of the corporations benefitted. Small businesses of all

categories were lumped into this discriminatory category without tne

conferees giving any consideration to the fact that most small firms

exist for many years without a pension plan. generally, by the time

the business owner is financially capable-of supporting a pension

plan, he is into middle age, and the plan would be designed to make

up for those lost years. This result is not discriminatory to young

workers if taken in its correct context.

A positive effect of the pension rule changes in TEFRA are the

new higher limits for non-corporate KEOGH plans, which helps

maintain some equity between corporate and non-corporate pension

plans.
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The following is a listing of tax issues which specifically

affect small business.

Accounting Methods

Cash Method of Accounting

In many instances, the Internal Revenue Code subtly

discriminates against smaller firms because they do not have the

knowledge or the resources to hire the experts needed to take full

advantage of the benefits the Code offers. Small business owners

therefore end up paying a much higher effective tax rate than their

larger competitors. An example of discrimination is the IRS-imposed

accounting rules and procedures, particularly damaging to small

retail, wholesale, and some manufacturing firms that maintain

inventories.

The impact of inflation on income and inventories is that

businesses pay substantially more taxes than often realized. The

Joint Economic Committee has published data that show the effective

1977 corporate tax rates were 66%, not the maximum 48Z then

prescribed by law. Inflation raises the profits of companies

artificially by overstating the value of inventories and

understating the value of depreciable assets. These factors combine

to slow capital investment and a company's growth rate.

The method of accounting a business uses is reflected in its tax

bill. Small business owners do not have the funds to hire costly
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tax consultants to help them choose the best accounting method. In

fact, they generally employ the accounting method that provides them

with the worst cash flow. This in turn restricts their ability to

expand by investing in new facilities and equipment. Once again,

the small bsiness owner is placed at a disadvantage relative to

larger, more established firms.

Because of IRS regulations, the accounting method generally

employed by smaller firms is a modified accrual system which

accounts for the value of inventories. A solution for the problems

caused by accrual would be to allow small firms with inventories to

use cash basis accounting.

The cash basis method-of arcounrinq is the easiest method for

most non-accountants to understand because it conforms to the most

oasic recordkeeping system. All deposits are income, and all checKs

written are expenses. However, the Internal Revenue Code mandates

"that when the production, purchase or sale of merchandise Is an

income producing factor, the use of inventories and the accrual

method of accounting must be used." The accrual method records

income that has not been received, e.g. sale has occurred but no

payment for 30 days, and expenses when the liability has been

fixed. Recording inventories when using the accrual method

increases a small business's tax liability.
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Allowini.the use of the cash method of accounting would ease a

small firm's cash flow problems and simplify its recordkeeping

requirements. The cost to the Treasury would be approximately equal

to the difference in revenue that would occur if all firms currently

eligible would change to the LIFO inventory method. In theory, if

small firms had the same capability as large ones for utilizing the

most advantageous accounting systems, the revenue loss would be no

more than that already accepted under current law.

For small business, being able to use the cash method of

accounting instead of the accrual method also would be a valuable

simplification.

Capital Formation

In a previous hearing, we testified on capital formation needs

for small firms and proposed several tax policy initiatives which

would mitigate those capital formation problems. Many of these same

proposals result from tax policy situations which discriminate

against small firms and their ability to raise capital.

A prime example of this treatment is in the area of direct loans

-andg-uarantee losses as they might occur between related and

non-related parties. Surveys of small business owners reveal that a

primary source of Initial capital was funds borrowed from family

members.
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If the parent of a conglomerate corporation guarantees the loans

of a subsidiary, the parent is entitled to a deduction if the

guarantee is exercised and it needs to make good on the loan.

However, if the owners of a small corporation use personal assets to

pay off a business loan under similar circumstances, it is

considered a capital contribution to the corporation, which is not

an allowable deduction. A similar result occurs when a family

member guarantees a business loan, for instead of IRS treating it as

a business debt if the guarantee is exercised, it is treated as a

gift which imparts no tax benefits.

In general, Treasury regulations treat non-corporate financing

situations as non-business debt unless there are unrelated outside

investors. While many of these rules are designed to prevent the

unwarranted transfer of excessive tax benefits in situations where

tax shelters exist, in practice they force small firms into

unnecessary tax planning.

As is often the case, the tax law makes insufficient

distinctions between tax shelters and closely-held corporations. In

fact, a closely-held corporation which consists of 5 or fewer

shareholders has been used as an automatic trigger for application

of tax shelter abuse rules, such as the at-risk limitation rules.

The at-risk rules can limit depreciation and investment tax credit

benefits when the owner does not have sufficient personal investment

in the business.
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Fringe Benefits and Pensions

Fringe benefit rules have long been a point of discriminatory

treatment for small firms. The discrimination which occurs is based

on differential treatment between corporate entities and

non-corporate entities and between publicly-held and closely-held

firms. While both incorporated and corporate firms can deduct the

cost of health and accident plans, insurance, death benefits and

others, unincorporated firms can deduct these same costs but only to

the extent they relate to employees.

In addition, if a closely-held corporation or an "S" corporation

wishes to have fringe benefit plans, different limit rules can apply

depending on whether the person receiving the benefit is designated

a key employee.

Pension plans may also provide problems for small business

owners who must be concerned over top-heavy discrimination rules and

an incredibly complex network of qualifications and benefit rules

which prevent most small firms from ever even considering forming

pension plans.

Compliance Rules

Small business owners have been virtually singled out as the

culprits who are causing the tax compliance gap in America. The

invective by some becomes so strong as to make one almost believe

that if we could "get" small firms, we might balance the budget.
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As representatives of small business, we do not believe that if

you impose new stringent reporting and paperwork rules on small

-firmS, too much is gained, for the firms will be those already

complying. The underground cash business is not affected by new

reporting rules and paying accounting fees required to comply with

the new rules, but the taxpaying small business is.

It is important that Congress not view all firms as wealthy,

sophisticated, and having computerized information handling

capabilities. Too often the opposite is the case. A small firm's

information processing machine is often the brain of the owner, and

all the firm's assets are tied up in keeping the business going not

in luxuries. If this perspective can be applied when compliance

problems are discussed, then small firms can get fair and equitable

treatment.

Tax Reform and Simplification

Tax reform and tax simplification are being highly touted as

major legislative initiatives for the near future, as many in

Congress have come to believe that the tax code allows far too many

loopholes which are used to avoid paying taxes.

Tax reform can mean restructuring, redistributing income, or

increasing tax burdens, while simplification hopefully entails

reducing recordkeeping and compliance problems for the average

taxpayer. NFIB certainly feels that simplification of the tax code
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would be helpful. However, these concerns are overshadowed by the

tax burdens from income and payroll taxes to which small firms are

subject.

At this time, NFIB is not supportive of any flat tax scheme,

corporate integration, value added tax, consumption tax, or national

sales tax. For small business, several more fundamental concerns

exist in the area of capital formation, discriminatory tax rules on

closely-held and non-corporate firms, and payroll tax burdens.

Failure to address any of these issues will leave small firms in a

situation not much better than where the current situation.

0509R
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Senator GRASSLEY. I presume you are Professor Dunkelberg, is
that right?

Dr. DUNKELBERG. Yes, sir.
Senator GRASSLEY. All right. Let me introduce you, because I

didn't have that opportunity.
It is my understanding that you are an associate professor of eco-

nomics at the School of Management, Purdue University.
Dr. DUNKELBERG. That is correct.
Senator GRASSLEY. All right.
We will now turn to you, and then I will have questions of the

three of you, so you came at the appropriate time.
I announced prior to your coming that if you like, which I hope

you do, we would insert your testimony in the record in toto, and
then you can summarize.

Dr. DUNKELBERG. That will be fine. I have already given your
aides a copy of the testimony, and I assume that you will have one
fairly quickly.

Senator GRASSLEY. Thank you.

STATEMENT OF WILLIAM C. DUNKELBERG, ASSOCIATE PROFES-
SOR OF ECONOMICS, SCHOOL OF MANAGEMENT, PURDUE UNI-
VERSITY, WEST LAFAYETTE, IN.
Dr. DUNKELBERG. I suppose, being the last witness, that I don't

have to say a whole 1,L about the importance of small business,
either in terms of job creation or in terms of their impact on total
employment in the economy.

I should point out that for many years small business was not
really thought about when one talked about investment in the
economy-plant and equipment investment, and so on-and of
course the implications of that investment for productivity. I think
that the studies that we have done of small businesses for the last
10 years or so have indicated that that is not really true.

In any given 6-month period, roughly 55 percent of small busi-
nesses will make some kind of capital investment. The average is
around $15,000, but 10 percent of them will be $50,000 and up. And
when you add that up over the millions and millions of firms, you
will find that it really has a substantial effect or impact on those
numbers that are produced by the Department of Commerce called
nonresidential fixed investment in the U.S.

In my testimony I have supplied some analytical results which
show you that small businesses plans to invest actually lead and
indicate the direction that total investment takes in this economy.
So they play a very important role in the physical capital invest-
ment that takes place here in this economy.

Other studies have also shown, of course, that small business is
disproportionately responsible not only for job creation, but also for
innovation-new kinds of ideas that get implemented in the econo-
my both in the physical capital sense-that is, what's a better way
to make this machine work, or this process work?-but also from
the management and organizational point of view.

Small business is responsible for a disproportionate amount of
this kind of innovative and investment activity in the economy.

35-894 0-84--5
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In fact, if you bottom line it, I think what you would have to con-
clude is that small business is in fact the R&D of the U.S. economy.
It is in the marketplace that small businesses, the millions of en-
trepreneurs, get to try out all the new ideas-the new products, the
better ways to manage, the better ways to do things, the better
ways to organize. If they work, they make money, and the money
they make funds their growth and of course attracts people to copy
them, which is what competition is all about. And if they fail, those
entrepreneurs learn something. And the capital that they have
used-the building that they used to be in and the chairs and so
on, and whatever else-get used by someone else who is trying a
new idea.

There isn't a system that works better for generating progress in
terms of innovation, productivity gains, than that system. It is
better than the computers that the planners can use, and it's
better than any ideas that any economic czar could ever come up
with. It is a tremendous system, and it works very well.

Now, what makes that system work so well for us is basically in-
centive and the profit motive. There are a lot of reasons for start-
ing. When you talk to entrepreneurs, they will say: "Well, I started
because I really couldn't work for anymy else," or "11 lst my job,
and it was a good time to start;" but, bottom line, the main reason
for starting is to make money. And those incentives are very im-
portant.

The level of taxes, then, that we collect in this economy become
a central issue. But, as important or perhaps more important is
how we collect those taxes; that is, at what margins do we levy
these taxes that we impose? It is important to have incentives to
become more productive in this economy, and that's really our
major concern.

Productivity, broadly conceived, is really something more than
output-per-man-hour. It's getting the most output out of the re-
sources that you have available to you; that's what productivity is
all about. And underlying that job, getting that job done, is in fact
the incentive to make money. It is to do better than your competi-
tor, to cut costs more so that you can get a bigger chunk of the
market, and if all these people are doing the same thing that's the
way we get productivity growth.

Now, again I want to point out that this is more than a tradition-
al view of productivity-that is, getting more tractors or trailers
per person, but also ideas and management. If we are thinking
about productivity, how you organize a production line or for that
matter a checkout line, could be as important or more important to
productivity in terms of output per man-hour as which machines
you use on that line.

So those kinds of inputs are very important, and with the small
business sector being relatively labor-intensive they become very
important for us. Having our managers and entrepreneurs have
the time and the incentive to think about the right way to do these
things, to organize activities, is a very important determinant of
productivity for this economy and its trend growth.-

Now, if we look at actual activity, I suggested that we in fact do
a lot of physical investing; that is, we buy a lot of equipment and
we produce a lot of plant. But on the human capital side, which is
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very important for productivity, I think I should point out that
most entrants to the labor force start off with a small business;
that is, they get their first exposure to participating in our labor
force at a small business. They learn how to become good workers,
they learn good worker habits, they accumulate the general capital
they need to be good members of the labor force as well as learning
a lot of specific skills from the small businesses that they work
with.

And of course one exciting part of that is the spinoffs and the
incubators and so on that small businesses really set up, which
produce a lot of other interesting companies, especially in the high
tech areas.

But in general I think we rely very heavily on small businesses
to provide improvements in that human capital which gives us the
potential for tremendous gains in productivity that we forget about
exploiting.

If you look at small business's role in this economy you have got
to conclude that the best job creation program you could have is
one which stimulated small businesses to grow and to start. That
will get us more jobs and get us better training than any other pro-
gram we can come up with. And I think the facts over the last 20
years have proven that out.

Now, if we look at the impact of the Tax Code, I would like to
amplify a little bit on some of the things that John pointed out.

First of all, only about half of the small businesses in the econo-
my are incorporated, which means half of them really pay taxes
under the personal Tax Code, and I think we ought to keep that in
mind as we look at what is happening in the development of the
Tax Code.

These people are not incorporated and don't pay corporate taxes.
Let's pay attention to the impact of the personal tax cuts on what
is going on there.

The Tax Code sets an important set of prices which allocates re-
sources. And a lot of small businesses tell me in written comment:
"Gee, I could double the size of my business in 2 years, but it's not
worth the effort." I think we have to consider that when we look at
productivity growth and job growth in the economy.

We should also keep in mind that the Tax Code, as John pointed
out, allocates credit. The Government is borrowing a lot of money
and it's flowing through the Tax Code in terms of cash-flow to busi-
nesses. I am not sure we've looked real carefully at whether those
are the businesses we want to have that money.

Thank you very much, and I will have my written testimony in
the record.

[Dr. Dunkelberg's written prepared testimony follows:]
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PRODUCTIVITY AND GROWTH IN THE SMALL BUSINESS COMMUNITY

William C.-Dunkelberg

Purdue University

The importance of the "small business community" to the health

: and vigor of the U.S. economy has become an "in" thing to talk

about these days. nur large, traditional industries are in

obvious decline, huge new industries are growing out of small

entrepreneurial endeavors [the computer and electronics

'industries for example], and mountains of data are now'revealing

the role of small business in the job generating process.

The economic credits to this sector of our economy are

impressive: Producers of half of the Gross Private

Proatist', employers of half of the private non-farm

workforce. and creators of a disproportionate share of all new

jobs produced in the economy, these firms are also credited

Joel Pop'tin & Co., Gross Product Ori inating in Small
- Business: Preliminary -stimates for 1963 and 1972., U.S.

Government Printing Office, Washington D.C., 1982

SIhe State of Small Business: A Report to the President,
U.S. Government Printing Office, Washington D.C., 1982, pg.

5 2
.

David L. Birch, The Job Generation Process, MIT Program on
Neighborhood and Regional Change, Cambridge, MA, 1979.

Catherine Armington, "Further Examination of Recent Employment
Growth: Analysis of USEEM Data for 1976 to 1980", Business
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with a disproportionately large share of the supply of new

innovation in the U.S.'

In fact, small business is the "R&D" of the U.S. economy.6 Far

superior to the computers of the economic planners, or the

dictated directions of economic czars, the millions of

entrepreneurs who test their ideas in the rigor of the

marketplace have fostered and supported economic growth in the

U.S. unparalele1d'Ain history or geography. Any individual with

a new idea or product has the opportunity to test its value.

Not confined to scientific or engineering discoveries,

entrepreneurs test thousands of new managment and organizational

ideas in the marketplace, ways to cut costs or do something

"better" than existing firms. New products and new concepts are

continually introduced and tested. Success brings profits to

finance growth and encourage new competition. Failure costs

society little -the entrepreneur learns and gains new knowledge

while the resd~ces of the failing firm are often re-used by yet

another new entrE~reneur.

Microdata Project, The Brookings Institution, March, 1983.

N.R. Pierce and Carol Steinbach, "Reindustrialization on a
Small Scale--But Will Small Business Survive?", N&tional
Journa, W'ol. 13, No. 3, January 17, 1981, p. 105.

Sue W. Dunkelberg, "Small Business and the Political
Economy", International Congress on Small Business,
Malaga, Spain, October, 1982.
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The fundamental driving force behind all this activity is the

incentive to make money. Although entrepreneurs start firms for

many reasons 6, the basic motive is to earn the rewards that can

come from successful risk-taking. Remove or blunt this

incentive, and the rate of, entrepreneurial activity will be

reduced.

Productivity is also a function of this incentive. In the long

run, productivity measures the amount of output obtained from

the inputs that are used. The popular measure of productivity -

output per man hour, focuses on only one of these inputs, labor.

The measure is also impacted strongly by -cyclical swings in

demand and output, and often reflects firms' reluctance to cut

employment as sales and ouptut decline. Rut, viewed more

broadly as finding ways to get more output from a given set of

inputs, it can be seen that productivity depends on managerial

and organizational skills as well as the amount of real physical

capital available. knowing how to organize an assembly or

grocery line can make as large a contribution to productivity

improvement as upgrading the machinery on that line.

Productivity is the key to the high standard of living in the

U.S. Although many countries have seen productivity improve

' A. Cooper and W. Dunkelberg, " Entrepreneurial Typoligies",
Unpublished manuscript, Purdue University, West Lafayette, IN,
19U3.
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faster than here in the U.S. in recent decades, in no country of

importance is the level of output per capita higher than here in

the U.S. But it also appears that associated with the growth of

the public sector [measured as a percentage of GNP, we have

seen a slowdown in the trend of productivity growth and a

decline in the proportion of our domestic product accounted for

by small business.

The real key to productivity is competition. Under competitive

pressure, firms have the incentive to get the most output it can

nut of all of its resources, not just labor. The entrepreneur

is constantly seeking ways to reduce costs and better his

competition. But today, the time of the entrepreneur is

diverted from these activities and into hours of paperwork. The

incentive to work hard has been diminished by heavy marginal

taxes. One small businessman once confided " I could double the

size of my business in ten years, but after taxes, it's not

worth the effort". The best jobs creating program available is

blunted by taxes raised, in part, to pay the unemployed. Small

businessmen have continually cited as there most important

problems concerns that arise from Washington D.C., and not their

competitive environment. Washington is the biggest source oF

uncertainty for the business community. The list of major

concerns for small business includes inflation, interest rates,

government bureaucracy and red tape, and taxes as the top

items.' How taxes are raised is an important an issue as the
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level of total taxes. In general, we have tended to provide

disincentives through the tax code to the very individuals and

institutions that could contribute the most to job and

productivity growth in the U.S.

Historically, small business has been treated as if its

performance was of little consequence to the economy. Policy

debates and, in particular, tax code issues were oriented around

the large and conspicuous industries in the U.S. But, as can be

seen in Table I and-Chart 1, small business makes a substantial

contribution to the level of investment activity in the economy.

Between 50% and 70% of all smal firms make some kind of

investment in plant and equipment in any given year. The

typical expenditure is about $15,000, but many outlays amount to

several hundred thousand dollars. When summed over the millions

of small firms making these outlays, the, aggregate National

Income and Product Account Figures are substantially impacted.

It is clear from Chart I that small business investment plans

are goad predictors of the strength and direction of plant and

equipment investments for the entire economy.*

Another important contribution to productivity growth in the

7 Quarterly Economic Reoort for Small Business, National
Federation of Independent Business, San Mateo, California.

Quarterly Economic Report for Small Business, National
Federation of Independent Business, San Mateo, California.
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investment in human capital made through employment in the small

business sector. A very large proportion of all entrants to the

labor force receive their initial "on the job" training by

working for a small firm. As can be seen in Chart 2 , small

firm decisions to expandd and contract employment is a major

determinant of employment growth in the U.S.' Yet labor taxes

are continually increased, discouraging the hiring of many

employees, especially the young and the less skilled, denying

these individuals the training and exposure to the workplace

environment so necessary to the development of good working

habits and specialized skills.

Economic units respond to incentives. Small Businesses are no

exception to this most basic of economic rules. The tax code

determines a very important subset of the "prices" that direct

the flows of economic resources in our economy. When the

government is running such substantial deficits, the tax code

also acts as a credit allocation device, providing additional

cash flows to some firms while the government does the borrowing

to finance those capital flows. It is not at all clear that the

capital allocation achieved through the tax code is the one that

makes the most substantial contribution to our growth in

capacity and productivity, and I certainly support your concern

over this issue.

' Quarterly Economic Report for Small Business, National
Federation of Independent Business, San Mateo, California.
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Table I

Iy OF EXPENDITURE

Year Euip & Veh New Bldas Imp Bldos

44%
43
42
43
41
37
38
40
40

42
43
46
42

7%
7
7
8
7
6
7
6
6
7
8
7
6

16%
17
19
17
16
16
15
15
14
15
17
16
14

X Making a Least One
Add Land Type of Expenditure

4%
5
4
4
4
4
3
3

4
4
5
4
4

53%
53
53
531

52
47
48
50
49
53
55
55
56

1981:2
3
4

1982:1
2

4
1983:1

2
3
4

1984: 1
2
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TABLE 2

TOTAL CAPITAL OUTLAYS

Under $5000- $20000- $50000- $100000$5000-$19999 $49999 199999 ar Mnr=

14%
14
16

15
14
15
14

19%
19
18

18
20
17
18

16 18
13 19
15 20
16 21

9%
9
8

9
8
6
6

7
8
8
8

4%
5
5

55

4
4

4
4
44

7%
6
6

5
5
56

5
5
5
6

47%
47
47

47
48
53
52

50
51
47
45

15 20 9 5 6 45
14 22 10 5 5 44

1981:2
:3
:4

1912:1
:2
13
:4

1983:1
:2
:3
:4

1984:1
:2

$5000 $19999 $49999 1999Q9 nr m e m
Year/gt. ---
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CHAPT I

PLANNED & ACTUAL CAPITAL
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CHART

PREDICTED EMPLOYMENT CHANGE
INON-AGRIC EMPLOYMENT)
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PLANNED CAPITAL OUTLAYS
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PREDICTED UNEMPLOYMENT RATE
(BASED ON SKILLED JOB OPENINGS]
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Senator GRASSLEY. I want to thank each of you very much. I sup-
pose I would like to start off and ask Bruce to clarify a question I
had in my mind as I heard his testimony and then heard what Mr.
Motley said.

Is there conflict between the two of you as you presented in your
oral testimony?

Mr. BARTLETT. No, I don't think so. I think that it is more the
perspective of an economist as opposed to one who is representing
an organization made up of established small businesses.

I guess that I would say that my main concern is the small busi-
nesses that don't exist yet, that we want to et..courage to become
small businesses, and not measures which may simply aid existing
small businesses but don't necessarily do much to help entrepre-
neurship.

Senator GRASSLEY. But you find no disagreement with the fact
that Congress has put some emphasis upon tax legislation targeted
toward small business?

Mr. BARTLETT. Well, my concern is that some of these incentives
in the past have been inframarginal; that is, they reduce your tax
liability without encouraging you to necessarily do anything pro-
ductive. And what I want to do is encourage productive activity,
not just give out unnecessary subsidies through the Tax Code.

Senator GRASSLEY. All right.
I am not directing my question toward a specific person from this

point on, but I would like any or all of you to respond as you might
feel moved and as you have an expertise to so do.

Do you think that our present system .of taxation has a bias
against inventory accumulation, which many people feel is the life-
blood of all business?

Mr. MOTLEY. Senator, I guess maybe I should respond to that.
We definitely feel that the present tax system has a bias against

inventory accumulation in many ways. As I mentioned in my testi-
mony, that part of the code from our perspective is as archaic as
depreciation accounting was in the past. During periods of high in-
flation, which of course we are not in now but were in the cycle
previous to this, small firms were really having a very difficult
time being taxed on the paper profits which were coming out of
their inventories.

We definitely would like to see a complete review of the entire
inventory tax area.

And we would also like to see, if I can mention it, a different at-
titude on the part of the Treasury Department, which views this
whole topic as being one of nothing more than small businesses
wishing to find tax shelters for their money. And that is not neces-
sarily the case. As you said, it is the driving force in many, many
small businesses, and it means a great many jobs across this coun-
try and in the economy.

Senator GRASSLEY. I should have asked in conjunction with the
question-and pardon me for interrupting you, and then you can
continue-do you favor direct expensing, whether it be for invento-
ries or whether it be for raw materials used in manufacturing?

Mr. MOTLEY. We definitely favor direct expensing, yes.
Senator GRASSLEY. I interrupted you; do you want to continue?
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Mr. MOTLEY. The only comment I was going to make on your pre-
vious question is, one of the difficult things that you as legislators
have to do in viewing the small business community is to realize
that it is not monolithic or homogeneous, that it is really terribly
diverse out there and some of the things you do will affect one part
of the community differently than others.

Back in the late 1970's we reduced corporate taxes substantially
for small corporate taxpayers; in the early 1980's we addressed de-
preciation reform for capital-intensive small business taxpayers.
We have other groups that we have to address.

We also reduced personal income taxes substantially for those
firms which operate as noncorporations; but we have not addressed
the inventory area at all yet. We really haven't addressed the cap-
ital formation area in small business at all yet. Those are two big
jobs that I think the Congress needs to take a look at in the 1980's.

Mr. BARTLETT. Mr. Chairman, if I could just mention something,
one of the biggest problems with an inventory is the effect of infla-
tion. The Tax Code already allows the use of LIFO inventory valu-
ation, and my understanding is that the vast majority of corpora-
tions and businesses simply don't use it. Why, I don't know. Maybe
there is some IRS regulation or something that makes it difficult
for them to do this. But simply switching from FIFO to LIFO would
take care of a great deal of the problem that results from inflation,
at any rate.

Mr. MOTLEY. Small businesses do not use LIFO. You are 100-per-
cent accurate in saying that this would take care of it. They don't
use it because it is too complicated. They do not have the account-
ing expertise; they do not have the computers or the software to
allow them to go into it.

Again, I would point out the statistic that I mentioned from our
survey in the 1970's: A full 25 percent of our membership does not
have any outside assistance as far as their accounting procedures
or their taxes are concerned. So even those things that are in the
code which require the slightest degree of sophistication are not
used. They never used acceleration depreciation; they used straight
line. Why? Because it was simple, and they could understand it.
And you are faced with the same situation in inventory accounting.

Senator GRASSLEY. Well, Mr. Bartlett, were you saying in com-
ment on Mr. Motley's statement that there isn't a problem in that
area?

Mr. BARTLETT. Well, potentially there isn't a problem in the
sense that, as I said, the distortion here is caused by inflation,
which causes you to in effect pay capital gains taxes on your inven-
tories, which you shouldn't have to do. If you valued your invento-
ries on the last-in, first-out basis rather than a first-in, first-out
basis you would eliminate that problem.

So in terms of the Tax Code, the problem is dealt with. Maybe
the problem is in the regulatory area or perhaps it is somewhere
else. I don't know why a small business would find these things too
complex to do, but I will just have to take Mr. Motley's word that
they do. I don't know what else to add to that, really.

Senator GRASSLEY. In regard to how complicated that is, with the
coming of the computer and their ability to take care of some of
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this, the complicated aspects of it, we could use cost-averaging or
something instead of LIFO, as an example. Right?

Mr,MoTLY. It certainly is going to help address the problem.
But I would ask you, you know, in your travels throughout Iowa,

asqy walk through every main street in those towns out there,
just which firms are going out and purchasing computers. You do
have.,a level of sophistication.

Se-ator GRASSLEY. Probably one-half of 1 percent, and maybe
less than that at this point. I am talking about we are looking to
the future in this hearing as well, you know. So I am suggesting
tha.

Mr. Mo ,Y. Less than 2 percent of all corporations in the
United Sta use LIFO. And I think if you take a look at those,
they are theFo tune 1000 and not too much below that. It is a very
sophisticated mhod of accounting.

Senator GRAssv. Professor Dunkelberg.
'Dr. DUNK2IM RG. I would have to concur with that. And also, I

agr4 that wre are talking about the long run, but in terms of how
wer-are dealing with the Tax Code, the long run isn't that long. It is
gointo take a fair amount of time for the new computer technolo-
gy atid the kinds of software that these fellows need to be able to
use to" really substantially infiltrate the ranks of these small firms.
.An4 for many of them it really won't happen for a long time.

It is easy to forget how small they are, but the average size in
terms of the number of employees is around five or six, and the
median is even smaller than that. We are talking about fairly
small firms, and even today investing in a computer system with

-- minimal requirements would be many thousands of dollars off the
.. bottom line..And with whatever tax benefits there ayl, it is still a

fair chunk of money, and I don't think the payoff is going to be
there at least in the next 5 years for these people.

Mr. MoTLmE. And if the 90-percent business-use test that is in the
Senate version of the tax bill gets through, there will be even fewer
of them investing in small computers.

Senator GRAssLjy. Well, because of the Mercedes dealers lobby-
ing, it's not apt to get-through. [Laughter.]
--Mr, MoTL . That's good news.

Dr. DUNKELBERG. I would like to make one quick comment about
Bruce's observation about tax cuts that are allegedly received for
doing nothing.
.Ft.I think many people feel that if you give business-"big, bad

;y- 'business"-a tax cut, they just pocket the money and run. Howev-
er, I submit to you that in the long run, evidence would not suggest
that thdt is the case. In particular small businesses is a very com-

-- netitive area. If it becomes more profitable to be a small business
>-cuse we have changed the Tax Code, I suggest that in the

longer had),- and I don't mean even more than 5 years, you will
- nd a lot more entry. People will come in, you will get more com-

-, _--"petitors, and sure enough you will not be making these excess re-
turns just because we changed the Tax Code. On the other hand, it
does provide the company with more money, and a good competitor

-o : will use at least some of that money to improve the business,
expond.it, whatever. I don't think that we have to be that con-

'Ari about tying any particular tax benefits to going out and
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overtly doing somethint because that then says that we know
what it is you ought to-be doing or at least we can define a range
of things you should doing. I don't think we are that good. I
think we should leave lat up to the marketplace.

Senator GRASSLEY. On depreciation, should it be geared to obso-
lescence as opposed to a specific time period? And would that or
would it not have an impact upon productivity?

Dr. DUNKELBERG. That's another very thorny question. I see
nobody is jumping to the fore to deal with that.

As economists we would like to have it tied to the true economic
life of the equipment or the building. But of course that is a very
difficult thing to estimate because today it may have a 10-year life,
and with a new invention or change tomorrow it may have a zero
life. 1

From a simplification point of view, gee whiz, those things can
get very difficult for small businesses to handle; consequently, you
tend to find small businesses sticking with very simple approaches
to those kinds of issues even when there are options available that
might in fact, at least front-end, give you a lower tax liability and
therefore more on the bottom line. You know, we tend to stick with
fairly simplistic approaches to the depreciation problem.

Senator GRASSLEY. Well, is it as difficult for business or for the
Congress; who would try to write tax policy based upon that?

Dr. DUNKELBERG. Well both. The harder Congress tries to write
a complicated set of reg tions and policies that try to approach
what we might feel to betn ideal, the tougher it is going to be for
some firm to implement it, to understand where you fall into this
hypothetical spectrum of economic lives, for example. So the more
Congress tries, I think, to proscribe the kinds of behavior we would
like to see with regards to depreciation, then the more complicated
it is going to become Tr small businesses and business in general
to comply with that.

Senator GRAssLEY. Well, are you saying maybe that would tend
toward negating productivity? Or that it wouldn't have positive im-
pacts on productiVity?

Dr. DuNKWBRG. V611, it may or may not. I am not sure how it
*is going u affect poductivinless we are. thinking in terms of
are we going to suply relativelyrmote or less money by doing this
to the firm in terms of cash-flow, depreciation savings, and then
that money will be invested.

Now, if the objective is simply to provide more bottom-line
money to be invested, like we have essentially done over the last
few years, then there have got to be easier ways to do that than to
try to devise a very complicated set of procedures for depreciation.

Senator GRASSLEY. Well, as ACRS is a trend in that direction,
still keeping time periods, but shorter in most instances, the argu-
ment was that you encourage investment, particularly as capital
might replace. labor, *eulare going to be more productive and be
better off and more competitive as a result now. I hope that's an-
ticipated.

The anticipated resdutiS are coming about now, and I assume that
if you geared it more .Qwhrd obsolescence we would argue the saihe
thing. My question is whether or not we are headed in that direc-
tion and ifewe will more fully accomplish our goals. ..
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Dr. DUNKELBERG. If we geared it more toward true obsolescence,
assuming we could figure out what that was, then you may be
right. Economists may argue that that leads to a better allocation
of capital; that is, the right people get the benefits from the depre-
ciation so that they go out and then make the investment.

I submit, however, that it is going to be a very complicated proc-
ess to try to define in a tax code and that we will end up making as
many mistakes as correct decisions, and on balance we may not get
a whole lot of progress out of further complicating the depreciation
laws.

I am sure John has a comment on that, and I'm sure Bruce does,
too.

Mr. BARTLIer. Well, I was just going to mention a couple of
points. One is that I think the only reason we are worried about
depreciation is because of the Tax Code. I think if we didn't have to
worry about the extent to which people's tax liabilities depend on
which depreciation schedule they use, they would use whichever
one suited their accounting principles Ideally, you would want to
depreciate based on real economic depreciation and not some arbi-
trary standard.

But short of that, I don't really see that there is much you can
do except go to straight expensing of everything. But at the same
time you would have to be concerned about how this might inter-
ract with such things as the investment tax credit to create wind-
fall kinds of gains for certain firms.

I would also mention that one of the problems with depreciation
is the bias that it creates against small firms, which I mentioned
earlier, in the sense that a new firm starting up generally doesn't
have any profits and therefore no tax liability, and so all of the de-
preciation in the world is not going to do them any good.

What you need, really, is something like the leasing provision
that allows them to get real cash money up front for these tax li-
abilities that they have.

Another point which I would like to mention is that we have an
increasing problem with our economy as we move more and more
toward human capital. A lot of the capital is in people's heads, in
terms of what they know about how to use new technology and
things like that. How do you depreciate that? I think you can-de-
preciate baseball players and things like that, but I don't knoq
how you depreciate engineers in Silicon Valley.

Dr. DUNKELBERG. And that does hurt small business, because,
relative to the whole economy or to the large firms, small business-
es are very labor-intensive firms.

Just to restate a point I think Bruce is making and that I made
earlier in my testimony, although perhaps a little too esoterically,
the Tax Code is actually allocating credit.

Businesses now have-who knows how much? I haven't seen any
recent estimates-$50 billion more in cash-flow than they would
have had without these changes on the depreciation side. But in
the meantime, the Government is borrowing that extra $50 billion,
more or less; so what we have is the Government borrowing
money, allocating the funds to firms through the Tax Code. And
the way those get allocated, with a heavy bias toward physical cap-
ital, really leaves small business on the short end of the stick.
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Senator GRASSLEY. Congress used to pass major changes in the
Tax Code maybe once every decade, more recently maybe once in 4
years, and now in the last 10 years we have probably been passing
one every year and a half or so, on the average. Has that had a
negative impact on small business?

Dr. DUNKELBERG. I would say absolutely so. We are talking about
long-term planning, which means trying to figure out whether an
investment makes economic sense over at least the economic life of
the asset, which is many, many years, and that becomes very diffi-
cult to do with the Tax Code changing, especially retroactively.

More generally, we ask small businesses all the time: What are
the major problems that you face? They list them off, and we have
10 or 12 major problems that we look at. What you find in looking
at that list are taxes, inflation, problems with interest rates, gov-
ernment regulation, redtape, essentially all of the uncertainty
coming out of Washington. So we spend a lot of time worrying
about what is going on in Washington rather than minding our
own businesses, and that ties to a point that John Motley made,
which is that one of the harsh taxes imposed out of Washington is
the tax on the entrepreneur's time-the paperwork and the time
taken to anticipate what is going on.

Since management time is so important to productivity, especial-
ly in a labor-intensive sector like small business, we need to get
more of the entrepreneur's time focused on business and not the
changes that are happening here, or the prospective changes, and
all of the uncertainty that that produces.

Mr. MOTLEY. I am going to agree 100 percent as far as the prob-
lems created by this continuous flow of tax legislation, and I will
just give you one example:

Fringe benefits, the pension plan area. What Congress has done
in the past 6 or 7 years has been just basically forced every small
business with a pension plan to go out and visit its accountants and
lawyers every year to have them review that plan, and pay, you
know, $500,000 fees every single year to make sure they are in
compliance. Why bother to have one? It is not mandatory. Why
should you go through that every single year? It has really created
a tremendous problem. It is the pension actuaries re-employment
act just about every other year that comes out of Congress.

So I am going to agree 100 percent with Dr. Dunkelberg on that
one.

Mr. BARTLETT. One point I might mention is the problem that
businesses in general don't know when a particular incentive is en-
acted into the code whether it is just going to be taken away from
them a year or two later. I think the example of tax leasing is one
that the people remember and will remember in the future, where
something was done with all of the best of intentions and all of a
sudden the press started making ridiculous charges. The next thing
you know, the Congress took it away.

One of the things I pick up from talking to my clients, for exam-
ple, is their feeling that if the Congress is willing to pass a major
tax increase in an election year, who knows what they are going to
do next year? They are already looking ahead to next year's tax
bill, which nobody is even thinking about or talking about, with
the eye that if the Congressmen and Senators are worried about



82

getting reflected and are passing tax increases anyway, they are
going to do far worse when they are not worried about getting re-
elected in a nonelection year.

Mr. MoTLEY. Senator, we are going to be having a conference
here during the second week of June of 100 small business people
from around the country nominated by the four major small busi-
ness organizations, and already one of the suggestions that has
bubbled out of that group is to ask Congress not to pass a tax bill
except once every 4 years. It is a very serious problem.

Senator GRASSLEY. I don't disagree with your comments, and I
appreciated your organization helping us deal with a subject on the
expenditure side during the last budget debate that we just had.

One other question that I asked Secretary Merrifield that I
wanted to ask each of you: If we were to go to an alternate tax
system, whether that be a value-added, national sales tax or a
gross income tax, and some of those could be a supplement to the
existing tax but I don't think of it that way and hope that it
doesn't happen-I see it as a replacement-would the transition
have any negative impact on the productivity of small business?

Mr. BARTLETt. It might. Transition has always been a major ob-
stacle to reform, because every time you enact some special provi-
sion of the Tax Code It becomes capitalized. People don't want to
suffer windfall losses, and you don't want to ive out windfall gains
because some people happen to have gotten into a particular busi-
ness or have organized their finances in one way as opposed to an-
other. i

One suggestion I have heard people mention which might be
worth considering, and this is not original with me, is the idea of
setting up a parallel tax system-keep the existing system in effect
for say 10 years or even 20 years and have another system which
would be, let'us say, based on a flat-rate system or something like
that, and you give people the option of being in one or the other.
But once they had opted into the new system, they couldn't go
back. And of course any new people coming into the economy
would have to use the new system.

As the years went by, you would gradually eliminate the capital-
ized aspect of the old system, and you could then eliminate it at far
less cost, for there would be far fewer people to object to its ulti-
mate elimination down the line.

I haven't thought it through any further than that, but it is
something that we might be considering.

Mr. MOTLEY. Senator, I would certainly agree with you that the
tax should replace any of those that are out there now, and I would
suggest very strongly to you that the first one you should take a
look at is the payroll tax, from a small business standpoint. Any-
thing that is done to Increase revenue in the other avenues should,
in our estimation, be looked as a buy-down on payroll taxes or a
complete elimination on payroll taxes.

The second part of your question, on whether there would be an
impact on productivity during the transition, I would think it
would depend on which way you would go. We have stated many,
many times up here, all of us, that small business is labor-intensive
and its productivity depends to a great deal upon its people, and if
you moved any sort of a consumption tax or any sort of a VAT, you
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are talking about impacting probably the productivity of smaller
firms because they are the ones that are going to collect it. Small
business owners don't particularly care for that and have opposed
those types of taxes in the polling that we have done.

So I think, really, each type of tax which is on the table is going
to have its own type of impact. I think Congress is going to have to
take a very careful look at them to see what the impact is in the
small business sector.

Dr. DUNKELBERG. Keeping in mind I think Bruce's comments
about the fact that when we make changes in the Tax Code we are
really helping somebody and hurting somebody else, a redistribu-
tion occurs, the other thing to keep in mind is that whenever we
change things, that imposes costs. So in that sense, a transition to
a new tax scheme could be counterproductive or could cost us in
terms of productivity if in fact switching to it used up a lot more
resources than say the benefits we gained through new incentives
or the removal of disincentives, or whatever that turned out to be.

On the other hand, if the new tax program turned out to be one
that was much easier to use, then I suppose that one could argue
that we could easily come out ahead on the deal, both by saving
resources in terms of compliance and keeping up with it, and all
the IRS paperwork and so on, plus having a good knowledge of
what-your business is going to be all about in terms of the Tax
Code. Those benefits could overwhelm any of the transition process-
es. I guess it would be very difficult to answer that question if we
had a tax bill, but it is even more difficult to answer without a spe-
cific proposal to look at.

But if we go in the direction of some kind of simplification and
keep in mind that these taxes that we impose are really prices or
disincentives-they move resources then we may gain. You know,
we get firms doing things that don't make any sense simply be-
cause of the Tax Code. If we were able to deal with some of those
kinds of dislocations, then in fact, the cost of shifting may well be

-overwhelmed by the benefits, if we have a properly designed
system.

Senator GRASSLEY. I am finished with my questioning except for
one final comment, taking off where Bruce left off.

You suggested maybe a dual track. Is that based on thought in
the abstract, or is there some historical precedent someplace in
Western civilization for such a transition from one to another?

Mr. BARTLETP. I have never heard of such an idea, and this idea
wasn't original with me. I think I once heard it attributed to Sena-
tor Long as the one who thought this idea up. Every time I have
mentioned this to tax professionals they always think of a thou-
sand reasons why people would be able to shift their assets from
one system to another-things like this-so I have no doubt there
are problems with it.

But I think we have to think more about the transition to some
sort of new system at the same time we are thinking about what
that system would look like, because the political barriers to it are
just going to be enormous if it is truly radical and truly different
and not just tinkering and incremental. But I think the benefits
would clearly outweigh the costs.
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Senator GRASSLEY. Most of our transitions before in both State
and Federal taxation in the 200-year history of this country has all
been incremental.

Mr. BARTLETT. It has also been mostly upward.
Senator GRASSLEY. Yes.
Mr. MOTLEY. More complications.
Senator, just one comment on that. It is an idea which should be

closely looked at, but generally when you have a transition period,
when you have it dual track or just incremental, it does create
problems in simplicity or complexity which again would have an
impact upon the bottom half of the small business community
much more so than those people in the top half who can afford to
go out and pay the prices needed to get the expertise to help them
get through the transition.

So I would simply call that to your attention. Remember that
you are dealing with-at least the bottom quarter-a fairly unso-
phisticated group of entrepreneurs as far as the Tax Code is con-
cerned.

Senator GRASSLEY. In closing I want to suggest to you, as I did to
the Assistant Secretary, that this is going to be an ongoing discus-
sion, and we would encourage you to keep in touch with us as
much as you can with any updated information as we try to see
how we can make the Tax Code encourage productivity.

Thank you very much.
Mr. BARTLETT. Thank you, Mr. Chairman.
Mr. MOTLEY. Thank you.
Dr. DUNKELBERG. Thank you.
Senator GRASSLEY. Our last panel is one that deals mainly with

agriculture. We have James Miller, assistant legislative director for
the National Grange; Grace Ellen Rice, assistant director, national
affairs division of the American Farm Bureau Federation; and
David Senter, director, Washington office of the American Agricul-
tural Movement.

I would ask you to be seated and proceed on the same basis that
the last panel did, with Mr. Miller going first, Ms. Rice second, and
Mr. Senter third.

STATEMENT OF JAMES MILLER, ASSISTANT LEGISLATIVE
DIRECTOR, NATIONAL GRANGE, WASHINGTON, DC

Mr. MILLER. Thank you, Senator.
I am Jim Miller, assistant legislative director of the National

Grange. I appreciate very much the opportunity to be here today
and particularly the challenging nature of this hearing. I think it
is extremely important and I think, sitting in the audience today,
very productive for me anyway to look at the tax system and par-
ticularly its impact on productivity in agriculture.

Clearly, agriculture is a model for productivity in the adoption of
technology and putting that technology to work feeding people,
clothing people, and generally making this Nation and the world,
indeed, a bit healthier for the task.

But I think it is equally important to look beyond where we have
been over the last few years and what we have accomplished to
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where we are going and to what may be accomplished in the
future.

The National Grange is of the opinion that the tax system is
having quite an enormous impact on agriculture, and we are begin-
ning to see some trends that we find alarming in certain commod-
ities, in certain productive segments of the agricultural economy.
And it is our opinion that a lot of these changes are being driven
by the Tax Code and not being driven by any intense desire to get
into agriculture for any other purpose other than using its tax
preferences.

I was quite taken with the remark by your first witness Secre-
tary Merrifield's indication that targeted industries are industries
doomed for trouble.

I think three economists-Davenport, Boehlje and Martin-in
their USDA report, "The Effects of Tax Policy on American Agri-
culture," do a very good job in summing that up. And if I may
quote for just a minute, they say:

If a sector of the economy presents a tax shelter opportunity, it will likely have
lower product prices, become owned by high-bracket taxpayers, likely have a greater
separation of management from ownership, perhaps become less sensitive to market
forces, and be dependent upon highly-sophisticated financial advisors, and be subject
to the acquiescence of lenders.

They go on to indicate:
Were agriculture less tax favored than it is, land prices would undoubtedly be

lower, there would be less need for sophisticated financial and tax advice, the hold-
ing period for farm assets would likely be less, there would likely be a higher pro-
portion of owner/operators in farming, there would be fewer high-bracket taxpayers
in farming, and farmers might be younger on the average.

I think that much that has been written involving the tax as-
pects of agriculture would lead one to the impression that it is a
very, very lucrative tax shelter. It is in fact that; there is no ques-
tion about it.

And those tax shelters do not affect all segments of the economy
equally, of the agricultural economy equally. The President's Eco-
nomic Report to Congress stated that very clearly:

Several features of the income tax law, some of them unique to farming, may en-
courage greater investment in productive capacity and expanded production
That's true.

They go on to say that modern agriculture's relative capital in-.
tensive reliance on purchased immediate inputs and export earn-
ings integrate it tightly into the rest of the U.S. economy. That,
too, goes without saying, but I think the report's most striking con-
clusion to us is that there is more income lost through tax shelters
in agriculture than there is income drawn into the Treasury by
taxes on farm profits. And that figure is to the tune of for every $1
taxed on farm profits, $2 .f income-and I might add, parentheti-
cally, from any source-are sheltered through agricultural invest-
ments.

Now, our point is clearly this: I am not that much of a tax
expert, I think there are people here much more competent than I
to go into this at length, and I hope that this committee will be
getting some additional testimony in this manner, but I think it
would be very fruitful if in light of the 1985 farm bill coming up,
and it is going to be a protracted process to say the least, it might
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be fruitful for this committee and the Senate Agriculture Commit-
tee to sit down in a joint hearing and explore this very issue and
try to look at that in terms of what we might be doing in terms of
farm policy aspects that would get around the problem, or get to
the problem anyway, of over-investment in agriculture, and we feel
that that is the result, and at the same time look at our farm pro-
grams and try to determine how better they could be structured in
that light.

I think, clearly, the Grange contends that if and when agricul-
ture becomes so heavily addicted to nonfarm capital just in order
to keep the industry afloat, that productivity will in fact decline. I
think that decline will be even more dramatic if the capital inflow
is shelter oriented, because I do think that it does distort the
supply-demand dynamic at work, and it also distorts the profit-
motive dynamic as well.

Thank you.
Senator GRASSLEY. Grace Ellen.
[Mr. Miller's written prepared testimony follows:]

il
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STATEMENT OF THE NATIONAL GRANGE
by

James C. Miller, Assistant Legislative Director

before
The Subcommittee on Oversight of the Internal Revenue Service

U.S. Senate Committee on Finance

- May 21, 1984

Chairman Grassley and Members of the Subcommittee:

On behalf of the National Grange and the nearly 400,000 Grange mem-

bers nationwide, let me express our appreciation to you, Mr. Chairman, for

calling this hearing to explore the Impacts of the tax system on productivity In

agriculture. The topic Is not only a timely one, but it is one that requires the

attention of Congress and the industry itself.

Without a doubt, the tax system has had an enormous Impact on the pro-

ductivity of agriculture. Agriculture Is often held as a model for other segments

of the economy because of the enormous gains In productivity over the past

century. I would like to take the Committee's time to examine this productivity

In light of its consequences other than how many people the U.S. farmer feeds

compared to fifty years ago. But that statistic is a staggering one. Agriculture's

strides in productivity have paid enormous dividends to this country's health and

security, and In addition we have taken on the task of helping to feed a hungry

world. Tax policies have aided In this effort, but it Is proper to look beyond the

rosy picture It paints to its Impacts on the fundamental structure of agriculture.

More appropos to today's discussion would be the question: What will the struc-

tural trends In agriculture have on productivity?

The President's 1984 Economic Report to Congress began to explore

this question by stating that, "Several features of the Income tax law, some of

them unique to farming, may encourage greater Investment In productive
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capacity and expanded production." The report goes on to list such Items as

cash accounting, depreciation schedules for capital assets, Investment tax credits

on capital Items, and finally, lower capital gains tax treatment. The Report falls

to list the advantages of agricultural Investments for estate and gift tax planning

which Is growing in use.

Quoted at length below is the Report's analysis of the effect of tax

policy on agriculture.

"Tax policy does not affect the profitibility of all types of
farms equally. The tax laws encourage the substitution of
capital for labor. Larger farms, which generate higher in-
comes, appear to gain proportionately greater benefits than
smaller farms. People in higher marginal tax brackets can
benefit more from the tax provisions. This creates an in-
centive for higher-income people to Invest in farming. In
practice, losses from farm operations reduce taxes on other
Income by more than the total federal tax revenue from
farm profits, Implying that total farm Income for tax pur-
poses is negative."

The last sentence of the paragraph is deserving of further attention.

The true statistic should have been mentioned. "Losses from farm operations

reduce taxes on other Income" by twice the amount of "the total federal tax re-

venue from farm profits..." Stated otherwise, Income tax shelters from farm

Iossses is twice that collected from farm profits. Once again, for every dollar

collected in farm profits, two other dollars of income are sheltered.

This bountiful oasis for investment dollars will obviously bear heavily

on statistics regarding farm productivity. The result will show high volume of

production resulting from the high volume of Investment. The President's

Economic Report states, "Modern American agriculture's relative capital Intensity,

reliance on purchased Intermediate Inputs, and export earnings Integrate it

tightly into the rest of the U.S. economy." It does Indeed -- both ways. It

is Integrated from the standpoint that agriculture is a high user of Investment

capital, and it is Integrated, too, in terms of its vulnerability to immediate re-

sponses to economic pressures.
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Agriculture's magnetic effect on Investment capital Implies that other In-

vestments will be foregone. The tax code's preferential treatment of agricultural

Investments leads to reduced availability of capital for other ventures, deposits,

purchases, and of course, Income taxes. Davenport, Boehije, and Martin state in

their USDA report, "The Effects of Tax Policy on American Agriculture":

"In summary, If a sector of the economy presents a tax
shelter opportunity, it will likely have lower product
prices; become owned by high-bracket taxpayers; likely
have a greater separation of management from ownership;
perhaps become less sensitive to markqt forces; be de-
pendent upon highly sophisticated financial advisors; and
be subject to the acquiescence of lenders."

With this analysis in mind, the authors conclude:

"Were agriculture less tax favored than it Is, land
prices would undoubtedly be lower, there would be
less need for sophisticated financial and tax advice;
holding period for farm assets would likely be less;
there would likely be a higher proportion of owner-
operators in farming; there would be fewer high-
bracket taxpayers In farming; and farmers might be
younger on the average."

It Is difficult to arrive at any conclusion but that tax policies

are having an effect on agriculture other than those anticipated, and in many In-

stances, desired. No federal policy on agriculture would advocate high land

prices, reliance on sophisticated financial and tax advice, separation of land

ownership from producers, or one that would reserve farming for high-bracket

taxpayers. But the overall question is one of productive assets and how they

are utilized In a competitive economy. We have a tax system that Is encouraging

nonfarm Investment In agriculture while Congress continues to wrestle with the

problem of surpluses and low commodity prices. Congress will not, nor should It

ever, legislate policies that will result in food shortages. Nor should Congress

continue to permit an Investment climate for nonfarm income that continues to lead

to burdensome surpluses and the concentration of farming assets.
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Can agriculture get by, remain productive, and assure the country of

a dependable and affordable food supply without heavy reliance on outside

capital? The Grange believes that It can. In fact, It Is our contention that It

must If dependability, productivity, and affordability of food Is our goal.

Much controversey has been generated over a Senate-passed provision

that would limit the use of cash accounting In agriculture. We believe that pro-

vision is a sound one In spite of the widespread use of cash accounting In family

farming (used In the most traditional sense). Congress would be advised to

"target" the use of cash accounting to those for whom it was Intended. One

feedlot operator in Texas recently estimated that sixty percent of the cattle In

his feedlot were Investor-owned. This trend has enabled feedlots to acquire

certain scales of efficiency and expansion, but It has been the result of the cash

accounting advantages to nonfarm Investors who keep cattle coming Into the lot

In steady numbers. I would like to submit for the record two items. The first

Is an article published In the Summer, 1983, edition of the Journal of Agricul-

tural Law and Taxation entitled "Planning Ideas Using the Tax Deferral Benefits

of Cattle Feeding." The seond Item Is a statement prepared for Workshop on

Credit and Tax Policies of the Senate Small Business Committee, April 27, 1983,

by Don Reeves.

The effect of efficiencies In the cattle feeding Industry likely pass

little benefit on to the cattle raisers, and some contend that it ultimately hurts

their business. Nonfarm Investors who sell those fat cattle are fairly Insulated

from the profit motive other than that required by IRS in order to show profit

Intent. This clearly has an effect on the farmer who feeds his cattle for profit.

We question how any reduction in a cattle feeder's profit motive can lead to

productivity in the Industry's long-term best Interest.

Other examples of tax sheltering in agriculture will be submitted for

this hearing record by those more knowledgable In the area than I. The

Grange simply contends that If and when agriculture becomes addicted to nonfarm

capital to keep the Industry afloat, productivity will decline. The decline will

be even more dramatic If the capital Inflow Is shelter-oriented.
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STATEMENT OF GRACE ELLEN RICE, ASSISTANT DIRECTOR, NA-
TIONAL AFFAIRS DIVISION, AMERICAN FARM BUREAU FEDER-
ATION, WASHINGTON, DC
Ms. RICE. Mr. Chairman, we appreciate the chance to be before

the subcommittee today, particularly to look at the focus of tax
policy on agricultural productivity. It is a question that we don't
have precise answers to yet, and we hope that they will be devel-
oped at some point. The one thing that we do know is that the Tax
Code is not neutral when it comes to the decisions that farmers do
make.

One point I would like to make 15efore I continue with the state-
ment is that, when we are talking about agricultural productivity,
it is from the standpoint of output to input, the ratio of farm
inputs and the agricultural output.

The Federal tax system and the Farm Bureau more or less grew
up earlier in this century, although not necessarily traveling along
the same philosophies or paths. Ever since Farm Bureau's founding
in 1919 we have expressed strong statements on the issue of taxes,
and that policy has been developed by producer-members at the
county, State, and national levels.

If you take a look at some of the statistics that deal with agricul-
tural productivity, you would see that agricultural productivity has
nearly tripled since the early 1930's. Much of this growth in pro-
ductivity has been due to advanced technology that has been re-
searched and developed.

Farmers throughout the country have certainly benefited from
this.

Let me take a side point for a moment, though, and digress from
the issue of productivity, and state that the Farm Bureau's No. 1
goal, as articulated by Bob Delano who is our national president, is
to increase farmers' net income. And certainly, if you look at the
Tax Code, it does have an effect on farmers' net income, whether it
is through the use of investment credits or deductions for deprecia-
tion.

The Tax Code is a very powerful tool of behavior modification,
and it does have an effect upon whether you are going to incorpo-
rate, whether you maintain your business as a sole proprietor,
whether you sell livestock or crops this year or next year, and
whether or not outside capital comes into agriculture as a tax shel-
ter.

While tax policy, we believe, does have a direct effect on a farm-
er's income, we don't know exactly what its effect is upon agricul-
tural productivity. The important part that tax policy does play,
though, as far as agricultural productivity goes is its effect on the
three components of land, labor, and capital.

If you are looking at land, you would probably have to say that if
there is a direct effect on agricultural productivity water it would
be upon that particular input of land, whether or not it is expens-
ing for soil and water conservation expenditures or perhaps an in-
vestment credit for soil and water conservation expenses.

If you look at the capital assets, obviously that comes in terms of
depreciation and the investment tax credit.
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Loo;6king at the third component of labor, I am going to refer to

some of the statements that John Motley made concerning payroll
taxes. We see very few tax incentives for labor in the Tax Code; in
faotr-what we see is mostly disincentives and it comes through the
areas of payroll taxes and also through some of the minimum-wage
laws. We would urge the subcommittee to take an additional look
-at that at some point.

These are primary examples of disincentives to doing business.
Much has been written about cash-basis accounting and preferen-

tial capital gains treatment. The Farm Bureau certiinly has sup-
ported these provisions over the years and, if I may, let me quote
for a moment from policy some diverse points that we make:

We believe farmers should continue to be able to select either the cash or the ac-
cral method of filing income tax returns. We oppose the use of agricultural lano as
a long-term tax-sheltered investment by pension and profit sharing funds. -Farm
bureau favors maintaining the permanent status of the investment tax credit.

The tax treatment of capital gains should encourage investment Without creating
tax loopholes or discouraging the, sale of property.

We favor repeal of the Federal Estate Tax, and we oppose preferential tax treat-
ment of foreign investments in agricultural land under Federal' tax law or treaty
provisions.

'That gives you some idea of the breadth of our concern as far as
tax policy goes, but returning to the narrow focus, the question of
the effect of tax policy on agricultural productivity, we would have
to say that agricultural research and development have been the
primary growth areas in agriculture on this issue.

To the extent that the Tax Code provides an incentive for either
individual ., or companies to put forth effort for new research and
devel Vint of products, to that extent productivity has and will

Continue to increase.
" To conclude, we don't believe that there has been a direct effect
of tax policyon agricultural productivity. We believe that the
effect has been indirect but that tax policy certainly affects the

- ixi of the resources used in agriculture.
I would conclude by saying that we do hope that the subcommit-

tee in additional hearings will look at some of toese other areas. I
know there is a great concern about tax shelters, and we share
that concern.

Getting back to agricultural productivity, we don't know what
the precise effect is, and we would encourage the subcommittee to
look at that further.

Senator GRASSLEY. Mr. Senter.
(Ms. Rice's written prepared testimony follows:]

~ /
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
TO THE SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE

SENATE COMMITTEE ON FINANCE
REGARDING THE EFFECT OF THE FEDERAL TAX SYSTEM

ON AGRICULTURAL PRODUCTIVITY

Presented by
Grace Ellen Rice, Assistant Director, National *Affairs Division

May 21, 1984

Mr. Chairman, Farm Bureau appreciates the opportunity to appear
befotlethe Subcommittee today to discuss the effect that our tax
,system has on agricultural productivity. This is a complex subject.
19Y6 thing that we do know is that the tax code is not neutral when it
comes to affecting business decisions by farmers. The question posed
by this Committee is probably the most difficult one to answer with
any degree of precision. Our statement today will, in the absence of
solid evidence, be a review of the logic of the relationship between
tax policy and agricultural productivity. We want to make sure that
y0u understandour definition of productivIty as the ratio of output
to input.

" The federal income tax Wystem and the Farm Bureau grew up in the
same decade earlier in this century. The Revenue Act of 1913 was
enacted to provide a more reliable source of funding for the federal
government. Farm Bureau was founded in 1919 to provide farm and ranch
families with the opportunity for united action to achieve educational
improvement, economic opportunity, and social advancement. Ever since
those early years, Farm Bureau has expressed strong policy statements
about the federal tax system. Farm Bureau's 1984 policy, which was
developed by. producer members in the county organization and approved
at the state and national levels, represents the position of bver
three million Farm Bureau member families throughout the country. Our
tax policy is included in its entirety at the conclusion of this
statement.

As the Subcommit'e considers the effect of tax policy on agri-
cultural productivity, it may be useful to review statistics asso-
ciated with productivity, The 1984 Fact Book of U.S. Agriculture
(USDA) gives us the following information about agricultural
productivity:

(1) U.S. farmers produce 14 times more per work-hour than they
dii in 1930 and 3.4 times more per work-hour than in 1960.

(2) Ten years ago one farm worker supplied the food and fiber
needs of 50 people. Today, the figure has grown to 76.

(3) Technology, heralded by such developments as hybrid seeds,
fertilizers, feed concentrates, mechanization, agricultural
chemicals, And computers, has contributed significantly to

35894 0-84--7
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the growth of productivity. These developments led to a
transition from labor intensive agriculture to capital
intensive agriculture. For example, in 1982, purchased
inputs such as feed, seed and fertilizer were 2.6 times
those of 1930, while farm labor input was only 19 percent of
the 1930 farm employment figure. Overall, the farm sector
is 2.5 times as productive as it was in 1930, although the
agricultural resource base has not changed substantially
since then.

(4) Current farm productivity means that Americans spend only 16
percent of their disposable income for a wide variety of
wholesome foods.

American Farm Bureau Federation President Robert B. Delano has
articulated the number one goal of Farm Bureau as the improvement of
farmers' net income. Farmers are in business to make a profit. It
goes without saying that the amount of net farm income is determined,
in part, by federal tax laws. These laws are significant tools of
behavior modification that affect the business decisions of farmers
and small business owners throughout the country. For example, tax
considerations may provide the primary incentives for changing the
structure of a farming operation, the timing of crop and livestock
sales, the purchase of new farm equipment, and the enticement of
capital into production agriculture for tax shelter purposes.

While tax policy may substantially affect a farmer's income, what
effect does tax policy have on agricultural productivity? The
important effect of tax policy has been its treatment of the principal
production components of land, labor, and capital. These components,
in turn, determine the potential for agricultural productivity gains.

Tax incentives for these components have an indirect relationship
to productivity. Tax policy affecting the land base would include
such provisions as the expensing of soil and water conservation
expenditures and the possible enactment of an additional investment
tax credit for certain soil and water conservation expenses. If tax
policy has any direct effect on productivity, it would more likely be
seen in the improvements to the natural resources that are the basic
components of agriculture. The incentives for capital expenditures,
of course, lie in the areas of the investment credit and accelerated
cost recovery (depreciation). With regard to labor, there are very
few tax incentives. In fact, most farmers have attempted to reduce
the number of farm laborers to some extent because of the payroll
taxes they must pay and the burdensome paperwork required of farm
employers. The minimum wage law also gave impetus to farmers to
reduce labor inputs and substitute capital. These are good examples
of how tax policy and regulations can be discentives and distort the
use of productive assets.

Much has been written about the tax treatment of agriculture
including the cash method of accounting, capital gains treatment for
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certain farm assets, depreciation schedules, and the use of investment
credits. Farm Bureau has supported these provisions over the years.
There is no question that the use of such provisions has meant
favorable treatment for farmers by reducing tax liability through
credits and deductions and, in some instances, encouraging farmers to
expand their farming operations. On the other hand, prior to the
estate tax reforms of 1976 and 1981, the effects of estate tax policy
and inflation placed farmers at a decided disadvantage in preserving
their business operations for future generations.

Agricultural research and development have a more significant
effect on productivity than tax policy. Research has been and will be
the key to increased productivity. Both public and private research
has led to the developments that have brought us enhancement and
preservation of our soil and water resources and development of
mechanization and agrichemicals that out down on labor costs. The
msjor part played by tax policy in this process has been the
incentives for private companies and id viduals to develop these
breakthroughs in productivity-increasing research. To the extent the
tax code encourages research and development, productivity will
increase.

To conclude, we do not believe that tax policy has any direct
bearing upon agricultural productivity per se, but tax policy
certainly affects the mix of resources used in production agriculture.
Its relationship is indirect in that it affects decisions concerning
the use or improvement of land, capital, and labor.

We believe that the need exists for additional research to
quantify issues surrounding agricultural productivity and the effects
of tax policy. We have seen no numbers that might assist 'ae in
determining the effects of tax policy on farming. Any study should
also address the concern that the tax incentives for risk taking in
agriculture have become havens for guaranteed tax shelters. Other
essential questions that must be dealt with include 'Are we in
production agriculture now being adversely affected by tax code
provisions originally designed to help? Has agriculture production
become over-stimulated by the tax code to the detriment of commodity
prices and net farm income?" We don't know the answers to these

questions and urge the Bubcommittee to request research into these
asuso

We look forward to more discussion of these concerns during this
hearing. The Subcommittee has chosen an especially timely topic given
the upcoming development of the 1985 farm bill.

Thank you for the opportunity to participate today,



96

--SUMMARY--

STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
TO THE SUBCOMMITTEE ON OVERSIGHT OF THE INTERNAL REVENUE SERVICE

SENATE COMMITTEE ON FINANCE
REGARDING THE EFFECT OF THE FEDERAL TAX SYSTEM

ON AGRICULTURAL PRODUCTIVITY

Presented by
Grace Ellen Rice, Assistant Director, National Affairs Division

May 21, 1984

1. The relationship between agricultural productivity, i.e. the
ratio of output to input, and tax policy is not clear. The effect of
tax policy has been primarily on the mix of resources used in
agriculture. While tax policy may substantially affect a farmer's
income through the use of deductions, credits, and other provisions,
it does not have a direct bearing on agricultural productivity per se.
Rather, the important effect of tax policy or productivity has been
its influence on how farmers use the principal production components
of land, labor, and capital. These components, in turn, determine the
level of potential agricultural productivity. If tax policy has any
direct effect on productivity, it would more likely be seen in the
improvements to the natural resources that are the basic components of
agriculture.

2. Much has been written about the tax treatment of agriculture
including the cash method of accounting, capital gains treatment for
certain farm assets, depreciation schedules, and the use of investment
credits. Farm Bureau has supported these provisions over the years.
There is no question that the use of such provisions has meant
favorable treatment for farmers by reducing tax liability through
credits and deductions and, In some instances, the encouragement of
farmers to expand their farming operations or non-farm investors to
enter agriculture. On the other hand, prior to the estate tax reforms
of 1976 and 1981, the effects of estate tax policy and inflation
placed farmers at a decided disadvantage in preserving their business
operations for future generations.

3. Agricultural research and development have a more significant
effect on productivity than tax policy. The major part played by tax
policy has been the incentives for private companies and individuals
to develop these breakthroughs in productivity-increasing research.
To the extent the tax code encourages research and development, pro-
ductivity will increase if there are sufficient economic incentives to
adopt new technologies and markets expand.

4. Farm Bureau believes that the need exists for additional
research to quantify issues surrounding agricultural productivity and
the effect of tax policy. We have seen no data that might assist us
and the Congress in measuring the effects of tax policy on farming.
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INCOME TAXES

"Tax policy should be designed to encourage private initiative
and economic growth.

"We support income tax indexing.

"We oppose a freeze or cap on scheduled tax cuts.

"When income tax cuts are considered, reductions in tax rates are
preferable to changes in the tax laws which reduce the number of
taxpayers. We recommend that-any tax cut be accompanied by a
comparable out in government spending.

"Farm Bureau should closely monitor "flat rate" tax proposals to
determine the feasibility and desirability of adopting this concept of
income taxation and provide information on the flat rate tax to the
state Farm Bureaus.

"Internal Revenue Service investigative procedures should ensure
that individuals are made aware of their rights and are notified of
proposed actions prior to any action which might infringe on those
rights.

"We support legislation to preserve the confidentiality of
federal income tax returns and to prohibit access to them and the use
of information from them fbr any purpose unless such action is
authorized by an appropriate court order.

"Taxpayers should be given the option to treat investment in
capital equipment for the abatement of air, water and soil pollution
as a current expense for federal income tax purposes since such
investments generally increase costs without increasing production.

"Additional tax credits should be provided to industries which
are required to comply with OSHA regulations, including standards more
stringent than those adopted at the federal level.

"Since many taxpayers receive employer-financed hospital and
medical insurance as a tax-free benefit, we recommend that other
taxpayers be permitted an income tax deduction or credit for the cost
of their health insurance premiums.

"We favor continuation of the current tax-exempt status of the
interest on state and local bonds.

"We support an income tax credit for the parents of students
enrolled in post-secondary education.

"We recommend that changes be made in the income tax laws to
allow farmers who have incurred loss due t6 declared natural
disasters to be allowed to apply for the carry forward provisions of
the internal revenue code until the loss is completely written off
within a maximum of 10 years,
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"We oppose efforts to require farm employers to withhold income
taxes from farm workers' earnings.

"We oppose the taxing of interest income as it accrues. We
recommend that, to encourage savings, the federal tax exclusion for
interest and dividends be increased to $1,000 for individual returns
or $2,000 for a joint return.

"We believe farmers should continue to be able to select either
the cash or accrual method of filing income tax returns.

"The alternative minimum tax provisions of the internal Revenue
Code can result in a higher income taxes for farmers who have capital
gains. This tax cannot be reduced by the investment tax credit. We
support the repeal of the alternative minimum tax provisions.

"We support repeal of the requirement for farmers to file 1099
formal otherwise, seek to increase the reporting level from $600 to
$5, 000.

"We oppose the use of agricultural land as a long-term,
tax-sheltered investment by pension and profit-sharing funds.

"We urge that the internal Revenue Service abide by the decisions
of state and local officials as to which agricultural lands shall be
preserved in farm use through use of tax-deductible contributions of
voluntary, private conservation easements.

We believe the Internal Revenue Code (Sec. 163) should be
amended to permit farmers and ranchers, whether on cash or accrual
basis of accounting, to deduct interest pa ents on farm loans as an
expense item whether the interest payment is made with funds obtained
from the original creditor through a second loan, an advance or other
financial arrangement similar to a loan or from funds secured from a
second creditor."

INVESTMENT CREDIT

"Farm Bureau favors maintaining .the permanent status of the
investment tax credit. We should work to secure the investment credit
on facilities used in agricultural production.

"We favor allowing investment credit on qualified used assets
purchased by a lineal descendant but not on property that is
repurchased by the previous owner.

"We support an amendment to the Internal Revenue Code to provide
an investment tax credit for horses used for breeding and working
purposes."
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CAPITAL GAINS

"The tax treatment of capital gains should encourage investment
without creating tax loopholes or discouraging the sale of property.
The present law results in the taxation of "gains" which reflect, in
part, a decline in the value of the dollar. We favor retention of the
present minimum holding period.

"We support an exemption from the capital gains tax when a farm
is sold and another farm purchased within 18 months after the original
sale.

"When farmers are forced by government regulation or condemnation
to sell land, buildings, livestock or other production items, they
should be exempt from tax on the proceeds from such sale, provided
they have owned the farm for five or more years and have derived at
least half their income from farming for at least five years,
Property owners affected by eminent domain should be given the option
of replacing the condemned property or reporting the taxable gain over
a period of years.

"We oppose proposals to apply the capital gains tax to the
appreciated value of property transferred by reason, of the death of
the owner.

"We support the present law with respect to capital gains
treatment for sales of breeding livestock and forestry products.

"We favor legislation that would reduce capital gains taxes for-
retiring farmers who sell their farms to farmers and finance the farms
themselves."

FEDERAL ESTATE TAXES

"We favor repeal of the federal estate tax. Pending repeal,
federal estate tax exemptions or credits subsequent to 1987 should be
indexed by the change in the Consumer Price Index.

"We oppose efforts to freeze scheduled increases in estate tax
credits (exemptions) before they become fully effective.

"We oppose tax law or Internal Revenue Service regulations that
provide for the recapture of estate tax benefits under special use
valuation when heirs conduct necessary husbandry practices in their
timber stands.

"We will support legislation to permit a full "credit for state
death taxes" in determining federal estate tax liability where state
death taxes are paid in installments."
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SALES AND EXCISE TAXES

"The retail ales tax should be reserved to state and local

governments.

"Federal excise taxes should be limited to:

"(1) Nonessentials; and

"(2) User taxes, such as the tax on passenger transportation
by air and taxes committed to the federal Highway Trust Fund.

"We support the exemption of agricultural aircraft fuel from the
federal airport and airway taxes. We oppose the use of funds
collected as taxes on aircraft fuels for purposes other than
improvement of the nation's airways.

"We oppose any additional tax on any farm commodity.

"We oppose the adoption of a federal value-added tax.

"We recommend that the excise tax on sales of well head oil be
removed. Until this is accomplished, we support an exemption of 10
barrels of production per day for the royalty owner."

-- ADDITIONAL POLICIES HAVING TAX IMPLICATIONS --

CONSERVATION PROGRAMS

"We recognize the importance of maintaining a productive soil
resource. We believe this can best be accomplished through voluntary
programs using cost-sharing and tax incentives...

"We recommend a federal program of cost-sharing through income
tax credits for soil and water conservation practices and structures
which contribute to enduring conservation and environmental
enhancement by reducing the discharge of soil particles."

FOREIGN INVESTMENT

"(1) Oppose preferential tax treatment of foreign investments
in agricultural land under federal tax law or treaty provisions

"(2) Insist that all foreign investors be required to conform
to all U.S. tax laws

"(3) Seek rules to require a special tax to compensate the United
States for the income taxes bypassed when a foreigner prqduces agri-
cultural products for export and receives payment in a foreign
country."
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STATEMENT OF DAVID SENTEft, DIRECTOR, WASHINGTON
OFFICE, AMERICAN AGRICULTURE MOVEMENT, WASHINGTON,
DC
Mr. SEXTER. Thank you, Mr. Chairman.
I appreciate the opportunity to appear before this committee on

behalf of the American Agriculture Movement. It is our first ap-
pearance before a tax committee, but, we feel that it is important
that we start dealing with some of the issues that are affecting
family farmers' ability to stay on the land.

We believe there are several unfair tax situations that exist in
agriculture today. We are seeing a huge influx of corporations and
investors that are farming the tax loopholes for their own gains.
Billions of dollars are being lost through operators actually farm-
ing for a loss. Foreign corporations, Investment groups, insurance
companies, and a whole host of others are taking advantage of
these tax shelters.

We do not believe that the Government is getting their dollars'
worth in productivity gains that are being lost through these agri-
culture tax shelters.

Just last week I was in Kansas and went by a farming operation
that had 70 circle pivot irrigation systems on it, and over the last
few years every 2 years that whole setup is selling to another cor-
poration so that they can maintain all investment tax credits and
shelters on it and are actually farming to lose money over the last
few years.

The American Agriculture Movement believes that a close look
should be taken at putting a cap on the amount of dollars that can
be written off by businesses getting a majority of their income out-
side of farming. When you get right down to it, Mr. Chairman,
these are the same people that do not want supply management,
the same people who want to continue to expand production.

We believe that a major part of the cost of the 1985 farm bill can
be paid for by new revenue generated from closing these agricul-
ture tax loopholes.

We urge this committee to encourage a study to determine the
exact 'impact on our treasury and exactly what is being lost, writ-
ten off, through these tax shelters each year.

I hope that at a future time I might be back before this commit-
tee trying to solve the tax problem of farmers; but in recent years,
by selling below the cost of production, paying taxes has not been a
ma'or coficern of farmers. But we do feel that changes such as this
will give us a better atmosphere in order to continue to be the best
and most productive producers of any sector of the economy.

Thank you for the opportunity to appear.
[Mr. Senter's written prepared statement follows:]
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Mr. Chairman, and Members of this Committee, the American Agriculture Movement,

Inc. feels there are several unfair tax situations that exist in agriculture today.

This statement may be brief, but we feel this issue is an important one.

Agriculture is seeing a huge influx of corporations and investors that are

farming the tax loopholes for their own gain. Billions of dollars are being

lost by I.R.S. through operators 'farming for a loss'. Foreign corporations,

investment groups, insurance companies, and domestic corporations are taking

advantage of these loopholes.

The AAM believes a closo look should be taken at putting a cap on the amount

of dollars that can be written off by businesses getting a majority of their

income outside of farming. We find the family farmers struggling to pay taxes

to keep their schools and towns in business. While 'outside interest groups'

don't have any reason to aid in the survival of the rural community.

We have heard many times that large corporations can 'farm cheaper'. But I

doubt it, especially if largo corporate farmers had to play by the same rules.

When you got right down to it Mr. Chairman, these are the same people that

do not want supply management want to continue to expand production, and have no

concern for soil and water conservation programs. AM believes a portion of the

cost of the 1985 farm bill could be paid for by new revenue generated from closing

these tax loopholes.
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We !;rge this committee to -encourage a study to determine the impact on our

treasury. Mr. Chairman, I would hope at a future date to be back before this

committee to aid in the solution of farmers tax problems. I would like to point

out, when farmers sell below the cost of production, they owe IRS very little

money. IRS figures show in 1982 there was no taxable agriculture income!

Thank you, WC. Chairman, for the opportunity to appear before this coemittee.

AAM, Inc. will be glad to answer any questions on this subject.

Senator GRASSLEY. Thank you all very much. Again, I have sev-
eral questions that I want to ask, and I would ask all of you to re-
spond as you feel moved, and feel like you have some experience
that will lend itself to our having the best of information on this
subject.

The first would deal with whether or not the tax incentives are
more efficient than direct spending programs as a way of accom-
plirhing the goals, whatever goals, we want to accomplish and
which you feel are the least intrusive.

Mr. MILLER. Senator, if I might respond to that, I don't think
there is any question but what, by directing your policies in the
taxation of profits of agricultural production, more direct and effi-
cient aid can be generated to those whom the legislation would
speak to.

Our issue with how this is working in the present time is the
lack of targeting those tax angles to an appropriate sector of agri-
culture. And I recognize that when I say that I am opening myself
for a question or two later on I'm sure.

But it would seem to us that as our farm bills have all stated,
their policy is to support the family farm, I would certainly hope
that in reviewing the tax aspect of agriculture that we could do the
same thing. I think we could do a better job in terms of targeting
the benefits of that tax package to the moderate scale, the efficientf.
size operation, without drawing undue pressure I think for direct
Federal program subsidies to whomever.

I agree. I think the tax system is a much more efficient way to
get at that.

Ms. RICo. Mr. Chairman, I guess our comment on that would be
that if you look at either direct spending or tax incentives, tax in.
centives would probably provide the producer with more individual
decisionmaking as to whether or not they take advantage of that
tax incentive. And they could do that regardless of whether or not
they were participating in any Government farm program.

As far as which tool might be least obtrusive or intrusive, that
would probably be along the lines of an investment tax credit.

Senator GRASSLEY. Mr. Senter.
Mr. SENTER. I would concur with the comments of Mr. Miller, in

that many times programs are placed in the law with regard to
farm operators to provide tax incentives for the operation, but then
it is written in so that a lot of other interests get access to that
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program and actually reduce their tax liabilities from a whole host
of other things through moving in to agriculture and under these
tax shelters. The targeting would be a way to stop a lot of that:

Also, I would think that most of your family farm operators do
not have the finances to have tax advisors and a lot of profession-
als involved in it. And many times progr~ps become too complicat-
ed for the family-type farm operator to get access to them, where
corporations and such, they have people who spend full time figur-
ing out how to use these programs.

So I think they have to be simplified as much as possible and tar-
geted so that they benefit those that they were intended to benefit.

Senator GRASSLEY. Does our current tax system benefit the
person in the middle-we can refer to them as middlemen, I
guess-at the expense of producers?

And I suppose that would relate as much to the problem we have
in agriculture of successful marketing. That is as much of a prob-
lem as anything and probably one that we don't spend enough time
on.

I guess I am asking the question in regard to the tax policies af-
fecting the person in the middle as opposed to the producer.

Mr. MILLER. Senator, as I understand your question, are you
asking about the moderate-scale producer, how that tax policy
would affect the moderate-scale producer?

Senator GRASSLEY. Most of my questioning is geared toward what
you and all of us would understand as the family farmer. That
might vary-you know, the acreage might vary-but the person
doing the management, creating his capital, either borrowing or
his own capital, and marketing and providing the labor. Those are
the four aspects of the family farm.

Mr. MILLER. I would speculate that those in the middle section,
what we refer to as the disappearing middle, because I think that
those moderate-scale producers are feeling pinches now that are
almost immune at the top and at the lower-production scale that
we have identified, that moderate-scale producer is one who is
trying to make the most of his own labor. And when you have a
tax policy that encourages investment in capital, which would sub-
stitute for that labor, then I think that he is probably faced with
the decision: Do I take the plunge? Or do I continue to operate with
the scale that I am and continue to rely on as much labor as is
possible?
aIt seems to us that one of the things that most directly opens up

a moderate-scale producer for financial trouble is overreliance on
borrowed capital.

Senator GRASSLEY. Stop just a minute. I have to consult with
staff, because I think we got the question wrong.

Clause ]
nator GRASSLEY. We aren't talking about the producer; we are

talking about marketing of the product produced on the farm, post-
production, and the extent to which there are tax incentives avail-
able to people at that level to the detriment of agriculture and pro-
ductivity within agriculture, and whether or not we ought to be
gearing our tax policy toward the elimination of that or toward the
more direct marketing of the agriculture product from the produc-
er to the consumer.

85-894 0-84--8
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Mr. MILLER. Senator, I would like to spend some more time
thinking about that. That is an interesting aspect, and I am not
sure it really has been given attention.

Senator GRASSLEY. You could submit an answer in writing.
Mr. MILLER. Thank you.
Senator GRASSLEY. Did I make it clear what my question is,

Grace Ellen?
Ms. RICE. Yes, sir. And I think I would have to go along with Jim

and say we would like to submit an answer in writing to that.
If I could, I would like to go back to the question that Jim was

addressing, the effect on the middle portion of farmers in the coun-
try.

Senator GRASSLEY. Sure.
Ms. RICE. I think the statement was made earlier that the major-

ity of farmers, in fact 88 percent of the farmers, in this country are
sole proprietors and are functioning very much like a middle class
of farmers, which they are. And I think that those farmers come
up against the same walls that middle-income taxpayers across the
country do.

If you look at the individual income tax rate cuts that went into
effect a couple of years ago in 1981, I think that those types of
changes in tax pohy, those ':eductions, made it a little bit easier
on farmers.

As far as deriving any kind of change from a labor-intensive ag-
riculture to a capital-intensive agriculture, I think in many in-
stances it is hard to find the labor to do the farm work, even on a
small-size farm.

I know my family farms down in Arkansas. It's a relatively small
farm, and at any one time we have maybe four or five hired people
on the farm. Yet it is very tough to find those people.

So I don't believe it is necessarily mechanization or any kind of
capital expenditure that has led away from a labor-intensive agri-
culture; I think the availability of labor as far as the payroll tax
issue has something to do with that, too.

Mr. SENTER. Our organization would be very interested in pursu-
ing and taking a close look at what the impact would be on target-
ing some tax policy to encourage and promote direct marketing
from the producer to the consumer.

We have always felt that producers needed to market more of
their product to the ultimate consumer, and this could be a way to
help producers through some shifts in the policy and at the same
time provide the consumers with some alternatives in where they
purchase and what they purchase.

Mr. MILLER. Senator, excuse me for just a minute.
I think that your question is very well taken, and it has gotten to

the point where I have and would like to submit for the record,
with your permission, two items. One is a statement prepared by a
gentleman named Don Reaves, who is a farmer from Nebraska.
This was developed in conjunction with a workshop that whs done
on credit and tax policies for the U.S. Committee on Small Busi-
ness. And to my knowledge there was not a proceedings of that
workshop.
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I would like to submit this, because it is very interesting. What
he does is, he takes a look at some ofte marketing incentives and
how that tax policy is also impactindlt.

I also have an article taken from the Journal of Agricultural
Taxation and Law entitled "Planning Ideas Using the Tax Deferral
Benefits of Cattle Feeding." It is interesting if for only one pur-
pose-it makes the point in two separate places in the article that
any investments in cattle feeding must be demonstrated to have a
profit motive, and I think by having to point that out twice in a 10-
page article, it indicates that the tax deferral benefits are so attrac-
tive that we must remember that in order to prove to IRS what we
are doing this for we have to try to make some money at it. I think
in that case the tax deferral does have an impact on marketing de-
cisions, that consequently have impacts upon marketing decisions
by those who are trying to do it for a living as well.

(The statement by Don Reaves and the article from the Journal
of Agricultural Taxation and Law follow:]
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TASKFORCE ON US FOOD POLICY

110 MARYLAND AVENUE. NE, WASHINGTON, DC 20002 202/543-2800

Statement by Don Reeves
on behalf of

Intorroligious Tekforce on US Food Policy
prepared for

Workshop on Credit end Tax Policies
United statess Senate

Committee on SmlJ Business

April 27, 1983

Fedemrl -lo policy . . . ae ld to uurwd pmaeum on
farms d prIe, Ztgpor fum esie, incentives for fam
inomoration, altered umnapamnt; prcicse, end increased
use of famtand as a 6w ehilter,.-b1y both fmm and
nonfaawre.

Charles Davenport, Iichal 0. oehljo, David B.H. Martin.
The Bffects of Tax Policy on 6"rIcAn agriculture. Economic
Re4rh 0 rCe, UN Department o AgrIUtr. Agricultural
Economic Report No. 480.

1 as Don Reeves. My wife, Barbara, and I are the senior partners in a
two-family grain and livestock farming operation in Warrick County,
Nebraska. With Nell and Kay hasner, we tend 400 acres of irrigated
cropland plus hogs mid beef cattle. Asidi from a few dayc exchange
labor with neighbors, we and our children provide all the labor for
this enterprise. It In turn provides a Comfortable living for our two
families (most seasonal).

I appear as a representative of the lfitrreligious Taskforce on US Food
Policy, for whom I am Pamily Pari..Consultant. The Taskforco is a teem
of Washington-based staff of national religious agencies who work
together for a morally responsible US food policy. We speak for
ourselves and not for the two desen Protestant denominations and national
Catholic, Jewish, ecumnical and other agencies which support and
cooperate in our work. However, our statements are consonant with the
public policy recoammendations of our sponsoring groups.

No welcome this opportunity to tage part in a dialogue on the impact of
thefedeorl tax code on family fam.
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Introduction

There is an unspoken praise which I wish to affirm in the existence of
the Small Business Subcommittee on Family Farm and in the convening of
today's workshop. The premise is that family farm are important to
the life of the nation, to the life of rural communities, and to the
families who produce our nation's foodstuffs.

I could expend at great length, but I will note only that the iqortance
of family farm is related primarily to quality of life and quality of
citizenship, and has little to do with costs of producing foodstuffs.
Modest size farms can be as efficient as very large farm in terms of
per unit cost or labor efficiency, Very large fears, however, entail
substantial human and social costs heretofore recognized in public ,
policy rhetoric but mstly ignored by actual federal policy and program
mechanism. A full accounting of social and economic costs argues
strongly for an agriculture based primarily on moderate-sized family
farm.

The most appropriate public policy question, therefore, is 'hat is
the greatest feasible number df family-operated farm?" rather than
the more usual question, 'ow lrge can a farm be, and till be a
family farm?" Policy judgments it be on the basis of their effect,
not their intent.

Impact of Tax Expenditure Rules in the Federal Tax Code

It is my Judgment that ta' expenditures (tax breaks, tax loopholes)
within the federal tax code--taxes not collected because of special
rules--are the greatest single 'diver' toward expansion of farms beyond
moderate size. "Loopholes" in the income tax code, a differential tax
rate for incorporated farm (even if family controlled), and special
relief in the federal estate tax'rates for closely-held businesses
combine to encourage and subsidize the continual expansion of individual
farms. Most of these benefitsflow to larger farms and to investors
with substantial nonfarm income.

Let me trace the effect of several tax breaks on four farmers in my
community. John F. is a young formr just getting started. Although
his wife works, his starting up expenses are such that they have no
current income tax liability--they are in a 0 percent marginal tax
bracket.

I am, in fact, the second of my farmrs. We have substantial equity
in our farm, but are not debt free. Last year we wore in the 25 percent
marginal tax bracket, partly because Barbara works part-time as a nurse.

A neighbor, Leland G., is a bit farther along. His farm is larger and
his debt load relatively less. He and his wifq are in a 39 percent
marginal tax bracket.

The fourth "farmer" is a well-established attorney. His professional
income puts him in the 50 percent tax bracket--or would except for his
farming "investments."
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Table 1. IMPAct of s4ected tax provisions
on selected taxpayers

Narlinal Tax, oacet . 0% 2S 394 50M

Tax on $l.0Q0 additional 90towAp income/
After tax Income

Tax reduction from $1,000 dsitblo
expenditure

.Tax on $1,000 capital gain /
After tax income

(value of conversion from Ordinary'
income to capital gains)

Tax reduction for $1,000 exponditute
eligible for investment tax credit

Now, imagine each of us receive An additional $1.000 tncomo; After
taxes, my young farmer would have the thole $1,000 for family expenses
or debt retirement. Each of the others would have respectively less,
with aw attorney friend havng only: $500 (actually only $410-Nebraska
income tax equals 18 percent of tho fede al tax), (See Table 1.)

This progressive schedule is, In my view, the way an income tax ought
to work. If it actually worked, it would give a coqotitive edge to
the younger beginning fairer csparod to the well-established farmer
or my attorney friend.

Now consider deductions frome taxable income. It is quickly apparent
that the after-tax cost of the"e deductions equals the actual expenditure
inus the tax wdich would otherwise.hve been. paid. borrowing money, for

example, costs a 50 percent taxpayer only half (or lss) as much as a
nontexpayer, so lon as interestt is en unlimited deduction.

Tis effect .i; manltied when the deductions do not represent actual
expenditures (e.g., excess accelerated depreciation) or offsetting
inventory adjustments are not mede (e.g. ; cash accounting). Many of
these deductions would prestiably be offset by Incresed taxable income
at a later date, but in the interim thers Is effectively en Interest-
free loan in the mount of .hO tax that has been deferred.

Some deductions from current Income are pertted thich are In reality
capital Investments (e.g., expenses of raising breeding livestock,
'certain land development expenditures). "Recapture" rules have beeon
tightened in recent years, but there are still opportunities remaining
in livestock and lend development for the classic tax shelter--buying

40/ l12SOl $30/ SOO/
$1S,000 $ISO $610 $SO0

$0 $2so $390 $soo

.;100l $156/ $2oo0/
$1°0,ooo , $oo $$44 $800

.($0) ($ISO) ($234) ($300)

$0 $100 $100 $100
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and developing an asset with currently deductible expenditures, with
later sale, if any, on a capital gain basis, only 40 percent of which
is counted ,nS taxable income. The comparative advantage of this
conversion is, obviously, proportional to each tax bracket. This
phenomenon, mad resulting speculation, has been a major contributor to
inflation in land value during the past twenty years.

Investment tax credit works sowhat differently, as a deduction from
tax owed, rather thah from txable income. It treats all t Payereq- ll "t is meanirnes to w :younger, nontaxpaying neighbor.
Most of the income tax rules mentioned so far are business or across-
the-board tax rules which also apply to farmers (rapid depreciation--
accelerated cost recovery system deductibility of interest, capital
gain preference, and investment tax credit). Their application to
farming is enhaced by three special farm tax rules--freodom to use
cash accounting, deducting a cash expenses certain capital expenditures,
and capital gains treatwnt of beeding livestock.

So fr as I know, relgtively little work has been done to quantify the
degree to which these tax rules effectively subsidize faro consolidation.
There seems to be little disagreement, however, about the direction of
their effect.

I expect, for example, substantial tax motivated purchases of farm
eo,4pment late this year mad in 1984, as PIK grain is converted to cash,
exposing farmers to income tax liability because there will not have
been the normal offsetting deductible expenses. How many of theseadditional expenditures will in fact be a wise use of resources? How
much of the tax savings 'will .bo.hib into higher rents to fully utilize
new, larger. equipment, and thence Ipto a new round of spiraling land
p ricst' It seem clear that a great deal of previous tax benefits has
bn bid into land values; the unanswered. question is how much. I
suspect it my be a very high proportion.

Corporate Tax Rates and Pam

Tax rates for corporations are 1*s, often substantially so, than for
individual taxpayers through the income range that includes moderateand large fmlly farms--those having taxable income greater then about
$16,000. (Soe Table 2.) The differential tax rate becomes an incentive
for corporations to ecuamulate and hold far assets, especially land.

Little attention has boen given to the difficulty of dis-incorporating,
and the temptation under sam circa tancos to trade stock in family-held
corporations for stock in larger corporations. I expect it to be anincreasing phenomenon as first generation family corporations get
transferred
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Table 2. Cmarison between indivdual income tax
'rates AM corporate tax rates

Taxable Income Individual Pate Corporate Rate
(Marid, filing,--ntly) (1983)

(1963)

$0- $3,400 .0%
3,401 - SS00 lit
5,501 . 7,600 IA%
7,601 - 11,900 M5I

11,901 . 16,000 . 174
16,001 - 20,200 23%
20,201 - 24,600 23%
24,601 - 29.900 26%
29,901 - 35,200 30%
35,201 - 45,800 3St

0 - so,O00 17%
45,801 - 60,000 40%
60,001 - 85,600 .44%
50,001 - 100,000 20
85,601 - 109,400 48%

>109,401 S0%
A00,002 - 150,000 30*
150,001 - 200,000 , 40*

>200,000 46*

Estate jTxes
I think the schedule for incrasin' tax credits aSainst-estate and gifttax liability went quite beyond those necessary to allow for inflation,especially considering the current actual decline in farmland value.As a practical matter, the estate values listed in the statute May bedoubled, when considering faem size, since most families will take therather simple tax-planning step of dividing their property into twoestates. Pew farm with net assets of less than $1.2 million will besubject to estate tax when the, current lewis fully phased in-' after1986. This figure, moreover, does not consider annual pro-death giftsor other more complicated, but quite legal, steps that may be taken to
reduce estate size.

More disturbing to me are the special estate tax provisions for closely
held businesses, most of which are farms. Special use valuation will
reduce the taxable value of farms for quali nug families by half ormore in most circumstances. An extended psymont schedule, with interestcalculated at 4 percent# is. also allable for qualified estates. Notethat these features benefit. only farestates large enough to be taxable,and their maxima benefits are available onlr to farm estates with netassets greater than $1 million (usually farm having more than $2 millionnet assets). Note also that indebtedness for far assets is encouragedby special use valuation, since the' Value placed on farmland is reduced,
but offsetting indebtedness is not. These features encourage far
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-- Incentive to incorporate, expand, leading to possible tax-
free stock exchanges with a larger corporation.

-- Preference for far property In larger estates.

-- Discouragemnt from sale of farm properties by retired
farmers, or their heirs.

-- Reduced opportunity for younger, beginning farm families.

Possible Changes Toward aTax Code Which Would Support Family Parms

Perhaps the first recommendation which must be made Is for the public
and private research establishment to recognize and measure the
regressive effects of these various rules in a systematic and quantitative
way. The following list of suggested policy changes to restore a
progressive tax system should be taken, therefore, as an indication of
the character and scope of changes which will be requited of a tax code
that will in fact support the gos. of creating and maintaining family
ftams.

Income Tax Rules

1. Capital gains income should be taxed more severely. The most
effective change would be to tax all realiedacipital gains as

ordinary income. Somewhat less severely, capital gains ight be indexed
to Inflation, with the gain attributable to inflation taxed at the
existing preferred rate and all gain above inflation taxed as ordinary
income. A supplemental change mighe be to limit, annually or by
lifetime, the amount taxable 4s capital gains, with any excess taxed as
ordinary income.

2. A carryover basis should be reestablishod for determining capital
gains for inherited proUrty. In nearly all instances this would

not affect inherited farms that stay Its the family. It would remove
one barrier to pre-death sales .and transfers of fare assets.

3. Cash accesitin privileges for formeert should be terminated or
limited to VodeGrate-sized far. Cash- accoutng is the key

provision enabling wealthy Investors to maximize gains from most of
the other tax rules enumerated. Most farmers already keep annual
inventories which could be adapted to accrual accounting. Income tax
averaging provisions will sufficato level taxation resulting from
extreme year-to-year swings in income.

4. All expenditures to develop capital assets or increase their value
should be capit#l1"d dda .. Ated, if applicable, over the

useful life o t *t "

S. Depreciation schedules for capital assets should approximate tho
real useful lif of each asset, and at a rate hch aroximates

actual decline in real value. Dpreciation deducted from ordinary income
should be recovered and taxed a ordinary income if a capital asset is
sold for a gain.
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families to hold on to estates which might otherwise be sold. It also
encourages investors to build farm estates and to quality themselves to
be eligible for the special estate tax features.

Table 3. Schedule for phasing in increases In the

unified credit against estate and gift taxes

Year Credit Equivalent Estate Value

1982 $62.800 $225,000
1983 79,300 275,000
1984 96,300 325,000
1985 121,800 400,000
1986 155.800 500,000
1967 192,800 600,000

Summary of Effects

As a summary of effects of these various tax rules, let me quote from a
resolution adopted by the Nebraska Famrs Union in December 1982, as
they appointed a tax study committee:

Nearly every farmer takes some advantage of tax loopholes
(technically "tax expenditures"; also called tax breaks) in
the federal tax code. The large majority of these farm-
related tax breaks go to farmers or farm investors who are
in the high marginal-income tax brackets. Tax breaks give
these taxpayers an advantage in bidding for farm resources,
when compared to begiming farmers, or families operating
small and moderateo-sized farm, who are usually in lower
income tax brackets, or have no-tax liability at all.

We observe the following negative trends, which flow at least
in part from the comrlex of federal tax breaks available to
farmers:

-- Encouragement of and subsidies to continual expansion in
fare size.

-- Incentives to invest in. farmland or farming enterprises as
a tax shelter.

-- Inflation In farmland Valuo.

Overproduction of the most tax-favored commodities, and
consequent lower fame toModity prices.

-- Overinvestmnt in equipment; higher land rentals.

-- Inefficient livestock practices (e;g., one-litter silt/hog
operations).
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6. The Investment Tax Credit should be eliminated for livestock and
am bUldings and pRoby fas . um t..

7. Unlimited deduction of intost as a farm business expense should
be restrict to farmers active in the day-to-daY operation of their
farm,

S. Use of farm losses to offset taxable income from nonfarm sources
shoiud g probitodor atlatsthroe classes of farmers:

a. any corporation;

b. any farmer who uses cash accounting; and
.1

c. any farmer whose principal livelihood arises from nonfarm
sources (probably asasur dby ' nonfarm income toetY?

Corporation Tax Rules

All farmers should be, taxed according to the same tax schedule. One
approach would be to tax each Incorporated farming operation a
'jartnershitp.

Estate Taxes

1. The 1981 inflation adjustment in the unified tax credit should be
dinished e dan n, fuure n flation ustments In the crd t and

in the annual gift tax exclusion should be restrained.

2. A progressive estate tax schedule should be readopted for estates
larger than'2.5 million.

3. Special use valuation for fa estates should be eliminated;
especialy by the time the =4creasod tax credits are phsaed in.

If special use valuation is retained in any form, qualifing heirs
should Weet a residency and maximum assets test.

4. The hih subsidized interest rate should be discontinued for any
e d m coatetat fx -p ,x. If such contracts are

written, they should bear intsiit at the cost of money to the
government, since the only users of such contracts are already wealthy
families.

S. Repeating from the capital gains discussion, the carryover basis
for inherited proerty should be reinstated.
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Planning Ideas Using the Tax
Deferral Benefits of Cattle
Feeding
CLARK S. WILLINGHAM*

Cattle feeding is the major tax deferral shelter avail-
able today. Besides the obvious benefit of putting off the
payment of tax liability to a future year, the investor also
can arrange, with proper plqnn(ng, to be taxed at lower
levels, to qualfy for capital gains taxation, and to set up
favorable retirement and estate planning strategies.

Tax deferral in the hands of a good tax planner can be just as
favorable a tax shelter as conversion of ordinary income into capital
gains. The goal in tax planning with deferral shelters is to take the tax
losses in a year of the taxpayer's highest marginal tax rates, but delay
recognition of the corresponding taxable income to a year in which
the tax rate is lower. Result: The same total dollars are taxed but at a
lower rate.

The major deferral shelter available to investors today is cattle
feeding. Most other major shelter ventures, however, also contain
some element of deferral. In oil and gas, excess intangible drilling
costs (IDC) is taxed, upon sale of the property, as ordinary income
instead of capital gains. In real estate liquidations, the excess of
accelerated depreciation over straight-line depreciation is likewise
recaptured as ordinary income. In cattle breeding the entire amount
of depreciation is recaptured as ordinary income upon sale of the
herd.

How the Cattle Feeding Shelter Works
Cattle feeding works as a tax deferral investment because of the

use of the cash-basis method of accounting and high leverage. Exhibit
I illustrates how the cash method of accounting works in cattle

* Clark S. Willingham is a pahner of the Dallas law firm of Kasmir, Winingham
& Krage.
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EXHIBIT 1. How Cash Method Accounting Works In Cattle Feeding

To start his cattle-feeding venture, let's assume the "farmer" (taxpayer) invests $150 in cash
and borrows an additional $600 from a bank, with full personal liability. Thus, the total cash
available is $750.

With this $750 the farmer buys one steer for $425 and buys feed with the remaining $225.

The operations:
Purchase one steer $525
Feed, interest, etc. 225

Total cost $750

When the steer is ready for slaughter, it is sold to a packing plant. Assuming the fattened
steer sells for $750 ca.'h, the farmer would then pay off the bank horrowinp of $600 and have his
$150 cash back. This example assumes a mere break-even situation. In practice, of course, thero,
would probably be profits or losses.

Getting out:
Cash from sale of fat animal $750
Repayment of bank borrowings 600

Cash for farmer $150

While the Economic Recovery Tax Act of 1981 (ERTA) made no changes, the Tax Reform
Act of 1976 substantially changed the tax treatment of cattle feeding. "Farmers" may still
deduct cattle feed in the year paid for, but "farm syndicates" must deduct feed only in the year
in which the feed is consumed. In examining the tax consequences of the investment by a farmer
using the cash method of accounting, we assume that the steer and feed are purchased in year 1,
but the fattened steer is not sold until year 2. The farmer's first year (ax return would, therefore,
reflect an ordinary income loss of $225, which is the cost of feeding the steer. In year 2, he would
sell the steer and show a gross sale income of $750. This amount would be reduced by the
farmer's $525 basis, giving him a net taxable income from cattle feeding of $225. Obviously, the
farmer didn't earn a $225 profit in year 2, nor did he lose $225 in year I. By using the cash-basis
method of accounting, and properly timing the income and expenses, the farmer has shifted
income from year I to year 2. A farm syndicate can easily achieve the same tax treatment by
purchasing the animal so that the bulk of the feed is actually consumed by year-end. The process
could then be repeated by purchasing additional animals and feed to again.defer taxable income
to the next year.

The Tax Return , Year I Year 2
Purchase one steer ' $ 0 $(525)
Feed, interest, etc. (225) 0
Sale of fattened animal 0 750

Net profit S(223) $ 225
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EXHIBIT 2. How Different Amounts of Leverage Affect Percentage Write-Off

The Tar Return Year I Year 2

Purchase one steer $ 0 $(425)
Feed, interest, etc. (325) 0
Sale of fattened animal 0 750

Net profit $325 $ 325

Now the write-off has been increased to '217 percent, -

feeding. The examples in Exhibit I use a standard feedlot animal and
achieve a 150 percent tax write-off. By starting earlier in the year with
a lighter-weight animal, the write-off can be increased. Instead of
buying a 650 pound steer for $525, consider what happens on the tax
return of the farmer who purchases a 500 pound steer for $425 and
feeds the animal over a longer time period. Exhibit 2 shows how
different amounts of leverage affect the percentage write-off.

Both exhibits assume the investor invests $150 cash equity,
which is a fairly general equity charged by the major agricultural
lenders. Most ag banks will reduce the cash equity required to $100
per head once the cattle are "hedged" at break-even or better.
Hedging involves using the cattle future- markets and can help reduce
the market fluctuations inherent in the cattle industry. By using a $100
investment in hedged cattle in the Exhibit 2 example, the tax write-off
is increased to 325 percent.

Some planners also advocate using letters of credit to further
increase the tax write-off. With a $50 cash investment and a $100
irrevocable bank letter of credit, the tax write-off is 650 percent.

Practical Uses of Tax Deferral
In many situations investors simply do not want to pay taxes in

the current year. High-leverage cattle feeding can allow the investor
to postpone the current year's in Zome tax liability by investing only a
fraction of the taxable income-usually much less than the actual tax
itself would be. This postponement can also be continued indefinitely,
by simply continuing to feed cattle each year.

Another use for deferral is to buy time until the following year to
allow the investor to get into a more suitable investment at that time.
Cattle feeding works especially well in conjunction with real estate,
which throws off moderate first-year losses but allows a continuing
stream of losses in ensuing years. The taxpayer invests in cattle in
year I to provide high multiple write-offs. During the phaseout of cat-
tle, the cattle-feeding taxable income is offset with real estate losses.
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Changing Rates
The classic planning situation using deferral is the one-time large

gain where it is known that the taxpayer's income will not be as high
in succeeding years. The example below illustrates the after-tax effect
of a $20,000 investment generating a 200 percent write-off and a
change in the tax rate from 50 percent to 30 percent.

1983 1984

Cash (invested)
returned ($20,000) $20,000

Tax deduction (income) $40,000 ($40,000)
Taxes saved (paid) 20,000 '50% (12,000) 30%
Net cash (invested)

returned -0- $ 8,000

Total profit after taxes $ 8,000

Percent return on gross
cash investment 40%

The previous example assumes the cattle venture is an economic
break-even. As can be seen below, a 20 percent actual economic loss
still results in a 26 percent after-tax profit based on the gross cash
invested. Note that there would be no net cash invested.

1983 1984

Cash (invested)
returned ($20,000) $16,000

Tax deduction (income) $40,000 ($36,000)
Taxes saved (paid) 20,000 50% (10,800) 30%
Net cash (invested)

returned -0- $ 5,200

Total profit after taxes $ 5,200

Percent return on gross
cash investment 26%

It must be emphasized again that the taxpayer must enter any tax
shelter for economic profit in order to deduct the losses. Cattle feeding
is a viable business, but it is also high risk. Investors should seek good
operators and not structure the program so that the potential tax
benefits outweigh the true economics.
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Sheltering Long-Term Capital Gains

When working with long-term gains, investors must be careful to
pick investments that do not show up on Schedule D of the tax return.
Losses on Schedule D offset the long-term gain before the taxpayer
gets to take the 60 percent deduction. Remember: Only try to shelter
the 40 percent of the gain that is taxed as ordinary income.

Without titlee :

Sale' of stock
Long-term gain

deduction

Net gain taxable

Tax (50%)

Net cash

With Cattle:

Sale of stock
Long-term gain

deduction

Net gain taxable

Investment in
cattle

Loss from cattle

Combined taxable

income

Taxes paid

NJet csh

Invst$or's$

Cash

$100,000

Formn Schedule Schedule
1040 D F

$100,000

(60,000)

$40,000 $ 40,000

(20,000)

$ 80,000

Investor's

Cash

$100,000

Form Schedule Schedule
1040 D F

$100,000

(60,000)

$40,000 $ 40,000

(20,000)
(40,000) ($40,000)

-0-

-0-

$ 80,000

119
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The $20,000 investment has eliminated the ordinary tax resulting
from the long-term capital gain. (But the taxpayer can never avoid the
alternative minimum tax. The calculations in the example assume that
tax does not apply. Take care always to check those calculations on a
case-by-case basis.)

The cattle-feeding investment above is made entirely with tax
dollars not paid to Uncle Sam. If the investor plans his exit from the
cattle business to coincide with a lower tax bracket, he also benefits
from the lower overall tax. Additionally, the investor has had the use
of the $80,000 cash and its income-producing potential.

Retirement Planning

One surefire way to reduce tax rates is to stop working and
reduce income. This obvious situation can lead to good tax planning if
the investor knows in advance that he is going to retire. Cattle feeding
can be used to shift income from the high bracket earning years to
the lower bracket retirement years, as can be seen from the following
example.

Earning Years Retirement Years
50% Bracket 30% Bracket
1 2 3 4 5 6

Cash investment $20,000 $20,000 0 0 0 0

Cash returned
(break-even) 0 0 ($10,000) ($10,000) ($10,000) ($10,000)

Tax income
(loss) at

200%) (40,000) (40,000) 20,000 20,000 20,000 20,000

Tax paid
(saved) (20,000) (20,000) 6,000 6,000 6,000 6,000

Net cash
returned -0- -0- ($ 4,000). ($ 4,000) ($ 4,000) ($ 4,000)

The investor enjoys a $16,000 profit even if the cattle only break
even, because he effectiveJy pays tax on $80,000 at the 30 percent rate
instead of the 50 percent rate. (The typical cattle-feeding venture
serves to defer income for one year at a time. This example assumes
the investor buys new cattle each year, to roll his income forward.)

35894 0-84-9
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Estate Planning

Another practical application for cattle feeding is in estate plan-
ning for the elderly. Because of the step-up in basis rules, the income
would, in effect, be deferred forever: The new stepped-up basis would
include the value of the feeding cost already deducted on the dece-
dent's tax return. Death, however, remains the harshest way to avoid
taxes.

Assume an estate consisting of $300,000 of assets plus $300,000 of
ordinary income:

Without Cattle Feeding:

Taxable income
Income tax (50%)

Net cash to estate
Other assets

Taxable estate
Estate tax
Unified credit

$138,800
(79,300)

Net estate

With Cattle Feeding:

Taxable income
Income tax (50%)

Net cash to estate
Other assets

Taxable estate
Estate tax
Unified credit

Net estate

Tax savings

$192,800
(79,300)

1983

$300,000
(150,000)

$150,000
300,000

450,000
$138,800

59,500 (192,800)

$390,500

1983

-0-
-0-

$300,000
300,000

$600,000
$192,800

113,500 (192,800)
$486,500

$ 96,000

1987

$300,000
(150,000)

$150,000
300,000

450,000

-0-

$450,000

1987

-0-
-0-

$300,000
300,000

$600,000

-0-

$600,000

$150,000
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As can be seen from the above examples, deferring the income
tax liability increases the net estate left after taxes. The taxable estate
is increased by the amount of income tax not paid. This tax-planning
technique is especially useful in smaller estates that are not large
enough to take full advantage of the unified credit as illustrated in the
1987 figures above.

Conversion to Capital Gains

The previous examples dealt with the deferral available from a
short one-turn cattle feeding venture (though some instances are
enhanced by continued deferral). While multiple write-off deferrals
are excellent tax-planning investments in many situations, most tax-
payers would obviously prefer to have the deferred income ultimately
taxed at the more favorable long-term capital gains rates. By entering
into the cattle-feeding business on a long-term basis, conversion of
ordinary loss into long-term capital gain is probably possible.

To do this, the feeding venture is started in year I in an S
corporation. Losses from that first year's operation flow through to
the individual and offset his income from other sources. On January 1
of year 2 the S corporation election is revoked. The corporation thus
becomes a separate taxable entity. The 1983 rate of corporate tax will
be 15 percent, 18 percent, 30 percent, and 40 percent progressively on
each $25,000 of taxable income and 46 percent on all income in excess
of $100,000.

Year I Year 2 Year 3 Year 4

Cash invested $ 200,000
Tax (loss) income* (400,000) $40,000 $40,000 $40,000
Personal tax savings

(50%) (200,000)

Corporate tax paid** (6,450) (6,450) (6,450)
Net cash investment $ -0-

* This assumes a 200 percent write-off. Depending upon the leverage used, the
multiple write-off may be increased.

'*I This example assumes that the lower surtax rates are available to this corpora-
tion.

The investor must meet the basis rules, of course. Section
1366(d) of the Internal Revenue Code limits deduction of losses in
excess of the shareholder's basis in stock and debt of the corporation.
If the shareholder invests only $200,000 in the corporation, he would
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be able to deduct only $200,000 of the corporation's year 1 loss. To
avoid this limit, the investor should incur personal debt. Cattle-feeding
deals are generally highly leveraged. In our example above, in addi-
tion to the $200,000 cash investment, there would probably be about
$800,000 in notes. Rather than having the S corporation do all the
borrowing, the investor should personally take a note for $200,000 of
this amount, immediately lending the funds to the S corporation.

After a "substantial portion" of the taxable income has been
recognized at the corporate level (30 percent was "substantial" in the
Kelly' case), the corporation should not be considered "collapsible,"
and therefore liquidation would be at long-term capital gains rates.

Year 5

Cash returned (break-even) $180,650*
Taxable income $380,650t
Tax (20%) (76,130)
Net cash proceeds $104,520
Initial net cash investment -0-

Total net profit $104,520

Effective tax rate* 23.87%

# The $200,000 originally invested less the $19,350 corporate tax paid.
I Even though only $180,650 cash is distributed, the taxable income would be

$380,650. The $200,000 difference is the excess tax write-off taken in year 1.
I The individual would pay $76,130 in tax, and the corporation would pay

$19,350. Thus, the total taxes paid on $400,000 would be $95,480.

The above transaction results in a gain of $104,520, even though
the actual cattle-feeding venture broke even economically. This result
is achieved because the original $400,000 of taxable income is taxed at
23.87 percent instead of 50 percent. The lower effective rate is the
product of the lower corporate tax rates on part of the income and the
long-term capital gain upon liquidation.

Summary

Cattle feeding is just a deferral. But thoughtful planning around a
solid economic program can convert that deferral into an excellent

Kelly v. Comm'r, 32 T.C. 135 (1959), aff'd, 293 F.2d 904 (5th Cir. 1961). In
Rev. Rul. 72-48, 1972-1 C.B. 102, the Service agreed to follow Kelly.
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tax shelter. Investors should carefully investigate the quality of man-
agement and experience available in the industry.

Investors should be especially cognizant of their status as a
"farmer" or "farm syndicate" for fede,'al income tax purposes. Farm
syndicates may'not prepay feed but rather must deduct it only when
consumed by their own cattle. High multiple write-offs are still avail-
able if the farm syndicate starts the cattle-feeding venture early
enough in the year (usually late summer to early fall). On the other
hand a "farmer" can prepay feed on December 31.

THE MORE THINGS CHANGE...
"Can anybody remember when the times were not hard and money not
scarce?"

-Ralp "NaIdo Emerson
Society and Solitude
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Senator GRASSLEY. Would expensing of capital equipment help
boost productivity? I mean beyond the $5,000 expensing that we
permit right now.

Mr. MILLER. I am not sure I can answer that question right now.
I think I would have to do a little bit more work into that, I'm
afraid.

Ms. RICE. I don't think that expensing would increase productivi-
ty. I think that what it could do is increase production. And, again,
we see the distinction, productivity being what you put in has some
effect on what you get out of any endeavor.

The point was made in the previous panel that if you are let's
say a newcomer to the business world or perhaps you are new in
farming, your income is not really sufficient at the beginning, that
would warrant any kind of long-term deduction. You don't have
the cash upfront. So it might be helpful to someone to have expens-

ut again, we don't believe that it has any direct effect upon the

output of an acre of land, let's say.
Mr. SENTER. We would concur that we do not see how the ex-

pensing would directly impact the productivity. In certain in-
stances it could benefit, but we do not see that it would impact on
productivity.

Senator GRASSLEY. Is there anything about current tax policy in
management decisions in agriculture that-well, let me start over
again.

Because we change tax law so often, and because we have differ-
ent approaches like land improvement expenses that are handled
one way, and we have ACRS and the investment tax credit for
some capital investment, do current tax provisions send mixed sig-
nals that are a detriment to productivity?

Mr. MILLER. Senator, I think they definitely send mixed signals,
and I think I would agree with some of the previous panelists, too,
that would indicate that there is this apprehension and a feeling
that we don't know from 1 year to the next what is going to be
happening with us; but if we look in terms of the accelerated de-
preciation on some single purpose agricultural structures, it is
fairly obvious that the industry reacts quickly to those sorts of
things.

We have witnessed it in what we perceive to be a tax motivated
shift, particularly in the production of cork and to a lesser extent I
think but equally demonstrated in the poultry industry.

Now, the poultry industry started integrating much before the
enactment of accelerated depreciation; however, that integration
has continued by leaps, I think, with the current policies.

Now, it does have the effect, obviously, of these farmers having a
chance to modernize and update. And once that is accomplished
and you have that structure on the land, then you can start recog-
nizing your-efficiency and your productivity immediately.-

I think there is a point where we ought to put an end to it, how-
ever, because I think it is stimulating overproduction in some of
the industries. I think that some of the proposals-to wit, one that
was proposed in Kansas that would be a $33 million investment in
pork production-probably are not being structured and submitted
for demand purposes as much as they would be for the obvious tax
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benefits in building that kind of facility, particularly if you had
income from other sources that it could help offset.

Ms. RICE. There are mixed signals. For instance, the use of the
investment tax credit naturally has stimulated purchase, let's say,
of farm machinery or other capital equipment.

On the other hand, of course, prior to 1976 and then prior espe-
cially to 1981 you had an estate tax policy which had the exact op-
posite effect. Whereas someone may have used the ITC to have ex-
panded their farming operation hoping to pass it down to their
heirs, an estate tax policy on the other hand coupled with inflation
had become a disincentive for that type of passing along your farm-
ing estate.

Another area not related to tax is the issue of fragile lands. You
have the encouragement on one hand of preserving fragile lands,
but yet farm program payments on the other which continue for
farmers who do plow up fragile lands.

I am thinking of another instance now. It is a bill that we have
no position on, but has been introduced in the House to limit the
use of the investment tax credit for people who sign up for the
dairy diversion program. That tax benefit or tax provision is still
available, although the Government on the other hand is trying to
hold down dairy production, at least for the next 15 months. So you
do have paradoxes there. You do have mixed signals, and you have
a disincentive to plan. There is no way you can plan if tax ldw is
going to change every 18 months.

Mr. SENTER. I think most producers look at the tax system as the
unknown, and it's kind of a dark cloud hanging out that it may
rain tomorrow and then it may clear off tomorrow, that they look
at it a lot like they do farm programs, because they never know
when they are going to change but they know they are going to
fairly soon.

As was pointed out, I think better coordination between tax
policy, the impact on farm programs, and the whole productivity
system needs to be looked at, because you can't have programs
going different directions and have a program that will work
smooth and be coordinated.

As was pointed out, the sodbuster legislation is going to take a
step towards solving a major problem we've got at plowing out all
this marginal land. But still the tax policy-they can write off ex-
penses on clearing this land and changing the use.

So, better coordination would aid everyone in making sure that
the policies all move in the right direction.

Senator GRASSLEY. I have no more questioning, but I would like
to comment on an aspect of tax policy as it is related to what you
said, about special-purpose agricultural buildings.

When I was in the House of Representatives, I was responding to
family farmers in my State who, at that point, had built special-
purpose agricultural buildings and were depreciating them in 5
years, based upon some legislative history of the 1972 tax law.
Then they were finding themselves challenged by the IRS.

We were trying to respond to carrying out legislative intent, and
so we legislated it more clearly in 1978, not anticipating that we
would have $33-million investments, you know, and have overbuild-
ing in agriculture-in pork production as an example.
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And now, seeing what has happened, I think it is legitimate to
change that. And we are responding to that situation in this cur-
rent tax bill, because I think what we want to do is to encourage
the farmers to be as productive as possible. But we don't want to
encourage people who are nonfarmers to be involved in it for tax
purposes to a point where the law of supply and demand and the
cycles in the pork industry don't respond accordingly. And when
they don't respond, then it is at that point that the family farmer
is hurt.

The people who have the investment in the special purpose agri-
culture building generally keep those buildings filled to capacity-
you just about have to or they don't function. So consequently, we
distort the normal cycles and normal supply-and-demand cycles.

So we are trying to change it. We. don t think we will affect the
productivity of agriculture negatively as a result of that.

I think we could probably argue that if you get too much non-
agricultural interests in agriculture, the productivity probably goes
down as there is a less direct personal interest in what is going on.

That is the end of my questioning.
Mr. SENTER. Senator.
Senator GRASSLEY. Yes?
Mr. SENTER. One comment. Talking about some coordination,

just recently in visiting with Congressman Stark on the House
side-in 1978 legislation was passed and signed into law that
placed capital gains tax on foreign investors. It brought them up to
an equal status with domestic investors.

The State Department has put forward a proposal, about two
months ago, calling for a repeal of the legislation that placed cap-
ital gains tax on foreign investors; they are pushing to make them
tax-exempt again. So this fits right into what we were talking
about, being coordinated. So, why would you want to remove the
capital gains tax on foreign investors in agriculture land at the
same time when they should be treated equally with domestic in-
vestors?

"That is just another point where the Government needs to be co-
ordinated in what they are doing.

Senator GRASSLEY. Let me know when that ugly beast surfaces,
will you?

Mr. SENTER. I certainly will.
Senator GRASSLEY. Because as a proponent at that time of that

change in the tax law so that the foreign investors would be treat-
ed no differently than domestic investors, or I should say American
national investment, then I would obviously not want the State De-
partment's recommendations to be successful.

Mr. SENTER. OK.
Senator GRASSLEY. Thank you.
The meeting is adjourned, and we would encourage everybody to

keep in touch with us as these hearings progress next month as
welL.

Thank you.
[Whereupon, at 11:51 a.m., the hearing was concluded.]
[By direction -of the chairman the following communications were

made a part of the hearing record:]
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STATEMENT OF SIDNEY LIEBERSTEIN
MACHINERY DEALERS NATIONAL ASSOCIATION

BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE

MAY 21, 1984

I am Sidney Lieberstein, the immediate past president and the current

Chairman of the Government Relations Committee of the Machinery Dealers

National Association. I am also the President of Perfection Machinery Sales,

Inc., 75 East Palatine Road, Wheeling, Illinois 60090. I am submitting this

statement on behalf of the 500 MDNA member firms. We are small businesses

which account for over 70 percent of the used machine tools sold in the United

States. Because used capital equipment is acquired from large manufacturers

and usually resold to small manufacturers, MDNA members are in the unique

position to articulate the economic problems of the small business community.

Our frequent contact with small manufacturers has led to MDNA becoming one of

the recognized spokesmen for this group. Our statement concentrates on our

concern about the impact on small business productivity of the limitation on

the amount of used machinery and equipment which is eligible for the invest-

ment tax credit under our current tax system. We believe our concern is

shared by all small businesses.

Under present law, there is a $125,000 limitation on the amount of

used equipment eligible for the investment tax credit, but there is no limita-

tion on the investment tax credit available for new equipment. This ceiling

is scheduled to increase to $150,000 in 1985. (The tax bill which and

is currently pending in Conference would defer this increase for four years

until 1988.) Similarly, the same carryback/carryforward provisions available

for new equipment are not allowed to purchasers of used equipment who may not

carryforward or carryback tax credits on investment over the limitation amount.
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Since the original $50,000 ceiling was established in 1962, the cost

of basic, unsophisticated used equipment has generally increased by over 500

percent. It could cost over $600,000 to start a small machine shop which

would employ ten people. If a large company which could afford to buy new

equipment purchased $600,000 of equipment, it would receive an investment tax

credit of $60,000 (10 percent of $600,000). If a small firm bought $600,000

of used equipment, it would receive an investment tax credit of $12,500 (10

percent of $125,000). In addition, purchasers of new equipment can carryback

three years and forward fifteen years that part of the investment tax credit

on the $600,000 purchase which, cannot be used in the year of purchase. The

small business which purchases used equipment can carryback and carryforward

only the $12,500 which is allowed as a result of the limitation. The $475,000

balance of investment in excess of the limit would receive no investment tax

credit in any year. This example clearly illustrates the discriminatory

impact on small business of this limitation,

Furthermore, an established manufacturer has hardly begun to modernize

before he realizes that the $125,000 ceiling offers him very little assistance

at all. The original arbitrary and inadequate limit of $50,000 in 1962 was

merely a token gesture to small business and in light of inflation, doubling

the limit to $100,000 thirteen years later and to $125,000 nineteen years

later, has perpetuated the injustice.

This discriminatory tax treatment impacts directly and primarily

upon small businesses which are already hindered by their inability to

externally or internally generate the capital necessary to buy equipment.

Capital stock formation among small business (which may be the nation's best

source of economic growth) has been impeded by high interest rates,
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restricted availability of credit, the government's regulatory burdens, the

prolonged recession, the tax laws which discriminate against small business.

Since small business cannot generally afford or justify new machinery, it

requires quick passage of tax incentives which will enable it to buy the used

equipment it needs to initiate start-ups, boost productivity, expand capacity,

and, thereby enhance its ability to participate in the economic recovery.

The Joint Economic Committee and the White House Conference on Small

Business both have recognized the disparity between large and small businesses

as they are affected by inflation and current tax policy. Both have called

for tax measures targeted to small business that will enable smaller firms to

retain a greater proportion of their earnings for reinvestment in capital

improvements and plant expansion.

The primary way that a small manufacturer increases a plant's

production capacity or develops a new product line is by purchasing additional

used machines. Major corporations renew equipment which is 7 to 10 years old

with new equipment, some of which costs over a million dollars. Medium to

small firms renew equipment which is 15 to 25 years old or more with newer

used equipment, frequently 7 to 10 years old, some of which costs over $300,000.

Very small or new firms may renew their equipment which is 25 years old or

more with used equipment which is frequently 15 to 18 years old. Such upgrading

of equipment translates into increased productivity for a small business. If

the full investment tax credit is allowed for used capital stock, it will

speed up the process of renewal and upgrading of all of our industrial plants.

The demand for used equipment will increase the price and market for a large

firm's used equipment. This will encourage the large firm to sell its used

equipment and buy new capital stock to replace the used. This will result in

a significant increase in productivity throughout the economy.
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Improving productivity does not necessarily require acquisition of

younger machines. Often small manufacturers can increase their productivity

by purchasing used equipment manufactured in the same year as its current

equipment but more efficiently designed for its particular production needs.

In its 1980 Report, the Joint Economic Committee makes a convincing

case for the importance of small business in improving the productivity of our

systems

In the area of innovation and productivity, the National
Science Foundation has found that one out of every four
of the most significant industrial product and process
innovations since World War II was developed by firms of
less than 100 employees, while one-half were accounted
for by firms with less than 1,000 employees. (p. 71)

I believe that further investigation would reveal that an extremely high

percentage of those Innovative products and processes were made or developed

on used equipment. Remember, new equipment is built with used equipment.

When the small businessman is denied tax incentives to replace

current equipment with used machines that are either more sophisticated or

more appropriate for his operation, our economy loses. His alternatives are

to make do with existing equipment, to merge, to be acquired, or to close up

shop.

To penalize the manufacturer who installs $1 million of used machinery

in a single year over the manufacturer who merely installs $125,000 worth,

simply makes no sense in a sluggish economy at a time of slowing economic

growth.

We believe what influences a firm's decision to purchase used

capital equipment is not fully understood, and we believe more companies

make larger investments in used equipment than is perceived. The two most

common factors in the decision to buy used equipment are cost and availability.
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Market and/or production conditions strongly influence the capital investment

decision. When a smaller manufacturer has the opportunity to increase sales,

it often requires an immediate increase in production capacity. Most newly

produced U.S. manufacturing equipment has from a 6 to 12 month delivery

period, and this lag time could cancel the additional sales. Because they

are often highly leveraged, some smaller manufacturers are not able to increase

their productive capacities even with available used equipment because of the

limitation on available investment tax credit. Also, even when a smaller

manufacturer wishes to Increase production efficiency and has the time to wait

for newly manufactured equipment, he often can not obtain adequate financing

to purchase highly expensive replacement machines.

It is becoming increasingly difficult to imagine competitive smaller

manufacturers in the 1980's unless the capital retention opportunities for

these businesses are made equal to larger manufacturers today - regardless of

a wise decision to shorten and simplify capital recovery. The cash flow which

results from the tax credit is urgently needed by smaller firms either for

additional equipment expenditures or other corporate investments in labor,

research, marketing, or facilities. This advantage to the cash position of a

small business will also add to its credit worthiness in the eyes of potential

lenders or investors. When a small screw machine company began operating in

Des Moines, Iowa, it received a $12,500 credit for the $290,000 investment in

used capital equipment. The decision to purchase used equipment was based on

availability and cost. Nonetheless, this company could have used well the

full $29,000 credit, perhaps for an additional sales representative, office

equipment, etc.

In many instances, later year domestic used machinery and newly

manufactured foreign machinery are competitive in efficiency and price. The
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new foreign machine has an advantage since there is an unlimited tax credit,

with carryback and carryforward provisions available to its purchasers; but

purchasers of used domestic equipment, which may be as efficient as new

foreign equipment, are limited to a $125,000 ceiling with no carryback or

carryforward privilege for the balance of investment over the limitation.

Small manufacturers seeking to retool are faced with three choices:

1. making do with inadequate equipment;

2. purchasing imported new machine tools; or

3. acquiring more efficient used machinery.

If a manufacturer retains his inadequate machinery, there is no

increase in productive capability and the goal of economic growth is frustrated.

Retooling with imported machine tools is obviously undesirable, both in its

ultimate effects on the domestic machine tool industry and in its adverse

effect on the balance of payments. Only by retooling with more efficient used

machinery can the maximum economic benefits to the nation be realized. The

full investment tax credit should apply to purchases of used machinery so

these benefits can be realized, and so that foreign new machinery is not given

a tax advantage over equally efficient domestic used machinery. To the extent

that domestic used equipment is purchased instead of new foreign equipment,

there would be no revenue loss from allowing the full investment tax credit

for used equipment. This would also have a favorable impact on our trade

deficit.

The current disparity between the investment tax credit available

to new and used equipment is in effect a Congressionally mandated discrimina-

tion against small business which directly dilutes the ability of small

business to compete with large firms and survive. This disparity also allows
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new foreign machinery a competitive edge through the investment tax credit

advantage over equally efficient and price competitive used domestic machinery.

We assume this was not the original intent of the $50,000, $100,000, and

$125,000 ceilings.

This Committee knows that the small business sector offers the

greatest potential for increasing employment. The purchase of used machinery

not only increases productivity but also directly creates new jobs. As noted

earlier, small businesses increase productivity primarily with used equipment.

Small business is also responsible for 55 percent of all employment in the

private sector. A 1979 study by the Massachusetts Institute of Technology,

The Job Generation Process, shows that job creation and replacement is achieved

through the small business sector. The data shows that the largest' number of

new jobs emanated from very small firm with twenty employees or less. For

the period of 1969 to 1976, the small firms generated 66 percent of all new

jobs in the United States. Businesses with five hundred or more employees, by

contrast, created only 13 percent of the new jobs. The firm of intermediate

size accounted for the remaining 21 percent.

In its 1980 report, the Joint Economic Committee found that:

1. Given the historical tendency of the small business
to employ relatively lower ratio of capital to labor
than large business, each additional dollar invested in
small business is likely to generate more jobs than if
it were invested in large business. A policy of small
business growth would have its greatest effect in
decaying cities where structurally the unemployed
have the most difficulty finding job opportunities.
Traditionally, young people in this country use jobs in
swell businesses to gain the work experience needed for
entry into jobs that lead to highly skilled careers.
(p. 72)

It is my experience that there is a direct relation between increased purchases

of used machinery and increased employment. Furthermore, the small business
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owner is the last to lay off his employees. He has a strong social conscience

which is relected in his dedication to his employees and his community. With

targeted tax incentives like the elimination of the limitation on used

machinery and equipment, small manufacturers can not only participate in the

economic recovery, but they will generate the jobs necessary to lower the very

high unemployment our country is currently suffering.

In this Congress, Senator Bentsen introduced S. 1840, "Small Business

Capital Formation and Inventory Simplification Tax Act of 1983," which included

a provision to remove the limitation on the amount of used property for which

the investment tax credit is allowable. Senator Bentsen stated that the

purpose of this provision was "to provide a tax incentive to the small business-

man to replace current equipment with used machines that are either more

sophisticated or more appropriate for his operation. This measure will insure

that small businesses make the capital investments necessary to remain competi-

tive during this economic resurgence." He recognized that "a small manufacturer

can increase his output by purchasing additional used machinery and increase

his productivity by purchasing newer models of used machinery." Senator

Bentsen concluded his statement as follows:

We cannot maintain a healthy, competitive and
growing economy unless there is enough capital available
for the risktakers and the entrepreneurs who want to
expand their ideas into businesses. We must also insure
that these small businessesreceive equitable tax
treatment. These businesses represent the backbone of
the American economy. The key building block for the
emerging small businesses is capital. Without adequate
incentives for capital formation and investment, the
ongoing function of nurturing new and existing small
businesses will cease.

In the 97th Congress, both the Senate and the House Small Business

Committees identified the tax credit for used equipment as one of the top

priorities in their capital formation and tax recommendations. When
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introducing his proposal to raise the current arbitrary limitation (S. 360),

Senate Small Business Committee Chairman, Lowell Weicker, stated that "the

substantial small business dependence on used equipment, particularly in this

high technology environment, suggests that as a matter of simple equity for

our Nation's small businesses the existing ceiling on used investment should

be increased, if not removed entirely." (Emphasis added.) Senator Weicker's

bill would have raised the ceiling from $100,000 to $250,000. He also urged

the Finance Committee to phase in an elevation of the ceiling to reach

$500,000 by 1985. Senator Weicker concluded that "elementary justice" and the

"improved productivity of our economy" required this basic change.

The importance of this issue is further evidenced by the fact that

eight legislative proposals in the House and two in the Senate had been

introduced in the 97th Congress, including Senator Weicker's bill. Senator

Benteen introduced S. 1140 which was cosponsored by Senators Danforth, Baucus,

Mitchell, and Chafes. That bill would have raised the limitation to $250,000

and allow a carryback and carryforward of the cost of used equipment if it

exceeds $300,000 for any taxable year. Senator Bentsen stated that he believed:

that an increase in the regular investment tax credit
for used equipment is necessary to assure that the small
businesses participle in the general upgrading of
productive facilities which this proposal is intended
to stimulate.... Finally, by allowing a carryover of any
ttnused tax credit, we insure that businesses make the
necessary investment this year without being deterred
from making such investments due to the limitation on
the amount of property qualifying for the investment tax
credit.

In the House, Congressman Bill Frenzel and Congressman Kent Hance

introduced H.R. 1377 and H.R. 3759, respectively, both of which eliminated the

limitation entirely. Congressman Tom Downey introduced H.R. 3644 which would

have raised the limitation to $300,OO and allowed a carryback/carryforward

35-894 0-84----10
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of the cost of used equipment in excess of that limitation for any taxable

year. Congressmen Jimmy Quillan, Dan Marriott, Marty Russo, and Cecil Heftel

introduced bills which raise the limitation to $500,000, $300,000, and $200,000,

respectively.

We appreciate the efforts of these Senators and Congressmen in the

97th Congress to help on this issue. We are concerned that the mere raising

of the limitation perpetuates the discrimination which is inherent in the

current provisions of the tax code. The carryback three years and the carry-

forward seven years of the amount in excess of the limitation which was

included in a number of these bills would have helped ameliorate this discrim-

ination against small businesses.

In 1975 the Senate Finance Committee reported and the Senate passed

a tax bill which would have eliminated the limitation entirely. In 1981, the

Senate Finance Committee reported a tax bill which eliminated the limitation

and required a recapture of the tax credit computed upon the resale value of

the used equipment. On the Senate floor this provision was dropped from the

bill and Senators Weicker and Durenberger succeeded in the passage of an

amendment which raised the ceiling to $125,000 in 1982 and $150,000 in 1985.

In 1981 the Ways and Means Committee reported out a bill which would

have'allowed expensing of all capital investments. This approach was an even-

handed way of stimulating both small and big business to invest in upgrading

their facilities. Unfortunately, the Senate version prevailed and the dis-

crimination against small business was perpetuated.

Our proposal for small business relief from the discriminatory

limitation on the investment tax credit for used equipment and machinery was

supported in the 97th Congress by the Small Business Legislative Council (see

Appendix A), the National Federation of Independent Businesses, the National
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Association of Wholesaler Distributors, the National Small Business Association,

as well as many other small business trade associations. In a poll conducted

by the House Small Business Conmittee, this issue ranked in the top three of

all small business tat priorities.

Unfortunately, the tax bill currently pending in Conference will

defer theseheuled increase in the ceiling (from $125,000 to $150,000 in

1985) four years until 1988. This freeze proposal goes in the wrong direction

because it will have an inordinate impact upon small businesses, particularly

those in the industrial sector which have been hardest hit by the recession.

The machine tool industry and especially the used machine tool sector has been

devastated by the recession and has not yet felt any impact from the economic

recovery which is currently underway. The small manufacturers which purchase

used equfp--nt currently find it difficult to make the capital investments

necessary to make themselves more competitive and productive. At a minimum

they need the increase from $125,000 to $150,000 in the ceiling on the amounts

of used equipment eligible for the investment tax credit which is scheduled to

be phased in in 1985. The freeze proposal will preclude that nominal $25,000

increase in the limitation.

Even though our industry is still struggling to participate in the

recovery, we have accepted the freeze at this time as our contribution to

reducing the deficit in the interest of the economy and our country. We

communicated this support to Chairman Dole in a letter dated March 26, 1984.

We also urged that the Finance Committee study the discriminatory impact on

small business which this investment tax credit creates and that it take the

necessary step of eliminating the ceiling entirely. A viable alternative to

the current system would be to couple the elimination of the ceiling with a
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recapture of part of the tax credit on resale. This was the approach taken by

the tax bill which was reported by the Finance Committee in 1981 but was

removed and replaced by the ceiling increase in a floor amendment. This

approach would be either revenue neutral or achieve a revenue gain. Equal

treatment of new and used equipment with a full 10 percent investment tax

credit and recapture of 10 percent of the resale value (less value added)

would help all businesses participate aggressively in the economic recovery.

We commend the Finance Committee for the approach it took in 1981

and urge that it give priority to passage of tax legislation which will

eliminate the limitation during this Congress. The benefits to our economy

which can be derived from removal of the limitation are: more competitive

small businesses, stimulation of capital investment, development of creative

and innovative products and processes, starting new businesses, helping small

business maintain its market share and survive, expansion of capacity and

productivity, increased employment, improved balance of payments, increased

demand for new domestic machine tools, reduction in inflation, generation of

more tax revenues, and equal opportunity for growth of all businesses.

We believe that small business is crucial to the survival of a free

enterprise system, a sustained economic recovery, and increased employment.

Small business is an effective force even in heavily concentrated markets, but

its position is fraught with difficulties. The tax laws should not further

handicap small businesses by giving tax breaks to industrial giants and

denying such incentives to small businesses. We urge passage of legislation

that will eliminate the limitation on the investment tax credit available to

purchasers of used machinery and equipment not only for the major assistance

it will give small business in its capital formation efforts, but also because

of the symbolic importance of the Congress going on record against discrimina-

tory tax treatment of small business.
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#A P P E N D I X A

INVESTMENT TAX CREDIT

The decline in our productivity is caused by several conditions. For
the first tiiie in twenty years, the Joint Economic Committee Annual Report
of 1979 unanimously concluded that an increase in productivity is vital to
the improvement of our economic standard of living and to the reduction of
inflation. A partial cause of this situation is the antiquated production
facilities of many American manufacturers. Another partial cause is the
utilization of inefficient equipment; and yet another partial cause is the
overall age of our country's Industrial machinery. The most recent U.S.
survey of machine tools shows only 11% of the industrial machinery in use t'c.
is less than five years old; 76A is at least ten years old. Equipment rene,. '
and upgrading are necessary in both large and small manufacturing companies.
Increasing productivity through equipment renewal is best achieved for s::all
business through the purchase of affordable used machinery arid equipment.

Under present law there is a $100,000 limitation or the amount of uset
eq.ipnen: eli;ible for investment tax credit, but there is no liritatic., cr
the investment credit available for new equipment. This discriminatory tax
treatment impacts directly and primarily on small business which is already
hindered by its inability to externally or internally generate capital
necessary to buy new equipment.

-In order to increase productivity and competition, the discriminatory
ceiling on the amount of used property eligible for a tax credit must be
eliminated; and, the carryover provisions available for new property must also
be available for similarly situated used property. Traditionally, small busi-
nesses purchase used capital equipment; large businesses basically purchase
newly manufactured capital equipment. The cost of obtaining capital for
production equipment is high for everyone, especially those who cannot borrow
at the. prime rate. Firms purchasing used capital equipment do not have a
chance to offset some of their costs through this tax credit. Confining the
investment credit to only equipment with the latest technology helps pric-iarily
the largest enterprises and basically ignores the numerically greater si.u11
business segment of our economy which needs this tax credit the most. Because
the-small business sector offers the greatest potential for increasing employ-
ment, there is normally a direct relationship between increased installation
of used machinery and increased employment.

RESOLVED

Small Business Legislative Council urges and supports changes in
the IRS Code to allow a full investment tax credit for used machinery and
equipment. This full investment tax credit will allow small businesses to
receive the same tax incentive provided to big businesses and would allow
small businesses to compete, to maintain their current market share, and to
hopefully expand output and productivity.
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July 30, 1980
The Naional

tiociavon Buding
1604 K SveeL N W
WaNVort DC 206
Te'epsone
0021 2W67400

The position paper -- Investment Tax Credit -- is supported,
as of this date, by 51 members of the Small Business Legislative
Council:

Anerican Assn. of MESBICs
Washington, DC

American Assn. of Nurserymen
Washington, DC

American Metal Stamping Assn.
Richmond Heights, OH

Assn. of Diesel Specialists
Kansas City, MO

Assn. of Indep. Corrugated Converters
Washington, DC

Assn. of Physical Fitness Centers
Bethesda, MD

Automotive Warehouse Distribs. Assn.
Kansas City, MO

Bldg. Service Contractors Assn. Intl.
Vienna, VA

Business Advertising Council
Cincinnati, OH

Christian Booksellers Assn.
Colorado Springs, CO

Direct Selling Association
Washington, D.C.

Eastern Manufs. A Importers Exhibit
New York, NY

Electronic Reps. Assn.
Chicago, IL

Independent Bakers Assn.
Washington, DC

Indep. Business Assn. of Michigan
Kalamazoo, MI

Indep. Sewing Machine Dealers of Americ
Hilliard, OH

Intl. Franchise Assn.
Washington, DC

Local and Short Haul Carriees Nat] Conf
Washington, DC

Machinery Dealers Natl. Assn.
Silver Spring, MD

Manufacturers Agents Natl.
Irvine, CA

•01 0Ve Nauona S&iA bOn Auoation
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Marking Device Assn.
Evanston, IL

Menswear Retailers of America
Washington, OC

MN Assn. of Commerce & Industry Small
Business Council, St. Paul, i

Narrow Fabrics Institute
New Rochelle, NY

Natl. Assn. of Catalog Showroom Merchs.
New York, NY

Natl. Assn. of Floor Covering Distribs.
Chicago, IL

Natl. Assn. of Plas:ic rabricators
Washington, DC

Natl. Assn. of Plastics Distrib4.
Jaffrey, NH

Natl. Assn. of Retail Druggists
Washington, DC

Natl. Candy Wholesalers Assn.
Washington, DC

Natl. Coffee Service Assn.
Chicago, IL

Natl. Electrical Contractors Assn.
Bethesda, MD

Natl. Family Business Council
West-Bloomfie., MI

Natl. Hone Improvement Council
New York, NY

Natl. Independent Dairies Assn.
Washington, DC

Natl. Insulation Contractors Assn.
Washington, DC

Natl. Meat Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Des Plaines, IL

Natl. Paper Box Assn.,
Haddonfield, NJ

Natl. Paper Trade Assn.
New York, NY

Natl. Parking Assn.
Washington, DC

Natl. Patent Council
Arlington, VA

Natl. Pest Control Assn.
Vienna, VA

Natl. Small Business Assn.
Washington, DC

Natl. Society of.Public Accountants
Washington, DC

Natl. Tire Dealers & Retreaders Assn.
Washington, DC

Natl. Tooling and Machining Assn.
Washington, DC

Natl. Tour Brokers Assn.
Lexington, KY

Power & Comm. Contractors Assn.
Washington, DC

Printing Industries of America
Arlington, VA

Sheet Metal & Air Cond. Contrs.
Natl. Assn., Vienna, VA
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NATIONAL TAX - A Y ASSOCIATION
000 CONNECTICUT AVENUE BUILDING, WASHINGTON, 0 C. 20036, TELEPHONE (202) 296-5424
CHAIRMAN PRESIDENT VICE PRESIDENT SECRETARY-TREASURERARTHUR T ROTH RAY M STROUPE J. KENNETH MALO DONALD A ROTHEXTEBANK WASHINGTON, D C DENVER. COLORADO EXTEBANKSTONY BROOK, NEW YORK STONYBROOK NEWYORK

June 6, 1984

Senator Charles E. Crassley
Chairman
Senate Finance Subcommittee

on Oversight of the Internal Revenue Service
Senate Dirksen Office Building
Washington, 'DC 20510

Dear Senator Grassley:

The National Tax Equality Association appreciates this opportunity topresent to you and members of your committee our views on the use of taxpreferences and economic productivity. Our 1500 business members, including
many smaller businesses are Increasingly concerned about tax favoritism forcertain groups or business segments that may interfere with market decisions
made by consumers and investors. Our testimony for these hearings centers on
the advantages provided certain nonprofit corporations.

It is apparent that Congress has and continues to provide special tax
treatment to specific constituents and sectors without regard to the aggregateeconomic impact of the tax favoritism. Examining specific provisions of the
tax code that allow special treatment with an eye for determining whichprovisions may be inefficient and outdated due to the extensive changes our
economy has gone through in the past fifty years is a difficult, complexproject. But, we believe it is necessary for reasons of fairness and also
because of the need to reduce huge Federal budget deficits which threaten
continued economic recovery.

We commend your effort to initiate dialogue on these important issues,
and we look forward to the continuing series of hearings.

Thank you.

- Sincerely,

Edward N. Delaney
President

Enclosure: Research Analysis of Tax Favoritism for Nonprofit Corporations
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INRUCTION

The National Tax Equality Association supports a reform of

Federal tax policy regarding the establishment of a more neutral

corporate tax system. Disparities in tax rates from business to

business within industry sectors and also from industry to

industry creates competitive inequality resulting in economic

inefficiency. An area of tax inequality of particular concern to

this association involves special tax benefits and exemptions for

commercial non-profits who compete with tax-paying businesses.

In a November 1983 report entitled "Unfair Competition By

Nonprofit Organizations with Small Business: An Issue for the

1980's," the Small Business Administration examined the impact of

providing regulatory and tax advantages to non-profits actively

pursuing commercial business. The report found that the non-

profits "represent a source of significant and frequently

unexpected competition for small businesses operating in the same

industry." The report went on to suggest some specific remedies

for the problem in legislative changes in Federal tax laws and

procurement law. The NTEA generally endorses the report and

finds the investigation a worthwhile contribution to the dialogue

on this very specific and highly important problem. We do,

however, urge the SBA to continue to examine the entire small

business community to broaden the scope of information available

on non-profit competition with for-profit business.
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To assist in this effort, we are providing an analysis of

the growing problem of competitive equity between non-profit

cooperative corporations and small businesses in the following

report.

Cooperatives are business enterprises in which the customer

or *patron" of the firm is also the owner. Most co-ops are

organized under state incorporation laws and thus possess the

peculiar corporate legal characteristics of limited liability,

entity status, and perpetuity. The act of incorporation

establishes a legal entity with an existence independent and

apart from its owners. Individuals who form cooperatives

constitute a group wishing to consolidate their buying power in

order to increase the financial benefits of the marketplace.

Traditionally, the co-op has had the reputation as a "self-help"

organization for groups of individuals perceived to be at some

economic disadvantage. This is no longer a common trait for

cooperatives, as hardware co-ops, office supply co-ops, energy

related co-ops and many others accept all income groups as

participants for the purpose of maximizing financial benefits.

As a corporation, the co-op enters into contracts in its own

name and the patrons are not bound by the corporate acts. Co-ops

operate for their own account and retain corporate employees.

The legal relationship between the co-op and its owner-patrons is

essentially identical to that of any other corporation.
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The cooperative structure includes three basic tenets that

are absent in investor-owned businesses. First, the earnings of

the co-op are distributed to the owners on a basis of patronage.

Second, the return on capital is usually limited to a maximum of

8 percent. Third, the amount of stock ownership which any one

individual stockholder may possess is limited, and that,

regardless of the amount owned, each stockholder has only one

vote at the Stockholder's meeting.

Cooperative businesses are usually associated with agri-

business, and most of the total revenue dollars of co-ops are in

the agribusiness sector, but the cooperative business format also

has developed or is developing in a number of business sectors

including furniture retailing, grocery retailing, financial con-

sulting, energy related businesses and auto parts supply and

repair and hardware supply. 1 As of 1983, eight co-ops were

listed on the Fortune 500 list of largest industrial corporations

and nine on the Fortune Service 100 list.

Cooperative growth continues, and, NTEA maintains that this

growth is due to individuals' desire to obtain the benefits of

favored government policy.

1 For instance, Cotter & Company, a wholesale hardware
cooperative is exempt from federal income taxes on all profits
distributed or allocated to members as patronage dividends.
Cotter & Company, and its cooperatively held subsidiary, True
Value Hardware, had sales volume of $1.35 billion in 1981.

0
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This analysis will concentrate on the tax benefits available

to co-ops, and how such benefits provide competitive advantages

and damage competing small businesses. Before we look at that

subject further, please take a moment to consult the following

table, which indicates the size of today's dominant cooperatives.



149

Table I This chart shows cooperatives on the Fortune 500 and
Service 100 list along with total sales figures and
rankings.

SALES Fortune
(in thousands) 500 Service 100

(OOPERATIVE 1983 Rank 1982 Rank

Agway 3,768,212 98

Land 0' Lakes 3,264,792 121

Gold Kist 1,461,424 238

Farmer's Union Central Exchange 1,409,085 243

Mid-America Dairyman 1,356,622 247

CF Industries 862,048 328

National Cooperative Refiner Assoc. 784,360 348

Michigan Milk Producers Association 562,038 430

hun Diamond Growers of California 522,199 447

Wisconsin Dairies Cooperative 447,D55

Farmland Industries 5,614,439 6

Associated Milk Producers 2,634,778 15

AGRI Industries 2,317,988 20

Grain Terminal Association 2,309,463 21

Dairymen 1,152,430 50

Southern States Cooperative 684,834 76

Sunkist Growers 688,834 77

Landmark 644,723 81

Union Buity Exchange 639,355 83
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MBSAXEBPZBLIQSTA_. _TEQTSQQoRB BA2lEs

I. INTRODUCTION

Corporations operating on a cooperative basis fall into

several categories insofar as their federal income tax treatment

is concerned.

This section summarizes the tax situation respecting coop-

eratives in the ordinarily understood sense. The tax treatment

of such organizations is covered by IRC S521 and Subchapter T of

the Internal Revenue Code which is entitled "Cooperatives and

their Patrons." Subchapter T specifically excludes from its

coverage a group of specialized,institutions, such as mutual

savings banks, rural electric and telephone cooperatives, and

certain charitable organizations, each of which is especially

provided for either in other parts of the Internal Revenue Code

or in the substantive law governing the institution.

The cooperatives with which NTEA is concerned may be divided

into three major categories tax-exempt farm cooperatives; non-

exempt farm cooperatives and nonfarm cooperatives. These cate-

gories are treated alike in at least one major respect. Specifi-

cally, patronage dividends which cooperative corporations allo-

cate to their patrons may be deducted in determining taxable

income of the cooperative provided the patron consents to take

the same amount into his own individual income tax liability.
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II. CURRENT FEDERAL INCOME TAX TREATMENT OF COOPERATIVES

Cooperatives generally, whether farm or nonfarm, whether

exempt or nonexempt, may deduct the face amount of certain

distributions made to their patrons in computing their taxable

corporate income.

Sections 1381 to 1388 of the Internal Revenue Code provide

the method of computing the taxable incomes of cooperatives and

their patrons. These sections were enacted in the Internal

Revenue Act of 1962. Prior to that legislation, cooperatives had

been allowed to exclude from their income the face amount of

noncash patronage dividends while the patrons, although required

to include the fair market value of these patronage dividends,

valued them at zero. Since only the fair market value of the

distributions was subject to individual income taxation, the

patron also avoided federal income tax. The Internal Revenue Act

of 1962 attempted to close this loophole under which neither the

cooperative nor the patron paid any tax on non-cash patronage

dividends. The theory of the 1962 act was to assure that these

distribution would be taxable to either the cooperative or the

patron. Briefly, the Act required that in the case of noncash

dividends, at least 20% of the distribution must be in cash and

the patron must include, in his individual income, the face

amount of noncash distribution--even if there was no fair market

value.
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The present state of cooperative taxation, and the main area

of concern to the National Tax Equality Association, is the

continued ability of co-ops to deduct from their taxable income

allocations known as patronage dividends or, in the case of

marketing cooperatives, per-unit retains. After taking the

deductions for patronage dividends and/or per-unit retains, the

cooperative is subject to the regular corporate income tax rates.

All of the federal income tax law applicable to cooper-

atives, enacted since 1962, has related to patronage dividends or

per-unit retains.

1. Ratunag*_DiidndsI

Patronage dividends are distributed by a cooperative to its

patrons out of the earnings of the cooperative. Patronage divi-

dends may be paid in money, property or certificates of alloca-

tion. Patronage dividends are defined as amounts: (a) distri-

buted under an obligation existing before the paid amount was

earned by the organization, (b) determined on the basis of

business done with or for the patron, and (c) determined by

reference to net earnings from business done with or for patrons.

IRC S1388(a). These amounts, patronage dividends, may be de-

ducted from gross income of the cooperative under certain condi-

tions. The principle condition is the previous consent of the

patron to include the same amount in his individual income. To

be deducted by the cooperative for a particular taxable year, the

patronage dividend must relate to patronage during that year and
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must be paid or allocated to the patron within 8-1/2 months after

the end of the year. If a noncash notice of allocation is de-

clared then 20% or more must be in the form of money, or quali-

fied check. IRC S1388(c). This provision effectively allows the

cooperative corporation to retain 80% of the declared dividend as

tax-free at the corporate level. While considering the Tax

Reform Act-of 1969, the House of Representatives enacted a provi-

sion to increase the 20% cash payout to 50%; but this provision

was not adopted by the Senate and did not become law.

2. Pa=Unit-Betaina

A per-unit retain certificate is issued to a patron to

reflect the retention by the cooperative of a portion of the

proceeds from the marketing of products for the patron. Through

the Revenue Act of 1966 and the Tax Reform Act of 1969, per-unit

retains are treated equally, for deductibility purposes, as

patronage dividends. In other words, cooperative corporations

are allowed to deduct amounts allocated to their patrons as per-

unit retains. Again, the patron must include the amount ello-

cated to his account in his gross individual taxable income.

S _geD LaIIy IRC S1385.

35-894 0-84-11
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III. SUMMARY

Cooperatives are nominally subject to corporate rates of

taxation. However, co-ops are allowed a deduction from taxable

income equal to the amount of co-op earnings allocated to the co-

op patron. This allocation is usually referred to as either a

patronage dividend or a per-unit retain.

Patronage dividends and per-unit retains do not need to be

cash payouts to qualify the co-op for the deduction. The tax

code only requires that 20% of the dividend be in cash. The

balance may be returned to the patron in certificate form--

bearing no interest. The patron pays individual income tax on

the entire allocation, whether cash or certificates. This

creates cash flow difficulties for many farmers who are already

experiencing income problems. Some have suggested that the co-

ops be required to pay cash dividends of at least 50% rather than

20% if they are to benefit from special deductions. NTEA agrees

that would be a reasonable policy. Currently, the co-op may

retain--in corporate control--80% of the declared patronage

dividend as untaxed capital to be used for expansion, merger and

market competition.

This system of taxation is obviously much different from

that of non-cooperative corporations. The income of non-co-op

corporations is subject to federal taxation. at two levels--

corporate and individual (when distributed as dividend income)--

while cooperative earnings are virtually tax-free at the
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corporate level. The different tax treatment clearly places the

co-op at an advantage when competing with non-cooperative

enterprises.

The following table 2 of this report outlines the effective

tax rates for large cooperative companies for the years 1982 and

1983. Co-ops examined include those listed on the Fortune 500

and Service 100 that responded to request for annual reports.

T4ble 2 Tax Rates for Cooperatives listed on Fortune 500 and Service 100
List

Part 1 Effective corporate taxation of cooperatives for 1982.

Tax Rate

1) Farmers Union Central Exchange 4.8%

2) -Dairymen 2.7%

3) Goldkist 24.0%

4) Sun-Diamond 0.2%

5) Sunkist 1.0%

6) Southern States Co-op 18.6%

7) Wisconsin Dairies 2.0%

AVERAGE TAX RATE 7.6%

Part 2 Effective corporate taxation of cooperations for 1983

1) Agway # 23.3%

2) Dairymen 1.7%

3) Landmark 32.4%

4) Sun-Diamond 0.2%

Income

$15,927,967

$14,755,000

$ 7,181,000

$278,354,000

$493,160,000

$ 11,257,630

$ 7,145,438

$20,695,000

$ 6,234,000

216,000

$279,111,000



156

5) Southern States Co-op 23.9% $ 3,992,259

6) Wisconsin Dairies 2.0% $ 8,711,712

7) Goldkist 2.0% $ 3,883,000

AVERAGE TAX RATE 12.2

A number of cooperatives had negative tax rates. While the

special dividend deductions available to these co-ops help to

reduce their tax obligations, they also had extensive investment

tax credit, rapid amortization, or carryovers. These were not

included in the analysis. Also, co-ops that showed a loss for

either tax years were not included.

Section III

Section I of this paper has demonstrated that non-profit

cooperative earnings remain untaxed at the corporate level as

long as the earnings are allocated to an individual patron who

has consented to include the same amount in his individual tax-

able income. This reduced co-op tax liability is known as a "tax

expenditure." Recent estimates prepared by the staff of the

Joint Committee on Taxation indicate that this tax expenditure is

approximately $600 million in fiscal year 1984, and will exceed

$1 billion by 1989. 2 This figure becomes even more startling

when we recognize that it measures only the tax expenditure

2 ,t
1'a8',Joint Committee on Taxation, p. 11 (March 7, 1983).
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benefiting the agricultural cooperatives, a mere 10 percent of

all U.S. cooperative corporations. As cooperatives continue to

grow, so will this tax expenditure. It must be noted here that

when the government requires a certain level of tax revenue to

meet its budgetary needs, a shortfall in incoming receipts must

be met by other sectors of the economy, or result in deficit

spending. We must assume that all U.S. taxpayers are faced with

increased tax burdens in order to offset the tax expenditure

given to the cooperative corporations. Again, as cooperatives

grow, so grows the tax expenditure, and so grows the resulting

tax burden of the non-cooperative U.S. taxpayer.

However great the loss of federal revenue actually is, it is

still a minor consideration when compared with the significance

of the co-op tax privilege as an impediment to growth of com-

peting small businesses.

Tax exemption or special tax privileges tend to subsidize

the recipient, in this case, the cooperative corporation.

Subsidies are sought because, admittedly, they lower the real

costs of operation and shift those costs to other sectors of the

economy. NTEA contends that the cooperative tax subsidy shifts a

corresponding amount of the co-op operational costs directly to

the government and indirectly to competing businesses, as well as

taxpayers generally.

Artificially low real costs of operation clearly pLovide a

cooperative corporation with a competitive advantage over conven-
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tonal taxpaying businesses. Businesses that may be superior

because of greater efficiency may be driven from the marketplace

by those businesses that are subsidized. Examples of the in-

creasing market domination of cooperatives are presented in

Section IV. It must be remembered that when a cooperative in-

creases its market share of an industry, then the non-cooperative

market share is correspondingly decreased. Basically, in such a

situation, taxpaying businesses are displaced by tax-favored

cooperative corporations.

If cooperatives continue to be subsidized through special

tax privileges then gradually, but most assuredly, many small

businesses will be displaced. Resources will be shifted. When

this occurs, and it has in the dairy industry, for example, then

competition ceases to exist. Established economic thinking, the

basis of which is the traditional theory of American enterprise,

holds that a lack of competition generally results in higher

prices and lower output. Clearly, the economy suffers from this

tax-induced decline in competition.

Some commentators (usually cooperative spokesmen) claim that

the special tax treatment for co-ops is designed to assist, and

does assist, the individual patron; the farmer in an agricultural

cooperative. While this position was valid years ago, the bene-

fits for farmers or other co-op patrons are now less apparent.

This is because the portion of the patronage refund returned to
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the patron in cash is quite small in comparison with that locked

into cooperative equity.

The difficulties a farmer-member faces in getting the co-op

to which he belong to redeem his equity investment Is certainly

detrimental. Officials of the Farmers Home Administration (FMHA)

in the USDA say it is becoming increasingly difficult for farmers

to rerny loans. The national rate of delinquency on payments is

the highest in memory--58 percent. Perhaps this delinquency rate

would be lower if the cooperative paid out a greater percent of

the patronage dividend in cash.

Supporters of the current cooperative taxation scheme have

also claimed that this tax savings on the part of the cooperative

is passed along to consumers in the form of lower prices and is

therefore desirable. NTEA does not subscribe to this view

because, as was stated above, tax privileges tend to diminish

competition and it is competition which generates lower prices.

Also, regardless of the truth of any price savings, NTEA again

maintains that the increased amount of taxes which the consumer-

taxpayer must pay because of the tax expenditure to the coopera-

tive corporation offsets any price benefit.

SectionIV IVDQBIy._MABEGBOI2a

Statistics compiled by the U.S.D.A. indicate that the number

of U.S. agricultural cooperatives is declining, reflecting a

continuing trend of co-op merger, consolidation and acquisition.
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While the exact number of non-agricultural U.S. cooperatives is

not available, the Cooperative League of the U.S.A. estimates

there to be at least 45,000 non-profit cooperative businesses now

operating. All of these co-op enterprises, agricultural and non-

agricultural, compete in the marketplace under a favored Federal

income tax status.

The consolidation and merging of cooperative business has

coincided with a period of tremendous growth in co-op business

volume and overall market share. For example, net agricultural

cooperative marketing volume for the top 100 has increased from

$6.4 billion in 1950 to a record $57.8"billion in 1981. Coopera-

tive business volume consists of marketing products, sales and

supplies and receipts from related services such as trucking,

storage, etc. The sales volume of the top 100 co-ops represents

an estimated 57 percent of all U.S. co-op business volume.

The growth in market share per product is equally astound-

ing. Between 1950 and 1974 cooperatives' share of the total

grain market jumped from 28 percent to 44,percent. In this same

period, the cooperative market share of dairy and milk products

climbed from 48 percent to 77 percent. Meanwhile, the share of

the farm market supplied by purchasing cooperatives also in-

creased dramatically. Cooperatives doubled their share of the

fertilizer market, from 15 percent to 30 percent. The amount of

petroleum products sold by cooperatives rose from 21 percent to
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30 percent, an increase of about 50 percent.

As the market share of the cooperatives has increased, the

proportion of the market held by private business has declined.

The NTEA does not attribute this phenomenal cooperative market

growth entirely to their special tax status. Additionally,

cooperatives enjoy other favorable government policies. NTEA,

and other groups, question the merits of continuing to favor the

well-entrenched cooperatives.

The detrimental effects arising from the tax exemption of

cooperative corporations are exacerbated by the antitrust immu-

nity granted them under the Capper-Volstead Act. This Act has

been. loosely interpreted to allow, within a certain undefined

sphere, the exercise of monopoly power by cooperatives. The Act

permits cooperatives to raise prices, although section 2 of the

Act prohibits "undue price enhancement"--unfortunately without

defining precisely what this phrase means. Courts have inter-

preted the Act in such a way as to extend a significant degree of

antitrust immunity to cooperatives, especially with respect to

section 1 of the Sherman Act, and section 7 of the Clayton Act,

which restricts mergers injurious to competition.

In addition, section 6 of the Clayton Act widens the coop-

erative antitrust immunity even further.
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The result has been increasingly centralized local and

regional markets for agricultural products--demonstrated by

abnormally high concentration ratios. This problem is parti-

cularly acute in the dairy industry, where, according to a

Department of Justice study, "In December 1970, in nine of the

sixty-two federal orders, 100 percent of all producers serving

the market belong to one cooperative. In more than half (thirty-

two) of the orders, 80% or more of the producers in the order

market belonged to one cooperative." 3

Their antitrust ihmunity has enabled cooperatives to take

over many private firms and other cooperatives with impunity.

Funded by the capital generated by tax Subsidies, cooperatives,

like other types of business, find expansion through acquisition

of private firms is steadily eroding the corporate tax base,

thereby increasing the tax burden of the remaining taxpaying

concerns. This only accentuates the effects of tax discrimina-

tion and further accelerates the trend towards cooperative con-

centration.

The resulting concentrated structure of many agricultural

markets is most conducive to the exercise of monopoly power.

Although this situation is problematical enough, the tax

exemption and market order system together may generate a further

3 Department of Justice, ELaLikaL~.a__Ler£
an ig _.BUPPQLn, 1976.
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tendency towards cooperative monopoly. As noted in an FTC staff

report, "In practically every market where a cooperative has

achieved a dominant position in its market, that market has been

regulated through either a federal or a state marketing order or

both. The evidence . . . does suggest that marketing order

provisions facilitate the preservation and spread of market power

by a dominant cooperative and may increase the returns to a

cooperative. 4

There is widespread recognition among economists that one of

the most essential prerequisites for effective competition and

economic efficiency is freedom of entry. However, the general

effect of most federal market orders is to limit or prevent free

market entry. 5 Because of the foreclosure of new entrants by

the market orders, dominant cooperatives, flushed with tax

subsidies, can concentrate on the elimination of existing

competitors by predatory pricing, and then take over their.

undervalued assets through acquisition. Certainly a most glaring

examp- Of manipul-Aion of ma;kXt orders and predatory behavior

is that of Associated Mi'.k Producers, Inc., which according to

the Department of Justice, has utilized such tactics to establish

4 Federal Trade Commission, saff_fLtlDr._onAgz ~ulrA1
QQRatj , 1975, p. 138.

a 1979, p. 266.
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a monopoly of milk production throughout much of the central

United States.

The Capper-Volstead Act supposedly grants only a limited

antitrust immunity to cooperatives, and section 2 of the Act

authorizes the Secretary of Agricultural to police and eliminate

"undue price enhancement." But in the entire time since the Act

became law, the secretary has never once reprimanded a coopera-

tive for the exercise of monopoly power. The National Commission

for the Review of Antitrust Laws and Procedures noted that, "The

Commission is concerned that the Capper-Volstead Act creates the

potential for cooperative monopoly . . . . Testimony before the

Commission shows that the threat of monopoly by some cooperatives

is now substantial . . . in the future less than twenty coopera-

tives will control the nation's milk supply. 6

Ultimately, of course, it is the American consumer who foots

the bill for the monopoly pricing of cooperatives. According to

a Department of Justice study, the milk market order system alone

is costing consumers about $100 million each year.

Cooperatives provide useful services to their owners, and

have afforded member-producers with a suitable corporate form

with which to market their products. But it is an illusion to

6 of 1979; pu 258-259.
nogeduiesRepQrl, 1979; p. 258-259.
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believe that government promotion of cooperative monopoly power

constitutes anything other than a means of transferring wealth

from consumers to producers. As such it is at variance with the

principles of a free market economy and consumer sovereignty.

The differential tax treatment of cooperatives and conventional

corporations means that in the long run, capital invested in the

cooperative sector earns a higher rate of return than the same

capital invested in the non-cooperative sector. The result of

such differential rates of return is inevitable.

Capital will flow to those markets where its after-tax rate

of return is highest. In the long run, non-cooperatives simply

cannot compete with cooperatives in the same markets. The steady

growth in market share by cooperatives is ample demonstration of

this point. The absence of competition, in any market, tends to

drive prices up and output down. Only equal competition serves

the best interests of both the consumer and the producer.

Now is the time to put cooperatives and conventional

corporations on an equal competitive footing so that the entire

U.S. economy may benefit from the economic effects of competi-

tion. Now is the time to end this area of income tax favoritism

that results in nearly $1 billion in uncollected federal

revenues.

Suggested solutions to this situation of federal income tax

favoritism follow.
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(1) Tax pJJL~zinkb"Am..mannfla.aiary .cozrauLkinh

This suggestion-taxes all business corporations including

cooperatives in the same manner and on the same basis. It makes

cooperative corporations bear their fair share of the tax burden,

and is the only solution that achieves total tax justice.

(2) In ane -pshaa yitf In order to ease the

competitive advantage of cooperatives, NTEA suggests increasing

the required cash payout (currently 20 percent) to at least 50

percent of cooperative patronage dividend distributions. This

would result in greater competitive equality through a reduction

in the cooperative pool of tax-free capital. Note this solution

was suggested, and agreed to by the U.S. House of Representatives

in 1969, but did not pass the Senate.

(3) ReA~_tecr aeicetxo iied

diatributedto shArehol i Although this proposal would be a

step towards co-op -- private investor corporate tax equality, it

has several disadvantages, mainly political.

(4) a, on It would not be unconstitu-

tional to levy on cooperatives an excise tax measured by their

net income. For those who insist that cooperative corporations

have no taxable income, an excise tax equal to the income tax for

corporations might be the answer.

Although NTEA regularly advocates taxing the net margins of

cooperatives in the same manner as ordinary corporate profits

(suggestion #2), we believe that any of the abov suggestions

(suggestions #2-5) represent a step towards tax equality and

certainly warrant Congressional consideration and investigation.


