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INCENTIVES FOR ECONOMIC GROWTH

MONDAY, MAY 18, 1077

U.S. SENATE,
SuscoMMITTEE ON TAXATION AND DEBT MANAGEMENT
GENERALLY OF THE CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m. in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chair-
man of the subcommittee) presiding.

Present : Senators Long, Harry F. Byrd, Jr., of Virginia, Hansen,

and Packwood.
Senator Byrp. Nine-thirty having arrived, the committee will come

to order,

Before the witnesses begin their testimony, I would like to take
this opportunity to welcome each of the witnesses to this first day
of hearings before the Subcommittee on Taxation and Debt Manage-
ment Generally, The hearing today is the first in a series of 4 days of

testimony on the topic of incentives for economic %rowth.
[The press release announcing these hearings follows:]
{Press release, May 6, 1977)

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT ANNOUNCES HEARINGS ON
INCENTIVES FOR ECONOMIC GROWTH

Subcommittee Chairman Harry F. Byrd, Jr. (I, Va.), announced today that
the Subcommittee on Taxation and Debt Management will hold hearings on May
16 and 17, 1977, and June 13 and 14, 1977, on the relationship between taxation

and economic growth.
The hearings will begin at 9:30 A.M. in Room 2221, Dirksen Senate Office

Building. )

Senator Byrd stated that the hearings will examine the effect of tax policy
upon the growth of the private sector of oyr economy.

Witnesses before the Subcommittee are to focus upon those proposals which
they consider as the key to providing for greater business growth and higher
employment,

Senator Byrd, in announcing the hearings, noted that capital formation pro-
posals were put forth in general terms by the last Administration and were dis-
cussed in connectifon with the Tax Reform Act of 1976. Hearings on this general
subject were held early in 1976 before the Subcommittee on Financial Markets
of the Committee on Finance.

Since then, he said, the Administration has indicated a strong interest in acting
on the problem.

The Treasury Department plans to submit recommendations in the fall.

Senator Byrd stated that Congdess, and the Subcommittee in particular, must
become more involved in this subject if Congress is to have a significant role in
the formulation of policy in this area.

“We need to explore the range of current proposals, focus on those which merit
gerious consideration, see how they would work, and analyze the ramifications—

who's going to be hurt and who's going to be helped.”

1 Date subsequently changed to June 185, 1977.
1)
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In announcing the hearings, S8enator Byrd expressed a desire that witnesses
concentrate on what they consider to be the two or three most important propos-
als to encourage economic growth and employment.

“One thing to be avolded is for business to present the Subcommittee with a
shopping list of proposals.” ™

Senator Byrd said that he wants to give special attention to the views of the
small business community. *“The impact of the current proposals on small busi-
nesses, incorporated and unincorporated, should be carefully considered.”

We ought to immerse ourselves in the specifics of these proposals now, 8o
that the Congress and the Administration will have ample opportunity to study

the views presented.”
The hearings will begin with presentations by Daniel Brill, Assistant Secretary

of the Treasury for Economic Policy, and Alan Greenspan, former Chairman of
the Council of Economic Advisers, in order to set the stage.

The Subcommittee will then hear from spokesmen representing small business
and business generally. In the second two days of hearings, the Subcommittee will
receive testimony from present Administration officials and leading economists,
academicians and "public interest” groups.

The following witnesses have been scheduled to testify on the first two days
(May 16 and 17) :

Daniel Brill, Assistant Secretary of the Treasury for Economic Policy; Alan
Greenspan, former Chairman, Council of Economic Advisers; Council of Small
and Independent Business Organizations; Small Business Legislative Council;
National Association of Small Business Investment Companies; American Coun-
cil for Capital Formation; Securities Industry Association; American Bankers
Association ; and National Savings and Loan League and U.S. League of Savings
Associations,

An announcement concerning witnesses for the second two days of hearings
will be made in the next few yeeks.

Legislative Reorganization Act.—The Legislative Reorganization Act of 1046,
as amended, requires all witnesses appearing before the Committees of Congress
“to file in advance written statements of their proposed testimony, and to limit
their oral presentations to brief summaries of their argument.”

Witnesses scheduled to testify must comply with the following rules:

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

(2) All witnesses must include with their written statement a summary of
the principal points included in their statement. ~

(8) The written statements must be typed on letter size paper (not legal size)
and at least 75 coples must be submitted by the close of business the day before
the witress 1s scheduled to testify.

(4) The witnesses will be allowed 15 minutes for their oral presentation.

Written Tcstimony.—Other persons interested in presenting their views to the
Subcommittee are urged to prepare a written statement for submission and in-
clusion in the printed record of the hearings. These written statements should
be submitted to Michael Stern, Staff Director, Committee on Finance, Room 2227,
Dirksen Senate Office Building, on or before July 1, 1977.

Senator Byrp. During the past several years, the Ameri¢an economy
has been confronted with the unfortunate phenomena of high levels
of inflation and high levels of unemployment. There is now a growing
concern that American businesses are not making the necessary invest-
ments in plant and equipment to sustain the future growth of the
American economy and to provide jobs for American workers.

This view is backed by statistics which show that, from 1966 to 1976,
approximately 19 million workers entered the labor force. Yet during
the same period the growth rate in the amount of private plant and
equipment has declined.

any proposals are now being advanced as solutions for the low
rate of growth in the American economy. These proposals involve
changes in our present tax laws relating to businesses. Some of these
proposals, if they were adopted, would involve a comprehensive
change in our current system.
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The purpose of these hearings is to permit the business community

~ to present their views on what is needed. I hope that the witnesses

who will be testifying will avoid the temptation of giving the subcom-
mittee a shopping list of proposals.

Instead, it is the subcommittee’s hope that the witnesses will con-
‘centrate on the two or three measures that they consider to be the most
im'gortant in encouraging economic growth and development.

he hearings are designed to present a balanced program of all
points of view, including the administration, big business, and the
small business community, this latter being of special concern to me.

In formulating a tax policy to encourage business investment, it is
important that this significant segment of our economy will not be
overloooked.

The hearing will begin with the testimony of Mr. Daniel Brill, As-
sistant Secretary of the Treasury for Economic Policy.

I welcome you, Mr. Secretary; we are pleased to gave you and you
may proceed as you wish,

STATEMENT OF HON. DANIEL BRILL, ASSISTANT SECRETARY OF
THE TREASURY FOR ECONOMIC POLICY

Mr. Brivr. Thank you, Senator. Good morning.

Perhaps, if it meets with your pleasure, I will not read the docu-
ment that I submitted, but summarize it and leave the opportunity
then for us to have a further dialog on some of the issues that are
involved.

As I look at the problem of capital formation and the implications
for the economy, it seems to me that we are involved in coping with
both short run and longer run problems, both of which have at their
heart the need for a faster rate of capital formation.

In the short run, we have the problem of a slowing in rate of growth
of productivity, a phenomenon that has bewildered many economists,
including myself. We do not have the answers for this development.
For the longer run, we have the need for a capital base that can
sustain a full employment economy, our objective by the end of this
decade.

In the short-run productivity problem, all the measures of produc-
tivity indicate a very substantial decline since about 1969. If one
plotted the growth of productivity over the postwar period, a roughly
3.3 annual growth line would have covered the annual figures very
precisely up until 1969. Since then, we have seemed to have been
falling far behind the long-term growth trends in productivity.

There have been minor fluctuations reflecting the usual cyclical
variations in economic activity, and special developments, such as the
impact of the energy crisis, but the problem still remains that we are
far below our long term growth trend in this very important aspect
of economic activity.

The result has been constant upward pressure on prices, with com-
pensation moving in general at about a 7.5- to 8-percent advance while
national productivity has been growing at about 2 percent. This relates
very much to the 6-percent underlying rate of inflation, with which we

seem to be plagued.
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The decline in the rate of growth in productivity has been related
to many, many problems—the entrance of less skilled workers into the
labor force, the shorter workweek, a number of other factors.

Personally, I think that one of the important considerations—al-
though there is not unanimity among the economic profession on
this—is the slowing in the growth of capital formation. The figuves
that we have been able to put together on the amount of capital per
worker show that in the past decade the growth in the amount of
ca;l)ital, after correction for inflation, has been somewhat less than
half that of the decades preceding the 1970’s.

I think that this is one of the important elements in describing why
we have had a slowdown in productivity.

Senator Byrp. What are you going to do about that ?

Mr. Brivw. If it is true sir, that the problem is in significant measure
a slowing down of the rate of growth of capital, then we have to
look at everything we are doing in the way of government regula-
tions and laws that inhibits the growth of capital.

Foremost among these, of course, is the tax structure. The ques-
tion is: What can we do to revise our tax structure in such a manner
that it will contribute to capital formation?

The criteria that we have been applying in the Treasury in a mam-
moth study now underway, on the ways in which the tax structure
should be reformed, are: First, simplification, which we feel is a highly
desirable objective, to permit individuals to understand what it is tliat
they are being required by their Government to report.

The second consideration is equity—all forms of income being
treated equally; all sizes of businesses being treated equally, equitably;
different income classes being treated equitably.

The third criterion is that of economic effectiveness, particularly in
promoting capital formation.

There have been a number of proposals over the years to modify
the tax structure in order to achieve this latter objective. These were
spelled out in very succinet form in the report of the Joint Committee
on Taxation last year which analyzed the variety of proposals. As I
indicated in my prepiared statement, sir, this is not virgin territory
that we are discussing. This has been very thoroughly studied from a
number of perspectives.

The various proposals involve such modifications of the tax struc-
ture as: Integration of the forms of returns paid by corporations;
equal treatment for dividends and interest payments, or varions modi-
fications of this proposal. :

There is another class of proposed modifications which have to do
with manipulating the investment tax credit which has been changed
from time to time by the Congress and possibly could be revised again.

Senator Byro. What is your view as to the present rate of the in-
vestment tax credit? Has it got to a point beyond which it would not
be desirable to go, the 10 percent ? -

Mr. Brirr. Desirable is a hard term to answer. Desirable in the sense:
Does it have effectiveness beyond the 10 percent in producing the re-
sults claimed ? :

There is quite a variety of views in the economics profession, as I
am sure you are aware, on the efficacy of the investment tax credit.
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Senator Byrn. What is the administration’s position on the invest-
ment tax credit at the current rate?

Mr. BriLr. We feel it should be considered in the context of total
reform, not to look at it individually as a separate item. but what role
it can play in the context of the total change in the tax structure.

Senator Byrn. Do you think it would be appropriate to go above
10 percent ¢ :

Mr. Brivw. If there were no other change made in the tax structure—
which I do not think is a very realistic assumption—then I think that
should be given consideration,

Senatcr Byrp. You mean to go above it ?

Mr. BriLn. Yes, sir. Under the condition that no other change was
made in the tax structure,

If, on the other hand, we are looking at the subject of total reform,
then I am not sure that I feel that the investment tax credit would
be as important a prod to investment as some of the other changes
under consideration. :

I find it difficult to answer with respect to one form of tax. if we
are in the process of discussing a major reform in the tax structure.

Senator Byrn. As one who favors the-investment tax credit, also as
one who originally did not favor it. it seems to me that it is important,
No. 1, that we, the Congress and the administration. that we reach
a determination as to whether it is wise or unwise to have an invest-
ment tax credit and roughly the rate at which it should be. and then
begin to leave it alone, rather than to repeal it. put it on, repeal it, put
it on, as we have consistently done for years.

Would you be inclined to think that we ought to try to reach a con-
clusion and then basically leave it alone?

Mr. BriLu. T think the problem with varying the investment tax
credit is the uncertainty that it induces in the business community in
making investment decisions.

‘Senator Byrn. That is very important.

Mr. Brivr. It ig indeed.

I faced that problem myself in trying to estimate the prospective
return on an investment to a company with which I was affiliated. with
respect to what the after-tax return would be. given the various possi-
bilities that might prevail with the investment tax credit.

On the other hand, I think the important issue, Senator. is whether
we are considering one tax in isolation or considering a total pack-
age. It is our hope that. no later than this summer. we will be able
to present to the Congress a complete package in which the investment
tax credit can be viewed in the context of a total change in the entire
syvstem.

Senator Byrn. Let me ask you this. T realize this could vary from
business to business, but looking at business as a whole which is the
more important, the investment tax credit or a more liberalized de-
preciation rate?

Mr. Brivw, Looking at it from the viewpoint of business. it would de-
pend upon whether we are dealing with a capital intensive
industry——

Senator Byrp. That is right. Recognizing the differences in busi-
nesses, but in order to reach a broad approach, what would be the most

helpful to most businesses ?
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_ Mr. BriLn. I would think of an option that falls outside of the par-
ticular range that you just indicated, that would be a reduction in the
corporate rate overall as probably being the most important contribu-
tion that tax reform can contribute to the business sector. '

Senator Byro. I think that is a very important point that you raise.
Do I take it from the way that you answered the question, then, that if
there were to be a reduction in the corporate rate, that both the invest-
ment tax credit and a more liberalized depreciation schedule prob-
ably would not be considered

Mr. Bror. We are not at the e where we say we have the fin-
ished package, even combination of packages. But that is what we
are looking at, alternative combinations. If we can combine in one
package a set of tax reforms which will achieve certain objectives such
as more equal treatment of various sources of income and a reduction
in the overall rate for corporations and individuals, then other spe-
cific measures, such as an investment tax credit or juggling of depre-
ciation allowances become less valuable to both the recipients and to
society as a whole. '

It is a matter of trying to visualize what is most useful in the context
of combinations that become a specific package.

Senator Byrp. I take it, then, that the prime consideration in devel-
oping this package, the prime consideration, is to reduce the overall
tax ratef

Mr. Briur. Qur consideration is economic effectiveness in addition
to simplification and equity. By economic effectiveness, we mean par-
ticularly the extent to which a given tax structure will enhance the
possibility of getting greater capital formation.

Senator Byro. You are talking now about the corporate income tax{

Mr. Brirw. Corporate and individual income tax.

Senator Byrp. In this context, we are really dealing now with the
business tax. What T was trying to get your viewpoint on was what

could be done in the corporate field ¢
T realize, of course, that it would work hand in hand with what is

done in the individual field, but am I correct in assuming from your
carlier statement that. insofar as business is concerned, the contem-
plated tax package will be built around a reduction in the corporate
rate?

Mr. BriLr. At this stage of our study. I would say this has a very
high priority. Whether that will turn out to be the keypoint in the
final package as it is presented—it is much too premature for me to
be able to predict that. .

We think of the various incentives and methods of approaching
the problem of inducing a higher rate of business investment that a
reduction in the total rate has very great economic potential.

Senator Brrp. What two or three steps could Congress take to be
the most effective in encouraging capital formation?

Mr. BriLL. Are you includine in that. sir, what Congress does about
the tax package or are you talking outside of the area of taxes?

Senator Byrp. I am speaking primarily in the tax field.

Mr. BriLr. It wonld seem to me that the adoption of a tax structure
by the Congress of a tax structure that is going to have the charac-
teristics of inspiring canital formation and having a degree of sta-
bilitv that is now being changed with each new session of the Congress,
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I feel this would be very important, a major contribution in estab-
lishing the kind of environment that the businessman can plan in.

Overall, you realize that most major capital projects that an average
business is contem lamnf requires glanning and investment over an

. extended period. It would be very difficult to plan if first one is not
sure by the time the project is onstream what the tax framework would
be under which the income generated by this new plan will be taxed.
. 1 think that the ability to plan in a more certain framework is very
important for business. That applies also to the general environment,

ou asked whether I had reference to action that Con could
take outside the field of taxes. I think that it is first and foremost
important to establish a sound economic environment so that businesses
feel that by the time the equipment that they have put in place is pro-
ducing, there will be markets for the products that they are producing.
That involves congressional actions to help stimulate the economy but
also congressional support of actions that will diminish the rate of
inflation.

Senator Byrp. How important is our fiscal policy {

Mr. Briu. This is what contributes to tﬂe environment in which
businessmen feel that they can plan ahead. I think President Carter’s
determination to achieve a balanced budget by fiscal year 1981 is an
important element in establishing the environment that should be
reassuring and establish business confidence.

I think that this is a part of the ares outside the specific field of

tax structure that I had in mind.
Senator Byrp. I certainly agree with that. I think that is very

important,

have been concerned that, while the administration rhetoric has
been about a balanced budget, the recommendations of the Adminis-
tration have been to increase spending substantially over what it was
prior to the new Administration’s taking office.

It seems to me that you are going in two different directions at
one time.

Mr. Brir. It looks at the moment as though our budget deficit for
the current. fiscal year will be running anywhere between $15 and $20
billion below the last full fiscal year of the preceding administration.

Senator Byro. Let us come to fiscal 1978. You will find that it will
be the second highest, or maybe the highest, in history. It will be sub-
stantially above this year’s, will it not ?

Mr. BriLL. As the figures now stand, yes, it will be above this year,
but it will be below the $66 billion deficit in fiscal year 1976.

Senator Byrp. By a hair, $65 billion versus $66 billion—$64.65
billion, if you want to be precise. That is what Congress has just passed
last week.

Mr. Brire. As I recall our specific unified budget number was $58
billion. I do not have that with me at the moment, but that was the
number, I think, that Mr. Lance was using.

If T am in the right range—and I am checking on it—it was $58
billion. That was the official projection for fiscal year 1978.

FSgnatéor Byrp. Is that the figure that the Congress passed last
riday

Mr. BriLL. No, sir.
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Senator Byro. All right. Is that not the figure that you are likely

to get !
Mr. Brirr, When you say the Congress, I did not realize that it had

gone through both committees.

Senator Byro. The conference report on the budget was approved
Friday. It isa very high figure, )

In developing this tax package that you are speaking of, Mr.
Secrotary, how much input will business and private individuals have
in revising the tax package ) i

Mr. BriLr. We hope that hearings such as this will provide us with
the background. We will be having hearings with various groups. We
have a Small Business Advisory Committee to the Treasury which will
be meeting with our tax officials.

We very definitely want to get as much input as we can from all

ups.
grgexll)ator Byrp. What is the timetable for submitting the proposal?

Mr. BriL, The original timetable was to submit the report to the
Congress by October 1. We are accelerating that. I do not have a
specific date. Tt will be some time during the sununer, or very early fall.
Wao cannot, at this juncture, pinpoint the date.

Senator Byrp. One of the reasons for concern is over adequate capital
in the energy area. Can you supply the committee with estimates of the
cost to our economy of the various parts of the President’s energy
program?

Mr. Brivr. The cost to the economy. did you say ¢

Senator Byrp. Yes. )
Mr. Brirn. In broad terms, yes, it is possible for us to evaluate. As

vou may know, the estimates of the package as a whole is that it would
have relatively small effect on our real gross national product, because
the taxes raised by one element of the program are very often rebated
to the economy through another set of actions, so that the net impact
should be minimal.

There will be some impact on prices beeause the program does rest
on using the market mechanism to reduce consumption of our most
convenient, but least producible. sources of energy; oil and gas.

But T can provide you with some estimates of what this involves.

Senator Bynp. The estimates which T have seen have varied a great
deal. President Carter had one estimate and Mr. Lance had a substan-
tially higher estimate.

One of the Members on the Senate floor had a greater and higher
estimate. -

Of the two. what is yours?

Mr. Brirn. I do not happen to have my file with me on that subject.
but as T recall, my estimate of the impact on the price measures, if that
is what you are referring to, is the one that has had the widest variety
of estimates. The energy package without the standby gasoline tax.
will probably add 0.3 to 0.4 percent to the price index over the next 2
to 214 vears, and then drop back somewhat,

If, in that period, the gasoline tax were triggered, that would
prevent the fallback at the end of this 2-year period and the price
measures would continue to contribute to roughly less than 0.5 percent
per annum to the price index.



9

Senator Byrn. Does the administration view the capital formation
progosals as a means to solve an economic problem; namely, the
problem of too low capital to achieve our goals, or a means to work out
some form of tax reform?

Mr. Brin.. We regard tax reform as a pantial solution to the eco-
nomic problem. Our interest in particular forms of the modification
of the tax structure is to achieve an answer to the problem of why we
are not getting enough capital. -

Senator Byrp. How much emphasis would you place on the need to
encourage personal savings as part of a capital formation package?

Mr. Briri. The experience I have had in studying the problem of

{Jersonal savings suggests to me that there is not very much that can
he done directly to encourage a higher level of savings in total. It is
possible, through various incentives. to induce a change in the form of
saving, but not through various tax measures, to change the total
amount of savings.

That has been the expericnce in this country. Tt also has been the
experience in most other countries. What induces the change in the
total volume of savings is what really happens in the total economy.
not as a result of specific tax measures.

Senator Byrn. Could you supply for the record the depreciation
rates for the major industrial nations{

My, Bript. Yes, sir.

[The following was subsequently supplied for the record :]

Average declining-balance depreciation ratea for manufacturers in flre major

industrial countrics
Percent

Senator Byrn. Realizing that the administration is not prepared
at this time to make its recommendations on the subject. could you
outline what you feel to be the alternative choices the administration
will have in putting together this package ?

Mr. Brirn, The alternatives from which to choose are extremely
wide, because this is an area in which there has been very extensive
work and analysis done, both in the Congress and in the administra-
tion, and by individual economists.

I believe that the broad categories of modification of the tax struc-
ture were laid out in the report prepared by the Joint Committee on
Taxation last year in which they listed as I recall, six major areas of
possible change.

The first one was the possibility of integrating dividend and inter-
est. income, the integration of the corporate and person tax in part or
in whole.

Tdhe second was a more specific technique of the investment tax
credit.

The third was the adjustment of the depreciation allowances.

The fourth general approach was reducing the corporate tax rate.

The fifth. as T recall, was the possibility of applving the price
indexes to adjust the value of capital to take account of inflation.
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Then there was the matter of changing the reduction for operating
losses and capital losses.

There are at least six broad categories of modification that can be
made, and various alternatives within each of those, the approach
that we are using is one of looking at various combinations to see
which is likely to achieve the objectives of simplification, equity. and
enhancement of capital formation,

Senator Byro. If you were going to choose one or the other, what
would be your preference, iooking at it from the point of view of the
Nation as a whole and business as a whole! The investment tax credit,
or a liberalized depreciation{

Mr. Braww. I find it difficult to answer the question in isolation.

If you are talking about no other change in the tax structure other
than choosing——

Senator Byrp, That was one of the alternatives you mentioned a
moment ago, a change in the depreciation rate.

Mr. BriLL. Yes.
I would say if no other changes were made, I think that most econ-

omists would feel that the investment tax credit probably has a greater
impact on inducing investment, but I may say that some of the empiri-
cal work that I have seen come up with very different conclusions.

Professor Eisner has one set. Professor Brimmer has come up with
alternative results. .

Senator Byrp. You have not reached a conclusion in your own mind{

Mr. BriLL. No, sir, I have not.

Senator Byrp. Senator Long?

Senator Loxe. I was just tginking about some of the problems that
you have to contend with. One is the fact that, down there in your
Department, nobody knows how to handle a computer. The reason I
say that is your people keep looking at revenue estimates. For example,
you proceed on the theory that when you have a 48-percent corporate
tax and a 70-percent personal income tax on what is left, that you are
going to get for the Government 84.4 percent of what is earned by a
company and that the individual will be left with 15.6 percent.

Now, as a practical matter, it does not work out that way. Nobody
in his right mind wants to take all the risk inherent in investing his
money in an enterprise if he gets 15 cents out of a dollar of earnings.
All of the facts show that it does not work out that way, either. They
will put their money in the tax exempt bonds rather than put it in a
corporation,

Of course, they would earn less than they would on taxable bonds,
but after taxes. they will earn a lot more. Some businessmen told me
just. over the weekend—I had a chance to make a speech before the
business council and a man who has been very successful all his life
said, can you explain to me why anybody in his right mind would
want to put any money into bonds? The depreciation in the value of
the capital is not overcome by the income that you get. and when you
consider taxes, it is even worse. So his attitude would be. if vou have
some money that you need to invest, you had better put it in land or
put it in something where that would tend to offset the erosion of infla-
tion. so at least vou would make something over and above your

investment.
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Now the administration is trying to work out some tax reform pro-
posals. They say we have to reduce this silly, ridiculous rate—the
combination of the 48 plus the 70, which works out to 84.4-percent
tax rate. We are going to cut that down some and we are going to give
a credit for the taxes that were paid at the corporate level. They will
come in here showing a great big revenue loss in their estimates on the
theory that people actually are investing their money when they are
only able to keep 15.6 cents out of a dolﬁu‘ earned, and they will also
come in with an estimate that will assume if you let a person keep more
than 15.6 cents on a dollar, it is not going to stimulate the economy.

You and T know that something has to be wrong. There has to be
an error for the simple reason you are not making any money with
that kind of a deal. Nobody in Kis right mind is going to trade with
you that way. He is going to find a way to leave his money in the
corporation, until the stock goes up in value, and then he will sell
the stock, or liquidate the company and take a capital gain.

But you can do all you want to try to find a way to tax that income.
People are not going to do business that way. They will find another
ws?} to do business or quit doing business. .

f a businessman cannot keep half of what he has, if he cannot
keep anymore than 30 percent of what he earns, he is going to find
some other way to do business. He just feels it is outrageous, unfair,
He is being treated viciously by his government. He is going to find
some other way to do business.

The result 1s when you bring down something that would tend to
correct some of those ridiculous assumptions under which we have
been proceeding in the past, you show a big loss of revenue, when, in
fact, there is no revenue loss at all.

For example, when we repealed the investment tax credit we were
supposed to pick up $5 billion on the theory that that was a tax in-
centive, which in fact, it was. But we did not pick up any $5 billion,
we lost $5 billion, because the economy slowed down.

Then when we put it back on, we were supposed to be losing about
an equal amount. We did not lose anything; we made some on that.

We repealed it again on the same assumption, that we were going
to make money. We lost about the sa:ne amount we thought we were
going to make. We put it back on again and assumed we were going
to lose about $7 or $8 billion. Instead, we made the same amount.

How long is it going to take you down there to change those as-
sumptions so that when you do something that encourages business
people to do something that stimulates the economy you would make
the computer cough up the answer which the economy actually comes
up with? That is, that with the proper incentive, people will make
their investments and the Government makes money. With no incen-
tive, people do not make any money. ‘

en is somebody down there going to have the courage to tell
these people they have been wrong, wrong, wrong and wrong. When
are ¥ou going to make your estimates come out right for a change?

I learned long ago that computers do not think. I had that impres-
sion, but they do not. All a computer can do for you is when you

ush a button, it can come up with an answer that was programed

1n to begin with.
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Your people down there at the Department, do they think that the
computers do the thinking?

Mr. BriLL. No, sir.

Coming, as I do, from a computer company, I am very well aware
of the old adage that is x‘epeate(} so often In t{)e industry, garbage in,
garbage out. f he computer is not responsible for the garbage that is
put in. But if you put it in, that is what you get out.

Senator Lona. Your people have yet to look at these facts. They
are trying to explain why the computer comes up with the wrong-
answer time and again. They are trying to explain why their esti-
mates are wrong. They are trying to explain why it is that they have
never yet been able to conclude that the investment tax credit makes
money for the Government. Yet they still have the investment tax
credit down as a %9 billion loss. If you repeal it, you will not pick up
revenue; you will lose $9 billion. . -

We have been through that four times; repealing and reinstituting.
Do you think you can teach those people down there with the com-
puters to look at the facts of life?

When you provide a businessman with an incentive, you can an-
ticipate that business people will take advantage of it. When they
take advantage of it, the Government makes money because it pro-
vides more production, it reduces the drain on welfare and unemplloy-
ment insurance, it brings in payroll taxes by making taxpayers out
of nontaxpayers. Even though you don't collect at the same rate that
some ambitious English-style Socialist thinks would be a good thing
for America, at the same time, collecting at a lower rate, you collect
a lot more money.

Mr. Briut. I do not know, Senator Long, if you have had the op-
portunity of seeing the program yesterday at noon when Secretary
Blumenthal was on “Issues and Answers.” One of the questions was
specifically addressed to the problem that you are raising. It was put
in a somewhat different framework, as to how you can meet the resi-
dent’s objective of not losing any tax revenues and still have effective
tax reform? !

The Secretary’s answer is exactly the one that you were suggesting.
If we get the right kind of tax reform that provides an incentive for
business that will result in increasing revenues. That is, you do not
lose revenues if you have a program that is structured to provide in-
centives that businessmen wiﬁ want.

I know what the problem is, in being on the other side, of trying
to establish for a company what the objectives should be. My own
creed is, if I cannot return to my shareholder the amount that he
would get by buying a tax-exempt security and then going home and
sleeping at night and not worrying about whether I was a good
business executive, I do not belong in that job.

Basically, the problem is that we have to provide some reward for
risk and we have not been getting enough risk-taking in American
society. That is showing up in the declining rate of growth in capi-
tal formation. i

Senator Loye. Here is another thing that I think we ought to be
thinking about before we make our decision. We are told if we transfer
about $15 billion of “general revenues” into the social security trust
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fund we will be using the income tax for social security rather than
using the social security tax for that purpose, or at least to the extent
that we transfer it from the general fund.

I cannot buy that for a simple reason. The income is actually not
covering the other expenses of Government. The way it is now, over
in the Federal funds area, we are in the red by $65 billion. So the
income tax is not raising enough money to put something over in the
social security fund. It is not raising enough to cover the deficit in the
other Federal funds.

When someone is talking about using general revenue, they are not
talking about uuythin%but printing press money. What we are cover-
ing the cost of daily Federal operations with now is printing press
money. When you do that, that gets to be inflationary, and I hope we
are not going to find it necessary to start this thing of using the print-
ing press to try to pay social security benefits.

Tt seems to me, with the deficit to pay for foreign aid and the welfare
and tile general activities of Government, that that ought to be
enough. ,

Ca%x you see where we have any surplus of money from the income
tax to pay into thesocial security fund?

Mr. Brirr. I believe that the deficit of the size that we have is a func-
tion of the worst recession in the economy since the 1930%. As we are
able to achieve a more satisfactory rate of economic activity we ought
to be reducing that deficit.

Earlier, Senator Byrd was pointing out that the estimates for next
year's deficit is quite large. We hope that the economic recovery, which
now seems to be resuming, will permit us to have even higher levels of
revenues and bring that deficit down.

" But as you say, it is a deficit. We are still in excess of our outlays
over receipts. ’

Senator Lowna. It just seems to me—and I am not going to ask you
to take issue with the Presidenf or the other parts of this administra-
tion, but it seems to me that it is bad enough to have us running a
deficit in the Federal funds. We ought to make these trust funds carry
themselves. ‘

My thought is we should either cut back the benefits or raise the
taxes in those areas rather than having everything in this Govern-
ment leaning on the printing press dollar.

If we do too much of that, you know as well as I do that after
awhile you just have to keep adding zeroes every month so you start
printing $1 bills, and then it is $10 bills and then it is $100 bills and
after awhile you greet yourself coming back.

With all those zeroes you put on a piece of paper, it is not worth the
paper it is printed on. You do not want to get us in that situation and
we da not either, do you ¢ .

Mr. Brir. No, sir.

Senator Loxa. Thank you very much. L

Senator Byro, If I may say so, Mr. Chairman, your view is too sound
to be accepted by the Congress and the Treasury Department.

Senator Loxa. Don’t blame the Treasury Department for some of
these foolish things. )

Senator Byro. They come up and testify for them and urge the
Congress to do something. I think that they ought to be sharing the

924201 0«17+ 2
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blame. When they come to testify before the Congress, they ought to
give their own true views. They could say that they cannot go counter
to their boss, but I think they are obligated to give their true views.

Senator Long. If they come down here and say the President is
wrong, they might as well bring their resignation with them. They
would be out of a job.

Senator Byrp. I think that is one trouble with Government. There
are too many people in Government who are there only for a job and
¥otww111ing to run the risk of losing their job by giving the people the

ac .

Anyway, like you, I do not want to blame the Treasury Department
too much.

Senator Hansen?

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

Let me say to the distinguished witness that I am pleased to be here
to hear his testimony. It was interesting to me to read in the Outlook
section of the Washington Post, Sunday, a summary of a paper or
some comments written by Peter Jay, the envoy-designate to the
United States.

He was talking about the failure of popular democracy. He points
out some very elementary facts that most of us understand. If a
democracy is to work, it works in all systems: how we elect, how we try
to find out what the people want, how we talk to people of different
views. Those of us whose view seems more to agree with the majority
of the electorate eventually get to Congress and we try to implement
those things that people are talking about.

He questions, I gather, whether the system can work and he gave
some alarming facts that indicate that it is not working very well in
Great Britain.

In that same section was an advertisement slaced by a group, I am
certain, of distinguished Americans. I scanned the list; I did not read
every name. T ! .

Apparently they are from one end of the country to the other calling
upon the President to keep his campaign promises. I am not sayin,
that he has not. A%parently, those persons whose names were attache
to that ad believe that he hasn’t.

They called for a number of things, including more jobs for every-
body and equalization of taxes, tax relief for lower- and middle-income
people, tax reform and inflation control.

.

Some of the things, it seems to me, are contradictory—that we
cannot have.

T mention those two articles I read because they seem to reflect even
greater merit upon the observations that you have made here today.

It is & tough thing. It is a tough operation for any politician
trying to secure his reelection to_tell the people what he believes to
be the truth as contrastet to what they might want tohear.

I happen to come from a State, Wyoming, that is a major oil and
gas producer, and I am suf)posed to be down at an Energy Committee
meeting right now, but T wanted to be here because I think what
you have to say and what Alan Greenspan has to say, among other

witnesses, is very important.
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Whether we are going to be able to convince most Americans that
certain things have to be done or not is the real test that we will face
in these coming months.

I find nothing in the President’s energy message that encourages
me to believe that we are going to do anything more than demagog
an issue that has been demagoged for 6 years, that I know of. %e
first started talking in 1971 about putting together an energy policy.

. During that period of years, our dependency on foreign sources
of supply has grown steadily. Now we are importing about 50 percent
of the oil that we use. We use to talk about how serious it would be if
we had another embargo.

At that time, the time of the last embargo, we were importing
about a third of the oil that we used. Today, we are importing about
half of it. The balance of payments problem has become -very .
serious. It has taken a lot of money out of this economy and it con-
tributes, significantly, I think to the overall rate of inflation.

I am one of the few politicians who say we ought to decontrol
gags and oil. I think that it would be better to create more American
jobs.
I need not underscore the dependence of industry upon oil and
natural gas. Everyone who went through last winter knows per-
fectly well what happens to jobs where there is no fuel.

Yet, because the oil companies have a very bad name, because
everyone knows everyone in the business wears a black hat, it is a
very easy thing for politicians to get up and demagog this issue and
say, we are going to keep a cap on oil prices because we do not want
to hurt poor people.

Senator Long tells a good story about the lady who came into
the little grocery store and wanted to buy a dozen eggs and she asked
what they cost. The merchant said they are 40 cents a dozen, and she
said, the merchant down the street sells them for 30 cents a dozen.

He said, why don’t you go down there and buy them ¢

She responded that the fellow is out of eggs, and he says—the
merchant with whom she is talking—well, if T were out of eggs, I
would sell them for 20 cents a dozen.

I like to tell that story. I do not tell it as well as Senator Long does,
but it needs to be told because that is exactly what we are doing
in energy.

We can talk about how we are going to keep the prices down. We
have done a good job doing that. We have also done an excellent
job of curtailing domestic production. o

There are those persons that recognize that oil and gas are finite
resources. The thing we fail to consider is the volume of sedimentary
rock that exists on the Quter Continental Shelf, the rock which has
not been explored in the lower 48 States, the reserves, and the potential
for oil and gas development that we have in Alaska. There is a
whale of a lot more of cubic miles of sedimentary rock yet to be
explored.

I have no doubt at all but that we are going to run out. I do say
that there is enough potential there for development if we will give
this domestic industry the encouragement that it needs. That means
a chance to make a profit and the expectation of the profit. We can

.
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minimize our dependence on these foreign sources of supply to give
us the leadtime we need to get on with some other forms of energy
that can make up the difference.

I say this now, because not only is there the chance of another oil
boycott, but there is also the great danger, and a growing danger,
-with the emergence of the Russian Navy as the No. 1 force in this
world and the far greater number of I%ussian subs than there are
American subs. American vessels will become particularly vulnerable
to the Soviet presence in Africa, because Russian subs are moving
down both sides of that continent.

If their subs were not enough to pose a real threat to that tanker
fleet which has to go around the Cape of Good Hope every 15
minutes, becanse 15 percent of the Free World’s petroleum sources
are in the Persian Gulf area, they will have a land base there too.
There is no doubt at all that they can control the sea lanes for a
thousand miles.

So I think it is an extremely serious situation. I think we have been
demagoged on the tax issue. We have done evervthing but recognize
that 1f we want to increase the standard of living—you pointed this
out very clearly in your testimonv here—we must give workers a
tool, and we have not done it. We have not put investments back
into industry comparable to the number of new workers that we have
placed in industry.

And whether or not—-I think Peter Jay summarizes it very well—
whether or not we can rise to that degree of objectivity which will
give us the opportunity to make the right choices remains to be seen.
It is sure a longtime past the time when we can afford any demagogu-
ery. "There will be plenty of it floating around there in the next few
months.

Mr. Chairman, T share your view about how important it is to
put money back into industry so that we can continue to achieve our
obiectives.

Whether we can do that or not is the test.

Thank you for your testimony.

Senator Byrp. Thank you. Senator Hansen.

Senator Packwcod ?

Senator Packwoon. Mr. Brill, on page 3 of your statement, you
refer to the greater productivity increase in the last decade to 1.5
percent. Is that true that is the worst, or the lowest, productivity
increase for any of the industrialized nations of the world, including
Germany and Japan? ‘ ‘

My, BriLi, T am not sure offhand. I have a feeling in this decade
that it would probably rank at the bottom, but not necessarily as the
worst.

Senator Packwoon. Could you give me the figures on that? I
am under the impression that it is the worst. including Great Britain.

Mr. BriLn. That is the exception I had in mind. Perhaps with this
time period, you are right. T can find out.
~ Senator Packwoon. Tf you could:get them to me personally, I
would appreciate it.

[The following was subsequently supplied for the record:]



17

TABLE.—TRENNS IN MANUFACTURING PRODUCTIVITY IN THE MAJOR I NDUSTRIAL COUNTRIES, AVERAGE ANNUAL
RATES OF CHANGE

Country 1956-66 1966-75
United States. ... ..ottt iiiiaii ettt ra et aneen 2.8 1.6
Canada. .. 39 3.6
Janan... . 8.9 8.8
Belgium . ns. 8.1
Denmark... . 4.8 1.6
France..... . 5.2 4.8
West Germa 6.1 5.2

taly....oooeee 6.0 5.2
Netherlands. . . 5.2 6.9
Sweden. ... 5.9 5.4
Switzerland. n.a. 4.9

34 3.0

United Kingdom. .

] S?g;go U.S.Department of Labor, Bureau of Labor Statistics, Office of Productivity and Technology. Based on estimates
or 1975. .

Senator Packwoon. Thank you, Mr. Chairman.

Senator Byrp. Just one or two brief questions, Mr. Secretary. We
might as well put in the exact figures we have on the deficits.

The OMB estimates for fiscal 1978 projects a deficit of $57.9 bil-
lion which is the figure you gave, The congressional budget resolution
which was approved last week projects a deficit of $64.65 billion,
which can be rounded to $65 billion for fiscal year 1978.

Now, you have mentioned integration of personal and corporate
income tax. How would that be done, if that is to be one of the rec-
ommendations ¢

Mr. BrivL. There are a number of alternative ways of proceeding
with integration. One way is to simply attribute to individual tax-
holders all of the income of corporations, just pass it through to them
as though corporations were comparable to noncorporate enterprises.

_Senator Byro. Am I correct, is that not what the AFL-CIO has
recommended ?

Mr. Brirr. I do not know their recommendation, sir.

Senator Byrp. The Americans for Democratic Action? Have they
recommended that ?

Mr. BriLr. I do not know.

Senator Byrp. What is your view on that?

Mr. BriLr. We are right in the midst of studying that. I am not in
a }position where I could express a view, a preference, for one or the
other, -

Senator Byrn. I am not asking for your view as to a preference. I
would like to have your view as to whether or not that is a logical
thing to do.

Mr. BriLr. Yes; it is logical but it has certain deficiencies in it, be-
cause it does raise problems for individuals who will find themselves
being taxed at a rate on income that they have not received.

Senator Byro. Is that fair?

Mr. BrirL. No; I do not think that it is fair. One has to be sure that
individuals have the income in hand in order to pay the taxes that
are being levied on them.

Senator Byrp. The average corporation pays what percentage of
its profits in dividends? '

Mr. BriL. Roughly in the 30’s.
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Senator Byrp. A person, whether it be a man, widow, or whomever
it might be, who owns shares of stock in that corporation, would be
paying a tax on 100 percent, yet would be receiving a dividend of
only 30 percent.

Mr. BriLL. As I say, one of the deficiencies in that approach is that
an individual would be paying taxes on income accrued, but not nec-
essarily paid to him.

Senator Byrp. In your judgment, is that a sound approach?

Mr. Brit. No. You asked whether it was logical. T said that there -
15 a logic to it. I am not saying that it is equitable or fair.

Senator Byrp. I gather from what you say that you personally do
not regard it as a sound approach?

Mr. BriLL. Under that criteria, requiring people to pay taxes on
income they have not received, no, I do not regard it as a fair approach.

Senator }Ih’nn. The Americans for Democratic Action, Senator Long
tells me, have advocated that approach. I agree with you. I do not
think it is fair or reasonable at all.

Mr. Briuw I find it rather difficult myself to be in that position.

Senator Byrp. If a person, whoever it might be, owns a share of
stock, you tax him on 100 percent of the groﬁt of that corporation,
yet they receive only a 30-percent dividend. I do not know how you
will get people to buy stock on that basis.

What other approach would there be?

Mr. BriLL. There is the possibility of allowing corporations to de-
duct, to treat dividends the same as interest.

Senator Byrn. What do you think of that? .

Mr. BriL. It answers one objective. Tt makes it equally advan-
tageous for a corporation to finance through equity as against debt.
That has been a problem. .

I think I indicated in my paper one of the problems of financing
through debt. We have created a debt-heavy financial structure that
inhibits the kind of venture capital approach that we need in our
society. o~

We are not accustomed to debt-equity ratios of the kind you find
in some other societies, like Japan, where, for entirely different rea-
sons, they are able to finance in a 25 or 30 to 1 debt-equity ratio. That
is not acceptable here,

We find it has resulted in a tilt of the tax structure toward debt
financing, and is indeed an inhibiting factor on the formation of capi-
tal. Therefore, an action that would move payment of dividends and
interest into closer consonance would be favorable from the viewpoint
of aiding the corporate balance sheet.

Senator Byrn. How else can you integrate ?

Mr. BriLL. There are a number of variations where, instead of re-
quiring or instead of permitting the dividend payment to be deducted
by the corporation and treat it simply as vou would interest expense.
There is the approach of allowing the individual to receive the divi-
dend, but then ﬁave a tax credit for the amount of the tax that the
corporation has paid.

Both of these approaches have technical problems. Both of them
have some advantages. I am not technically proficient enough to indi-
cate which is preferable, but I think that the basic objective of both

~
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approaches is to make the payment of interest and payment of divi-
dends a more equal choice by corporations under the tax code.

Senator Byro, One final question.

What three steps in the tax field do you think Congress should take
to be the most effective in encouraging capital formation ?

Mr. BriLrL. When our proposals are submitted to the Congress, I
would hope they will be given very thorough examination. But I think
the general approach that we are taking should be encouraged. That is
the desire to develop a tax structure which will be conducive to capital
formation.

Senator Byro. That is broad. Could you not give us two or three
concrete suggestions that you think would be the most concrete ways
that we could achieve that?

Mr. BriLL. Yes. I really think that hearings such as those you are
conducting right now are very important to get all the views—and
there are contrary views.

I alluded earher to the fact that economists are not in agreement.
That is not unusual; economists generally are not in agreement, but
there are many people who have g?ﬁ'erent views, not only economists,
businessmen, labor leaders, agricultural leaders. All of them have
their views on what is best, not only for their own group but their views
on what is needed for the country.

I think we should be getting these views, getting them on the table
and getting an assessment of how various alternatives can meet the
object,ives,%'(eepin in mind that there are multiple objectives; the ob-
jective of simplification and .equity have to be balanced with eco-
nomic effectiveness.

Senator Byrp. I think so. That is the objective of these hearings, to
be helpful—helpful to the committee and to the administration and the
Congress—in formulating new programs and policies in the tax field.

I might point out that I have found my talk with you in my office
tremendously interesting. You devote a great deal of attention and
time to your mail. As a result, you realize that there is a great diversity
of viewpoints throughout this great country of ours.

I just want to commend you for the many hours and the tremen-
dous amount of time that you do put on your mail. I spend much time
on my mail. It encourages me to know that you, in your position as
Assistant Secretary of the Treasury, find it helpful.

Mr, BriLr. It does, sir.

* Senator Byrp. Thank you very much, Mr. Secretary.

[The prepared statement of Mr. Brill follows:]

STATEMENT OF THE HONORABLE DANIEL H. BRILL, ABSISTANT SECRETARY OF
THE TREASURY FOR Ecoxomic PorLicy

Mr. Chairman and Members of this distinguished committee: It is indeed a
privilege to appear before this Committee today to lead off a discussion of the
problems of incentives for economic growth, particularly incentives to increase
the rate of capital formation so essential for sustaining economic growth.

In addressing these issues, we all recognize, of course, that we are not invading
virgin territory. The problem has been the subject of intensive examination by
economists, lawyers, business and labor leaders and by officlals in the Executive

and Legislative Branches of government over an extended period.

Having followed the course of these discussions over the years, from several
different perspectives, I am encouraged by the growing coalescence of views on
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some key aspects of the problem. I think it fair to say that there is today, much
wider acceptance of the theses that:

(a) there is a need to accelenate the rate of growth of our capital stock ;

(b) government policies—not only the general tools of economic stabiliza-
tion, such as monetary and fiscal policies, but also regulatory and tax poli-
cles—play a key role in determining the rate of capital growth ;

(c) encouraging the rate of capital growth involves, importantly, the re-
moval of impediments in the saving/investment process as well as the de-
velopment of new inducements to higher levels of saving and investment,

Before turning to aspects of the problems on which there is less agreement, let
me address what I think are the principal factors underlying these three gen-
aerally accepted theses.

Recognition of the need to accelerate the rate of capital formation has been
spurred, in recent years, by increasing evidence that productivity in the U.S.
economy has deviated significantly below the earlier long+term growth trend.
Ultimately, the increase in real returns to the factors of production, that is, the
possibility of raising everyone's living standards, depends on the growth of
output per unit of input, This sets the llmit for our society as a whole. Disturb-
ingly, in the past decade, the rate of gain in productivity has slowed significantly,
limiting the possible growth in living standards and contributing to upward
pressure on prices.

A substantial growth in productivity, averaging 2.9 percent annually in the
nonfarm business sector, was a major contribution to the low inflation rmate of
the 1956-80 period. The data for the last decade, however, indicate that pro-
ductivity increased at an average of only 1.5 percent per year. For the private
sector as a whole, labor productivity growth was slightly more rapid because of
a continued shift of employment out of agriculture into the nonfarm sector,
where labor productivity is higher. However, a significant decline is equally
evident for the private sector as a whole.

Of course, the decade of the mid-1950's through the mid-1960's was a period of
rapid economic growth, terminating in a year of exceptionally high resource
utilization. In contrest, the latest decade includes two severe recessions, and ter-
minates in a year of low resource utilization, But even after adjustment for
cyclical influences, it appears that the secular rate of productivity growth slowed
perceptibly after 1969,

This slowdown in productivity growth has been attributed to a variety of
causes—reduction in the workweek, slower growth in productive capital per
worker, shifts in the composition of output to low productivity sectors, shifts
in the composition of the workforce toward workers with less experience and
fewer skills, and to a miscellany of other causes. For the most recent years, the
drop in productivity after 1973 can be explained by the impact of the energy
crisis, and the subsequent rebound in-productivity in the past two years to the
normal cyclical effects aocompanying the economic recovery that began in early
1975. But these fluctuations have occurred around a level far below the long-
term trend growth rate extrapolated from the experience of the 1950’s and
1960’s.

It is clear that no one.factor satisfactorily explains the slowdown in pro-
ductivity gaing., But I am persuaded that the slower growth in the capital stock
per worker has been one of the most important factors, I should hasten to em-
phasize that this has not been so much the result of a slowing in the rate of
growth in the capital stock per se. There is some evidence that in recent years,
the capital stock has grown at a somewhat slower pace than earlier, but the prin-
cipal factor in the declining capital/labor ratio since 1969 has been the sharp
acceleration in the growth of the labor force. In other words, we haven't been
creating the tools of production as rapidly as we have been creating workers
willing to use them. The amount of capital per member of the labor force grew
by 3 percent per annum in the first two postwar decades, So far in the 1970's, the
amount of capital per worker has grown at only half that rate. . ’

The implications of such a trend are disturbing, not only for the effect on
inflation of reduced productivity but also for the substainability over the longer
term of an adequate growth rate for the economy as a whole. The benchmark
study of the capital requirements of the U.S. economy, undertaken by the
Department of Commerce two years ago. concluded that to assure a 1980 capital
stock sufficient to meet the needs of a full employment economy, business fixed
capital investment would have to absorb some 12 percent of real GNP in the
second half of this decade. So far into the period, that is, in 1975 and 1976, fixed
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investment has been less than 10 percent of real GNP, so the gap to be fllled in
the remaining years would require an even faster rate of growth in additions to
our capital stock than was postulated in the study,

In summary, then, we need more capital formation, both to restore productiv-
ity to the growth track of the 1950's and 1960’s and also to provide the tools of
production for a full employment economy in the 1980's,

What private and public policies can facilitate the needed growth in capital
formation? The answer was best put, in my judgment, in a report issued last
October by the Fifty-first American Assembly, when a distinguished group of
academic, business, labor and government leaders met to consider the capital
needs of the United States, The final report of the Assembly noted: “The single
most important means of encouraging investment expenditures is to combat
economic instability and inflation.”

Wide fluctuation in economic activity induce excessive caution in investment
decisions. After all, whatever else may be done to increase the cost effectiveness
of new investments, entrepreneurs have to have confidence that a market will
be there for the products that will be produced in the plants in which they are
investing. Instability in the economy breeds uncertainty, and uncertainty
diminishes investment propensities. .

Inflation and expectations of inflation are also adverse to investment. Business-
men no longer rush to accelerate expansion plans to ‘“beat the price rise”; the
experience of recent years has taught that by the time a new facility launched
in the feverish atmosphere of inflationary momentum is likely to come on a
stream, a postinflation recession will probably have dried up the intended
market. And consumers have long displayed the wisdom of reducing major
outlays when inflationary forces gather momentum, .

The major contribution of public policy to capital formation, then, is the
creation of a stable and noninflationary economic environment. The Carter Ad-
ministration has expressed its dedication to this objective. The actions taken
by the President to date to insure noninflationary growth, and the President’s
commitment to pursue this course into the ftuure, should provide confidence
to businessmen and consumers that the economic environment will be propitious
for capital formation.

There are, in addition to the pursuit of macroeconomic policies conducive to
investment, specific policy areas addressing the capital formation problem.
Principal among these is the tax structure. As this Committee knows, the Treas-
ury has under way a major reexamination of our tax system, with the view
to proposing to the Congress significant revisions. That study is not yet com-
lete. However, it will be submitted sometime this summer or early fall; every
effort is being made to reach conclusions as soon as possible.

Over the years, there have been many proposals for modifying the tax struc-
ture to enhance incentives for adding to our capital stock. The excellent study
prepared by the Joint Committee on Taxation, released last month, classifies
these proposals under six broad headings: proposals for the integration of cor-
porate and individual income taxes, investment tax credits, modification of de-
preciation allowances, changes in the corporate tax rate, deduction of losses,
and indexing for inflation. Each of these approaches, individually and in various
combinations, is being carefully assessed.

The criteria that are being applied in the Treasury’s evaluation of all revision
options relate to three general considerations : simplification, equity and economic
effectiveness, particularly in enhancing capital formation. The need for simpli-
fication is self-evident to anyone who has struggled through the preparation of
an income tax return. It is only about a month since many of us have had to
suffer through this annual exercise in frustration. But the complexity of the
return is a function of the complexity of the law; simplification of the law will
permit the design of a form more easily comprehended by the bulk of taxpayers.

The need for equity is also self-evident. Our tax system is unique in the
extent to which it depends, successfully, on the voluntary participation of those

- subject to the system. That success can be maintained only if all taxpayers are
convinced that the burden is being shared on an equitable basis. Equity con-
siderations require correction of imbalances in the present tax structure that
may be penalizing one form of income-generating income as against another,
individual taxpayers as against businesses, small enterprises as against larger
firms. .

The need for an economically effective system, particularly one that facilitates
capital formation, is evident from the analysis advanced earlier as to the
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economy's need for an accelerated rate of investment. One aspect of the tax
structure with particular relevance to the problems of adding to our capital
stock is the impact of taxes on the form of financing new investment. Our finan-
cial system is justifiably renowned for its capacity, scope, richness of form and
resiliency. It functions with remarkable efficiency in gathering the savings of
the public and transforming these into the means of financing private invest-
ment. Nevertheless, there is concern -that the availability of financing—in both
appropriate amount and form—is, or could become, an impediment to the neces-
sary growth in our capital stock.

One fundamental problem is the tilt of the system toward financing through
debt instruments, Savers appear, in general, to prefer acquiring financial assets
of fixed nominal value and fixed income return—a preference that persists despite
the postwar erosion in the purchasing power of fixed-value claims. Moreover,
our present tax system encourages the filnancing of investment through debt
instruments.

Over the longer run, this is not the ideal arrangement; there are limits to
which it is prudent or even feasibie to pile increasing amounts of debt on a very
slowly growing equity base. A debt-heavy financial structure increases the
vulnerability of the business enterprise to cyclical fluctuations in income, It limits
the venturesomeness of investment, for lenders cannot in good consclence under-
write the risks appropriate to an equity participant. And it inhibits economic
growth because growth depends very much on willingness to risk investment in
new products and new processes.

Moreover, the emphasis on debt financing raises particular problems for smaller
and newer enterprises, which often lack the track record necessary to attract ade-
quate amounts of financing from lenders, and must therefore fight for access to
pools of equity financing.

Many proposals have been advanced to modify the tax structure in order to
achieve more even-handed treatment of alternative means of financing invest-
ment. These proposals are all under active study.

As the Committee can well imagine, such a comprehensive assessment of the
tax structure as is now under way is no mean task. Within each broad category
of tax modification proposals mentioned earlier there are many variants to be pur-
sued. There is a decided lack of unanimity among economists as to the economic
“pay-off”’ of the various alternatives, and reasons for these differences in view
must be explored. Foreign experience with some of the alternative approaches
must be evaluated in terms of their possible relevance to U.S. problems. The
relationship of the various alternatives to the tax measures and innovations in-
corporated in the National Energy Plan must be assessed.

Finally, the consistency of various alternatives must be established with the
Administration’s goals of reduced unemployment, reduced inflation and a
balanced Budget by flscal year 1981. I might note, in concluding, that achieve-
ment of these goals depends importantly on maintaining a high rate of growth
in investment over the balance of the decade. The Committee can be assured,
therefore, that the tax revisions recommended will contribute to this objective,

Senator Byrn, The next witness is one who has been before this com-
mittee many times, one in whom the committee has a high regard, and
one in whom the committee has great confidence, and the committee is
most pleased to welcome back Mr. Alan Greenspan, the former Chair-
man of the Council of Economic Advisers.

T want to welcome you, Mr. Greenspan, both on behalf of the com-
mittee and on behalf of myself. T am personally very pleased to see
vou again. I appreciate your coming here today. You may proceed as
you wish, ’ ‘

STATEMENT OF ALAN GREENSPAN, FORMER CHAIRMAN, COUNCIL
OF ECONOMIC ADVISERS

Mr. GreenspaN, Thank you very mucl;, Mr. Chairman, especially
for those kind words. . ,
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Fo save the committee time, I would like, if T may, to briefly out-
line the content of my formal statement and request that the full docu-
ment be submitted for the record. .

The issue which I think is critical to these hearings—and perhaps
to national economic policy more than most of us are aware, is the
need to create improved incentives for capital investment in this
country.

If one looks across the spectrum of the major industrial countries
of the world, what strikes you most is the extraordinary shortfalls that
now exist with respect to real investment, not only in the United
States, but also in virtually every industrialized country in the world.

We are increasing our investment rates at the moment, but even as
we are doing that, they are still far less than what we would normally
expect, granted the levels of economic activity, granted the levels of
capacity utilization, granted the levels of profitability. )

“learly, something is wrong. My suspicion is that this deficiency in
investment, and therefore, in real income growth, is caused by a mas-
sive increase in uncertainty.

Senator Byrp. A massive increase?

Mr. GReensPAN. A massive increase in uncertainty, a shortfall, a
failure, deterioration in business willingness to invest, particularly in
longer lived capital assets. The reasons for this, Mr, Chairman, are, I
think, fairly obvious but the solutions are not. : ‘

First, it 1s clear that inflation and the great instability that it has
generated, both in this country and around the world, has increased
the risk premiums employed in evaluating projections of future prof-
itability. Most business investors, and most corporate planning com-
mittees have a sense of instability and frenetic activity about the fu-
ture that, requires that they increase the prospective rate of return on
any new facility in which they will invest. )

In a sense, the required rate of return has obviously risen, and risen
quite signficantly, which means that any particular project that is
evaluated for investment must look a lot better than it used to before
business will invest in it. .

Second, we have had a dramatic increase in regulatory change.
There are two ways of looking at this question. One 1s, to look at the
costs of the new regulations as they embody themselves in the costs of
_production, This is a calculable number and one which I do not believe
very lgreaAtIy inhibits capital investment. It does in part, but not
greatly.

WhZ)t does, is the rapid changes in regulation and the uncertainly
tlllat most businessmen feel about what new regulations will be put in
place.

The most recent example, in my view, is the proposal put forth by
the current administration with respect to energy regulation. It is
stated, I think in many respects probably correctly by the administra-
tion, that the incentives built in to their recommendations with respect
to the expansion of crude oil supply are probably quite significant;
they say that there will be, in a sense, free market prices for & number
of types of so-called new oil.

It you read the regulations, that is what it says.

The problem, however, is that most everyone has become sufficiently
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sophisticated to know that if you have a regulatory apparatus in place
whose legislative requirement is to make regulations, it is also in the
business of making them and changing them and making new ones.
It is indeed the rare, regulatory apparatus which creates a whole
series of regulations and then self-destructs.

Therefore, even though it is true at the moment that we are look-
ing at a proposed set of regulations that creates large incentives for a
number of various types of oil projects, the risk that those regulations
will change before the investments were put in place, certainly before
the returns have been derived from those investments, is perceived as
vell')y large. N )

arenthetically, I find it rather odd, if the administration is willing
to bite the major bullet on the oil issue, namely proposing oil product
prices go to world market levels through taxation, why it does not
argue for full decontrol.

If you eliminate the regulatory apparatus through decontrol, then
y}?u remove the latent uncertainly that these regulations will be easily
changed. - :

Th%ﬁs a very major issue which I do not believe has been suffi-
ciently focused on. This energy pmﬁosal has in it essentially world
oil prices for consumers, and very substantial taxation to do so. Even
though I would not necessarily approve of this, but if the adininistra-
tion had recommended complete decontrol and 100-percent taxation
on old oil, they would get the same tax revenues, the same prices for
consumers, and very substantially increase the incentives, mervely be-
cause the regulatory apparatus would be disengaged in the process
of decontrol.

I choose this particular example, Mr. Chairman, because we do not
realize, I believe, that we are moving toward morve and more un-
certainly creation within the Federal Government, through con-
tinuously changing regulation. I fear that rather than resolve the
major energy problem in this country we will impede it. Increasing
rather than decreasing regulation is the wrong way to :

It may well turn out that there is in fact—very litt%
crude oil reserves still to be discovered.

But granted our problems, we cannot afford not to turn every single
knob that we can find to enhance our capacity to achieve these addi-
tional reserves.

The concern we have of oil companies’ profits is an issue I do not
think we can afford. Energy policy in this country should be largely,
if not wholly, focused on what is good for this country, what is good
for our economy, what is good for the American people, not what is
good or bad for the oil companies. , -

Assailing oil companies and oil company profits, it is a luxury that
I think we, as a people, cannot afford. There is too much at stake
here to be concerned whether something is good or bad for the oil
companies, The criteria should be whether it is good or bad for the
American economy and the American people.

Senator Byrp. I think so. If you broaden the scope beyond the
energy Txestion, beyond the oil company problem, let me ask you. what
two or three steps in the tax bill do you tl\ink the Clongress could take
which would be the most effective in encouraging capital formation ?

0.
e in the way of
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Mr. GreenspaN, First, Mr. Chairman, we must be careful in looking
at taxes that the major force which could destroy capital investment
is inflation and, if, in the process of constructing our fiscal policies,
we inadvertently create large deficits, we will find whatever policies
we have in the tax area will be self-defeating.

Every policy must be in the context of gradually reducing the

budget deficit to remove the inflationary imbalances and the pressure
that Federal borrowing has on the capital markets, which would, more
than anything else, undercut any strength in the capital investment
area.
Having said that, I would say that the most important thing that
should be done is to cut the corporate income tax., It is a far more
important thing to do than a number of the other proposals that we
tend to get involved with with respect to trying to enhance capital
Investient,

I do think the investment tax credit is a valuable tool and I do agree
with your view that whatever we do with it, let’s stabilize it and not
continually change it.

One change, if we could make it, and lock it in place, which would
be helpful, would be to remove the bias which now exists in the invest-
ment tax credit toward erit.ancing investment in short-lived as distinct
from long-lived assets. Because of the flat 10 percent credit, it turns
out that it unduly enhances incentives to invest in 5-year assets and for
longer lived assets it is a gradually diminishing force.

Sglfwe the major element in the recent shortfall in capital investment
is in long-lived assets, I would suggest that the committee take a close
look at having the investment tax credit rising with the life of the
asset to neutralize this bias toward short-term assets. -

The last economic report of the Ford administration’s Council of
Economic Advisers attempted to outline this problem and showed in
a table the biases which are inherent in the existing tax law. That
would be the only significant change, sir, that I would recommend in
the investment tax credit, and I certainly hope that thereafter there
would be a tendency not to further alter this valuabie vehicle.

Finally, there would be unquestionably, great advantages in acceler-
ating depreciation which, I think, results in spurring investment about
as much as an investment tax credit considering dollar-for-dollar rev-
enue loss. With respect to the issue of eliminating the double taxation
on dividends the so-called integration question, I fear the term “inte-
gration” is getting to be used in much too general a way.

How one creates integration very critically affects the impact.

The major thrust of this type of legislation should be, in m)lr view,
to basically improve corporations’ capacity to invest and I would tend
to focus more on the issue of the deductibility of dividends in a manner
similar to the reduction of interest in order to avoid a very marked
imbalance between debt and equity. -

There is however a major problem with that, Mr. Chairman. In a
sense, if you keep the corporate tax rate where it is and you allow divi-
dends to be deducted, you tend to impose a 48-percent tax on undis-
tributed earnings. This might create a much larger amount of divi-
dends than is, in fact, a sensible thing for a corporation to do.

Integration is also used to mean imputing all corporate income to
shareholders. But in the context of the top-70-percent bracket, it
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probably overtaxes incentive when it is passed on, especially for those
who are in the upper-income brackets,

1 would therefore say that one thing which should be thought of
in terms of this type of integration is to reduce the 70-percent rate
to the 50-percent rate and, tax earned and unearned income at the
same rate, at which point it would then make sense to go to full inte-
gration in the sense of treating a corporation, and taxing it, as though
it were an umncorgorated business, or a Subchapter S corporation.
If so, you would then not get the problem to which Senator Long
alluded earlier in these hearings; namely compounded a 48-percent rate
with the 70-percent rate.

Ideally I would opt for full integration, but as a part of that, I
think it would be necessary to reduce the highest marginal tax rate
for it to be effective as an incentive creator in the capital investment
area.

Senator Byro. Summing up your remarks, I judge that you feel that
the greatest long-range threat to our economy is inflation ¢
r. GREENSPAN. Yes, sir.

Senator Byrp. On the question of integration of personal and cor-
porate income tax, it seems to me that this is an immensely difficult
matter to work out. I would like to see something accomplished in
that field. I have never been able to get my mind clear as to just
how we could realistically accomplish it. '

No. 1, we would have to rule out the recommendation of the Ameri-
cans for Democratic Action that you would tax the individual stock-
holder on the total profits of the corporation. As I understand, the
way that would work—assuming 30 percent of the profit is distrib-
uted—if a person were entitled, under the present system, to a $300
dividend on which that person would then pay tax, that individual
would be taxed on a $1,000 dividend and still only receive $300.

That would be totally impossible, would it not ? ‘

Mr. GREeNSPAN. Mr. Chairman, if earned and unearned income are
both taxed at 50 percent and some means for corporate withholding
of taxes on dividends could conceivably be worked out, then the prob-
lem would be much more easily handled.

There is no question if you have a situation where you maintain a
70 percent maximum marginal rate there is an undue and excessive
burden on individual taxpayers. The purpose of integration is to en-
hance capital investment not impede it.

Senator Byrp. In regard to the investment tax credit versus a more
liberalized depreciation schedule, if you had to choose between the
two, which would you prefer?

Mr. GreenspaN, At this particular stage, if the chojce were, for
example, increasing the investment tax credit or accelerating depreci-
ation, I would tend to opt for the latter, largely because the invest-
ment tax credit, by its nature, tends to be focused on shorter lived
assets, while the incentives that we need now are in the long-lived
assets that ‘includes heavy construction. Accelerated depreciation,
would enhance investment in the areas where I believe we need it
the most. One of the problems that I do have with the investment
tax credit, even though I do snpﬁ)ort it wholly, is this bias toward

short-term investment and its failure to cover the full spectrum of
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capital investment, both plant and equipment, whereas, accelerated
depreciation, would act to cover both and to tend to move incentives
into longer lived assets.

Senator Byrp, Thank you.

Senator Long# o

Senator Lona. Thank you very much for your statement.

Senator Byrp, Senator Hansen?

Senator Hansen. Mr. Greenspan, some people have recommended
that there is an unfairness, inherent unfairness, in the capital gains
tax for the sale of an asset held—it used to be 6 months, now it is 9
months, and then we go to 12 months next year.

There have been some who suggest that there should be a declining
scale of taxes applied that wilF reflect the increased period of time
over which an asset is being held.

What are you views on that?

_Mr. GreenspaN. Senator, let me answer the question in a broad
way. .

1 believe we have been moving, in the last number of years, perhaps
by inadvertence more than with purpose, of increasing taxes on capi-
tal investment, and on incentives. It is by no means an accident that .
we are now running into concerns with respect to capital investment
shortfalls and its effect on growth and standards of living of the
American people.

I would not focus solely on any specific tax, but clearly we are gradu-
ally removing the tax preference on capital gains. The marginal rates
are now up to close to earned income rates.

If we had, for example, the type of implied indexing that you
suggest on capital assets, that would clearly move us back, in many
respects, to where we used to be and improve the incentives for longer

term investments. That is the direction in which we should be going.

If we could alternately, or in addition, treat earned and unearned
income equally and reduce the maximum rate of taxation to say, 40
to 45 percent, while eliminating the capital gains tax preference com-
pletely, we would probably be moving in the right direction.

What I am concerned about is not any particular tax. Yet, it would
be desirable to index capital gains, other things being equal. Indexing
capital gains and simultaneously, eliminating tax preferences on capi-
tal gains would also be useful asa tradeoff.

I am inclined to support anything that reduces the tax on capital
gains and anything that reverses the direction that we have been in-
advertently and unfortunately following.

Senator Hansen. Thank you very much. I have no further ques-
tions.

Senator Byrp. Thank you, Senator Hansen. »

Mr. Greenspan, would you list for the record the current sources
of capital available to business for investment ¢

Mr. Greexnspan. First of all, most businesses start with their in-
ternal cash flow which, as you know, Mr. Chairman, has been declin-
ing. I should say its growth rate has been declining in recent years,
along with what I am sure is a decline in the rate of return on
facilities. '

Second is, the equity market. The volume of financing tends to move
up and down with the market value of securities; and here too, for rea-
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sons that I outlined at the be%inning of my presentation, the factors
creating uncertainty in capital investments have also created similar .
risk premiums for equities, .

Price-earnings ratios have fallen, which is another way of saying
that the rate of discount on expected future earnings has risen so the
same force that has inhibited capital investment has inhibited the mar-
ket value for stocks, and as a consequence, the cost of capital to
corporations,

inally, there are debt issues that have been, to a greater and greater
oxtent, the source of capital for investment in this country.

We have unduly increased that debt rate. Rising debt-equity ratios
have probably been a factor in causing a ter sense of instability in
the business community and a factor which probably tend to accelerate
inflationary pressures. : -

Senator Byrp. Is there a shortage of capital or only a shortage of
investment; due, perhaps, to a lack of business confidence? ’

Mr. GreexspaN. I do not think there is a true shortage of capital.
There is no physical shortage. It largely depends on the willingness
to invest in the future. - i

In essence, there is no shortage of capital. There is a shortage of
confidence.

If confidence were restored, we would have all of the capital invested
that we conceivably would want and many of the problems which now
assail this economy would, in my view, disappear.

Senator Byro, The key word 1s confidence

Mr. GreenspaN. That is right.

Senator Byrp. How much emphasis would you place on the need to
enc?{urag?e personal savings as a part of the capital formation

ackage

P Mr.gGREENSPAN. I am inclined to agree with Assistant Secretary
Brill that the aggregate amount of savings per se is very difficult to
alter in a useful way. This is why I have always thought that the major
action that the Federal Government could take to enhance savings for
the private sector would be to reduce the Federal deficits which directly
drain savings from the personal sector. Also needed is to reduce very
large, off-budget financing and the large guarantee programs. We do
not place these guarantee programs in the budget, but they have
precisely the same effect in absorbing private savings and reducing the
amount of savings available to the investment sector, as does direct
Treasury borrowing. i .

Similarly, all the regulations that require corporations to invest in,
say, pollution control equipment drain savings. The effect on savings
is the same as the Government borrowing those funds and lending
them to the company to make that investment. i

Rather than thinking in terms of enhancing personal savings, I
think the focus should be on reducing the direct drain on overall sav-
ings coming from the Federal sector and the indirect draihwhich it
imposes through guarantees and regulations. In that respect, it can do
more to create increased private savings available for capital invest-
ment for economic growth. L

Senator Byrp. In that connection, a corporation in Virginia whose
manager came to see me last week, earns roughly $3.6 million. It has
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been ordered by the Government to convert to coal, and the estimate of
the cost to do tﬂat is $30 million, about 10 years’ worth of profits.

*T would think that a corporation faced with that choice would have
a pretty difficult time staying in business, would it not ¢ :

Mr. GreenspAN. Yes, sir.
Senator Byrp. What we need to do is create additional job oppor-

tunities rather than eliminate job opportunities, yet we are faced with
a need to convert from oil to coal. S

When you add up all of those factors, where is the priority line
in that atea ? ‘

Mr. GreenspaN. First of all, as I said earlier, Mr. Chairman, one
thing that I think can specifically assist in the resolution of this
problem is decontrol of crude oil at the well. If we decontrol, many of
the applications that are moving toward the use of oil and gas will,
of necessity, begin moving toward coal, not because it is mandated by
the Federal Government, but because it is a far more sensible approach
in meeting company requirements.

I am not saying you are going to solve all of our problems that way.
I do not think, in fact, that you will. It is unquestionably a particular
policy option that has very great effectiveness that we are not using,
and to try to resolve our energy problems with our most important
policy vehicle out of use is making it exceptionally difficult and forcing
us to come up with types of solutions just alluded to.

I do not think that you can, in fact, mandate that sort of situation.

Senator Byrp. If you decontrol oil and natural gas, that would not,
in itself, eliminate the need of conversion to coal. -

Mr. GreexspranN. What it would do is price oil, coal, and gas in a way
that users will move toward coal. T have heard a number of people
in the business community say there is no way to reach our necessary
coal production goals without such changes, aiid without some re-
thinking of the types of environmental regulations that we have.

Wae have a very serious energy problem, in my view. What we are
trying to do is resolve it in ways that give us a very low probability
of actually solving it. If we were to have some changes in environ-
mental legislation and were to move toward decontrol in a phased
manner on oil and natural gas, the incentives to create much higher
levels of coal production will be there. Because of the differential in
reserves that now exists, it is quite likely that coal would become a far
cheaper fuel than oil or gas in which case you -‘would tend to get a
market increase in the consumption of coal and hence in the profita-
bility of mining. And the solution of the particular problem that you
raise, would not need mandation by the Federal Government to switch
from oil to coal. Tt would be in the interests of the companies to do so.

Senator Byro. If you were charged with formulating capital forma-
tion proposals aimed at helping small to medium sized corporate and
nonincorporated businesses, what would be your recommendation ?

Mr. GreExsPAN. Aside, sir, from the general recommendations with

.respect to tax policies I do subscribe to making permancent the lower
first. bracket. rate on smaller corporations. Moreover, I found in talking
to a number of small businessmen. the greatest problem for them is
the very large amount of regulation to which they are required for

adhere.
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Many of them do not have the means, or the particular accounti
firms or large tax lawyers that the large corporations have to dea
with this. They are overburdened with regulation which essentially
inhibits their willingness and their incentives to expand.

I have run into situations in which some of the regulations that have
come from Washington for several small businesses were too obscure
for the individual to understand. He may be & good businessman, in
the type of product he is in, but he is not a lawyer. They do not know
what to do.

They obviously want to adhere to the law in every way that they
can, They do not know how to do it, and this, in my view, if it continues,
will undercut this very vital segiment of our economy. - .

So simply, I would say a simplification and reduction of regulation,
especially K)r small business, will do more to enhance expansion and
investment in small establishments than anything I could think of.

Senator Byrp. I was talking the other day with a very able indi-
vidual who has had a bit of experience in the tax field. He feels that
in regard to depreciation that a business should have the right to set
its own depreciation schedule and to write off the equipment—speaking
of the equipment right now—in 1 year, if that business desires, or to
write it off over a longer period ¢ £ time.

Would that, from the point of view of the Government as well as the
point of view of the business, would that be a practical or reasonable
thing to do?

Mr. GreenspaN. The only sensible thing a businessman should do, if
confronted with those options, is to write it off immediately. The only
reason he might not is that he might not want to make his reported
earningsto shareholders reflect it.

But I find that, a rather irrational point of view. While I would
certainly be in favor of as short a schedule of depreciation as possible,
I do not think, as a practical matter, that you can leave it to the
businessman’s full discretion, because any sensible businessman would
then choose—provided he has a tax liability—to write it off immedi-
ately. If he does not, it is for nonsensible reasons.

Senator Byrp. Of course, if he writes it off in a very short period;in
1 year, 2, 3, or 4, then of course, then his tax liability after that will
substantially increase. .

Mr. GreenspaN., However, what it amounts to is that he has, in a
sense, an interest-free loan from the Federal Government owing to a
delay in his tax liability.

You will find, if you go through the arithmetic, that it will always
pay to continuously defer taxes, even though the absolute dollar
amount that is paid will, if legislation does not change, be the same.
You are saving the interest on the loans to pay the taxes earlier.

Senator Byrp. Do you feel that the depreciation rates are currently
set at the right rate, or should they be liberalized ¢

Mr. Greenspan. I think they should be more liberalized. It is
evident when you run into an inﬂa.bionary period such as now, there
is a tendency for depreciation to lag. I think some acceleration would
be clearly desirable. ‘

Senator Byrp. But not to the extent of a 1-year depreciation ¢
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Mr. Greenspan. I will say this—if you had that, it would be & major
boon to capital investment, but you would have a huge revenue loss in
the process. That is a tradeoff that we must make. )

Senator Byrp. Do you happen to have any information as to how
the new schedule in Canada is operating? I understand it can be
written off in 2 years. .

Mr. GreenspaN. They have an acceleration that I am not familiar
with. T do think the tendency that the tax system is moving toward,
indexing individual income tax rates and acceleratmg depreciation, is
clearly something which we should be moving toward.

The indexing question has been discussed more and implemented
less than I think most any proposal I have seen in years., )

Senator Byrp. To get back to the question of in ion, if an inte-

ration proposal is to be adopted, do you feel we should compensate
%or the revenue losses? Do you feel that some of the present provisions
in the tax law, such as the tax credit, investment tax credit, should be
eliminated :

Mr. GREENSPAN. At this stage, Mr. Chairman, I would be reluctant
to move in that direction. In the name of sustaining capital investment,
it depends obviously on the type of integration we are talking about.
If it turns out that we are looking at full integration and reduction
in the upper brackets, then I think on net balance it may well be
adventageous.

But you would have to have some very significant, offsetting advan-
taﬁto capital investment for that to be a tradeoff which would
enhance investment in the country.

Senator Byro. If you had a choice between inte%]moion, which would
involve eliminating many of the tax benefits that businesses now have,
or modifying the existing tax system, namely a reduction in the corpo-
rate income tax itself to provide for greater investment without inte-
gration, which do you think would be the sounder approach?

Mr. Greenspan. I would opt, at this stage, if capital investment
was my sole purpose to emphasize a cut in the corporate tax. I would,
for example, be very much inclined to move toward some accelera-
tion in depreciation and would prefer that the investment tax credit
be embodied into an overall corporate tax reduction.

There are a number of statistical studies that suggest that that
would actually be negative to capital investment. It might be at the
margin but the overall distortion that is reduced by having high cor-
porate tax rates come down would work in the other direction.

I would be more incliried to the removal of various preferences and
reducing the rate as a vehicle that would tend not so much to increase
aggregate investment, but direct it in the areas where it does the most

Senator Byro. Would you have a figure_where you would care to
indicate under those provisos what would be an appropriate figure
to reduce the tax rate?

Mr. Greensran. You are talking about the corporate tax rate$.

"Senator Byrp. Yes, -

Mr. Greenspan. If you realize, Mr. Chairman, that the direct, im-
mediate Federal revenue loss will be a little more than over $1 bil-
lion per percentage point, we could drop the corporate rate very sub-
stantially, say, by 10 percentage points. The actual final revenue loss
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would be significantly less than the immediate, and it certainly would
act to restore a good deal of the business confidence which has been
eroded in recent years.

It could be one of those rare corporate tax cuts that actually would
not lose revenue. That was an essential argument of the Kenned
administration when they introduced their tax legislation. I thin
they were proved right at the time.

Sﬁ;bsequent analysis indicates that their tax program which reduced
the tax on capital and on investment was not a revenue loser, and if
we could take the principle of the legislation which the Kennedy
administration introduced and applied it to the current period, we
might well find that we could reverse this erosion in capital incentives.

enator Byrp. One final question.

In regard to depreciation, would a more liberalized depreciation
policy work somewhat like the investment tax credit; namely, if an
asset is fully depreciated at the end of a short period of time, would
that have the effect of encouraging business to replace that equipment
m(zlr?e quickly and thus create additional business activity at the other
en
Mr. GreenspaN. It might, in some cases, Mr. Chairman: In general,
it probably would not.

he reason that it would not is that most sophisticated analysis
within companies does not look at a particular piece of equipment
from the point of view of the books, so to speak, whether or not de-
reciation has or has not pertained, but what does it cost to produce
item & with the existing facility and what does it cost if you replace
the facility wholly independent to what the books show with respect
to depreciation or net book value. .

As a consequence, the main thrust of accelerating depreciation is
largelf' to move the cash flow on new investment up front, where it is
more likely to be an incentive to new investment.

It may be, however, as you say, that there are some companies
which would consider the fact that investment is already written off
as a reason to move ahead on new investments. I suspect that they
would largely be in the minority. .

Senator Byrp. As a general proposition, that would not be a very
viable way of stimulating economic activity ?

Mr. GreenspraN. Not for that purpose. Accelerated depreciation is,
but not because in itself writing off something quickly would create
new investment incentives. B

Senator Byrp. Thank you very much, Mr. Greenspan. I appreciate
your being here today.”

Mr. GREENSPAN. 'I’hank you very much, Mr. Chairman. It is always
a pleasure to testify before you, sir. -

[The prepared statement of Mr. Greenspan follows:]

STATEMENT BY ALAN GREENSPAN, PRESIDENT, TOWNSBEND-GREENSPAN & Co., INC.

It is a pleasure to appear before this subcommittee today to discuss the
incentives needed for economic growth in the years immediately ahead. In
recent years, I have often stressed, before this committee and other committees
of the Congress, the critical importance of enhancing incentives for capital
investment in this country. If we fail to do 80, our chances of achieving a
noninflationary full employment economy by the early 1980’s are, in my view,

remote.

~
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Much of what I'm going to say this morning will be in way of review.
Much has been covered in recent annual reports of the President's Council
of Economic Advisers. I regret that little has changed over the past two years
in the diagnosis of the factors behind the shortfall of private capital investment
or in policy measures to alleviate it. I compliment this committee in attempting
to focus attention on the issue of incentives for e(égnomlc growth. It unquestion-
ably i3 one of the most important policy issues this government will confront

in the years immediately ahead. : R
We are in a perlod when we would expect aggregative capital investment

to be rising markedly. Instead, we find that investment is lagging badly behind

what one would ordinarily project at this stage of the business cycle. I should
like to review the reasons for this and, by so doing, indicate the types of
actlons that governments can take to enhance the growth in private capital
investment.

The primary reason for lagging investment {s the heightening of uncertaint;
in the business outlook that has occurred since 1970. As we all know, other
things being equal, the greater the uncertainly, the greater becomes the rate
of return required on new investment to compensate for that uncertainty, and
the fewer the number of projects which will qualify. As a result, anything which

" acts to heighten uncertainty will have a depressant effect on capital spending.

<

It is, of course, very difficult to prove that a decline in business cynfidence
or an increase in risk premiums is responsible for the failure of investment
to rise as much as might have been expected, for example, during the current
recovery. This difficulty results partly from our inability to directly measure
the uncertainty or accurately assess the expectational factors and the environ-
ment within which long-term investment decisions are made. Most evidence
for the view that business confidence remains poor is qualitative. One quantitative
indicator of the expectations affecting business investment which was presented
in the last Fconomic Reportof the President is the market value of a corpora-
tion's stocks and of net interest-bearing debt relative to the replacement cost
of its assets, If, for example, assets are valued in the market significantly above
their replacement cost, corporations will be encouraged to invest in new equip-
ment and thereby create capital gains for the owners of their securities, On
the other hand, if assets are valued below their replacement cost, corporations
which sell new securities to buy new capital goods may be creating capital
losses for their security holders. In the latter case we can infer that the cost
of capital has arisen relative to the average profitability of past investment
projects and that new investment will be discouraged. Of course, at the margin
the expected rate of return on a significant number of potential new investments
will remain above the cost of capital, even though existing assets on average
are valued below their replacement cost. Thus, even if the market value of a
firm fell below the replacement cost of its assets, this would not mean the end
of investment incentives. It would be especially inappropriate to draw such
conclusions from estimated aggregates composed of heterogeneous corporations.

Nevertheless, it is probably safe to infer that the almost continuous decline
in the ratio of the market value of nonfinancial corporations to the replacement
cost of their assets during the last few years is an indicatlon that investment
incéntives are much lower currently than in the second half of the 1960s.
Even allowing for the possibility that the high values of the ratio in the 1960s
reflected some temporary overconfidence in the evaluation of future returns,
the significant downward trend is an indicator that a lack of confidence may
be a factor holding back long-term investment commitments now.

Another indirect measure of the decline in business confidence i8 the evident
growing reluctant on the part of companies to expand capacity.!

Typically, as operating rates rise the need for new capacity, is seen by
companies and, with a lag, the rate of capacity expansion in the economy
begins to move higher. At low rates of operation, the incremental addition to
capacity is relatively small and primarily reflects rounding out and modernizing
expenditures, rather than plant expansion. However, at some point, referred
to by some as the “trigger” point, the rate of capacity expansion as a.function
of operating rates begins to accelerate. Over the perfod 1954-60, the trigger
or inflection point for manufacturing appears to have been around 83% of
capacity. Below that point, the rate of capacity expansion would increase by

' I am indebted to my colleague M. Kathryn Eickhoff for the following analysis.
/
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leas than 0.15% for every 19 increase in operating rates; above the trigger
point, capacity accelerated to nearly %% for every 1% rlse in operating rates.

In 1970, the demand function for new capacity appears to have shifted down-
ward, followed by a further downward shift in late 1973. As a result, the
trigser points appears to have shifted upward to approximately 87% capacity
At low rates of operations, approximately 1% per annum less capacity appears
to be coming on stream than would have been expected in the earlier period.
However, at higher operating rates the shortfall may be more nearly 29 per
annum, Unless the forces which caused the demand function to shift down-
ward can be reversed, that is, unless the level of uncertainty can be significantly
reduced, serious problems would appear in prospect. (One, of course, is shortages.)

Although other reasons undoubtedly could be thought of, the following factors
stand out as important contributors to the higher level of uncertainty over the
last several years. First, and by far the most important, is the higher rate
of inflation and the fear of an increasing rate of inflation in the year ahead.
Second is our experience with wage and price controls and the ongoing con-
cern of business that if, or when, Inflation does accelerate in the future,
it is only a question of time before controls are once more imposed. The third
is the seemingly inexorable rise in the degree of regulatory intrusion into busi-
neas activity and the rapid acceleration recently in the rate at which changes
in the regulatory environment have been occurring.

An inflationary environment makes calculating expected rates of return on
new investment far more difficult. Profit calculations are affected Ly the rise
in price both from the cost and the price side. Even if overall profits advance
in line with the rate of inflation, no single producer can be certain that his
profits will rise similarly. It will depend upon how much his costs rise relative
to all other prices In the economy and whether or not he can raise his price
correspondingly. As a result, the dispersion of proﬂts among producers increases
as the rate of inflation climbs.

The evidence suggests that this dispersion of proﬁts has a far greater effect,
negatively, on rate of return calculations than the overall rise in profits has,
positively. In effect, a much higher rate of future discount is applied to inflation-
generated profits than to those accruing from a noninflationary business envi-
ronment. The longer the effective life of a prospective investment, the more
adverse the effect is apt to be because the greater uncertainty attached to projec-
tions of inflation into the future. Accordingly, inflation not only introduces
greater uncertainty into rate of.return calculations, but it also acts to skew
th(; investment pattern towards shorter-lived projects on which the uncertainty
is less.

Relative prices in our economy are continuously changing as market foreces
act to balance supply and demand over both the long- and short-run.

The imposition of wage and price controls in 1971 demonstrated that a controls
system locks the economy into the pattern of relative prices that exists at a single
point in time, i.e,, it stops the ongoing adjustment of relative prices from con-
tinuing and perpetuates the existing disequilibria. What then follows is an at-
tempt to alleviate the worst inequities by allowing some changes to occur, This
creates further distortions. Low profit margin goods, for example, begin to
disappear from markets. This creates a greater demand for substitutes which
have a relative price advantage or higher profit margin, a demand which, in
short-run, the economy may not be capable of meeting. Ultimately, the system
breaks down and prices rise rapidly as the market attempts to restore more
nearly equilibrium conditions.

While it is clear that the existence of such controls greatly increased uncer-
tainty in the early seventies, one might think that sufficient time has elapsed
since they were removed to eliminate this element of uncertainty. Unfortunately,
although controls were removed, the economy has been continually threatened
with their reimposition. And in this regard, it makes no difference whether
the threat is of voluntary or mandatory controls. Under present circumstances,
unless the problem of inflation is solved, it is only a question of time before
some exogenous force once again causes prices, at least temporarily, to spiral
upwards. The probability that the present - Administration would allow market
forces to control such a situation appears, in the view of most businessmen,
small. Thus, business continues to factor in controls as an element of uncer-
tainty in projecting future prices and profits.

In recent years, business regulation has escalated sharply in the area of
environmental and health protection. Increasingly, FPA and OSHA regulatory
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changes have directly affected investment, Typically, such changes iucrease
the cost of facilities significantly. However, this, In itself, is not the worst
problem. (So long as costs are calculable, higher costs reduce, but do not stop,
investment.) Far worse for capital investment decisionmaking i the fact that
regulations may, indeed will, change in the future, but in a presently unknowable
way. As a consequence, future costs of meeting regulations cannot be calculated.

To some degree, companies could conceivably be protected from this problem
by “grandfathering” regulations. A plant built today could be required to meet
all presently existing laws, but would be immune from future changes. No mat-
ter how seemingly prohibitive the cost associated with existing laws, it would
be calculable and would therefore permit projects whose rates of return were
sufficlently high to move ahead. ~

One major problem with instituting such an approach in the environmental
area is how to handle the situation in which a previously unknown, but toxie,
substance is produced by a plant, The public would have to be protected in such
an event and the potential liability would be presently unknowable. However,
if investment i8 to move forward, investors need to be protected from the pos-
sibility of presently unknown hazards suddenly wiping out their investment.
Most obvious solutions imply a degree of government intrusion in the ongoing
life of an investment which is also harmful to investment. Thus, this is a prob-
lem whose dimensions are only beginning to be perceived and one which is apt
to be difficult to solve in a wholly satisfactory manner.

A major new source of regulatory uncertainty would occur if the broadened
form of regulation embodied in President Carter’s recent energy_message is
enacted. Such control must lead to increasing uncer-ainties with respect to the
profitability of energy production, as well as the availability of various forms
of energy in the future under potential allocation. Even if the Administration is
correct that freelng so-called “new, new” oil from regulation is more than ade-
quate to create incentives for exploratory drilling and development, uncertainty
would develop from the operation of such & regulatory apparatus in that today’s
regulations almost certainly will not be tomorrow’s. A regulatory agency's
basic purpose is to make regulations, and to change them. The regulatory body
which makes regulations and then self-destructs is too mind-boggling a notfon
to contemplate. '

Hence, a prospective oll producer cannot know with any degree of surety that
currently uncontrolled oil will not fall back under controls. The existence of an
ongoing body whose daily purpose is to review price regulations, clearly raises
the probability of such an occurrence. ’ . .

. . ‘s . . .

One inference from the foregoing is that a direct stimulus to investment, such
. as a corporate tax reduction would provide, could hasten the restoration of
- business confidence. Another is that measures which would help reduce the risks
of substantial changes in the regulatory climate over the normal life of fixed
assets would also raise investment. Above all, a reduction in inflation and the
risks it creates is essential. Such measures would help to offset the uncertainties
which are still restraining investment and would make up for the recent slow
growth of productive capital. .

Senator Byro. The next: witnesses will be Bruce G. Fielding, sec-
retary, Council of Small and Independent Business Organizations;
Mri' Edward Pendergast, Small Business' Association of New Eng-
land; and Dean Treptow, chairman of legislative affairs, Independent
Business Association of ‘Wisconsin. §

Welcome, gentlemen.

STATEMENT OF DEAN TREPTOW, CHATRMAN OF LEGISLATIVE AF-
FAIRS, INDEPENDENT BUSINESS ASSOCIATION OF WISCONSIN

Mr. Treprow. Thank you, sir. My associates have designated me as
lead-off gpeaker here today. ‘
"My name is Dean Treptow, T am a banker as a profession, presi-
dent of an independent bank whose primary business is serving the
needs of small business. In fact, I consider myself a small businessman.

*
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A major function of government is the redistribution of capital. All
too frequently this redistribution is accomplished with a very short-
term perspective which results in a simplistic taking from areas of
abundance, at a particular point in time, and giving to areas of
deficiency. - ’

I am most bothered by the seeming inability of our tax planning
to recognize the long term impacts on the economy. We seem to have
a propensity to cure immediately today’s symptoms while completely
ignoring the imputed future costs of these actions. .

As regards small business, I am far less concerned with Lhow the
tax codes treat us relative to large business, than I am with the tax
codes tendency to strangle off small business, endangering survival,
stiﬂinﬁ innovation, and in the end, precluding economic contribution
over the long term.

I will not take your time by extolling the numerous virtues of small
business in our free enterprise economy. I am certain that you have
heard them all before. In any event I have never heard serious ob-
jection to the arguments that small business benefits the consumer by
product innovation and reduced pricing through competitive activity.
I believe we all agree that the small business sector of this country has
given this economy its best bargain for a long time. It being my im-
pression that we have reached agreement on this point, then I think we
are overdue for recxamining our tax impact on small business, that
restrict its ability to better serve our economy.

Frequently, our tax codes are not unlike the dairy farmer who for
fear of current revenue loss, milks his cow dry to the detriment of the
newborn calf standing at her side. Eventually the bawling calf is
starved out of existence, there is no perpetuation of the herd and: no
future generations to perpetuate the stream of income.

"Capital is the milk that nurtures business activity. People who do
not possess it call it wealth and ask that it be redistributed. The em-
ployer of capital, a business entity, regards it in its true nature, as an
indispensable resource which supports growth in sales, research and
development, competitive practices, and payrolls, In almost every type -
of business, it is possible to develop firm ratios between capital em-
ployed and jobs available,

The next point that I would like to make is that sources of capital

- for all businesses are retained earnings from operations, and outside
investment. If either of these are in sufficient quantity, then they can
be supplemented with borrowed money.

Small business differs from large business in our economy, in that it
must rely primarily upon retained earnings to support its growth.
Outside equity capital is relatively less available to small business than
it is for large business and the extent of this condition is becoming
greater each year.

The reasons for this are numerous. Among them are the facts that
small businesses are inherently more risky from an investor’s view-
point than large businesses, simply because they tend to have shorter
track records, have less ability to control their markets and thereby
their pricing and profit margins and in any equity offering, must bear
the same expensive and exhaustive securities regulations that apply
to large businesses. L .
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- The conclusion is that it should be a matter of public policy that
small businesses bé enhanced by an increased ability to retain the carn-
ings that they have created out of their own productivity. This differs
sharply from an eppeal for external governmental support. Our ap-
peal 18 to government. :

To view the taxing of small businesses with a longer range perspec-
tive that would diminish the tax impacts in the short term in return
for the creation of larger and stronger small businesses in the future,
would result in a greater tax base later in the life cycle of a business,
both directly from corporate income and directly from increased pay-
roll taxes on people employed. 4

The most significant tax factor affecting retained earnings, in my
opinion, is the corporate income tax. During the vital years of startup,
early growth and research, outside equity investment is probabf
totally excluded and capital must come exclusively from internal
flow and borrowing, .

Congress recognized this in principle 39 years ago, when it exempted
a company’s first $25,000 in earnings from the full 48-percent tax rate.
‘T'wo years ago, after 429 percent of inflation had made that $25,000
all but irrelevant, Congress raised this exception to $50,000. This ex-
emption still is not adequate for modern needg.

We need to reduce the tax rate on the lower levels of corporate earn-
ings so as to allow that corporation greater strength to sustain it in
its early years. Specifically we recommend that the corporate surtax
exemption be increased to $150,000. The payoff for Fovemment will be
a higher survival rate of small businesses who wil Emy corporate in-
come taxes over a longer time period and most likely in greater
amounts due to their increased ability to develop markets, competitive
positions, and conduct research, . g

Small businesses are labor intensive and as they are able to enhance
cash flow by reduced tax burdens in their early years, they will employ
more people and.the Government will get the added payoff of in-
creased payroll taxes and greater economic stability from higher levels
of employment.

The SBA task force on venture and equity capital in its report
issued a few months ago, supported this contention when it said that
allowing small business to use a larger portion of their earnings would
be “the most direct and effective step that can help small business.”

Recovery of cash invested in capital assets is the next most impor-
tant step to enhancing small business growth. Writing off depreciable
assets as a tax deductible expense is an important method that small
business does use to increase internal financing.

Every dollar deducted as an expense increases cash available by the
amount of the tax savings. These writeoffs have long been permitted,
but thegeare presently permitted, over too long a period to give the re-
quired benefit.

The staff of the Joint Committee on Taxation in their “Tax Policy
and Capital Formation” report, prepared for the House Ways and
Means task force on capital formation, supported the well-known eco-
nomic fact that growth in the labor force 1s directly tied to capital in-
vestment. This same report goes on to point out that businesses will
only purchase capital goods 1f they lead to a combination of increased
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" of equipment at today’s prices. The concept o
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revenues, reduced costs and tax advantages whose net value, when ex-
pressed as a yearly percentage of the cost of the capital gomis, exceeds
the cost of the funds raised to finance the investment.

More favorable tax treatment obviously raises the aftertax return
expected from acquisition of new capital assets. The logic then becomes
as follows . permitting more rapid depreciation of capital goods, en-
hances cash flow of business which makes increased capital investment
more attractive which in turn leads directly to higher productivity and
greater employment. This whole issue becomes more important when
we consider what inflation has done to the replacement cost of
equipment. :

It is not at all uncommon that a piece of ex}uipment purchased for
$10,000 7 years ago will require $20,000 to replace that identical piece
? depreciation allowances
was to permit a company to establish cash reserves for equipment re-
placement and in an inflationary economy the present guidelines result
1n an almost prohibitive cash flow deficiency.

The third area of concern to me in our tax codes as regards small
business, is capital gains treatment. Investment in capital stock of a
small business is unique from a similar investment in larger corpora-
tions and that the stock investment is not liquid by virtue of an active
secondary market. ‘

This renders equity investment in small business less attractive than
investment in larger businesses; accentuates the equity investment
problem I have already described. .

This could, in part, be rectified by making small business invest-
ment more attractive by changing tax treatment of capital gains on
investments in small business.

We recommend that an investment in small business be exempt, in
fact, be exempt from capital gains treatment on sale of that invest-
ment if, in fact, the proceeds of this investment are reinvested in the
equity of another small business within 1 year.

The concept is directly analogous to the deferral of capital gains on
investments in a personal residence. This concept becomes more
credible in our minds, if in fact we regard capital investment as a re-
source necessary for business productivity, so long ag it is being em-
ployed in the small business sector as a resource.

. Why, then, should government take a share of this investment
simply when its employment changes from one small business com-
any to another, particularly when the owner has not benefited by cash

in his pocket or increased liquidity.
The final areas of concern that I would like to address is the double

" taxation of corporate income. This is the current situation in which a

corporation pays Federal income taxes on its total operating income
and then upon payment of dividends, the stockholder pays another
tax upon the dividend received. "

_ By virtue of my earlier arguments that retained earnings is essen-
tial to a small business and thereby we can assume that that small
business will be likely to pay minimal dividends, and if we also agree
that outside equity investment is relatively unavailable to small busi-
nesses as compared to large corporations, then this issue should be of

relatively little significance.
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It does become important, however, when we consider the various
proposals currently receiving attention for integration of corporate
and individual income taxes. It is these proposals for tax change that
cause me the greatest concern. , .

Inherent.in most of them is a rate of taxation on retained earnings
that is higher than the rate of taxation on dividends. This, I believe,
will give the larger publicly held and stock exchange listed firms a
competitive edge in the marketplace versus the smaller business entity.
The publicly held firm would be able to look to outside capital invest-
ment to support its needs at a relatively lower tax rate than would the
small business relying almost exclusively on retained earnings for its
growth, if that small business had to pay a higher tax rate on retained
earnings than existed on dividends. o

Retained earnings, as I have stated previously, is the foundation of -
the small business, and it needs to have a favorable tax situation on
those earnings. ‘

I thank you very much for this opportunity to present my recom-
mendations and opinions on tax codes as they affect small business
in our economy today. .

Senator Byrp, Thank you, sir. .

I might say that you began your statement by mentioning the
change in the surtax exemption from $25,000 to $50,000 which I agree,
with you, it certainly has been very helpful to small business. It should
be sald for the record that Senator Gaylord Nelson from your State:
and a member of this committee was very instrumental in bringing
that about.

Mr. Treprow. I am very pleased to hear you say that. ;

Senator Byrp. You ended your statement by discussing retained
earnings, Would it be correct to say that if the retained earnings law
and regulations are too severe, too limiting, it forces small business
to sell or merge with big business who are not faced with that
problem ¢ .

Mr. Treprow. That is correct. I am very concerned about that issue.

Senator Byrp. I happen to be one of those who feel that what we
want to do in this country is encourage larger numbers of small busi-
nesses rather than having business in whatever field it might be, con-
centrated in & few companies. :

Mr. Treprow. This is one of the strongest arguments we like to
make before all of our congressional contacts that we have, that small
business does enhance competitive activity. Clearly we are really not
asking for a subsidy from govérnment. We are asking for an oppor-
tunity to retaina little bit more of what we, ourselves, have produced
to strengthen the small business formations. :

Senator Bywo. I have a note here.that Senator Nelson is at a hearin
in the House of Representatives. He is trying to get here. .

Mr. Fielding ¢ " . ‘

STATEMERT OF BRUCE G. FIELDING, SECRETARY, NATIONAL
FEDERATION OF INDEPENDENT BUSINESS :

Mr. Frerine. I am Bruce G. Fielding, an officer and director: of
the National Federation of Independent Business (NFIB). Our orga-

*
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nization represents one-half million small and independent business
men and women throughout the Nation. I also am the owner of my own
accounting business."In addition to these functions, I am one of two
members representing the public on the Commission on Federal
Paperwork. S

Most of my 24 P*ears in the practice of accounting have been devoted
to assisting small business persons, ranging from the sole proprietor
with no employees to the small corporate employer with less than 100
employees. During this time, it has become very evident that Con-
gress has generally failed to recognize the need to distinguish be-
tween small business and large business in the areas of taxation.

Senator Byrp. Where do you draw the line? When does the small
business cease to be small and become a large business?

Mr. Fierping. We like to think of large business.as being publicly
owned. Our definition of small business with regard to qualification
of membership in our organization is an independently owned or-
ganization that is not dominant in its field. .

Senator Byrp. Do the other two panelists concur on that ?

Mr. Treprow. I would concur. We become hung up so often in sta-
tistical numbers, number of employees, value of assets, and so forth.
The truly qualifying factors are not controlling markets and having
an entrepreneurial charter in ownership and management, ‘

Mr. PexpErcast. Another limitation might be 1f they have more
than 500 employees under any of those definitions they are definitely
not a small business. You could have a privately held company not
dominant in its market with more than 500 employees. I would cer-
tainly consider that a large business. '

Mr. Frewpine. I would like to emphasize again that the Congress
has failed to distinguish between the difference between small business
and large business in the areas of taxation. In the very areas where
it has recognized this difference, it has discriminated against the
small, unincorporated business. -

A prime example of this is the area of tax rates. The maximum
tax rate in the corporation, as we all know, is 48 percent. A small,
independent. business, unincorporated business, the earnings can -be
taxed at a rate of 70 percent. '

For exam[])le, an individual with $35,000 of business income pays
approximately $8,000 of Federal income tax. By incorporating, the
combined individual and corporafe taxes would be approximately
$6,000. This is a savings of 25 percent, an inducement to incorporate,
but an artificial inducement.' : .

Last year, the Council of Small and Independent Business Associa-
tions that we call COSIBA, proposed, as a part of its. Small Business
Growth and Job Creation Act of 1976 that unincorporated businesses
be allawed to calculate their tax as though they were incorporated.
It is a simple provision and would not require extensive administra-
tive or reporting requirements.

This provision would-tend to equalize the tax on small businesses
;md would eliminate the necessity of incorporating just to minimize
axes. :

" Senator Byrp. May I interrupt you there? That is, in essence, sub-
chanter S corporations? . - -

Mr. FieLpine. Yes.
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This again, is alleviating the small business person from the ex-

f Incorporating to minimize taxes. Why should an individual

ave to incorporatef In a subchapter § corporation, you would still
have the expense of incorporation. :

Senator Byrp. Your idea is to put an unincorporated business in the
same category as a subchapter S corporation but not having to go
through the expense of incorporating. o

Mr. Fiewping. I am trying to put it in the same tax rate. An un-
- incorporated business should pay taxes at the same tax rate as a cor-

poration. A subchapter S corporation pays taxes at the same rate as

an individual. :
~What-we are after is the lower rates.

Senator Byro. You are reversing it.

Mr. FreLbina. We want the lower rates for unincorporated busi-
nesses.

Mr. PENDERGAST. At ol.e time, subchapter K used to allow the part-
nership to be taxed as a corporation. This would do the same thing
for individuals.

Mr. FreLpine. Subchapter K was very complicated, very restrictive,

"and did not work. This is a simple provision that we feel would work.

Senator Byrp. You answered earlier that what you wanted was to
put individuals in the same category as a subchapter S corporation.
I see now that your response meant to refer to subchapter K not S.

_ Thank you. - -

Mr. FieLpineg. Another area of discrimination is the provisions deal-
ing with retirement plans. Contribution limitations, vesting require-
ments, investment opportunities, and the limitation on trustee selec-
tions all discriminate against smaller firms. These are basic options
which are vital to the owners of businesses in order to encourage them
to createretirement plans which are not available to the unincorporated
employer. .

Why this particular distinction between. incorporated and unin-
corporated businesses? Could it be that Congress and the Internal
Revenue Service have determined that the unincorporated business
person cannot be trusted and should pay higher taxes? But if he or she
incorporates, we have an entirely different ball game with a much more
liberal set of rules. T

Senator Byro, What is the rationale?

Mr. FreLpine. So many people in Washington think small business
is & mom and pop operation—there is nothing wrong with the mom
and pop. Small business is ihe backbone of this country.

 NFIC would like to recommend to Congress that there should be
separate grovision,s in the Internal Revenue Code for all voluntary

: plans with less than 100 participants. These provisions would be the
* 7 same Ior all forms of business entities. .

There would be no distinction between a sole proprietor, partner-
ship, subchapter S corporation, or the normal corporation. We would
also recommend that there be no dual jurisdiction with respect to these
small voluntary plans. The IRS would have exclusive authority. The
provisions would also be geared to simplification and reduction of
administrative and yeporting requirements, ‘

* Senator Byro. Why do you pick 100
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- Mr. FreLpine. 90 percent of the plans have less than 100 participants
and prior to ERISA, DOL actually did not come into effect, as far
as jurisdiction was concerned, until there were more than 100 em-
ployees, so we have used that as a cutoff. It is not a magic number.

]Sen;ztor Byrp. How is the Federal Paperwork Commission getting
alon -

Mr. Frerping. I have had to buy two new cabinets since T became a
member so that I can file all of the things that they send me to read.

Senator Byro. Is there any progress being made? ~
- Mr. Freroina. I think so. We had some specific examples of progress
in the area of ERISA, certain recommendations that the Internal
Revenue Service has accepted. We have had a very good study on
OSHA. We made many specific recommendations on OSHA as to how
paperwork could be reduced. . - ' ’

We have had absolutely no cooperation that I know of from the
Department of Labor in implementing these sugaestions, It is a
stumbling bleck over there. There is a little bit of turf protection
going on.

‘We have also come out with equal opportunity recmmendations. We
are in the process now of finalizing our study of the impact of the
pa%erwork burden on small business which will be quite a revealing
study.

Se}x’mtor Byrp. ITow about the Depurtment of Health, Education,
and Welfare? What kind of cooperation are you getting there? ~

Mr. Frevpive. T believe that we have a great deal of cooperation.

Senator Byrp. The sunerintendent of schools in my State is com-
plaining bitterly about the tremendous volume of questionnaires that
they have to fill out. .

Mr. Frewpine. The thing that appeared to me as an observer, as a
kind of layman in this whole area, our recommendations “are well
founded. There are a lot of justifications and we have had a lot of
cooperation, but no implementation, and that is the thing T fear so
as the Commission goes out of existence, which it is scheduled to go
out October 3rd. ‘ -

When it renders its final report to Congress, that will be another
bound report which will o on somebody’s shelf and become the basis
for somebody’s Ph. D, thesis.

Senator Byrp. That is the trouble with this whole situation in Wash-
ington. The tendency to continue in the direction that a particular
bureau has been going for many years and that means more and more
forms and paperwork. .

T would like to see your Commission succeed. I would like to see the
executive branch put it into operation when vou complete your work.

Mr. Freoine. For example, Senator, your Senate passed a resolution
recently that requires an impact report on all legislation, but T have
not seen any impact reports. I do not think there have been any.

Somebody has to implement them. There has not been any imple-
mentation. I would love to see the ‘cost of the impact of the reporting

. requirements of the recent job tax credit act.

* Senator Byrn. I think you are quite right. I believe the Senate just
passed the legislation of which you speak. I do not know that theré has
ever been a chance to implement it. I think it should be implemented.

Mr. Pendergast ?
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STATEMENT OF EDWARD H. PENDERGAST, CPA, REPRESENTING
THE SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND

Mr. PexpereasT. My name is Edward Pendergast, past president of
the Smaller Business Association of New England and currently
chairman of the Federal Legislative Committee.

I would like, Mr. Chairman, for expediency’s sake to have my state-
ment entered into the record rather than read it in detail.

.I would like to make some comments on what has been said by my
two friends, also some of the feeling—I guess I'have to categorize 1t
as outrage—with some of the comments that I have heard this morn-
ing before my two friends had the opportunity to speak, from the lack
of understanding of what is going on and the problems of business,
and small business particularly.

We had one allusion by the former Chairman of the Council of Eco-
nomic Advisers to the complexity of tax laws and regulations bei
-one of the most significant problems that small business has to dea
with. One little paragraph from my testimony gives some indication
of my agreement with that certainly, nlthougz will emphasize that
@ lot more has been done than in his discussion.

I think that Congress must realize that it poses at the peak of a rule-
making mountain, trembling down the slope of bureaucracy. Legions
of civil servants bring an action. By the time the pebble has come to
rest, a landslide of related rules and regulations has tumbled upon the
population below. The small businessman is being crushed by an
avalanche of words.

Just to give you an example, the discussion today about whether we
should have the investment tax credit compared to depreciation
liberalization—I think the word is depreciation simplification, which
is much more important than that. Let us discuss the ADR, one sec-
tion of the regulations issued by the Internal Revenue Service, one
sentence. This is the sentence. It is on page 4 of my testimony.

“In the case of eligible property first place in service in the taxable
-year of election (and not otherwise properly excluded from an elec-
tion to apply this section) the taxpayer may not compute depreciation
for any of such property in the asset guideline class under a method
not described in section 187(b) (1), (2), (8), or (k) unless he (1)
computes depreciation under a method or methods not so described for
eligible property first placed in service in the taxable year in the asset
guideline class with an unadjusted basis at least equal to 75 percent of
the unadjusted basis of all eligible property first placed in service in
the taxable year in the asset guideline class and (2? agrees to eontinue
to depreciate such property under such method or methods until the
consent, of the Commissioner is obtained to a change in method.” «

That is regulation 1.187(a)-11(b) (5) (v) ().

Senator Byrp. Can anybody interpret that{ . .

Mr. PenpEraast. No small businessman can. That is why every tax
reform act gets called the Accountants’ and Lawyers' Relief Act.

I guess I would have to follow the lead of both Congress and the
Internal Revenue Service in the interpretation of most of the other
agencies of Government. -

Senator Byro. I think you are right. .
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Mr. Panperoast. We talked about the first $200,000 of assets being
expensed in effect. I understand that in England, and to a lesser extent
Canada, we have full expensing in the apposition of fixed assets in
England and the significant rasﬁl of additional investment in capital
assets as contrasted in the testimony by the Assistant Secretary of
the Treasury for Economic Policy and the former Chairman of the
Council of Economic Advisers.

The latter, when you ask him if acceleration of depreciation would
increase the purchase of capital assets, then contradicted himself and
said—1I think he used the term “sophisticated facilities analysis” what-
ever that means, makes their decisions independent of the Tax Code.
That is the offset to any exclusion referred to if you allow the oppor-
tunity to extend the acquisition of capital assets.

I agree with my friends and all the elements they have spoken
about. I would like to emphasize and add maybe a couple of small
items that I think may be beneficial to many small businesses, one is
to allow a surtax exemption carryover so a corporation who makes no
income 1 year and $100,000 the next year wou{)d be in the same posi-
tion as the company that would earn $50,000 the first year and $50,-
00Q the second year.

Under the present law, he has a penalty that he ends up paying
gorr_ne $13,500 because he happened to have his income on a cyclical

asls. - - .

Another item that I might ask to eliminate is the accumulative
earning tax, as you eliminated the stepped-up basis in 1976. The rea-
son is, 1t is seriously abated by anything that deterred the generation
of additional ca ita{

I think that ERISA should be amended to encourage pension fund
managers to invest in small businesses.

Senator Byro. How do you do that?

Mr. Penperaast. You eliminate the prudent man law to some ex-
tent, maybe for 5 percent of the total investment of an investment

ortfolio, if they are invested in small businesses. The prudent man
aw is scaring the living daylights out of pension fund managers.
They are not going to invest in small businesses.

Another way you can do it is to require any pension fund assets
in excess of a certain figure to have a certain percentage of their as-
sets to be invested in certain qualified small businesses.

Senator Byro. I agree with the objectives you are trying to achieve.
I just have some trouble with setting aside the prudent man rule.

]Mr. Penpercast. I amn not suggesting it be set aside, just that you
mitigate it. :

Senator Byrp. Insofar as this one aspect is concerned.

Mr. PenpEroasT: If you set it aside to the extent of 5 percent, for
instance, of pension funds for assets in excess of $10 million, you
would put a tremendously significant injection of additional capital
into small business,

There is no new capital coming into small business, as yon know
from the statistics, and they are clearly outlined in the report of the
SBA Task Force. o~

I ought to tell you, when I hear talk about integrating between the
corporate tax and the individual tax, if this is done without some

c~—
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offsetting advantage for small business, it will be disastrous. Small
businesses do not pay dividends.

One-tenth of 1 percent of the corporations, according to the last
statistics of the Treasury Department, pay 75 percent of the divi-
dends; 90 percent of the smaller corporations with assets under a
half million dollars pay 614 percent of the dividends. Clearly it is
going to go to 1,000 companies that get recorded in Fortune twice
a year—Fortune’s 500 and Fortune’s second 500.

Senator Byrp. You do not favor integration of the corporate tax?

Mr. PENDERaAST. I just say if it is gone without offsetting advan-
tages to small business, it will destroy the small business’ ability to
attract capital.

Senator Byrp. What do you envision as offsetting advantages?

Mr. Penpereast. One would be requiring pension funds invest-
ments to be a certain percentage in qualifying small businesses. An-
other one would be giving significant tax incentives to banks to invest
a certain percentage of their loan and investment portfolio in small
business.

Senator Byrp. How could you require them to invest? Would that
be a good law, to-require them to invest in certain companies?

Mr. PenpErcast. I am not suggesting it is a good law. You asked
me, is there a way it could be gone. 'l%mt is a way that it could be
done. I think it would be a very difficult law. I think the qualifica-
tion could be done with some SBA type of confirmation oi the in-
vestment just as there is now with SBK confirmation of a loan pro-
gram or certain guarantees.

Senator Byrp. You are inviting the Federal government to come

into the business sector.
- Mr. PenpEroasT. I do not think the SBA has come into the busi-
ness sector and is operacing any businesses. If anything, they have
been criticized when they have made loans to companies and not given
them enough management assistance, .

Senator Byrp. I thought I understood you to say that the SBA
would draw up a list from which pension funds—

Mr. PeEnDERGASsT. That is not what I meant to imply. What I meant
would be similar to an SBA loan program where a company would
apply for a loan from the bank. The SBA has to approve that loan
as well as the bank. The investment could be handled in the same way.

I would like to point to two other thinﬁz about the integration
problem. One, I understand that there has been a paper released by
the Joint Committee on Internal Revenue suggesting a method for
computing integration. I also understand that a publicly held com-
piny has made an analysis of that. They found out for every $100
worth of dividends they would pay to the shareholders, the share-
holders would receive a $56 tax credit.

I think that the impact of that needs to be looked at very, very
closely before anything is done. .

The second issue is that in 1973, in Taxes Magazine, there was an
article discussing the effect of integration in England and France,
and in neither country was there a significant increase in capital in-
vestment. . .

So we may be trying to accomplish something and the end result
may not be what we expect.

92-201 0 - 77 - 4
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Senator Byro. The ur%ose is to gét away from the double taxation,
which 1 assume would%et he purpose of it.

Mr. Penoeroast. I think the idea of double taxation sounds so dirty,
it is a littls like apple pie, motherhood, and the American flag. It is
very difficult to be opposed to it. '

Senator Byrn. You would find most Members of Congress favor
the double taxation. ~

Mr. Penoeroast._I think that Senator Long, when he was here
carlier, indicated to the Assistant Secretary that the double tax is
more of an allusion than a fact in many instances.

- The Tressury quotes 86 percent rates, whatever figures he was re-
ferring to; in fact, when you calculate it out, that is not what they are
aying. The effective tax rate for corporations is nowhere near—the
arge corporations—is nowhere near as high as the 48 percent figure
that you would expect.

There are many, many corporations that have never paid a dividend.
Some of the largest corporations in the country have never paid divi-
dends, so there 18 no double tax there.

Most of the small businesses, as I pointed out, do not pay any divi-
dends. There is no double tax there.

The double tax is sometimes more of an illusion than fact.

Mr. Trerrow. Senator, if I may intercede on that issue?

I am concerned about double tuxation, particularly in the larger
corporations. I am sure they are, and in fact, should be concerned
about the issue of double taxation with the small business commurity.
It may be a very small issue.

_. If you look at the spectrum of business organizations on the very
small end, you have the sole proprietorship, not a partnership, not
formally organized—it is a man doing business in some form. There is
no double taxation or integration problem there. His earnings are just
taxed on the personal tax scale. ,

_ We go to subchapter S as the next step in the spectrum. That is a
similar situation. I can defer to Mr. Fielding’s comments in that area.

As we move up the ladder of sophisticated organizations, we ulti-
mately get to the publicly held corporation and the large, publicly
traded organization where double taxation is at issue.

The whole issue is of relatively small importance in the small busi-
ness community unless we create a situation where, on one hand, the
small business which relies almost entirely-on retained earnings to
support his capital investment and his working capital, as opposed to
2 a(;‘ger organization which can tap outside equity capital for that

unaimng. . . & :

If wg create an integration formula in which taxes retain earnings
relatively high compared to the taxation on outside equity investment,

. then I am concerned about Government intervention having skewed
the competitive factors around to the disadvantage of small business.

That is my primary concern.

Senator Byrn. What you are saying, insofar as small business is
concerned, double taxation is not a major factor? |

Mr. Treprow. Only the cures for larger business would be a disad-
vantage. .

Sen%%or Byrp. I think that double taxation is something that Con-
gress should address. There is, in many, many cases double taxation,
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and it is severe. But you say that for many of the small businesses,
that is not & real problem. : ‘

Mr. FieLpina, We are dgetting back to the very premise of my dis-
sertation, recognize the difference between small and large business.

Why do we have to have one law that encompasses both? If we
are going to recognize that double taxation should be eliminated or
minimized, let’s recognize that that is not a part of small business, If
we are going to say, this is what we are going to do to publicly held
corporations, let’s not impose the same restrictions on small business.
Iet’s have a different interpretation of the double taxation problem.

If we cannot get input into the Treasury Department as small busi-
ness people, when you look at the people in the Treasury Department
formulating that policy, I do not think there is one in there who has
ever met a payrol?.-oYou are not going to get the distinction that we
so vitally need. -

Mr. PenbereasT. In the report of the SBA Task Force there are
four specific suggestions of what can be done to attract additional
capital for the small businesses.

One, to help extend the SBA assistance in longterm borrowing.
The second is to strengthen the smal] business investment companies
which you will hear about later today. )

Third is to make institutional” funds more available for small
business as to what I was referring to as-the prudent man rule was

concerned. .
Four, give small business better access to the public securities

market. '

Senator Byrpn. Incidentally, Senator Bentsen from Texas has a bill,
S. 285, which proposes to exempt 2 percent of investments from the
Federal prudent man rule.

Mr. Penpercast. He is obviously a clear-thinking man, Mr. Chair-

man.
Senator Byrn. He is a clear-thinking man, a very able and splendid
Senator and a good businessman along with it. But in my own mind I
have not reached a conclusion on his bill. I have not talked with him
about the wisdom of exempting trustees from the prudent man rule,
but it is something that. will be considered by the Congress.

Insofar as small business is concerned, as between liberalized depre-
ciation rates and investment tax credit, I asume liberalized deprecia-
tion rates would be more beneficial ¢

Mr. Treprow. Speaking as a banker, and based on the experiences
of most of my customers, I would emphatically say an accelerated
d}e:preciation is the preferable route, if we had to make a choice between
the two.

Senator Byrp. You would prefer the accelerated depreciation?

Mr. Treprow. That is correct. It has a longer term impact than the
investment tax credit. '

. Mr. PenpEraasT. My only éﬂea on that, that I would like to make on
bended knee in front of the Senate and the House, is when and if they
pass a law they do not add another layer of complexity to the law
dealing with depreciation. Just give us a nice simple law—not written
by the Under Secretary of the Treasury for Tax Policy either, please.

Senator Byrp. A nice simple law has not come out of Washington

in a long time.
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. Mr. Penoercast. The House Wa{s and Means proposal for job
creation tax credit was so much simpler than the administration’s bill
that was in evidence that things can be a little simpler. Every response
I get to simplicity 4s, that is too difficult for us. It causes a wealth of
lawgers to spring up and add reasons why it cannot be done. I think
probably as a paraphrase of things American—I would say, why can
1t not be done ? Let’s get it done.

Senator Byrp. As a result of every so-called tax reform law we
have had, the tax system has become more complicated and more com-
plex and requires more and more lawyers and accountants,

Mr. PeENDERGAST. In my testimony, Mr, Chairman, I said something
that is really dramatic evidence of taxpayer’s revolt., As a law gets to
a point where it is so complex it cannot be dealt with, it will be
repealed by its being ignored.

ruce Fielding was with me with the National Federation of Inde-
pendent Businesses, They took a survey of their members with inven-
tories of $100,000 or less. These are members who should be repesting
on the accrual basis because inventories are an incomu.detennininﬁ
factor. Over 50 percent of them are ignoring that and filing on a cas
basis. They took the law in their own hands and passed a new law
without your knowledge, a very simple one.

Senator Byrp. I would see why they would want to do it. But I
would not particularly recommend that course of conduct.

Mr. PenpercasT. We are suggesting in one of our proposals last year
that you allow people with inventories of $100,000 cr less to expense it
rather than get them involved in inventory-taking procedures.

Senator Byrp. I am not going to the merits of it. I am just comment-
ing that théy might incur difficulties with the Internal Revenue
Service. : :

Is one of the reasons for the scarcity of investment capital that
investors are being more prudent today than in the past?

Mr. FreLping. I would say disenchanted.

Mr. Penpercast. I think that the main reason is the Federal Gov-
ernment and the municipal governments have absorbed significant
amounts of available capital. X

Senator Byrp. You are quite right. I think that gets back to the
unsound way in which the Government handles its finances. The more
the Government goes to the money markets, the greater deficits, the
more Government borrows money to finance the debt, the less money
there is going to be for small business, large business, individuals, or
anybody. else, I think it is important to realize this, which so many
Members of Congress do not seem to realize.

Mr. Treprow. A good example of that is what happened in 1974
when interest rates reached record peaks and Treasury was in direct
competition with the private savings sector. Many people with rela-
tively small savings learned how to buy $1,000 Treasury bills, particu-
larly when the 9 percent issue came out in August 1974.

Once having learned those ropes and knowing they can buy Treas-
ury issues now issued, and continuing to be issued, in relatively small
denominations for the small saver, they put Government in competi-
tion with the private sector and private enterprise in a way that has

never been precedented before.



Senator Byro. Not only that, Government gets the first opportunity.
Mr. Treprow. That is right. ~ ,

" Senator Byro. Everybody else comes in behind Government. I do

not think you will get interest rates down until you get Government

spending under control. o

Mr. Trerrow. Amen. - SN :
Senator Byro. In fiscal year 1978 we are going to have the second

largest deficit in the history of the United States. How important is
Government policqy as being a reason for the lack of funds for new
business ventures

Mr. Treprow. I think it is a significant factor. I sense a great
increase in the frustration, perhaps discouragement, of people who
have been in small business for some time, as well as those who are
thinking about organizing them. The compiexity of regulation today
is absolutely fantastic. : ‘

My associates have referred to that already, and other speakers this
morning have. The compliance is a frightening thing.

" In my own business, In banking, for example, much of the recent
legislation in the consumer area has changed credit standards quite
drastically because the fear of compliance—or noncompliance, I
should say, is great in my industry and it is within all industry in

regards to various types of regulation. .

also think that the general tax burden and the inability to obtain
attractive returns on that investment as was referred to by both Mr.
Brill and Mr. Greenspan this morning, I think, are significant factors
for lack of business growth and a deterrent to new investment.

Senator Byrp. Do you feel that you do have, or will have, sufficient
access to the decisionmaking process going on today in the Treasury
Department. ; :

Mr. Fiewping. Absolutely not.

‘Senator Byrp. Nof C
Mr. FrerpiNg. We have a Small Business Advisory Committee, 19

of us, who did work with the Internal Revenue Service, It was a very
effective committee, Senator. In fact, we can be traced directly to sav-
ing $90 million a year in annual reporting fees in regard to ERISA
just because we were there and able to talk to them and point the way
out, this is the way it should be done. :

Now that we are going into the area of reducing advisory commit-
tees, the committee has been eliminated and supposedly is going to be
absorbed by the small business advisory group within the Treasury
Department. Absolutely nothing has happened. We cannot even seem
to ﬁet any word, yes, no, or why. If we do not have that, we have
nothing, - .

Sena%or Byro. The Assistant Secretary of the Treasury testified
this morning that Treasury is in the process of developing a new tax
program. Has small business, as such, had an opportunity for input
into that process? - - - -

Mr. Penperaast. He said also, Mr. Chairman, in his testimony,
that they.were going to give access to small business; in essence he
admitted that thev had not in the Small Business Advisory Committee

they are establishing. L o
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There was in place, when he came in, a Small Business Advisory
Committee which had supposedly been merged with the Internal
Revenue Service Advisory Committee. The new one has not been
organized,

" From his testimony, I understand they are planning to submit the
legislation this summer. They will probably get the advisory commit-
tee organized in the fall. Then, 6 months after the law is passed,

“tht}y will ask us what we think of it. o : o
think it is very distressing. )

Senator Byrp. Do you feel, as representatives of small business,
that you have access to all the facts and figures necessary to formulate
recommendations in the tax field ¢

Mr. Treprow. It is a very difficult problem for us. There are a great
many of us who have been active on behalf of small business who are
doing this on the evening and weekends and without professional
staffs because one of the characteristics of small business 1s we do not
have internal resource people within our businesses devoted to the
study of tax impacts and of tax regulation. : :

Even in our trade organization, which we represent here, we really
do not have the resources that can do this. It relies on individuals
finding time outside of their normal business activity to do this.

When it gets particularly in the area of tax impact studies, the
frustration to me is the first answer from Treasury, is this proposal
will result in the immediate reduction of Federal revenues by @ dollars.
There is no consideration given to the secondary increases in revenue
from all of the succeeding factors that will result.

You cut the corporate income tax. Sure, there is going to be an
immediate revenue loss. Never can we get an immediate consideration
from the sophisticated models that we know are available in Govern-
ment as to what is going to happen to employment and sales of capital

oods and so forth that will result in increased revenues to

overnment. -

This is what I was referring to by a necessity for a longer term,
more in-depth view into the impact. We do not have the resources to
do it.” We think the Government should do the whole side of this
th(ilnlg, not just one side, saying, get lost, fellows. This is going to cost
2 dollars. ' ‘

Senator Byrp. In conclusion, would one of you attempt to briefly
summarize the greatest needs and the biggest problems of emall busi-
ness today? ' ‘

Mr. F1eLning. I think you could say capital, discriminatory tax laws
and product liability, * : '

Product liability ]};as become an increasing factor in small business.
The insurance premiums are going out of control and forcing small
businesses to terminate. ' o

" You look at a business—I had one client. Their premiums for 1 year
went from $5,000 to $65,000. Their profits for the previous year were
only $30,000. They ended up with a nice loss the following year. It is
an impossible situation. It 1s becoming a very difficult situation with
which to cope. - o T

Mr. Penpereast. In summary, all we ask for. is simplicity and
equity ; no more, no less. _

‘
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Mr. Treprow. I agree. .
Senator Byrp, Thank you, gentlemen, very much.
[The prepared statemerits of Messrs. Fielding tmd Pendergast fol-

low. Oral testimony continues on p. 61.]

STATEMENT oF BRrRuce G. FIELDING, meron AND SECRETARY, ¢\ATIONAL FED-
ERATION OF INDEPENDENT BUBINESS; COMMISSIONER, COMMISSION ON FEDERAL

PAPERWORK

Mr. Chairman, I am Bruce G. Fielding, an Officer and Director of the National
Federation of Independent Business (NFIB). Our organization represents one-
half million small and independent businessmen and women throughout the
nation. I also am the owner of my own accounting business. In addition to these
functions, I am one of two members representing the public on the Commission
on Federal Paperwork.

Most of my twenty-four years in the practice of accounting have been devoted
to assisting small business persons, ranging from the gole proprietor with no
employees to the small corporate employer with less than one hundred em-
ployees. During this time it has become very evident that Congress has generally
failed o recognize the need to distinguish between small business and large .
business in the areas of taxation. However, in these areas in which it has recog-
giﬁd the difference, it has discriminated against the small unincorporated

nsiness.

The present tax system used in the United States has a serious, negative im-
pact upon the nation’s small and independent business community. It consistently
discriminates against small and medium size businesses, undermining vigorous
and healthy competition, stifling growth, smothering small firms under a moun-
tain of paperwork and theratening the contlnuatlon ot a strong and viable in-
dependent business sector.

The complexity of the tax code, by itself, discriminates against small business.
Small firms simply cannot afford to employ the horde of expernt lawyers, ac-
countants and tax consultants used by large corporations to exploit and take
full advantage of every beneficial provision of the code. This conclusion has been
‘documented by the Senate Select Committee on Small Business, whose Chairman
Gaylord Nelson, stated in testimony last year before the House Ways and Means:

“Our hearings have demonstrated that the complex capital recovery provisions
of the Internal Revenue Code unduly favor large corporations. Accountants and
other experts who prepare tax returns for smaller firms say that independent
businesses tend to use straight-line depreciation almost exclusively because they
are not willing or able to cope with 'the more complex capital-recovery devices.”

Large corporations are able to use the provisions of the code to pay a reduced
effective tax rate. As a class, the 100 largest corporations in the U.S. paid an ef-
feotive tax rate of between 25 percent to 30 percent over the past three years,
while eight of these with earnings totaling $843 million paid no corporate income
tax in 1974. On the other hand, many small and medium sized firms may pay
through the nose, up to twice the effective tax rate paid by the largest corpora-
tions. The result of this is a decided competitive advantage for big business.
(See SEC Quarterly 10K Form data surveyed by Congressman Charles Vanik .
and also FTC Quarterly Financlal Reports surveyed by Senate Select Committee
on Small Business.)

Small firms cannot grow and create jobs wlthout capital. The supply of in-
vestment capital is relatively scarce and small business is in flerce competition
with our industrial giants for a share of the shrinking investment dollar.

A business can create growth capital for four ways— ) .

By borrowing or incurring debt; )
By selling stock or an equity interest in a business;
By recovering capital already invested ; and

By retaining profits.
Banks are extremely reluctant to lend to most small firms. Their funds are re-

gserved for and allocated to their best, least risky customers—large corpomtions.
Even if a small basiness is able to convince a bank that it is a good risk, it will
be forced to pay dearly for its money. While big business can borrow at, or close
to the prime rate, small irms must pay substantially more for their loan. So

much for borrowing or debt financing.
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Who would risk buying stock in a sma!! business? According to ‘Senator Nelson
and the ‘Senate Select Small Business Committee, very few small cqmpanies are
able to raise capital in this manner. In 1974 only nine small businesses were able
to float stock issue and during the first half of 1975 not a single small irm was
successful in raising capital through the sale of its stock. .

As I noted earlier in quoting Senator Nelson, small firns are not particularly
successful in being able to recover the capital they have already invested, be-
cause the captial recovery system in the tax code “unduly favors large corpora-
_tions.” This leaves only the retention of profits as a feasible method of generating
the capital needed to fuel small business growth.

The present corporate tax rates are 20 percent on tthe first $25,000 in taxable
income, 22 percent on the next $25,000, and 48 percent on all taxable income over
$50,000. And, as noted earlier, many small firms pay an effective tax rate up to
50 percent. This system is not conducive to generating the amount of capital
needed by small business to expand and create jobs.

It is also important to note that 86 percent of all U.8. businesses are unin-
corporated, but most of the recent beneficlal changes in the tax code have been
limited to corporations. Individual tax rates, which are paid by unincorporated
businessmen, are higher than the tax rates pald by incorporated businesses.
Agalin, this gives giant corporations an unfair competitive advantage and reduces

‘the amount of after tax revenue available for reinvestment by the small
businessmen. -

The Internal Revenue Code makes several Inequitable distinctions between
unincorporated and incorporated businesses. As noted above, the rates of taxa-
tion are a prime example. The maximum corporate rate is 48 percent while a
sole proprietor could be taxed at a maximum rate of 70 percent. An individual
wth $35,000 of business income pays approximately $8,000 of Federal income

" tax. By incorporating, the combined individual and corporate taxes could be re-

duced to $6,000. This is a saving of 25 percent. and an inducement to incorporate.

Last year the Council of Small and Independent Business Associations
(COSIBA) proposed, as part of its “Small Business Growth and Job Creation
Act of 1976 (H.R. 13687), that unincorporated businesses be allowed to calculate
their tax as though they were incorporated. It is a simple provision and would
not require extensive administrative or reporting requirements. This provision
would tend to equalize the tax on small businesses and would eliminate the
necessity of incorporating just to minimize taxes.

Another area of discrimination is the provisions dealing with retirement plans.
There the inequities are so obvious that they “cry out” to be corrected. Contribu-
tion limitations, vesting requirements, investment opportunities and the limita-
tion on trustee selections all discriminate against smaller firms. These are basic
options which are vital to the owners of businesses in order to encourage them
to create retirement plans.which are not available to the unincorporated
employer. .

Why this particular distinction between incorporated and unincorporated
businesses? Could it be that Congress and the Internal Revenue Service have
determined that the unincorporated business person cannot be trusted and should
pay higher taxes? But if he or she incorporates, we have an entirely different
“ball game"” with a much more liberal set of rules.

NFIB would like to recommend to Congress that there should be separate pro-
visions in the Internal Revenue Code for all voluntary plans with less than 100
participants. These provisions would be the same for all forms of business
entities. There would be no distinction between a sole proprietor, partnership,
subchapter 8 corporation, or the normal corporation. We would also recommend
that there be no dual jurisdiction with respect to these small voluntary plans.
The IRS would have exclusive authority, The provisions would also be geared
to simplification and reduction of administrative and reporting requirements.

Some other examples of discrimination are administrative restrictions by IRS
with respect to selection of fiscal years, the deductibility of medical expenses
and group life insurance premiums for the business owners.

These inequities force the successful unincorporated business to incorporate.
This is an artificial device. Incorporation should be based upon sound business
decisions and not for the sole purpose of minimizing taxes.

.As mentioned previously, there has been a failure by Congress and the IRS to
recognize that consideration should be given to the practical ability of small
businesses to cope with the intricacies of the Internal Revenue Code and its re-
lated regulations, rules and reporting requirements.
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An outstanding example of this tunnel vision was the development of an an-
nual retirement plan return (¥orm 5500). The proposed form was to be used by
all employers regardless of whether they had one employee, or 100,000 employees,
and regardless of whether their plan had $1,000 or $1,000,000 in assets. The bur-
den that this proposed return would have imposed upon small plans, which com-
prise approximately 90 percent of all plans, was in the magnitude of $185 mil-
lion annually. )

Many small businesses cannot afford professional assistance in the prepara-
tion of their tax returns and the maintenance of their accounting records. There-
fore, when they try to cope with the same laws which apply to IBM or General
Motors, they make errors and, in many cases, they violate laws and regulations
unintentionally. Why should the small business person have to understand the
academlc nicety of the “accural” basis of accounting or the necessity of capitaliz-
ing certaln indirect expenses so that the ending inventory of work-in-progress
precisely reflects his costs? The Internal Revenue Code, “one law for all”, not
only imposes a relatively costly burden on small business, but also imposes a
costly enforcement burden on IRS. Both of these problems could be overcome
through the adoption by Congress of a concept set forth in the 1976 COSIBA
“Small Business Growth and Job Creation Act”: Allow all businesses whose
ending inventories are less than $200,000 to report their taxable income on a
“cash” basis, Eliminate the compulsory “accrual” basls and all of its compli-
cated interpretations. The temporary losses in revenue to the Treasury Depart-
ment would be recovered in future years as the “cash” basis merely defers taxes.

The Tax Reform Act of 1969 gave birth to the “Assets Depreciation Range"
systetm (ADR). One of the main benefits of this Act was to allow a greater de-
preciation write-off in the year in which an assef was acquired. However, in
order to qualify for this bonus, the taxpayer is confronted with a maze of rules
and regulations. This has caused the ADR system to become almost the exclu-
sive tool of large companies. The system is written and geared for large com-
panies. Congress could have allowed small companies an election that any asset
purchased within the first 182 days of the taxpayer's fiscal year, could be de-
preciated for a whole year and any asset purchased subsequently, could be de-
preciated for 14 year, *

In conclusion, Mr. Chairman, I would like to make it clear that many of the
options proposed and discussed by the Ways and Means Task Force on Capital
Formation in its recent report do not address the problems of small, independent
business. In many cases they are simply not beneficial and some of the sugges-
tions, such as ending the taxation of corporate dividends, could prove harmful.

These are some of the areas in the tax code that concern the small business
community. There are, of course, more, but the tax writing committees are
starting to look at small business matters and we are confident that once these
inequities are known they will be corrected.

We are especially pleased that you, Chairman Byrd, are holding these hearings
and we are grateful for the opportunity to appear before you and your Committee.
We need more help from Congress and feel that this type of hearing is very im-
portant since we see little concern for small business in the Department of

Treasury.
Thank you.
Sv———————
PREPARED STATEMENT OF EDWARD H. PENDERGAST, CPA, REPRESENTING THE SMALLER
: BUSINESBS ABSBOCIATION OF NEW ENGLAND

Mr. Chairman, thank you for the opportunity. to present the views of the
8maller Business Assoclation of New England on the problems of small businesses
when dealing with the federal tax laws and the Internal Revenue Service,

INTRODUCTION

‘Small businesses, generally considered to be those employing 500 persons or
less, comprise 87 percent of all businesses in the United States, As reported by the
8mall Business Administration, more than one-half of all business receipts
are generated by their operations. Perhaps more importantly, they employ more
than one-half of the United States business work force.! Commencement and

" 1Report of the SBA Task Force on Venture Equity Capital for Small Business, US Small
Business Administration, January, 1977, .



expansion of new small businesses each year add significantly to the growth of
our economy. This- stimulant, coupled with the fact that small business is
demonstrably labor intensive, means that when small business flourishes, the
problem of unemployment is reduced. Further, it 18 recognized that the cutting
edge of technological innovation is honed to its sharpest by small businessmen
who must “build & better mousetrap” simply to survive. I am a volunteer repre-
sentative of thousands of small businesses located across the Northeast from the
industrial cities of Connecticut to the islands off the northernmost tip of Maine,
My constituency is hard working, inventive in the best Yankee tradition—and
frustrated. .

The tax laws and their implementation seem to inhibit healthy growth of small
business. Part of this is due to the basic cost of complying with tax laws not
increasing proportionately with size. As a result our federal paperwork and
regulatory burdens fall disproportionately on small business. When compliance
becomes too difficult or too expensive, there will be a revolt. If lucky, it will be
a quiet one. Bruce Fielding from the National Federation of Independent Busi-
ness who is'testifying here today can amplify on one example. NFIB surveyed its
members with less than $100,000 of inventory. The tax laws require them to
use inventory values when calculating taxable income. The survey results were
that over half were reporting income on a cash basis. The law is impractical and
unenforceable. The taxpayer equals with his actions the laws that are un-

workable,
SUMMARY

The small businessman desires a simpler tax structure. Rules, forms and
procedures adopted to implement the tax laws can add unnecessarily to the
complexity he faces. The small businessman desires fewer opportunities for
controversy with'the IRS. Further, he belleves that legal issues under the tax
laws should be resolved without protracted litigation. .

I would like to concentrate my testimony on three areas that impact small
business. The first area is the Internal Revenue Code itself, followed by the imple-
mentation by the Internal Revenue Service and finally the specific issue of the
proposed elimination of double taxation on dividends. N : .

DISCUSSION

The Internal Revenue Code, regulations, ruling, procedures, forms, and court
caseés create a dense thicket of tax rules even for the specialist. To the average
amall businessman without employees having tax expertise this maze can appear
almost impenetrable. Compliance costs are burdensome in terms of after tax net
profit, and the smallest of the small businesses must frequently apply the same
knowledge and effort to follow the rules as his larger competitors.?

SUGGESTED CHANGES IN THE INTERNAL REVENUE CODE
'

Depreciation of physical assets . . .

One area of significant concern to small businessmen. is the allowance for-
depreciation provided under code section 167. A little over ten pages of the code
and 100 pages of regulations are devoted to setting forth the complex rules on this
subject. In an inflationary economy it is vital for the small businessman to have
the opportunity to.recover the cost of physical assets-as rapidly as posgible
through depreciation deductions. In 1871, in an effort to minimize disagreement
with taxpayers over the useful lives and repair of assets, the Treasury Depart-
ment.adopted the class life ADR System. This reduction of controversy pur-
pose is started in the Section 167 ADR (asset depreciation range) regulations.

The theory of ADR is excellent. By and large it permits more rapid write-offs
of costs related to productive assets than would otherwise be the case under

%A standard bound editlon of the Internal Revenue Code with nine by six inch pages is
over 2,100 gnges long. Final and proposed regulations exceed 6,000 pages. IRS Revenue
Rulings and Revenue Procedures )publlshed weekly in the Cumulative Bulletin number
many thousands, and finally, a welter of court cases in the Tax Court, Court of Claims,
Federal District Courts, Federal Appellate Courts and Supreme Court of the United States
fill over 100 -volumes, (See Internal Revenue Code including 1976 amendments, Income
Tax Regulations as.of March 18, 1977 (3 volumes) both published by Commerce Clearing
House, Inc.) A well-known tax information service in 1977 expanded its 7 volume loose
leaf service on the Federal income tax law to 28 separate volumes. Tas Action Coordinator, .
Research Institute of Amerieca. : : -

-



conventional tax depreciation rules. But the-implementation of this program has
been characterized by such obtuse language, sporadic but frequent changes,
complexity and high cost of administration that the tyblcal small businessman
bas been unable to take advantage of it. Revenue Procedure 72-10 which was
" adopted by the IRS to implement the- ADR System has been amended no less
than 22 times by additional Revenue Procedures since it was promulgated in
1972. The regulations drafted by the Legislation and Regulations Division of
the IRS Chief Counsel’s office to define this program are so complicated that
25 separate terms require special definitions. The following single sentence from
these regulations is characteristic and evidences why small businessmen cannot
reasonably be expected to compreliend, apply, and benefit from the ADR program.
Many other regulations under section 167 are no less complex. -
“In the case of eligible property first placed in service in the taxable year of
election (and not otherwise properly excluded from an election to apply this
" gection) the taxpayer may not compute depreciation for any of such property
in the asset guideline class under a method not described in Section 167 (b) 1),
(2), (8), or (k) unless he (1) computes depreclation under a method or methods
not so described for eligible property first placed in service in the taxable year in
the asset guideline class with an unadjusted basis at least equal to 76% of the
unadjusted basis of all eligible property first placed In service In the taxable
_ year in the asset guideline class and (2) agrees to continue to depreciate such
property under such method or methods until the consent of the Commissioner i8
obtained to a change in method.” Regs. Sec, 1.167 (a)-11(b) (5) (v)(a).

Omitting the use of ADR, many small businesses have continued to be harassed
by the IRS over such matters as useful lives and salvage values of depreciable
assets and repair allowances, The IRS should be encouraged to extend the spirit
of ADR in ways that will benefit small businesses. At the very least, for example,
the Service should refrain from making meaningless roll-over adjustments for
depreclation the sole effect of which is to shift deductions between years, .

In addition, we recommend that the small businessman be given the oppor-
tunity to eliminate disputes with the IRS over depreciation deductions by
following a depreciation method which he can easily understand. Specifically,
Congress should allow a deduction for the full cost of the first $200,000 of
depreciable personal property and depreciable real property. The timing of this
deduction should be totally within the control of the taxpayer; if he wished he
could claim a deduction in a particular year of up to $200,000 of such costs.

This proposal will not result in a net revenue loss to the Government. It will
simply delay the receipt of tax dollars. It eliminates the need for a small
businessman to prepare detailed depreciation records on each item of property
which he acquires and reduces potential controversy with the IRS. It also
eliminates the present temptation to expense some items because of frustration
with the complexity of current depreciation rules and a perceived inability to
take full advantage of those rules at a reasonable cost. - . “

Tax rates and the surtas .

The surtax exemption which has effectively been raised to $50,000, should
be increased to $150,000. Absent this we should adopt a graduated income tax
structure. The establishment of $25,000 as the surtax base was in the early
thirties, Inflation alone has increased this to over $150,000. In addition, studies
have shown that smaller corporations pay a higher effective tax rate than large
corporations. For some reason, it becomes extremely difficult to have this legis-
lation adopted and when it is adopted it is only temporary. We of small business
do not have the resources to return to battle every year or so about the same
fssue. We tend to state our case and expect fair consideration. This is an
expensive piece of legislation but is so fundamental to the growth of the small
and medium size business it must be passed. As an added point, we wish rellef
for the ecyclical business to allow him to carryover unused surtax exemption,
giving him a form of income averaging, Under the present laws, a corporation
that makes nothing in one year and $100,000 in the second year pays $34,500 in
taxes. If the same business made $50,000 each totalling the same $100,000 he
would pay $21,000 or $13,500 less although the combined two year income for
both is the same ! ’ i

Capital gains . .
When a business is sold, the present tax law encourages an exchange of stock
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"this the Accountants and Lawyers Relief Bill.
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for atock to effect a tax free exchange.! This shifts capital from small business
to large business because the seller does not want to take shares in a smaller
non-publically traded corporation so he sells to a large publically held cor-
poration. Under our proposal, he could sell to the small non-publically traded
corporation for cash. If the money were reinvested in another qualified small
business investment within a specified time the capital gains tax would be
deferred untll sale of the new stocks, This would not be a revenue loss bill, Its
purpose wouid be to retain capital in the small business sector rather than
shifting it to the large business. .

8mall business stook .

Section 1244 allows a deduction against ordinary income of qualified
small business stock losses up to $25,000. This should be increased to
$50,000 and increase the limit on an offering from $500,000 to $1,000,000 and
the limit on the size of the issuer should be raised from $1,000,000 to $2,000,000.
The election should be removed and 1244 should become automatic. The present
law does not protect small companies without the knowledge of this code section.

Eleotive versus automatio laws )
. Many §ectlons of the code require positive assertion through a proper election.
In many of these cases the election provision is unnecessary. The Small Busi-
ness Stock is a good exarple, S8ub-Chapter S8 election 18 auother. The filling of
the return should be the election. The election type of law can trip up the
unsuspecting, provides for more paperwork and adds to the income of tax
specialists. No doubt many of the elections require .eparate filings but if not
necessary this should be eliminated. . ‘ .

Implementation of law

If Congress deserves criticism in any area it is never clearer than when a
law is passed hurriedly requiring prompt implementation. ERISA and OSHA
are not the only examples. The Tax Reform Act of 1976, signed on October 4,
1976 could not be digested in time to deal with some of the choices that needed
to be made before December 31, 1976, It is little wonder that the humorists call

Capital formation

Perhaps the greatest economic problem facing cur nation is the generation of
the capital required to modernize and expand our industrial plant, One ifm-
portant way in which a small business expands its capital is to retain after tax
earnings. The small businessman questions whether the IRS fully comprehends
and appreciates this fact of business economic life. He sees IRS applying the
rules of Section 531-—the penalty tax on accumulated earnings—in a heavy

* handed way.

When the IRS locks onto this issue the taxpayer is faced with coming forward
with evidence on the issue of the reasonable needs of the business under largely
subjective criteria established in the regulations.* In some instance, the tax-
payer has been successful in quantifying these criteria through acceptance by
the courts of an operating of an operating cycle approach to determine the
amount of needed working capital.® Generally speaking, however, the broadness
of the regulation gives the IRS ample maneuvering room to advance many
theorles in support of {ts charge. Faced with an IRS challenge under Section 531
the small businessman is frequently persuaded that it is cheaper in the long
{ll:il t(t)i compromise than to fight the Government’s abundanceé of resources for

gation, o

The impact of Section 531 should not be measured only by the results of
litigated cases or agreed deficiency assessments. Its full impact must take
account of its in terrorem role which influences the small business corporation
to pay dividends absent solid evidence of business needs in a hesitant economy.
As an alternative to dividends, a corporation may adjust compensation to reduce
the accumulation of earnings. This practice, however, creates the possibility of
another controversy which the IRS pursues with vigor: Was the compensation
:“reasonable” or “unreasonable” under Section 162? -

8 Code section 868 incorporate the varlous types of mergers and reorganizations gen-
enl'iy used to effect tax free exchange of securities, . .

¢ Treas. Reg. 8ee. 1.587-2,

& S8ee Bardahl Mfg. Corp. 24 TCM 1030 (1965).
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The IRS should soften its audit routines under Section 531 and Congress
should review the rationale for this section in the light of the Tax Reform Act
of 1976 and other changes in {he Internal Revenue Code enacted since the tax
on accumulated earnings was first adopted in 1939. Most particularly, we believe
that the carryover basis rules of Section 1023 and the increase in the minimum
tax under Section 56 reduce markedly the need for concern as to whether a
shareholder is currently taxed on the income of a corporation, Indeed, the strong
sentiment present throughout our land and in Congress itself in favor of some
relief for the double taxation of dividends could find an appropriate outlet in the
repeal of Section 581 of the Code. This step would certainly serve the twin ob- .
Jectives advocated by small businessmen : Simplification of the tax laws, and re-
duced opportunity for controvergy with the IRS.

COMMENTS ON THE INTERNAL REVENUE BERVICE

ERISA o
Since most small businesses are labor intensive, taking a deduction for the
amortization of human capital is an important tax minimization method. One
form of this deduction is a contribution to a qualified pension plan, As we all
know, ERISA* radically changed the Internal Revenue Code rules pertaining
to such plan. . .

Your Committee has no doubt been made aware of many of the ambiguities and
uncertainties surrounding ERISA which have discouraged the use of qualified
plans by small business to protect against the amortization of human capital.
We believe that if the IRS, however, ,had proceeded forthwith to use plain
English in the establishment of rules and guidelines for the implementation of
this law, many of the law'd critics would have been silenced and the program
would have moved forward as intended. This history of the announced guide-
lines, regulations, and forms under ERISA is replete with examples of require-
ments for establishing an BRISA qualitied plan which are bafing in thelr
complexity.” Perhaps one of the most striking examples of the IRS penchant
f&x:s tr.anstomlng the ‘simple into the complex i8 found in Revenue Procedure

1 :

Section 8001(a) of ERISA requires an applicant for a determination letter
from the IRS to “provide evidence satisfactory to the (IRS) that the applicant
has notified each employee who qualified as an interested party ... of the
application for a determination.” In Revenue P’rocedure 75-31 the IRS pro-
ceeded to turn this straight-forward one sentence rule into five tightly packed
pages of explanations, instructions, and a sample notice which may be given to
employees, A copy of this notice is included in Exhibit A to this testimony. We
submit that this notice simply cannot be understood by the average plan par-
tielpant. In short, it subverts the requirement of Section 3001(a) of ERISA.
More importantly for my constituency, if the elaborate notice procedures out-
lined in Rev. Proc. 75-31 are not followed to the letter, the IRS can sum:arily
return a firm’s application for determination as incomplete and the whole notice
procedure must be repeated. If the applicant’s 1976 tax return has already been
filed. and further amendments to the plan are ultimately found to be necessary by
the IRS, the firm's initial faflure to comply perfectly with the notice procedure
may cost it a tax deduction for ite 1976 contribution to the plan. Some aspects of
ERISA may require complicated administrative rules. However, we fail to see
lwg‘ylthle IRS cannot adopt simple rulés wherever possible to implement this
egislation, '

The ERISA notice procedure which I have just outlined is an example of the
lanwde effect of Congressional legislation on the public. Congress reposes at the
peak®f a rule making mountain. It casts a pebble down the slope of the Federal

bureaucracy. Iegions of civil servents spring into actlon, and by the time that

pebble has come to rest, a landslide of related rules and regulations has decended

o;n the g:pulatlon below. The small businessman 1s being crushed by an avalanche
of words.

Another problem with the implementation of ERISA is the delay between the

effective date of the law and the issuance of necessary regulations. Effectlve for

* taxable years beginning after December 81, 1975 a business with self-employed

R

¢ PL 93-408, September 4, 1074, .

7 See for example "Empkg -Benefit. Plans ¢ Completing New Form 5801 Poses Some
Knotty Problems’, Clark R. Byam, Journal of Taxation, Nove r, 1975.

#Rev. Proo. 75-31_has its oﬂfin in Treas. n:gc. 8ec. 601.201(0) (8) (xv), It was subse-
quently modified by Rev. Proc. 75-87 and amplifies Rev. Procs. 72-6, 74-38 & 75-B.
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individuals or shareholder employees was placed on more equal footing with a
corporation with respect to the type of pension plan which it might adopt. Sec-
tion 2001(d) (2) of ERISBA permitted such a buslness to have a deflned benefit
Keogh Plan,

This type of plan permits the tax deductible funding of annuity benefit pay-
ments and will result in a larger permissable tax deductible contribution than a
standard Keogh profit sharing plan. The theory is excellent. The only problem is
that the IRS has not yet issued proposed much less final regulations necessary
for the eficient adoption of a plan which qualifies under this Section.

Equally important, from the standpoint of the small businessman, the IRS
has not yet issued either a Keogh or non-Keogh prototype defined benefit pension
plan.® To comply with and take fuil advantage of the provisions of ERISA for
a deduction for the amorization of human capital the small businessman needs a
defined benefit plan he knows the IRS will accept as qualified. This will both
simplify compliance with ERISA and reduce potential controversy with the

IRS, . - .

_ IRS litigation

N

One red flag in the Internal Revenue Manual for TRS auditors is the “IRS
Prime Issues” list. The Manual describes this list as containing a summary of,
“Those 1ssues which present legal questions of major importance in the admin-
fstration of the internal revenue laws and which have not been tested adequately
in litigation. Prime issues are those that the IRS will ordinarily insist on liti-
gating and that will not ordinarily be conceded or compromised.” ** Thus, If a
small businessman becomes involved with the IRS on a prime issue, he is elther
forced to concede the amount in question or undertake an inordinately expensive
process of resistance. Even if prior litigation has shown the IRS to be wrong
in the Tax Court and one or more Appellate Courts, if the Circuit to which a
taxpayer's appeal might be taken has not yet decided the issue the IRS will
hold fast to its position. The current prime issue list contains several issues im-
portant to small businessmen such as whether a personal holding company's
dividends paid deduction equals the fair market value or the adjusted basis of
property distributed by the corporation as a dividend.

By and large, small business does not have the resources to engage in pro-
tracted controversy with the IRS. We believe that Congress should scrutinize
the IRS prime issues list, its litigating posture in nonprime issue areas and
proposed regulations. All of these interpretative positions are adopted and main-
tained upon the advice of the Chief Counsel to the IRS in an effort to protect
‘the public revenues. By timely action to change or ratify these positions, Congress
could eliminate years of uncertainty and thousands of man hours of both Gov-
ernment and taxpayer time which'is consumed in complex arguments over legal
rather than factual issues. In short, Congress should cut the Gordian knots as
fast as the IRS (or the taxpayers) can tie them.

For example, a taxpayer successfully argued against the IRS as early as 1958
that an employer's contribution of its negotiable demand note to a qualified
pension trust gave rise to a deduction in the year the note was transferred.*
The IRS disagreed and continued to litigate the issue, losing first in the th
Circuit ** and then in the 10th Circuit.’* Undaunted, the IRS finally won the issue
in 1976 in the Tth Circuit and was vindicated by the Supreme Court this year.*

‘Even controversies which do not involve a prime issue are often compromlsed
by the IRS on the basis of “litigating hazards.”

The small businessman looks at the lengthy and litigation oriented process
of establishing tax law with great dismay. He would like the Government to es-
tablish its tax collecting rules expeditiously, clearly and fairly. The process
should not be weighted in favor of those who can outfight their opponent in
court. This intimidates the people I repmﬂent

(!F' Protgt lxie plagl have been luued for money purchage and defined contribution plans
orms and
10 MT-1277-8, November 19, 1074 é!hnphull added &

11 8laymaker Lock Co., 208 F. 3rd Cir., Note Sectlon 406(a) (1 (B) of

- ERISA makes such a contrlbntlon a prohlblted tranuctlon and theretore renders the .

fssue moot for transactions after January 1 197

3 Time Ol Co., 288 F. gg 28 ( h Cir., 1858).
" Wlutleh Chemical 818 F. 24 MB 10th Cir,, 1968).
D. B. Williams Co 537 F. 2d 649 ( th Cir, 1976) ; A!d. Sup. Ct. — US — (1977)

o
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IRB adminisirative poesitions

The IRS requently provokes controversy by taking administrative positions
that are burdensome, unnecessarily rigid and arguably unreasonable. For ex-
ample, sevéral Internal Revenue Service Centers have taken the position that
where an extension request is sent by metered mail instead of postmarked mail,
it must be recelved before the due date for the return. This appears contrary to
Treas. Regs. Sec. 801.7502-1(c) (1) (1i1) (b) which holds that métered mail

documents are timely filed if dated on or before the due date and recelved there-

after in the same time required for stamped mail.

Another example is Revenue Ruling 76-453 which establishes new tough
rules on the withholding of payroll taxes on travel expenses.”® In essence, the
ruling holds that if an employee does not report to his office before vlsitlng the
initial client or customer of his day, then travel expenses to that customer's

place of business and for the final trip home in the evening are wages subject
to withholding tax. The ruling was issued in November, 1976 with an effective
date of January 1, 1977, This novel IRS position caused thousands of employers
to make changes m payroll and expense reimbursement systems. The impossi-
bility of the initial due date soon become apparent and the'implementation of
the position was delayed first three months and then six months. The ruling is
certain to provoke litigation and cause thousands and perhaps millions of dol-
lars to be spent in efforts to comply, avoid or contest its position. The small busi-
nessman resents the unannounced establishment of substantive tax law in the
guise of a “Revenue Ruling” which costs him time, money and compliance en-
ergy. When the basis of the rule promulgated 18 questionable, the process ap-
pears to be simply a way for the IRS to avoid the notice and public comment
requirements of the Administrative Procedures Act.*

In the experience of small businessmen, the IRS's selectlon procedures for
the audit of returns are geared to discover returns for examination which will
result in additional tax. The complexity of the tax laws together with the limited
knowledge and resources of small businessmen to comply with these laws makes
it probable that many are overpaying their taxes. The IRS should be compelled
to develop selection procedures designed to uncover such returns.

One audit selection procedure currently relied upon heavily by the IRS is the
Discriminate Inventory Function (DIF). This procedure requires the estab-
lishment of normal amounts for the several deductions which may appear on a
return. Computer reading of returns spots those returns with amounts outside
of the normal range for further human review. The maintenance of the DIF
program requires the IR8 to make a random selection of returns for in depth
audits under the Taxpayer Compliance Measurement Program. The initlals
TCMP in a letter from the IRS announcing that a small businessman has been
selected to be audited means that he will incur additional expense and admin-
istrative downtime before the agent is satisfied. In such an audit no number in
a return is sacrosanct and every item is suspect. Since the TCMP is designed
to check IRS procedures, small businessmen feel that they should be compen-
sated in some way by the Government for serving as audit guinea pigs. At pres-
ent, part of the cost of administering the IRS is shifted to those taxpayers
unlucky enough to be selected for a TCMP audit.

Eaxtensions of time

Often the IRS takes considerable time to develop a revenue agent's case, The
taxpayer is routinely asked to grant extensions of the statute of limitations
along the way. When they complete the work, the agent’s report is handed to
the taxpayer with a cover letter stating that protest must be filled within 80
days. If extensions of time are granted by the IRS, it is with great difficulty.
Fair treatment would allow a more liberal approach.

Doubdle ta» on dividends

Pressure is building to eliminate the “unfair” double tax on dividends. It -

would follow that corporations would pay larger dividends. Small businesses
must retain their earnings to grow and usually cannot pay dividends.

The obvious result is that more capital would be attracted to the large pub-
lely held corporation and less to small busluess and savings and loan assocla-

3 IRB 7647, 6.
) 25 UBC 02 ok veq. -
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tions, The Report of the SBA Task Force on Venture and Equity Capital for
8mall Business detalls the woes of small business in attracting capital. It
should be mandatory reading.

Two points might be evaluated. The first shows that a private evaluation of ~
the Joint Committee on Internal Revenue indicated that a corporate dividend
of $180 of a certain type of corporation would yield a credit of $566. The 50%
or lower taxpayer would not only have no tax but could apply this balance as
a credit against other income. The second item needing evaluation is the change
that both France and England made in mltlgatlng their double tax. The effect
may not have been as anticipated.

Small business need not question whether the double tax should be elimi-
nated, but rather, if it is eliminated or reduced, significant offsetting benefits
must be granted small business for survival, Less than that would be the most
severe blow that small business has recelved in some time.

~

CONCLUBION

Tax laws and their implementation with attendant paperwork have become a
burden beyond the comprehension of the average man. One federal tax service,
The Bureau of Natlonal Affairs, takes up 15 feet of shelf space! It does not
even deal with payroll taxes! Every suggestion for simplicity Is answered with
another layer of law followed by layers of regulations, The tax rates are bur-
densome enough. Compliance with the law is becoming one of the most expensive
necessities in business. -

Simplicity and Equity is what small business demands. That {s the sum total
of our needs. The preceding pages are some steps that may be taken toward
that goal. ¥our help and concern are appreciated.

Rev, Proc. 75-81—EXHIBIT A
NOTICE
[ Describe class or classes of interested parties]

Application 18 to be made to the Internal Revenue Service for an advance
determination on the qualification of the following employee retirement plan:

Name of Plan: -
Name of Appllcant -
Name of Plan Administrator:

Plan ID No,

Applicant ID No.
The application will be submitted to the District Director of the Inbernal

Revenue at (address of distriot ofice) for an advance determination as to whether
or not the plan qualifies under section (enter 401(a), 403(a), or 405(a)) of the
Internal Revenue Code, with respect to (initial qualification, plan amendment, or
plan termination).

The employees eligible to participate under the plan (describe by class) :

The Internal Revenue Service (enter has or has not) previously issued a deter-
mination letter with respect to the qualification of his plan.

Each person to whom this notice s addressed 18 entitled to submit, or request
the Department of Labor to submit, to the District Director described above a
comment on the question of whether the plan meets the requirements for qualifi-
cation under part I of subchapter D of chapter 1 of the Internal Revenue Code of
19054, Two or more such persons may join in a single comment or request. If such
a person or persons request the Department of Labor to submit a comment and
that department declines to do so in respect of one or more matters raised in the
request, the person or persons so requesting may submit a comment to the District
Director in respect of the matters on which the Department of Labor declines to
comment, A comment submitted to the District Director must be received by him
on or before (date). However, if it is being submitted on a matter on which the
Department of Labor was first requested, but declined to comment, the comment
must be received by the District Director on or before the labor of (date) of the
16th day after the day on which the Department of Labor notifies such person or
persons that it declines to comment, but in no event later than (date). A request
of the Department of Labor to submit a comment must be received by that depart-
ment on or before (date) or, if the person or persons making the request wish to
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preserve their right to submit a comment to the District Director in the event the
Department of Labor declines to comment, on or before (date).

Additional informational material regarding the plan and the procedures to
be followed in submitting, or requesting the Department of Labor to submit, a
comment, may be obtained at (place or places reasonably accessible to the in-

terested parties).

Senator Byrpn. Our next witness is Mr. Herb Krasnow, president,
National Association of Small Business Investment Companies, He
will be accompanied by Mr. Walter B. Stults, executive vice president.

STATEMENT OF HERBERT KRASNOW, PRESIDENT, NATIONAL AS-
SOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES;
ACCOMPANIED BY WALTER B. STULTS, EXECUTIVE VICE

PRESIDENT

Mr. Krasnow., Thank you, Mr. Chairman,

I am president of a medium-sized small business investment com-
pany, SBIC. I listened to the testimony this morning, and I just about
zippered up my pocketbook.

here is much that was said this morning that was tremendouslir
negative in approach. Many positive things are happening in the small
business area, which are not understood.

I would like this morning to draw a bit on that.

In 1958, the effective act that started the small business investment
company program gave rise to some companies and, 18 years later,
there is excellent successs; $3 billion have been invested in the 18-
ye’?lr' period. The loss written off by the Treasury has been only $29
million.

On a numbers-only basis it would be quite significant, but probably
what is more significant is that a new financial concept has been born.
Tt is called venture capital today. There is a core of tremendously ex-
perienced people who have, as their goal, the investment of money in
small business, the building up of their small businesses, cycling their
money, and then, when they have their profit, taking that money and
investing it in other small businesses.

One of our purposes in being here this morning, Walter Stults and
myself, is basically to recommend ways where this process may be ac-
centuated so there will be more capital flowing into the small business
sector.

Several people spoke of the Task Force of the Small Business Ad-
ministration. ghat was created by William Casey under the supervi-
sion of Administrator Kobelinski.

I understand reports have been delivered to the staff and to the vari-
ous Senators of the subcommittee. The report covers many of the
aspects that were discussed this morning and there were different
groups of people who Eresented different viewpoints: the viewpoint-
of the small business, the viewpoint of the underwriting oommunig,
the viewpoint of the bankin community, the viewpoint of the Small
Business Administration itself.

Many of the things that were said today are very well-written in
the report and I would very much like to have an opportunity to be of
any assistance if there are any aspects there that could yield to more
discussion or more detailed recommendations.

92201 0~ 175
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In our own trade association, we have also examined how to do the
job better. We have come up with a 20-peint program which I would
ike very much to see entered into the minutes. We call it our NAS-
BIC legislative and regulatory program,

There are some tax aspects in there, also some nontax aspects. I am
a man who has been in venture capital since 1949, 28 years of my life,
the biggest bulk of my life. I am positive that the numbers that are
in the prepared testimony that I presented to the committee there are
numbers that indicate that the small business community is vibrant,
it is large, it is not dying, but it is being discriminated against. Basi-
cally what really is needed is first, an understanding of what the
small business community really is as against the so-called business
communitﬁ' which masquerades as something else again.

And, what are the positive and the negative factors that, in effect,
must be looked to because it is not all negative. There are many, many
positive factors,

If this committee can focus on the fact that there are two business
communities, that the small business community under the SBA stand-
ards employs more than 50 percent of the employees of this country
and small business may be small but it is not insignificant. That is
really the major point.

Not only is this most significant in numbers, but also in its creativ-
ity, in the fact that, from a social viewpoint, it is tremendously im-
portant to many of us in the United States to have a strong independ-
ent sector. There are not too many of us who want to live in a country
of big business and big labor and big government. We strive for that
independence,

It is a tremendous psychological and emotional factor. It is com-
pletely separate and apart from the numbers. There are studies that

are a part of the documentation that we have submitted that shows
(tihat this creativity performs for the country in a way that big business
- does not, “

We all are emotional and psychological creatures, and many of us
have given up opportunities to enlist 1n the big business areas simply
because of those emotional and those creative factors that we treasure.
I am one of them. I would not want to be a part of them—not that
they do not have a great place, not that they have not been instru-
mental in making this country many, many things that it is, but there
is a vital factor and a vital place for small business in our society.
If we can recognize that, then I think my presence here this morning
and the presence of many of the other men will be most important.

The specifics will vary. What is very surprising, though, when we
talk about the Casey ta:i force report and talk about the Small Busi-

ness Administration’s Advisory Council, talk about the NASBIC
program, Ned Heizer will be talking about the National Venture Cap-
1tal Association, there is commonality. Many, many of the same things
are repeated time and time again.

I will not repeat them this morning because they are in my reports
and with some study, notwithstanding, they will all come out.

The fact I would like to get across is that in the creativity that lies
in our small business sector, there is growth, there is a great deal of
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ride, there is independence, there is protection for our democratic
1deals, and all of these things have a place.

Thank you vel}i‘much, r. Chairman.

Senator Byrp. Thank you, sir.

What two or three proposals—if you were going to boil it down to
two or three proposals—would you consider to be the most beneficial
to small businessg

Mr. Krasnow. We have many biases that are built into our tax laws,
I am a certified public accountant as well as a venture capitalist and
a member of a medium-sized accounting firm.

I recognize in this profession—for instance, we have the reorgani-
zation provisiof that permits a small business man to take common
stock, or preferred stock in some circumstances, of a larger, publicly
owned company. He pays no taxes; taxes are deferred.

That same man may be confronted with a desire to pass the business
to his employees. To do that he has to take his sales price, maybe take
50 percent of that, and turn it over to Uncle Sam. Given the same
dollar equivalent of merging him with the larger company, turning
over his business to his employees, when in the second case it comes
to 50 percent of his tax dolﬁlrs, there is only one way to go.

So we have a bias toward merging smaller, independent firms, into-
larger, public companies. That, in many, many cases, is antisocial,
antidemocratic. It is moving us toward monopoly.

One of the provisions is basically a provision that says, if you will
take the moneg’ that you get from the sale of your business and re-
invest it in other small businesses, we will let you defer the tax just
as if you basically were to merge it into'a larger company. It is to
remove the bias. Tremendously important.

Senator Byro. What you are saying is that the tax laws are operat-
ing in a way which increases bigness.

r. Krasnow. Absolutely. No doubt about that.

" Senator Byrp. In many cases, it forces the smaller companies to
m%ge or sell to the larger companies.

r. KrasNow. That is absolutely true, sir, and it happens in many,
many ways. That would require not 10 minutes but maybe 3 or 4 hours
of discussion, that, in effect, just are antisocial.

I serve on the board of a company on the American Stock Exchange.
Friday afternoon after the close of business we bought control oﬁl
wonderful growth company, itself an OTC publicly owned company,
where, because there was no market in their shares, they sold for cash
to this company on the American Stock Exchange. It just is wrong.

In this case, as a member of the board of directors, we are very
hagpy because we have some wonderful men coming into our group
and it is going to enhance our profits and all of the things that we
look to, but I have to say to you, though, that basically the destruc-
tion of these independent companies because they do not get a tmdinf
value, good price/earnings ratio, a market because they are too small,
is just as bad for our country.

he type of deferral that we talk about in eur NASBIC Esrogmm
is tremendously important. We are also in favor of the jobs credit
which now, in effect, has been turned back to conference. Here, too,
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business represents itself in being interested in the investment credit.

The fact of the matter is, big business is much more interested in
investment credit; little business, small business, tremendously labor
oriented,_does not use machinery many, many times,

Accordingly, this jobs credit which now, in effect, has passed both
houses is tremendously effective for us and will, in effect, help our
unemployment situation as well.

I do not mean to say that basically everything should be done for
small business, it is allusory, simplistic, it will not happen.

I say that there should be a greater understanding of the place of
small business in our society so that they get evenhanded treatment
and are not discriminated upon, either by dollar sign or lack of un-
derstanding.

Senator Byrp. Let me ask you this. In 1976, Congress made many
changes in the estate and gift tax laws. What has been the effect of
these changes on small business ?

Mr. Krasnvow. Those changes as to the businessman who accumu-
lates up to $500,000 of net worth have been, and will be tremendous,
because they do not force him to divest the family business simply to
put aside the estate tax money that he knows his executors will have
to provide,

t is one of the more far-reaching changes that we have seen in the
small business sector and we had that in our program it is very much
:)o behrecommended for explaining the benefits that could be éffectuated

y that.

Senator Byrp. Mr. Stults, do you have anything to add ?

Mr. Stovts. Mr. Chairman, I would like to ask unanimous consent
that our program be inserted as a gart of the hearing record and that
Mr. Krasnow’s statement in full be inserted. d

Senator Byrp. The committee will be glad to do that,

Mr. Storrs. Mr. Chairman, you were talking about the basket case
under ERISA and the fact that you are open minded. I sat here last
week listening to the testimony before the Bentsen subcommittee, It
was pointed out by witness after witness that pension fund trustees
have $455 billion under their control. It is expected, in another 5 or 6
years, that over half of all of the financing in the Nation will be in _
the hands of these trustees,

‘The prudent man rule has meant that a trustee has to protect him-
self down the road from suits filed by any employee covered by a plan .
who could say “Why did you invest in the Krasnow company at 10
and it went to 5§ We are going to sue you.”

There would be no similar question about an investment in A.T. & T.
or in General Motors. So I would maintain, and other witnesses did
last week, that for all of those billions of dollars, that they are now
all being invested in the shares of some 200 firms.

Now, I think that has a tremendous stultifying effect on our national
economy. A 2-percent basket clause—insurance companies in Virginia
and almost every other State in the country have a nonadmitted assets
classification of 5 percent—allowing pension fund trustees to put 2
geroent of their stocks, of their assets into venture capital pools, into

BIC’s and into the securities of small businesses themselves. That is

an investment in growth.,
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IBM grew through investment, by institutional investments, at &
time when it was a relatively small company. Xerox, the same way.
Control Data the same way. Today none of those companies could
lﬁaf{f(} Aotten up into the top 100 under the prudent man rule under

I just make an urgent plea to you to study the testimony and try to
keep this one further factor from concentrating all of the money of
the power in this country in some 200 corporate hands. I know you
do not want that.

Senator Byrp. I certainly do not. I am certainly in agreement with
your objective. I think you make a strong case.

As I said, this is a matter for careful consideration. I have some
hesitancy in saying on the spur of the moment that the prudent man
rule should be set aside, but I think that something needs to be done
to accomplish the purpose that you have in mind.

Mr, Krasnow. Yf T could add one word. The major problems today
in our world society are concentration of power, concentration of
assets and resources in fewer and fewer hands. Walter Stults talked
about one piece of legislation designed to create safeguards which
inadvertently is acting to concentrate these assets.

There are numbers in all the reports that indicate just how fast that
concentration is moving. In just 15 years, in the banking structure, the
10 biggest banks have moved from 20 to 30 percent of the deposits
within their confines.

I think that there is nothing more antidemocratic than this trend
toward concentration of assets in fewer and fewer hands, and it is in
small and large acts, not a single act that this trend can and should
be arrested.

Senator Byrp. I think you are so right. Government has tended to
encourage . that. Government laws and fg(overnment regulation have
tended to encourage the concentration of power, economic power, vet
the antitrust laws are supposed to be going in the opposite direction.

Mr. Krasnvow. They have not been as effective as they should be.

Senator Byrp. Beyond the antitrust laws not being as effective as
they should be, other laws, particularly tax laws, are forcing more
and more concentration.

Thank you gentlemen very much. It has been an interesting and

helpful testimony.
[The prepared statement of Mr. Krasnow follows. Oral testimony

continues on p. 72.]

STATEMENT OF HERBERT KRASNOW, PRESIDENT, NATIONAL ASSOCIATION OF
SMALL BUSINESS INVESTMENT COMPANIES

Mr. Chairman and members of the subcommittee: I am Herbert Krasnow,
President of the National Assoclation of Small Business Investment Companies
whose more than 300 members represent over two-thirds of all the licensed SBICs
and minority enterprise SBICs (MESBICs) and about 90 percent of the assets
committed to the industry, For the past 15 years, I have served as the founder and
ll;residyen:( of Intercoastal Capital Corporation, 2 medium-sized SBIC located in

ew York.

On behalf of the SBIC industry, I wish to thank this Subcommittee for turn-
ing the spotlight on a little-understood economic problem which threatens to
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hobble the vaunted Aimerican free enterprise system: an inadequate rate of capl-
tal formation. Unless this trend can be reversed, prices and unemployment will
both rise: our productive plant will come increasingly obsolete; independent
businesses will not be able to expand or to compete effectively ; and new busi-
nesses will not be formed. -

My testimony will cover two broad but integrally related areas. First, I shall
discuss the capital formation problem as it affects small business directly. In
this subject area I would like to discuss small business’s need for additlonal
internally generated funds as well as its need for more long-term debt and equity
capital. Second, I shall briefly discuss the S8BIC industry and the role we play
in captal formation for small business. In both discussions I have included sug-
gestions for legislation which will, if cnacted, help to dramatically improve the
economic viability and competitive psition of all small business in general and
serve to significantly increase the amount of capital flowing into the SBIC indus-
try. The latter is desperately needed in order to provide the capital needed tv
finance venture and equity needs in the small business sector of the economy.

THE SMALL BUSINESS CAPITAL GAP—INCREASED INTERNAL CAPITAL NEEDS

A amall business relies on both internal and external funds for financing and
expansion capital. Unfortunately, when scarce debt and equity capital is doled
out via the traditional financial mwarkets, small business is always at the bottom
of the ladder. For that reason, small business has to rely more heavily upon in-
ternally generated funds for its financing. These internal funds come, of course,
~ from after-tax earnings which are becoming more difficult to maintain due to

the increasingly hard bite of corporate income, and other taxes. -

Our first recommendation gets directly to the problem of inadequate after-tax
retained earnings and would graduate specifi. ally the first $400,000 of corporate
taxable income for all corporations. The following schedule is recommended :

Taxable income : . Marginal rate
Percent

$0 to $9,009 m——— emimm—— 10
$10,000 to $19,999 12
$20,000 to $20,999_ ——— 14
$30,000 to $39,009 e 16
$40,000 to $49,909_ ..o .. .~ 10
$50,000 to $59,999 — 22
$60,000 to $69,000_.._ 28
$70,000 to $99,999 28
$100,000 to $149,000._... 31
$150,000 to $199,009. . _.._._. —— 84
$200,000 to $249,909.__ 87
$250,000 to $299,909 ... .. 40"
$300,000 to $349,999_ . 438
$350,000 to $399,999 46
$400,000 and up. ——— 48

As you can see, the current maximum corporate rate would be reached at
$400,00 rather than the current $50,000._Although this reduction would help all
corporations, it would especially help smaller companies that do not have large
taxable incomes and do rely heavily on every dollar they can retain for financial
well-being and long-term growth.

An important concept guiding tax policy is ability to pay. The unintended result
of present tax law is that those companies least able to pay (small companies)
are assessed a greater pereentage of their income in Federal taxes. The follow-
ing excerpt from the 26th Annual Report of the Senate Small Business Commit-
tee portrays the problem in very explicit terms:

Initially, the committee analyzed the Federal Trade Commission Quarterly
Financial Reports, which set forth before-tax and after-tax rates of return
of manufacturers of many different asset sizes. This ylelded a comparison
of “effective tax rates” which is set forth below:
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COMPARISON OF EFFECTIVE TAX RATE?' OF MANgFAOTUREN OF DIFFERENT ASSET 8IZES !
L]

percen
Profits
ore

N Fedors! after Effective

taxes taxes tax rate

16.5 9.675 41.36

14,975 1.30 51,25

17,315 8 ;15 50,64

18.075 8.70 51.86

16. 325 1.95 51,30

5. 878 1.8256 50,70

16.05 . 8.225 8.8

1.20 9.215 46.07

17.678 9.85 44,27

6.00 10.375 35,15

1 U8 Congress, Senate, Select Committes on Smail Business, 26th Annual Report, 94th Cong., 1stsess., 1975, p. 85,

Smaller companies are not asking for a handout, a giveaway or a loophole.

Small business 18 willing to pay its fair share—but let's not ask for more than
that.
Our second recommendation calls for the adoption of simplified and liberalized
depreciation schedules which can be used by small companies that cannot afford
to hire sophisticated tax lawyers and accountants to help them avold taxes via
the skillful use of existing depreciation schedules. Adam Smith, the father of
economics, professed that a tax should be certain, convenient and economical.
While it can be argued that the complicated depreciation schedules in use today
meet none of those requirements, the third is the impediment to which I feel
compelled to speak. It is simply not economical for a small company to keep the
records ang hire the staff and counsel necessary to utilize sophisticated tech-
niques epreciate capital investment. Also, it is not ultimately economical for
the fed®ral government to police and enforce these statutes. Ag we all know, the
simpler the tax code is made the easier it is for companies and individuals to
comply and the easier and cheaper it 18 for the IRS to collect. o

The third recommendation for small business tax policy change we support is
one which we are glad to say has already been pai by both bodies of Con-
gress. It is the job creation employment tax credit which will help provide a
much needed incentive for investment in increased employment. Few people
realize that Small Business not only generates approximately 43 percent of total
Groes National Product but also employs 55 percent of the business workforce.
Because small bnsiness is more labor intensive than business in general, the
Employment Taxz Credit is very useful to them and will certainly bring about

increased employment. .
THE SMALL BUSINESS CAPITAL GAP—LONG-TERM CAPITAL NEEDS

I'd like to now turn to an area in which SBIC managers have special experitse :
long-term venture -(debt and equity) capital financing for small business. As I
mentioned before, I am president of Intercoastal Capital Corporation, an SBIC
located In New York, and I have been involved in the S8BIC industry nearly
since its inception. I am convinced that there is a shocking dearth -of long-term
capital financing for small business in this country. This problem is, without a
doubt, one of the most serious in terms of the long-term vitality of our free-
enterprise system. We, at NASBIC, have in the past and hope in the future to
play a significant role in providing “lifeblood’ venture and equity capital financ-
ing for independent small business. That sector has fallen increasingly further
behind as ever scarcer investment capital is parceled out in the markets. The
capital shortfall to small business is directly traslatable into a loss to the Amer-
ican consumer via reduced product innovation and price competition.

We at NABBIC have just fluished a comprehensive review of our industry and
have designed a program which will serve to significantly increase the flow of
dollars going into venture capital in this country. I would like to request that the
NASBIC Legislative/Regulatory Program.for 1977 be included as part of the
record if it please the chair. Let me stress alsc that this will not be a mere
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shufiing of scarce dollars from one sector of the economy to another, but rather
an injection of vitality into an area which will earn, in the long-run, a fiscal
dividend. This is possible since investment in small, fast-growing businesses gen-
erates, ultimately, a greater amount of economic activity which in turn provides
greater aggregate wealth for the economy and additional tax dollars for the
treasury. For example:

A recent study by Massachusetts Institute of Technology Development Founda-
tion has arresting data on the importance of new companies and new technolo-
gles to property and jobs in America. It compares the performance of six mature
companies,.five innovative companies, and five young high-technology companies.
From 1969 to 1974, the average annual contributions of these companies in jobs
and revenues shaped up as follows: * ™

32 U.8, Small Business Administration, “Report of the SBA Task Force on Venture and
Equity Capltal for S8mall Busl‘ness." Washlngton, DC,p. 2

[in percent]

Type of companies Sales growth Job growth

~o,

0.
4.
0.

c 4

Further, one Government study sampled SBIC-financed small busiriesses and
found that those dcompanies achieved annual growth rates of 25 percent for em-
ployment, 27 percent for revenues, 27 percent for profits and 35 percent for
assets, It must be stressed that these companies are the innovative, high-growth
type which have high potential for employment at a time when sustained, exces-
_sive unemployment remains one of our country’s most severe economic problems.

The availability of financing for small and independent businesses is and should
be a high priority for a sound national economic policy. Because of high risk
and reduced reward (the latter coming from strict government regulation and
oppressive tax policies), however, traditional sources of venture capital financing
are drying up. This phenomenon prompted the comment by Thomas Murphy
writing in the April 15, 1977 issue of Forbes magazine that: “If Adam Smith
could return, I think he’d be upset to learn that m a world’s biggest capitalistic
country the Government has become the biggest venture capitalist.” He was refer-
ring to the fact that only the SBA loan guarantee program and the SBA-assisted
SBIC program are making financing available to much-in-need small business.
He goes on to further explain that:

“Roughly half the American economy is small business. It happens to be the
half that furnishes most of the jobs everybody says we need: entry-level jobs for
youngsters service jobs for women and something else that you cannot quantify—
it finds pla'lces for the millions who don’t fit the tidy mold at Xerox and the phone
company.’ -

To make matters worse, while venture funds are drying up small companies
also cannot look to the public markets where they, once received a great per-
centage of their funds. The following is a chart showing the number of new
issues sold for firms with net worth of less than $5 million for the period from

1969 to 1975:

Number of  Total amount

offerings (millions)
548 $1,457.7

209 383.7

224 551, 5

418 918.2

69 132.5

3 13.1

4 116.2

s Ibid., p. 13.
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In addition to small businessmen and venture capitalists, high level business
and government leaders have nddressed the problem of inadequate internal and
external capital financing availability. In May of 1976, I'reasury Secretary
Willlam Simon appointed the Treasury Small Business Advisory Committee on
Beonomic Policy which recommended, among other things, the implementation
of 10 specific tax proposals and further study and consideration in several other
areas:

“Recognizing that Federal taxation has the greatest adverse impact on capital
formation for the bulk of all small independent business, the Committee ranked
tax policy as its highest priority. In principle, we support H.R. 13687, the
COSIBA small business tax bill, but we have focused on several items which we
recommend for adoption or study. The first three items constitute the principal
recommendations of the Small Business Administration Venture and Equity
Capital Task Force chaired by Willilam Casey.”

Specific Treasury Advisory Committee proposals included :

(1) Adjustment of depreclation schedules so that a taxpayer would be per-
mitted to write off any amount up to and including 100 percent of an asset value
in the year of acquisition (up to $200,000).

(2) Revision of the corporate rates to graduate the tax at four levels with
the maximum rate of 48 percent being reached at a taxable income of $200,000.

(3) Deferral of capital gains tax if the proceeds from an investment in
a qualified small business concern are reinvested in another small business
concern.

In January the Report of the SBA Task Force on Venture and Equity Capital
for Small. Busipess was released. That blue ribbon group, chaired by former
SEC Chafrman Bill CGasey, recommended a number of changes which would
significantly help the capital-short small business sector. Their tax recom-

mendations included the following:

Tawx laws and regulations

“Increase the corporate surtax exemption from the present level of $50,000
up to $100,000;

“Allow greater flexibility in depreciating the first $200,000 of assets;

“Permit investors in qualified small businesses to defer the tax on capital
gains if the proceeds of the sale of a profitable small business investment are
reinvested within a specified time in other qualified small business investments;

“Increase the deduction against ordinary income of capital losses in a small
business investment made under Section 1244 of the Internal Revenue Code from
$25,000 in annual deduction to $50,000, and increase the limit on an offering from
$500,000 to $1 million and on issuer size from $1 million to $2 million in equity
capital;

“Permit underwriters of the securities of smaller businesses to deduct a loss
reserve against the risks inherent in the underwriting and carrying of such
securities;

“Revise methods by which revenue impact of tax changes are estimated to
reflect revenue gains from the business use of tax savings and the stimulus to

capital formation that tax incentives provide.”
BExpounding upon the lack of external capital available for finance and expan-

sion, the Casey Task Force reported :

“It is alarming that venture and expansion capital for new and growing
small businesses has become almost invisible in Amerlca today. In 1972 there
were 418 underwritings for companies with a net worth of less than $5,000,000. In
1975 there were four such underwritings. The 1972 offerings raised $918 million.
The 1975 offerings brought in $16 million. Over that same period of time, smaller
offerings under the Securities and Exchange Commission’s (SEC’s) Regulation
A fell from $256 million to $49 million and many of them were unsuccessful,
While this catastrophic decline was occurring, new money raised for all corpora-
tions in the publie security markets increased almost 50 percent from $28 billion
to over $41 billion.” .

Prompted by the deterlorating small business climate and by the disconcerting
lack of profitability in the SBIC industry NASBIC produced its 20-point Legis-
lative/Regulatory Package for 1977. I would like to turn now to our industry and
the specific tax changes we feel are necessary in order to improve the long-run
health and viability of the SBIC industry—changes which, by strengthening
'SBICs, will ultimately benefit small businesses by strengthening one of their few

/ remaining sources of long-term capital.
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THE S8BIC INDUSTRY

SBICs are the product of a joint venture between the private and public sectors
initiated by the Small Business Investment Act of 1958. SBICs link the efficiency
of private enterprise with the financial resources of the Federal Government to
provide venture and equity capital financing exclusively for small businesses.
Private funds put up by investors are leveraged up to 4-to-1 with long-term money
borrowed from the Federal Government at a rate one-eighth of 1 percent above
the cost of money to the government, In that manner, funds are made available
to small business investors and the Federal government makes a profit in the deal
to boot. I might add that all private funds are at risk before the government loses
a nickel. This subordinization of private to government capital almost absolutely
insures that the indlvidual SBIC will pursue a prudent investment policy. Losses
to the SBA have totaled only $29 million over the past 19 years, Over that time,
almost $3 billion have been invested in approximately 40,000 small businesses in
a total of 850,276 financings.

We are also glad to report that the owners of these compaunies were deeply
grateful to the SBICs for financing their start-up or growth. An SBA survey
revealed that more than 90 percent of all portfollo companies had benefitted from
SBIC help, most of them to a major degree. Naturally, tensions sometimes arise
between an entrepreneur wholly involved in the life of his business and the lender
or investor advancing funds to that firm, but the true partnership nature of the
relationship between the businessman and the SBIC is supported by SBA's find-
ings that 87 percent of the owners were satisfied with their SBIC dealings and
87 percent said they “would use SBIC assistance again under similar circum-
stances.”

In order to attract the capital needed in the SBIC industry, however, we must
increase our profitability, Although the SBIG industry is an active one, with
assets near the $1 billion mark, there is much demand for venture and equity
capital going unmet. At the NASBIC Annual Meeting in November 1876, SBA
Administrator Kobelinski said: “We estimate that small business faces a short-
fall in venture and working capital that will average from $7 billion to $8 billion
- a year over the next decade.”

As we all know, capital will tend to flow to where the risk-adjusted rate of
return is greatest. Since the venture capital industry is an industry with a good
degree of inherent risk, it stands to reason that its return on capital should be
higher than in safer investments. That is not the case however, and our SBIC
profitability rates have been very modest. Our highest rate of return on invested
capital, for example, was 9.5 percent in the year ending March 87 19689, The
second highest return, however, was only 6.0 percent in the year end ng March
81, 1968. In short, although the SBIC industry is an active and exciting one, its
profitability is just not high enough to attract sufficient investment capital,

We at NASBIC feel that the SBIC program is a success. But to fill the needs
for venture and equity capital in the upcoming decade, we must expand our
activities by making the industry more profitable. The net return to the govern-
ment from the SBIC industry via taxes paid by the SBICs themselves, portfolio
companies made stronger and more profitable by SBIC financial and management
assistance, and by the employees of those companies, is highly positive. But in
order to expand the industry to help fill the small business “capital gap” we need
to provide more incentives to attract additional private funds.

Mr. Chairman, in view of your Subcommittee's jurisdiction over Federal tax
policy, I wish to place heavy emphasis on the following three recommendations
contained in our Assoclation package. The first would provide an incentive for all
investors, individuals or institutions, to invest in the securities of smaller com-
panies. The other two refer specifically to SBIC tax issues which will allow our
industry to operate more profitably and to attract more private capital.

1. Defer capital gains taxes when proceeds of the sale of stock issued by a small
business are reinvested in an eligible small buginess concern
_ The greatest moment in the life of a venture capitalist comes when he is able
. to generate hard dollars through the sale of his long-held stock (usually about
10 years) of a successful portfolio company. That's the culmination of a promis-
ing investment opportunity, proper structuring and pricing, continuous counsel-
ing, and an imaginative exit technique on the part of the SBIC manager or other
investor. Less exciting, though, is the heavy burden of Federal and State taxation
which will take away about 50 percent of the capital gain so generated. There’s
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a contradiction in this situation: the Federal Government has established and
encouraged the SBIC program as a matter of public policy to provide capital to
small business, but the same Government decimates the flow of such funds
through the imposition of onerous taxation,

Undoubtedly, one of the worst threats to the continuation of the free enterprise
system is contained in the Internal Revenue Code. Our tax law permits tax-free
reorganizations which provide an irresistible incentive for the owners of a success-
ful small business concern to sell out to a major corporation, since there s no
immediate tax consequence of such a merger, so long as they take the stock of
the big business in return. This provision of the Code lessens competition and
compromises the free market system., -

To offset this serious danger, NASBIC strongly urges that the tax law be made
at least neutral. We propose an amendment to the Code which would encourage
further investment in other small businesses. Taxation of capital gains arising
from the sale of stock in a business irm which was small when the security was
acquired, would be deferred when the proceeds of that sale were reinvested in a
small business concern within a two-year perlod. There is a clear precedent for
this amendment, both in the current corporate reorganization section and in the
deferral of taxes on the sale of a residence.

2. Allow all SBIC's to pass through their earnings to their shareholders without
the imposition of corporate taw

It is our goal to attract different types of investors to the SBIC program. To
those who are particularly interested in capital appreciation through the growth
of the SBIC, the capital gains provision outlined above is especially attractive.
Other investors, though, have the need or desire for current income, 80 they would
be more likely to invest in SBICs which pay regular dividends. At the present
time, publicly owned SBIC’'s which are registered under the Investment Company
Act of 1940 may avold corporate taxes on their earnings so long as they pass
through at least 90 pevcent of their profits to their shareholders. This authority
has proven to be most valuable to several of the public SBICs which have in-
creased their private capitalizations regularly over the life of the program.

We believe that all SBIC's should be given this authority whether or not they
are publicly owned. Although this position may appear at first blush te con-
tradict our goal of bringing more capital to the program (since earnings will be
distributed, not retained), we are certain that the payment of regular dividends
will indede attract many millions of dollars of new capital to those SBIC’s which
are primarily income-oriented and, thus, able to pay such dividends to their
shareholders, Present SBIC's will get the new capital they need to grow and new
SBIC's will be formed, we are sure, if the passthrough provision is approved.

3. Provide a statutory loss reserve of 10 percent for SBIC8 based upon equities,
a8 well as dedt securitics . -

No matter how we redesign the SBIC program, one constant will remain : the
high level of risk involved in providing financial assistance to new and small
businesses. Over the past 18 years SBIC's have grown more skillful in screening
out the doomed investments and in protecting themselves against losses, but every
SBIC will inevitably have to swallow its share of complete or partial losses. At
present, the Internal Revenue Code permits an SBIC to set up a reserve for bad
debts based upon its experience, but this authorization is seriously deficient in
two respects: first, for an SBIC, the past i8 no certain gulde to the future. An
SBIC may be fortunate enough to have minimal losses for 10 or 12 years and then
it may have two or three deals go sour in a very short period. We believe it would
make good business sense for the SBIC to set aside a reserve to take care of such
unexpected losses. The second problem with the current law is that it allows for
losses only on Joans and not on investments, even though the latter are ordinarily
far more risky. The NASBIC proposal then, would have the law permit any
SBIC to establish a reserve against losses in an amount up to 10 percent of its
total portfolio, both loans and investments. Here again, the change would encour-
age turtBer equity investments.

These three specific recommendations would make a significant contribution to
the profitability of SBIC’s and we are certain they would encourage millions of
additional dollars to come into the SBIC program, both into existing licensees
and into new ones. The major beneficiaries of these changes, however, would be:
(1) new and growing small businesses; (2) the Federal Government which would
reap greatly expanded taxes from the emall businesses assisted by SBIC’s and
from the new workers employed by those growing firms; and, (3) the economy
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which would receive new products and services at lower prices through increased

competition, 4
In summation, NASBIC genuinely believes that there is a significant invest-

ment capltal shortage for small and independent enterprises in the United States
today. We are proud of the role SBIC's have played in the financing of small
businesses for the past 18 years but feel that there is much more investment of
that sort needed. Since purely private sources of venture capital have dried up
significantl,” in recent years, government-assisted stimulation {8 necessary. We
firmly believe that adoption of the NASBIC Legislative/Regulatory package will
be a significant step in the right direction toward closing the equity and venture
capital gap, and would encourage the Subcommittee’s support in the specific tax

areas we have focused upon,
Thank you.
Senator Byrp. The next witness is Mr. E. F. Heizer, National

Venture Capital Association. -

STATEMENT OF E. F. HEIZER, JR,, NATIONAL VENTURE CAPITAL
ASSOCIATION

Mr. Hrizer. Good morning, Mr. Chairman. T want to apologize
for not having supplied a written statement in advance but we will
supply one. I would like to start off by emphasizing several back-
ground points and then mako three specific tax recommendations.

First of all, so you understand the vantage point from which I
speak, I have been a venture capitalist like Herb Krasnow for many
years and our firm, the Heizer Corp., is one of the largest firms
specializing in financing what we cdll early stage growth companies.
Thesoe companies are very small when they start, but they become very
large and very important contributors in terms of net new employ-
ment and in terins of taxes to the Federal Government. .

I might add that I think the Senate and the House, when considering
legislation, should keep in mind that the Federal Government owns, in
effect, 50 percent of every successful small business.

Senator Byrp. The Federal Government has a bonanza, It has 50
percent of all the profits and does not share in the losses.

Mr. Herzen. That is right.

Senator Byrp. I think that is an ideal situation.

Mr. Heizer. We feel that the Federal Government, having that in
mind, should be more supportive of the various programs which we
would like to see you support.

In that light, we are very pleased, of course, that you are holding
these hearings and that a number of us are having an opportunity to
express our views to you. I think that a major point that 1s sometimes
missed in this picture is that, over a period of years, our country has
gone from where our money and our capital was in the hands of people
who built this country and built these businesses and understood what
it. takes to build businesses and who haye the spirit of wanting to
help their fellow man and woman get going in business, into the hands
of institutions. -~

The institutionalization of our money, just in my short lifetime, has
gone from where the major movement of funds to small businesses

" came mostly from individuals to where this source of funds is essen-

tially shut off for all practical purposes, or down to a dribble, and
where we must look to the institutions for most of our financing.
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By institutions, I mean the banks, the savings and loans associations,
insurance companies, and the pension funds, It is in these institutions
that the typical citizens have their life savings invested. These insti-
tutions use their best efforts to prudently invest this money. They are
very careful about what they do with it, and therefore, by indirection,
that money is—as Herb Krasnow has pointed out—becoming more
and more concentrated, not only in terms of fewer and fewer people
making the decisions on where that money goes, but also in terms of the
tye&s of companies that they will invest . o

hat is happening to us as a country is that we are repeating what
happened in Europe many years before it happened here, in that the
money became concentrated in very few hands and did not flow freely
in Europe. It was economic freedom that I think most of our ancestors
sought when they came to this country. - °

ow through indirection, good intentions, but indirection, we now
have a concentration of this weaith. I do not personally see much hope
for a change in the trend toward this concentration in general terms,
particularly if nothing is done about it.

I think what we should do, without causing institutions to violate
the prudent man rule is do a number of things to encourage the flow
of moneys to new businesses and our proposals will be delivered to you
in writing.

- T have tried to pick out the three taxation points which I think
are most important. The first is to have the ability to reinvest funds
tax free from the capital gains tax. The reason we feel this is so
important is that there.are so few people investing in new businesses
that they should be encouraged to reinvest. Those that invest in new
businesses should be free to sell the securities in a developed company

* tax free providing they move those funds again to another young,

developing company,

We would suf;gesb a proper definition of what that means. We do
not know exactly what the definition should be, but the key point is
that the money should go directly into the young company. We are
not recommending that 51 is provision apply to securities traded on the
stock exchange. The stock exchange is highly important but does not
directly build young companies by paying for new plants or startup
wages.
ur suggestion that this money be permitted to rotate tax free is
simply to preserve t.‘h(;{)recious resources that are available in this
process, to be reemployed in that process.

Incidentally, we do not feel that that is a tax loophole, it is a
tax deferment sufgested for very good reasons. As Mr. Krasnow
pointed out, it will go a long way toward attracting new capital to
developing companies and also help avert the trend toward greater
and greater concentration of wealth and control in this country.

The second main point would be to allow a tax free passthrough of
income between the firms investing in small business and their in-
vestors. This would mean that a venture capital firm or an SBIC would
be able, if it realized income, to either reinvest the income tax free
or pass it on tax free to its investors.

We are recommending that this be a provision applicable to any
Venture capital or small business investment firm. We might point
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out that these same tax results can be obtained under present law by
forming a partnership, but a partnership involved difficult problems
for many venture capital firms or SBIC’s,

If it is considered desirable to encourage institutions and individuals
to move their money into the business development field, then it
should be recognized that firms like ours serve as an intermediary
between the investors, on the one hand, and the small businessman on
the other and should not face a third level of taxation.

Venture capital firms can meet the prudent man text for the in-
stitutions. We do the investment work for them that they do not choose
to do and they are not really qualified to do. They recognize the merit
of investing through us but do not like the third layer of taxation.

I might also point out that there is another precedent for what we
are recommending. The tax legislation accompanying the 1940 act
says that if you are a mutual fund investing in publicly traded securi-
ties you can pass through your income tax free. Some people say, why
then do not all firms, like SBIC's and venture capital firms become
1940 act companies. The answer is that if you do, tll;’e regulations that
Kou have to abide by will not allow you to successfully conduct your

usiness. I can emphatically say that you cannot effectively invest
money in small businesses and conform to the 1940 act. Therefore, this
is not an effective means to avoid the triple taxation that now exists
in our field.

Since you cannot operate effectively in the partnership form nor as
a 1940 act company in most cases, we feel a new tax provision is
needed. - .

The third recommendation—I mention it third but it may be the
most important of all—is to clear up the confusion and inequity that
has grown out of the tax legislation a year ago. The House Ways and
Means Committee eliminated qualified stock options because, as I
understand it, they felt that companies were using qualified plans
merely to lower the tax rates of executives and not properly using
the qualified plans to build long-term investment positions for em-
ployees in their company. In other words, qualified stock options
were simply a method of reducing taxes on orginar income.

There 18 a lot of truth in this assumption. We addressed the Senate
Finance Committee last year on this issue and, thanks to the efforts of
the Senate, the House Ways and Means Committee became aware of
a new problem that they created by eliminating the qualified stock
option and, at the same time, in effect saying that if someone exercised
a nonqualified option, they had to pay ordinary income tax at the time
of exercise.

The problem that we were trying to point out and that the Senate
pointed out to the House was that most small businessmen at the point
of exercise are not able to pay a tax because the securities are not
liquid and they are not able to realize the income to pay the tax.

at happened was that the law was not changed, but the Treasury
was asked to put out a regulation dealing with this problem. In
effect, it was suﬁgested that they allow corporate executives of small
companies to value the option or warrant that they received at the time
that they received it and pay an ordinary income tax on that value,
and then later on when they sold the security, pay the capital gains
tax on the difference.



75

That was a good move. All of us very much appreciated what the
Senate did to correct that situation. The problem is that Treasury
has not released a regulation and there continues to be a great deal
of uncertainty in this area.

It is our suggestion that the law be clarified to say that the manage-
ment of a young company can declare as ordinary inccme at the time
he gets a warrant or stock option, the value of that warrant or stock
option. Then let him pay the capital gains tax under whatever law
applies to capital gains at the time he sells it or, in the alternative,
put in the law a provision that the executives or management or en-
ployees of small business may have stock options and 1f they cannot
afford to pay the tax when they get the warrant or options that they
may elect, instead of paying tax at that time, to pay the tax at the time
of sale rather than the time of exercise. But the longest period of time
that they could wait to pay the tax would be 10 years.

We have a number of other suggestions but those three are the ones
we feel are most important.

Senator Byrp. Those are the three that you consider to be the most
important ¢

r. HE1zER. Yes,
Senator Byrp. Thank you very much, Mr. Heizer. I thank all of you

gentlemen.
[The prepared statement and attachment of Mr. Heizer follow :]

STATEMENT OF NED HEIZER

Mr. Chairman, Members of the Committee, Ladies and Gentlemen, I apoligize
for not having a written statement prepared in advance but I did not know I was
golng to testify until last week. We will send you a written copy of my remarks
and the official recommendations of National Venture Capital Association.

My name is Ned Heizer (E. F. Heizer, Jr.) I am Chairman and President
of Heizer Corporation in Chicago, Illinois.

Helzer Corporation is one of the larger business development or venture capital
firms in the United States specializing in the financing and development of early
stage growth companies.

In order to encourage the formation of more business development or venture
capital firms, I have been active in both the National Venture Capital Associa-
tion and the National Association of Small Business Investment Companies.

You have just heard from Herb Krasnow, President of the National Associa-
tion of Small Business Investment Companies.

I am a former President and Chairman of the National Venture Capital Asso-
clation, which is similar to the National Association of Small Business Invest-
ment Companies but which represents the privately financed business develop-
ment or venture capital organizations as contrasted to government financed

SBIC's. -

I am currently & member of the Board of Governors of NASBIC and a member
of the Advisory Committee to the SBA. .

My testimony will be on behalf of all young and growing businesses which have
been the backbone of the U.S. economy, but which have had an increasingly diffi-
cult time obtaining capital with which to grow.

Most money in the U.S. has been institutionalized in the form of bank deposits,
savings accounts, life insurance, and pension funds and is, generally speaking, no
longer available to small business due to both the attitude of institutional in-
vestors, the so-called prudent man rule and various laws and regulations intended
to protect the investors in these institutions.

The individual also has less incentive to invest today in small business due
to our tax structure and the lack of liquidity in the stock market for the stocks
of even successful small companies. As a result, essentially all of our capital is
being channeled into the established companies and, equally disturbing, into
the trading of stocks and options rather than into capital formation. It is doubt-
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ful that the trend towards the institutionalization of our money will be reversed.
lI)t if doubttul that institutions will directly invest in a meaningful way iu new
usiness,

Yet it is essential that new businesses be created since they have been and
always will be the greatest source of new products and services, net new employ-
ment, and net new taxes,

I urge you to read the White Paper of the NVSA entitled “Emerging Inno-
vative Companies—An Endangered Specles” (11/29/76) which sets forth some
interesting facts and figures supporting this statement, I also urge you to read
the Task Force Report on Venture Capital for Small Business—Small Business
Administration (January 1977).

It is essential that the government take positive action to encourage a greater
flow of funds into new business since the government has done so much through
indirection to cut off the flow of funds to new business. One way to do this is
through tax incentives,

I would like to outline some specific tax proposalsto:

1. Encourage capital formation for new businesses,

II. Permit developing businesses to reinvest more of their cash flow,

III. Provide greater incentives for managers of small business.

In covering these recommendations, I would like to emphasize that tax meas-
ures which help big established companies reduce taxes—such as Investment
tax credit—have limited effect upon early stage development companies-~many

of which pay little or no taxes.
RECOMMENDED TAX PROPOSALS

I. (First) To Encourage More Investment In New Businesses We Would Like
To Make Five Related Proposals:

1. Permit the tax free reinvestment of capital gains providing the proceeds
are invested: (a) Directly in developing companies as contrasted to the securi-
ties or options market, (b) within 24 months after sale. This would be a strong
incentive to invest in early stage developing companies. This would be a tax
deferment, not a loophole,

2. Have a graduated capital gains tax based upon the length of time an invest-
ment is held: (a) 30 percent for first § years, 25 percent for 5th to 10th years,
1214 percent after 10 years; (b) 100 percent 1st year, 90 percent 2d year, 80-
percent 3d year, etc., down to 10 percent after 10 years.

Either proposal “ould be fair considering lnﬂation and the obvlous tax bunch-
ing problems of long-term capital gains.

It such graduated capital galns tax treatment were only available when the
investment was made directly in the equity of a company as contrasted to trading
in securities or options, this would be particularly helpful to early stage dexel-
oping companies and capital formation.

3. Extend the Subchapter S type concept to all businesses with amendment
so that: (a) Companies may carry forward their tax losses (as all may do
today) ; or (b) Distribute their losses to their shareholders. This would be a
strong incentive to invest in early stage developing companies. The accounting
would be easy to do. It would be tax deferment, not a loophole. The moner
would have to be actually lost to take the deduction.

The deduction could only be taken once by either the corporation if it chose
to keep the loss or its stockholders if it chose to distribute the loss,

4. Permit SBIC's and venture capital firms to pass through any gains or losses
which they may have to their shareholders similar to mutual funds and
partnerships.

This would facilitate the formation of pools of capital with professional man-
agement to invest in early stage developing companies.

SBIC’s and venture capital firms cannot operate effectively under the 1940
Act and therefore the mutual fund tax pass-through provisions are not available
to them and the partnership form also presents many technical difficulties.

5. Remove capital gains from the list of tax preference items. The present
law is complicated and unfair and discourages capital investment. Adoption of
a graduated capital gains tax would help to alleviate these problems but combined
with the elimination of preference rules would be even more effective.
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II. (Second) To permit developing companies to reinvest more of their own
cash flow we have two proposals :

1. Provide a Job Creation Credit for net new employment of $2100 per net
new employee. This could be particularly helpful to rapidly growing small com-
panies if there was a liberal carryforward provislon,

2. Eliminate the double taxation of dividends by allowing a company to deduct
dividends pald in calculating taxable income. As you all know, a deduction is
currently allowed for interest but not for dividends. This works against early
stage developing companies which have to raise considerable equity capital
in order to grow. It is unsound and not feasible for developing.companies to
finance themselves with high debt ratios and thus get the interest deduction.

III. (Third) 'To provide an incentive for the employees of developing com-
panies who sacrifice the higher earnings and security of working for the large,
established companies we suggest two proposals:

1. Permit the employee to pay ordinary income taxes on any value which a
warrant or option has at the time of grant and then pay capital gains taxes when
the underlying security is sold. In other words, there would be no tax upon
exercise of a warrant or option but only upon its grant and the sale of the-

underlying securities .
or

2. Permit the employee who cannot afford to pay and therefore does not elect
to pay ordinary income taxes on the value of & warrant or option at the time of
grant to pay ordinary taxes on the full appreciation in value at the earlier of
three dates: (1) the date he elects to pay; (2) the date of sale; or (3) ten years
from the date of grant.

To tax eruployees at the time of exercise when it may be impossible for the
employee in a developing company to obtain cash to pay the tax is totally unrea-
sonable. We appreclate the Senate's efforts to correct this problem last fall,
although we are disappointed that no formal action has yet been taken by the
Treasury to alleviate a serious and oppressive problem.

The National Venture Capital Association and the Nationa] Association of
Small Business Investment Companies both have issued or plan to issue formal
tax revision proposals to enhance capital formation for growth businesses.

We urge you to review these important proposals remembering that the United
States Government effectively owns 50 percent of each successful small business
with little or no investment (i.e., through the 50 percent Corporate Income Tax)
and that these small businesses of today are the big businesses of tomorrow.

Thank you for your attention and I will be pleased to try and answer any ques-

tions you may have.

NATIONAL VENTURE CAPITAL ASSOCIATION—A PROGRAM OF TAX REVISION PROPOSALS
To ENHANCE CAPITAL FORMATION FOR SMALL BUSINESS

The broad objective of the following program of Federal income tax revision
proposals is to encourage the formation and growth of new small businesses in
order to encourage innovation, to develop technology and to stimulate
employment.

This program is presented by the National Venture Capital Association as an
addendum to its position paper “Emerging Innovative Companies—An Endan-
gered Specles.” As discussed in the position paper, these small to medium-sized
companies, which make a disproportionately large contribution to job ctreation
and production of federal tax revenues, are denied access to traditional sources
of capital at reasonable cost and are either constrained in their growth or
penalized for it. The proposals set forth below would increase the availability of
external investment capital for such companies, allow additional internal financ-
ing of growth through some increased cash flow and allow these companies to
attract and motivate key personnel. The impact of this program on federal tax
revenues would be more than offset by the benefits of an increase in private sector
employment and the future tax revenuves generated by increased economic growth.

Capital investment is the most powerful job creator in a free enterprise sys-
tem, with each dollar of investment contributing several times its value to eco-
nomic activity and employment. The most meaningful incentive to capital
investment is a substantial differential between the rate of tax paid on realized

92-201 0~ 177 -6
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capital gains and that paid on ordinary income. With a sizeable differential,
corporations are encouraged to retain and reinvest thelr earnings in new plant
and equipment rather than paying earnings out in the form of dividends because
shareholders then prefer such reinvestment and the resulting increased value of
their stock as opposed to dividend income. During the 1950's and 1960's when
capital gains were taxed at 25 percent and dividends and interest were taxed at
rates a8 high as 91 percent the United States became the most powerful indus-
trialized country in the world. In recent years the differential between capital
gains and ordinary tax rates has been decreasing (capital galns rates are now
as high as 50 percent for individuals and ordinary income rates are at a maximum
of 70 percent) and, logically, we have seen an erosion of capital investment.
Certain of the proposals in the program set forth in this paper seek to restore
a substantial differential between capital gains and ordinary tax rates for invest-
ments in emall businesges with the objective of stimulating investment by share-
holders in smaller, growing companies and, in turn, stimulating these companies
to expand rapidly and create new employment opportunities. It is only through
such a constructive program of tax incentives that the future of our free enter-
prise economy, and the place of smaller more aggressive companies in it, can be

assured,
1, QUALIFIED SMALL BUSINESS INVESTMENT CAPITAL GAINS TAX DEFERRAL

Proposed legislation.—Amend the tax code to provide for a deferral of caiptal
gains tax liability arising from the sale of a Qualified ‘Small Business Investment
to the extent that the proceeds of the sale are reinvested in one or more other
Qualified Small Business Investments within the twenty-four months after the
sale. A Qualified Small Business Investment is defined as a security or securities
purchased directly from a Small Business. A Small Business is defined as any
corporation, partnership or proprietorship having less than 1,500 employees.

Eaisting Legislation—Capital gains arising from the sale of securitles are
taxed in the fiscal year of sale.

Commentary.—There is presently a shortage of capital for Small Businesses
which is heightened by the current tax law that provides a disincentive to in-
vestors to roll over their portfolios by taking away a portion of the proceeds
when a sale is made. A Qualified Small Business Investment capital gains tax
deferral would provide proper incentives to investors in Small Businesses to
roll over their portfolios more often and to reinvest the proceeds of a sale in
other Small Businesses. The federal government would not -lose tax revenue
under this proposal; it would merely defer receipt of the revenue as long as the
funds were being put to a productive and socially desirable purpose,

The enactment of this proposal would also reduce the Internal Revenue Code's
inducement to owners of independent businesses to sell out (when they wish to
sell out) to-large corporations, whose shares are actively traded, in tax-free
reorganizations so that they can postpone the capital gains tax on the sale. Un-
der the proposal urged here owners of independent businesses whose investment
was made while the business had less than 1,500 employees could sell the busi-
ness to any buyer or group of buyers for cash and postpone the capital gains
tax by reinvesting the cash in another business or businesses that had less
than 1,500 employees within the two years following the sale,

II, BLIDING BCALE FOR CAPITAL GAINS TAX RATE FOR LONGER TERM QUALIFIED BMALL
BUBINESS INVESTMENTS ’

Propoged legislation—Limit the total tax on capital gains realized by any
taxpayer on sales of Qualified Small Business Investments (as defined in pro-
posal I, above) to a rate of 80 percent if the investment is held for less than §
years, 26 percent if it is held for § years or more but less than ten years and
1214 percent if it is held for 10 years or longer.

Ezisting legislation.—Currently capital gains are taxed at 30 percent for cor-
porations and at rates up to 50 percent for individuals with no differentiation in
holding period other than that required to qualify as a capital asset.

Commentary.—It requires a considerable number of years and substantial risk
to start a business and bring it to a level of sustained financial independence.
Adjusting holding periods and capital gains rates with respect to Qualified Small
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Business Investments would encourage investors to invest in Small Businesses
and to retain their investments in Small Businesses for longer periods and thus
reward the financing and continued support of new businesses. These investors
would be more interested in capital gains than current income and hence would
encourage the businesses to plow back their earnings to achieve greater growth
rather than disbursing their earnings to pay greater dividends, The plowing
back of earnings by young businesses is an important source of capital invest-
ment in this country. The increased capital investment that would result from
this proposal would help create thousands of jobs and build the country's tax-
base to the point that would more than compensate for the capital gains tax rev-
enues lost. Furthermore, the disincentive to sell a Qualified Small Business In-
vestment after the investment had been held for a lengthy period of time would

be substantially reduced.
X1, S8MALL BUSINESS JOB OREATION TAX CREDIT

~

Proposed legislation.—Provide a permanent tax credit of $2,100 per employee
for each net new employee hired by a Small Business (as defined in proposal
I. above) with no limitation on the amount of the credit and with a carryover
from year to year for amounts of the credit earned but not yet used to offset tax
liability. Net new employment would be defined as the increase in the average
number of full-time employees from one flscal year to the next. Average em-
ployees would be computed by averaging the number of full-time employees at
each payroll period during the fiscal year.

Eaisting legislation.—President Carter has just signed into law a tax bill con-
taining a temporary (for the years 1977 and 1978 only) tax credit for employers
hired after the employer's payroll has grown 2 percent from the previous year.
The employer’s normal deduction for wages must be reduced by the amount of
the employment tax credit, and there is a limit of $100,000 upon the amount of
employment tax credit claimable in elther year.

Commentary.—An increase in private sector employment is the only permanent,
productive way to solve our country’s unemployment problem. A stronger job
creation tax credit for Small Businesses would both provide an incentive to
young companies to hire additional workers and increase their cash flow (through
reduction of tax) to fund business growth. Loss of federal tax revenue should be
more than offset by the increased transformation of unemployed workers sup-
ported by public assistance into productive, tax-paying private sector employees.
There is no reason to put a maximum limit on the amount of the proposed credit
that can be claimed in any one year. A $100,000 limit restricts the number of new
employees for whom the benefit can be claimed to approximately 50. There is no
need to adopt this limit for Small Businesses, which should be encouraged to
grow as fast as their businesses permit and which in any event no longer qualify
for the proposed credit after they have reached 1,500 employees.

IV. SMALL BUBINESS INCENTIVE 8TOCK OPTIONS

Proposed legislation.—Amend the tax code to allow a key employee of a Small
Business (as defined in proposal I. above) who is the recipient of an Incentive
Stock Option, and who does not elect to be taxed in the year of grant on the then
value of the option, to defer payment of tax from the exercise date of the option
to the earlier of the year of sale of the underlying stock or ten years after the
grant of the option. Only key employees of Small Businesses would be elif ible
to receive Incentive Stock Options, If the option were exercised while the issuing
company had less than 1,500 employees, the stock so purchased would be a
Qualified Small Business Investment eligible for the benefits of proposals I. and
II. above. The taxation of ordinary stock options would not be affected.

Existing legislation—The Tax Reform Act of 19768 eliminated the Qualified
Stock Option. Under current law an employee who elects not to be taxed in the
year of grant at ordinary income rates on the then value of a stock option and
who subsequently exercises the stock option is taxed in the year of exercise at
ordinary tax rates on the difference between the exercise price and the market

e at the date of exercise,
vaé'“ommentary.—Smaller companies depend upon stock incentives to attract and
retain key employees as they cannot afford the high salaries pald by larger
companies. The current law unduly penalizes key employees of smaller companies
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who often must sell optioned stock at the time of option exericse in order to pay
the required tax, yet are unable to gell the stock obtained from exerclsing the
option due to the limited or illiquid market for the stock. NVCA's proposal does
not suggest a reduction in tax (other than as provided by proposals I. and II.)
but merely a deferral of the tax until the employee is able to sell his stock to
. generate cash to pay the tax.

Senator Byrp. This hearing will stand in recess until 9:30 tomorrow

morning. .
[Thereupon, at 1 p.m, the subcommittee recessed to reconvene Tues-

day, May 17 at 9:30 a.m. ]



INCENTIVES FOR ECONOMIC GROWTH

TUESDAY, MAY 17, 1977

i U.S. SENATE.
StvncodMITree 0N TaxaTioN axp Dent MANAGEMENT
GENERALLY OF THE COMMITIEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 9:30 a,m., in room 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee), presiding. Ly _

Present: Senators Harry F. Byrd, Jr.. of Virginia, and Curtis.

Senator Byro. The hour of 9:30 having arrived, the committee will
come to order. -

I would like to take this opportunity to welcome the witnesses for
this second day of hearings be}ore the Subcommittee on Taxation and
Debt Management on the topic of incentives for economic growth, The
purpose of these hearings is to permit the business community to
present views about the effect of tax policy upon economic growth and
to evaluate various proposals which are now being advanced on this
topic,

I,\s I emphasized to the witnesses on the first day of testimony, the
subcommittee hopes that the witnesses will avoid the temptation of

iving it a shopping list of proposals. Instead, it is the subcommittee’s
ope that the witnesses will concentrate on two or three measures
which they consider to be the most important in encouraging economic
growth and employment, ’

Today’'s hearings will begin with the testimony of Dr. Charls E.
Walker, American Council for Capital Formation. )

Dr. Walker, we welcome you again to this committce. You have
been before the committee many times in the past. I might say that
you have the confidence of this committee to a very high degree. and
certainly the confidence of the chairman of this subcommittee to a
very high degree. We are pleased that you are with us today.

You may proceed, Dr. Walker, as you wish.

STATEMENT OF DR. CHARLS E. WALKER, FORMER DEPUTY SEC-
RETARY OF THE TREASURY AND CEAIRMAN, AMERICAN
COUNCIL FOR CAPITAL FORMATION, ACCOMPANIED BY DR.
RICHARD RAHN, EXECUTIVE DIRECTOR, AMERICAN COUNCIL

FOR CAPITAL FORMATION

Mr. WarLker. Thank you very much, Mr. Chairman. I appreciate

those words and I am very happy to be here,
(81) -
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I am Charls Walker. I am Chairman of the American Council for
Capital Formation and I am accompanied, by our executive director,
Dr. Richard Rahn.
~ The council, Mr. Chairman, would like to commend you and your
colleagues for scheduling these hearings; we believe them to be both
timely and highly worghwhile. The council is convinced that this Na-
tion 1s confronted with an increasingly serious and potentially crip-
pling problem—an impending dearth of the real capital so bad
needed to help us restore full employment, contain inflation, and bal-
ance our international transactions. .

Inasmuch as Federal tax laws are biased strongly in favor of con-
sumption, the saving and investment that promotes and represents real
capital formation is impeded. Therefore, the subject is very much in
the domain of Congress in general, and the Senate Finance Committee
in particular.

t me say a few words about the American council. Dedicated to
productive tax reform that will remove the bias against capital forma-
tion in our tax laws, the council is supported by a diverse and fast-

owing group of individuals, businesses, and other organizations.
%ith supporters throughout the Nation, we hope soon to increase our
effectiveness in educating the public and persuading Congress as to the
merits of our case by establishing regional councils. Except: for the
executive director, the officers of the council serve without pay.

My statement is brief. First, I would like to review some evidence
and views as to the existence and size of the “capital shortage.” Then,
I shall summarize the tax actions that the Senate Finance Committee
could recommend to help eliminate that shortage. :

Two quantitative estimates deserve mention. In 1975, a study by a
distinguished group of economists, sponsored by the Brookings Insti-
tution, concluded that this Nation might just skirt the edge of a severe
capital shortage—-—provided we returned quickly to full employment
and attained, first, a balance, then a surplus, in the Federal budget.
fl‘i'leedless to say, none of these developments seems likely in the near

ture.

Also in 1975, the Bureau of Economic Analysis of the Department
of Commerce concluded that business fixed investment must increase
from the 10.4 percent of gross national product of the preceding
decade to 12 percent through 1980. It is discouraging indeeg that the
actual rates are lagging far behind those mention£ -

Turning to expert opinion, I can do no better than cite Secretary of
the Treasury Blumenthal, who is both a trained economist and former
chief executive of a major corporation. Earlier this year, he put it
aptly when he said :

We do have a capital shortage, in the sense that growth of physical plant and
equipment is lagging behind the rate of expansion required to reach a full employ-
ment economy.

The Secretary noted that although recent growth rates in the stock
of physical capital may be resEectable by historical standards, it has
not grown commensurately with the labor force.

In the first half of this decade, the average amount of business capital per
worker grew at only half the rate at which it has been.growing in the 1950's and
1060's. In other words, we were not providing tools of production as fast as the
growth of workers to use them.
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This statement should not only convince any impartial observer of
the case for far more capital formation, it should also carry home the
message that what is at stake is not simply arcane matters that econo-
mists like to discuss, but the bread and butter issue of jobs for a grow-
in% labor force.

f I might paraphrase the Secretary, he was simply saying that jobs
cost money—money in the form of savings to buy or build the tools
that workers need. -

Skeﬁ)tics argue that these points can never be gotten over to the
typical American, That’s not true; in fact, the American people are
already deeply concerned about the impending capital shortage, al-
though most people don’t think of it in those terms.

Consider, for example, a survey by the highly regarded Cambridge
Report in 1976. To be sure, only a fraction of the respondents could
come close to defining “capital” and its function in our economy, but
64 percent professed to believe that there is a serious problem involved
in raising the dollars needed for business investment in the years ahead.

And, as the Opinion Research Corp.—another highly regarded or-

anization—reported last year, this concern is shared by leaders in
%Vashington. specially significant are the views in Congress, where
78 percent of those surveyeﬁnstated that over the next decade the short-
age of investment capital facing U.S. industry would either by very
serious—57 percent-—or somewhat serious—21 percent.

Before turning to the specific tax measures that will help close the
capital gap, I might simply note in summary form some of the reasons
that productive tax reform is difficult to achieve, even though the case
for it is so strong, As I testified before the full Senate Finance Com-
mittee on March 9: \,

(1) The types of tax reduction necessary to aid saving and invest-
ment are criticized by the press and others as mere han%outs to cor-
porations and “Fat Cats”; and (2) the Government cannot afford the
supposed revenue loss that would result.

either of these arguments has merit. Corporate tax cuts are passed
on to consumers as lower prices or back to workers and the savers and
investors who govide the funds to buy or build the tools needed b;
our growing labor force. As to revenue losses, experiences since Worl
War II has proved time and again that reducing the excessively heavy
tax burden on business—that 18, on saving and investment—tends to
increase, not reduce, Federal revenues,

This is especially true when, as now, the Nation’s economic resources
are underemployed, thereby permitting significant increases in output
which in turn boost the incomes of both workers and businesses, thereby
widening and increasing the size of the Federal tax base,

- A few moments ago I handed you a couple of charts, Only the first
one is relevant to the discussion I am making here. I thought this
morning I might Xerox these and bring them up.

Senator Byro. May I ask, when you say “a couple of charts”"—

Mr. WaLkER. There are two charts on one page; I am referring to
the one on the lefthand side. These are Federal Government receipts
over the past 30 years or so.

This is taken from the Federal Reserve System’s historical chart
book. I have put some lines in for the three major tax cuts, business
and personal, that have occurred since World War I1.
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Take the 1948 cut at the lefthand side of the chart. Note the surge
in Federal revenues in both personal taxes and corporate profits taxes
that occurred within 2 years after the cut. To the extent that the
reduction was effective in bringing the economy back to acceptable
levels of operation, generating higher incomes and profits, that meant
more revenue to the Government,

Take again the cut in 1963, and you will recall the investment credit
had been put in place a year earlier in 1962. Again, at that time, we
had very large estimates of revenue loss on the part of Treasury and
congressional staff, but again, the tax cuts paid for themselves, in
effect, in terms of revenue, within a very short period of time. ;

You may recall that I was up here in 1971, as a Treasury official,
asking for reinstatement of the investment tax credit and congres-
sional ratification of the Asset Depreciation Range—accelerated de-
preciation—and also some personal tax cuts. Again, Congress agreed
and we had a surge in revenues.

Now, in those instances—particularly the first and the third—the
economy was operating with a great deal of slack. At the same time,
I think the tax cuts themselves must be given some credit for helping
to bring the economy back.

Experience definitely indicates that soundly structured business
tax reductions can raise, rather than reduce, revenues.

“pRODUCTIVE” TAX REFORM

Few politicians come to Washington without first promising the
home folk that they will work all out for tax reform. They have read
in newspaper after newspaper, and have been told over and over again
by broadcast journalists, that the U.S. Federal income tax system is
shot through with billions upon billions of dollars of tax loopholes
iust ripe for the closing. Moreover, they believe, the “take” will be so

arge that the revenue so raised can be used to reduce significantly
taxes for those with low or middle incomes.

Not so. After a relatively short time in Washington, newly elected
officials realize that the loopholes are nothing of the sort—they repre-
sent preferences in the Tax Code which Congress has carefully re-
viewed time and again. Remaining inequ.ties in Federal individual
income tax—which is basically fair—should be eliminated. But truly
productive tax reform lies not in time-consuming, contentious and
often misguided efforts to plug every so-called loophole; it consists
instead of lasting structural changes to serve more effectively the
Nation’s social and economic goals.

As to the latter, the American Council recommends that your sub-
committee give serious consideration to: ‘

Reducing the corporate tax rate; !

Liberalizing tax treatment of depreciation of equipment and struc-

tures;

Increasing the investment tax credit, easing restrictions on its use,

and making 1t permanently and fully refundable; _—
Reducing double taxation of corporate dividends; and

Reversing the sharply upward trend in taxes on capital gains.
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I shall be happy to respond to questions concerning these various
npﬂzoaches.

t me simply add in closing that the argument that will be pre-
sented in strongest terms against any of these measures is at the same
. time the weakest—namely, that we cannot afford any significant moves

in this direction because of the resulting loss in revenue to the Federal
Government.

Speaking professionally, I do not believe that reasonable reductions
in the business tax burden would cost the Treasury one red cent in
revenue. To the contrary, I think they would sharply boost such
revenue for reasons noted earlier.

And, at this particular juncture, the net gain to the Nation’s econ-
omy could be great indeed. This is because business leaders are almost
desperately searching for signals from Washington before committing
funds for investment in new plant and equipment—a sector, I might
note, that has been unusually slow to respond in what is otherwise a
very strong business recovery. o

I can think of no better “signal” than lasting and significant tax
measures to promote capital formation—in other words, effective
steps toward truly productive tax reform.

Thank you very much.

Senator Byrp, Thank you very much, Dr. Walker.

Let me ask you this, Is there indeed a capital shortage or is it
really a lack of confidence that keeps the capital hidden, so to speak,
unutilized, perhaps is a better word.

Mr. WaLker. I think there is both a “capital shortage” and a lack
of confidence. I think it might be useful to break this down in terms
of the situation right at the moment—shortrun factors—and the situ-
ation over the next two or three decades.

Over the next two or three decades, I think that some fundamental
changes are in order, not only in the tax system, but in respect to regu-
lation of business as to what we do, for example in the pollution area.
This is vital from a longrun standpoint.

At this juncture, we have not what I would call a crisis of confidence,
but we do have insufficient confidence in the business community to
generate at this stage of the business recovery the type of capital for-
mation—plant and equipment spending—which we should have,

I do not, as some do, attribute that solely, or even primarily, to the
actions of the new administration, With respect to some of their eco-
nomic policy actions, I applaud them heartily. I think the President
has made it very plain that he thinks that inflation must be brought
under control if we are going to solve our unemployment problem—

and I think he is 100 percent correct. .
What we are coming out of is a traumatic decade. We have had ups

and downs, almost “stop-go” policies, with results we have noted in
other countries for vears. As a result, the businessman thinking about
committing a sizable amount of money in a risky investment that
will only pay off down the road, 3, 4, 5, 8, 10, 15, 20 years from now,
depending on the nature of the project, is asking himself, can I be
confident that the market will be there when this investment comes

to fruition?
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The other point 1s, yes, right at the moment, given this stage of the
business cycle, there is plenty of financial “wherewithal,” a lot of
funds, and our economy is capable of generating large amounts of
savings that can go into investment—but that flow is impeded by this
fear about the future.

Senator Byrv. On the five recommendations that. you make with re-
gard to taxes, I assume that the No. 1 priority, if you made a decision
yourself, would be to reduce the corporate tax rate.

Mr, WaLker. Yes, sir.

Senator Byrp. The other four would be secondary to that?

Mr. WaLker. Economically speaking, yes. I would like to start de-
vising an entirely new tax system, but we are not going to do that, es-

ially when I read in the paper that the President’s proposals may

up here in a matter of weeks. I am concerned about that. I am
concerned about how comprehensive and how well integrated those
proposals will be.

Senator Byrp. We should take the time to get something well
thought out and desirable, rather than rushing through and get some-
thing half baked.

Mr. WaLxker. I thought that Mr. Carter in the campaign made one
of the most sensible statements ever made by a man running for the
Presidency. He said, it will take a full year of study before he would
send recommendations to the Congress for tax changes, and that is
what it needs. <

Senator Byrp, I think you are right. How long did it take—you
were involved in the Tax Reform Act &f 1969 ¢

Mr. WaLker. Reluctantly.

Senator Byrp. That took quite awhile. And the Tax Reform Act
of 1976 took pretty close to 4 years, as I recall.

Mr. WaLker. It took quite a long period of time and then the really
basic questions that I am referring to here were not treated because
attention was taken up with “who struck John,” loopholes, that kind
of thing, instead of getting into the fundamentals of capital formation.
I wish the administration would take more time in going through
this whole thing,

Senator Byrp. In advocating a reduction in corporate income taxes,
are you not basically saying that the business profits are too small?

Mr, WaLker. I am saying, first of all, when you start asking wheth-
er corporate profits are too small or too large, we tend to get into an
exercise that, to me, is somewhat fruitless,

Someone takes a neriod of 10 or 15 years ago and notes where we
are relative to then. You get into all sorts of arguments about method-
olooy and what have you.

Much more important is the fact that Secretary Blumenthal points
out, and others have pointed nut—including the Washington Post
and the Congressional Budget Office—the fact that we are putting
much too little plant and equipment in place relative to the growth
in the labor force.

Cornorate profits after taxes, are not high enough. The after tax
rate of return on new investment is not sufficiently high to pull those
funds into the investment that I am talking about.
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Senator Byrp. You have to talk about profits after taxes.

Mr. WaLker. It is what gets down to the bottom line after taxes
that makes the difference. I do not argue with people who say that
profits are too high or too low, getting back to these fundamental
noints of tax return and cashflow, even though your profits are high,
if you do not have the cash flow——

Senator Byrn. What assurance do we have that the profit will be
reinvested in plant and equipment ¢

Mr. Warker. In the American system you haye to be competitive.
If you do not modernize and invest, and your competitor does, you
will be left at the starting gate. To prove this, we can go back and
check the record. We have deaed industries all over the place that
failed to keep up with the Joneses in that respect.

Senator Byrp, You have on your list both a liberalization of the
tax treatment of depreciation and an increase in investment credit.
Do you think it is realistic to seek hoth ¢

Mr. WaLker. Let us take the investment tax credit first. It comes
under criticism from various quarters. As you know, it was originally
proposed by President Kennedy. It has been on and off a couple of
times, Now it seems to be accepted, generally, by the public, the busi-
ness community and the labor community. The credit should be per-
manent, to reduce uncertainty, and refundable, to be fair.

. The tax treatment of depreciation: Two points. We are lagging
very, very much behind our competitors abroad. Almost all of them
have much more liberal depreciation systems than we do.

Second, we have had a tremendous amount of inflation. A machine
that cost $100,000 15 years ago, now worn out or obsolescent, may
have to be replaced by a machine costing $500,000. Depreciation re-
serves obviously are inadequate. We are “underdepreciating” our
plant and equipment.

I would a,x(;gue that both improvement in the investment tax credit
and liberalized depreciation are justified.

Senator Byrp, In regard to the investment tax credit, I think, as
you have indicated, the most important thing about it is for the
Congress to make a decision and leave it alone. We put it on, take
it off, put it on, take it off. I do not see how business can operate over
a period of time in that fashion.

Now, when you say increasing the investment tax credit, do youy
mean going beyond the 10 percent {

Mr. WaLker. I would prefer a 12-percent credit, yes.

Senator Byrp, I guess you would probably prefer a 14-percent
credit. There has to be a limit on what you can do.

Mr. WaLgEr. Let me make an absurd statement. I would not prefer
a 50-percent credit or & 30-percent credit. When you get up toward
12 or 15 percent, that is where T would start looking very strongly
at these other things and say, we have probably gone far enough wit
the investment tax credit—Ilet’s do something on depreciation, maybe
something to integrate the corporate and individual tax, and so on.

I would like to see that permanent, and “cleaned up” with respect
to restrictions and refundability. I would like to say, “there it is”,
and look at these other things, such as depreciation. .

Senator Byrp. I support the investment tax credit, but I think
there has to be a limit to it. I reluctantly supported this past month
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going ftom 10 percent to 12 percént. In:the future a 10
ment tax credit is about as faras I want to go. o

Mr. WaLker. Almost as good as 12 percent.

Senator Byrp. If you choose between liberalizing the tax treat-
ment of depreciation or increasing the investment tax credit, what
would be your preference?

Mr. WaLkERr. [ would have to see what you are talking about in terms
of liberalization of depreciation. If we were willing to bring our sys-
tem much more closely in line with our major competitors abroad,
I would be gung-ho for that as a high priority.

I think that we tend—let me put it this way. I get upset with some
tax experts. We are not sure about the ultimate incident of the cor-
porate tax. We have an imperfect system,

But some of these people insist that within the total of this imper-
fect system, all of the moving parts have to fit together very smootﬁly.
So, you start talking about lives of assets and these very complicated
things that keep a lot of people in the Internal Revenue-Service con-
stantly at work.

Why not just adopt a simple thing—like 5-year deFreciation for
equipment and 10 years for buildings? The experts will argue about
class lifes and so on. I say, so what? We are trying to promote capital
formation. We are trying to simplify it. We should simplify it in the
business tax area as well ag the individual tax area. Why try to provide
“internal” consistency to a business tax system that makes no sense—
repeat, no sense—overall ¢

y not go further than that? Why not say businesses can write
assets off at any rate they want? Have a full “recapture” provision.
There would be an interest-free loan, in a sense, but if a business wants
to write it off now, it would pay bigger taxes later. I would especially
recommend rapid write-offs for publicly mandated investments—that
is, for pollution control—that are not going to increase output.

Senator Byrp, I think that an increase in the depreciation rate would
be—on an overall basis—more helpful to more businesses than the in-
vestment tax credit would be.

Would you be inclined toward that view, or not$

Mr. WALKER. It could be a rather significant move.

You may recall, in the summer of 1961, Secretary of the Treasury
Dillon set forth some considerable changes in depreciation schedules
having to do with textile industries. A year later, he ordered even more
gignificant changes for industry as a whole.

Early in 1971, we announced, when I was in Treasury, the “asset de-
preciation range.” It was challenged in the courts. You people in Con-
gress were good enough to ratify that on a legislative basis.

All of that has been constructive.

All of that over the last 16 years or.so has moved us only a short
way. If you are talking about moving us much farther, I would say
that would be a very high priority. To many businesses it would be
more important than liberalizing the investment tax credit.

Now, to your labor-intensive industries. Item No. 1 is the most im-
portant, decreasing the corporate tax rate. They do not have large
amounts of equipment to earn the credit or to depreciate.

You have to put all of these things together.

percent invest-
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An important point is that we come out with net réduetion of taxes
paid by business in the short run. Then, given some time, and I would
say that the Government. would get it all—and more—back. I am ver
disturbed by discussions which I have had with some Treasury offi-
cials and with some Members of Congress, who say, well, if we do one
of these five we have to offset that byghitting you harder on one of the
other five. I think that is wrong.

Unless this Congress can come up with measures, net reduction in
taxes to gromote capital formation, then I think the exercise will be
futile and even counterproductive.

Senator Byro. In regard to depreciation, it seems to me in the long-
run the Government does not lose by a liberalization of depreciation.
It may lose in a particular year, but it will gain in other years. I am
very much inclined to liberalizing the depreciation allowance and
that would put us more nearly equal with countries like England and
Canada. I do not recall what the other countries are doing, but most
of the industrialized countries, is it not correct, permit a much higher
depreciation, than we do.

r. WALKER. Their depreciation recovers the total amount of the
investment within a much faster period of time than we have.

Yes, sir. I agree with you very much on that score. People make the

argument that business is going to continue to grow, continue to
invest, and that there is never quite a catch-up in the revenues that the
Treasury is giving up. I think their argument is totally without
merit.
The purpose of accelerated depreciation is to get that additional in-
vestment and if, in the process, you defer some taxes—well, the de-
ferral of the tax liberalization 1s to get the investment and capital
formation.

Senator Byrn. That tends to stimulate economic activity.

As I see it, it is better to stimulate it that way than to put billions
of dollars from the Treasury in boondoggle projects as Congress has
been doing and the administrations have been recommending for a
long time. I am going to skip No. 4 for a moment and go to No. 5:
reversing the shar]illy upward trend in taxes on capital gains,

I have reached the conclusion that Congress made a mistake in 1969
when it took the course of action that it took at that point. What is
the top capital gains rate at the present time{

Mr. WALKER. It depends, sir. When you have to wind in a number
of factors—the Federal rate, the minimum tax and a number of other
factors. Sometimes the Federal rate, exceeds 45 percent. I have seen
statements by some people, experts, that it gets higher when you add
State rates. In many States, it can be above 50 percent.
mgenMr Byrp, We ought to talk, it seems to me, about the Federal
Mr. WaLker. The Federal rate can get above 40 percent. It can ap-
proach 50 percent. In other words, we have, in some cases, doubled
;lge maxirgxum taxable rate on capital gains since 1969, It used to be

reent. .
enator Byrp. I do not see how it gets up to a figure like that.
Mr. WarLxker. I will work out an example for the record.
Senator Byrp. I wish you would and then give another example,

Jeaving out the minimum tax.
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Mr. Warxer. All right. We will do both. '
Senator Byro, My impression has been, except for some isolated
" . cases, it works out to about 37 to 38 percent.

Mr. WaLker. That sounds about right. That is an increase of 50
percent of what it was over the 25-percent rate in 1978. It is bound
to affect not only capital formation, but the type of instrument used
to help capital formation mainly equity stocks, where most of the risk
money tends to come from. So, it is doubly deleterious,

Senator Byrp. It hag had a negative effect on economic ectivity.

Mr. WaLker. Yes. I would agree with that through the impact it
has on whether individuals, particularly high income individuals, will
put their money out at risk, because it has lowered the rate of we-
turn, ' ’
Senator Byrp. When you get to No. 4, I approve of the principle
of trying to reduce, possibly eliminating double taxation. Explain to
me how that can be done,

Mr. WaLger. Well, sir, there are several ways. When you say you
can’t get your nind clear on it, you are part of a large group in this
country. )

Let me cay first of all that intensive studies are underway, partic-
ularly in the business community and our own Council as to the
various aiproaches to reducing double taxation.

To, make my answer short, let me put it this way: There is no
question but what a strong case can be made for some of the ro%)osa,ls
on an equity basis, because the tax to the individual stockholder finally
can become so high, particularly in those cases where corporations and
individuals are paying high marginal rates. -

Let me just describe two of the plans that are being discussed now
and say a word or two about them.

One plan would permit, or grant, a refundable credit to the stock-
holder on his individual income taxes, for all or part of the corporate
taxes paid on his behalf,

There are some in the business community that will support this
approach. But to the extent that a large amount of the funds devoted
to business fixed investment come out of retained earnings, to grant
the entire tax reduction to the stockholder—although there 18 no
doubt that over a period of time it will make markets better and it
will promote capital formation—in the short run that particular cor-
poration has no more money to invest frcm retained earnings, which
18 g:rhaps the major source of new capital formation.

nator Byro. It is not disadvantaged by it?

Mr. WaLker. But proponents of this approach say co:xomtions can,
since stockholders benefit from a credit, reduce their dividends and
thereby increase retained earnir.gs.

Well, I am not so sure whether corporations can reduce their divi-
dends or not. Tax credits or not, that might. be unacceptable to
stockholders.

Moreover, much of the common stock in this country is owned by
tax-exempt organizations—pension funds, foundations and so on, and
th%have planned payouts in the years ahead.

e tax credit means nothing to them. They could be receiving a
reduced income flow in the form of dividends. You have those

problems,
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* Another-approach is to permit corporations to deduct dividends
Eaid in the same manner that they deduct interest on debts. This will
ave the great advantage of reducing the bias in favor of debt financ-
ing and help stimulate equity financing. Also, corporations might share
some of that by paying out somewhat higher dividends, but not all of
the gain. And so, a8 a consequence, you will have both a shareholder
who wants to buy more stock and you will liave the corporation with
more to invest. :

That is not as “l)olitically apleing as the stockholder credit, which
sup ly benefits individuals instead of corporations. -

ecretary of the Treasury Simon, in one sense you might say with
the wisdom of Solomon, sent a proposal ug in 1975 that would combine
the two. Let corporations deduct half of the dividends paid and let
individuals take a credit for 50 percent of the dividend that they
receive,

I would not be surprised if somethii:g down the “middle,” like Mr.
Simon recommended, might not be the final outcome.

The only other point I would want to make is that some people have
said, well, if we go to an integration plan that “costs” $8 billion—and
I put “costs” in quotes, since I say that we can recover these revenues
over & period of time—then the business community has to give up
something among these other five carital formation proposals. I think
that is very wrongheaded. That will not give us the type of net stim-
ulus to capital formation that we need.

This is why I am concerned that the administration is talking about
getting this proposal up here so soon. This is an area that is under-
going constant analysis. Everytime we look at it, some new factors
come in that have not been considered before,

I do not think we are ready to move in this area at this time,

Senator Byrp. You do not think we are ready to move in this area !

Mr. WaLker, I do not think we have thought out fully enough——

Senator Byro. You just recommended that we move in this area.

" Mr. WarLker. I recommend that we do it only in a time frame where
we have time enough to think it out. My point was in terms of moving
right into it in either June or July. I would still like to get started on
all of these as soon as possible.

What is the best approach to integration # That is the question.

Senator Byrp. Do you think the administration is going to recom-_
mend one of these proposals?

Mr. WaLker. The indications are that they favor a stockholder
credit approach.

Senator Byrp. From a realistic point of view I took that to mean

ﬂl::t they would probably recommend a $100 credit, or something like
that,
Mr. WaLker, I do not think that is what they have in mind. As
Secretary Blumenthal said-—incidentally, in his appearance on “Issues
and Answers” on Sunday, he made an interesting statement ; the press
has not paid much attention to it.

Secretary Blumenthal was taken up by reporters who noted that
the President said in his recent press conference that his total tax
package would be balanced, it would not lose any revenues. Does that
mean, Secretary Blumenthal was asked, that any rate reductions will

be offset by rate increases?
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It was very encouraging when he answered, no, it does not mean
that at all. There are some taxes that can be cut—I would say ri-
marily business taxes—which would actually generate revenues. ’I?his
indicates that Secretary Blumenthal is going to do something that
this committee in general, and Chairman Long in particular, has
recommended for a long period ¢f time thai ilic Treasury in its rev-
enue estimates of tax actions, take into account feedback, or the stim-
ulative impact on incomes and profits.

Still, so much of the talk is that if we’re going to have $8 billion in
integration with stockholder credit, or whatever, business has to
give up $8 million or so, or a large portion of that, in depreciation,
the tax credit, or what have you. That is very disturbing and would
be highly counter[}roductive. .

Senator Byrp. It may be disturbing but T am frank to say F do not
ses Congress taking each of these five points and acting on each of
these points.

Mr. WaLker. I do not either. I will say this to you. When the ad-
ministration comes up with its proposals and it gets (o hearings the
American Council will be here with specific recommendations,

I would like to see the Congress start moving in all of these areas.

You do not see the Congress doing that. I do not see the Congress
doing that, But in order to set priorities I want to know what sort
of integration program they propose. I want to know what they want

to do about depreciation.

Senator Byrp. Yes. .
On the integration proposal, I was rather startled to read a head-

line that the Americans for Democratic Action recommended the elimi-
nation of the corporate income tax. When I read the fine print, I find
that they want to charge the stockholder with a total profit of the
corporation. What that means is that a person, whether a widow or
whomever it might be, normally would be entitled to $300 in dividends
which she has been paid, but she is charged by the Internal Revenue
with having received $1,000 in dividends.

I do not believe that that is going to encourage investment. It is
going to make it impossible for many people to own any securities.

Mr. WaLker. I had exactly the same reaction when I picked up

- the paper.

Senator Byrp. They knew what they were doing.

Mr. WaLker. They knew exactly what they were doing.

Senator Byrp. Not only the high income taxpayer. As T visualize
i;;l, it would play havoc with anybody, regardless of what tax bracket
they are in.

L%r. WaLker. It would play havoe, there is no question there. There
are probably a few individuals that may be at a break-even point. On
balance, it would play havoc. R

That emphasizes how difficult it is to get a handle on this whole
integr(:lltion thing when you have several different plans floating
around,

Senator Byro. You have boiled it down to two or three plans, with
the third plan being a combinationrof the two.

Mr. Warker. I think that is'a realistic range. Unless you could
put into effect now a long-range plan aimed at phasing out the corpo-
rate income tax—people say, oh, my goodness, you want to let the cor-
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porations fet awa[)\' without paying taxes. We know the corporations
do not really pay the tax. They are surrogate collectors for the Internal
Revenue Service. The corporate tax is borne by people.

Unless you could move toward an effective phaseout of the corporate
tax and if there is going to be some sort of integration proposal, I
think that the Simon approach, among all that I have seen, combining
the dividend deduction and the stockholder credit, may have the most
merit.

At the same time, I would again emphasize that to me, even the
Simon plan, if put in in full at the estimated cost using the old sys-
tem of revenue estimating, $15 billion or so, if the argument is made
that there has to be an offset by raising business taxes in other ways,
I would say no, I would not be in favor of it. In fact, I don’t think
it would “cost” an%where near that amount—if anything,.

Senator Byrp. Thank you very much, Dr. Walker, This has been
very interesting and enlightening and we appreciate it.

Mr. WaLkEer. Thank you, sir.
Senator Byrp, The next ‘witness is Dr. Michael Sumichrast of the

National Association of Home Builders, accompanied by Mr."Gordon
Smith of Miller and Smith, McLean, Va,. I welcome both of you gentle-

men. You may proceed as you wish.

STATEMENT OF DR. MICHAEL SUMIOHR'AST, NATIONAL ASSOCIA-
TION OF HOME BUILDERS; ACCOMPANIED BY GORDON SMITH,
MILLER & SMITH, INC, McLEAN, VA.

Mr. SumicHrast. Thank you very much. My name is Mike Sumi-
chrast. I am the vice president and chief economist for the National
Association of Home Builders.

Just as a short background, I used to be a home builder. I built
houses in Australia, New Jersey, Pennsylvania, Ohio, West Virginia.
My training was in industrial engineering in Europe. I got a master’s
degree and Ph, D. degree at Ohio State University in economics. Mr.
Gordon Smith is really substituting for his partner, Dave Miller, who
is the president of the Northern Virginia Home Builders Association.
Mr, Gordon Smith is one of the new breed of builders. He has an
MBA from Harvard University and has been actively engaged in
construction for the las* 3 years in the Washington area.

I want to thank you for giving me the opportunity to present my
views in this discussion here today. Some of the things that I am going
to say are not necessarily the NAHB policy, but rather my own.

I will limit my discussion to construction Farticularly residential
construction. I think this is what you would like me to do.

You asked us to concentrate on two or three major, important issues,
and I will touch on these. First, let me just state for the record, when
you look at the total new construction as measured as value put in
place, you can see we were able to capture a smaller and smaller share
of the gross national groduct gince the Second World War. Its share
is actually even less than it was in the twenties and in the period to
just prior to the Second World War., ) ) .

Since total construction is the largest single portion of private
investment, the same thing has happened to that sector. The gross
investment was close to 19 percent in 1949, only 14.2 percent in 1976.

92-201 O« 77-17
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Total construction accounted for 10.4 percent in 1929 and dropped to
10.6 percent in 1960 and 9.8 percent in 1970 and 8.7 percent in 1975
and 8.5 percent last year. It was able to capture a smaller and smaller
part of the GNP.

Residential construction shows the same trend: 6.3 percent share in
1950; 5.4 percent in 1955; 4.5 percent in 1960; 4.3 percent in 1965;
3.2 percent in 1970; 3.6 percent in 1975; and 3.5 percent in 1976,

e point here is simply that our problems are not necessarily of
short duration, but long and of a persistent nature, One of the reasons
that the share of the gross srivate domestic investment and housing
and construction has declined is the Government, led by Federal, State
and local government, has taken a larger share of all the goods and

services we produce.
The other reasun is we have less and less incentive to put money

into structures.

There are three items I wanted to mention. One is that probably the
most important thing you can do is to provide some degree of stability
in construction. This, of course, can only be done if we can obtain
better control over the forces of inflation.

Why is this so important to us in construction ¢ Well, first of all,
investment in construction is generally long term. Investment in a
shopping center goes for many years; investment in a rental project
never goes for months, it goes for years, even decades.

To complete a project from conception to actual occupancy takes at
least 3 and as much as 6 years.

The uncertainty which we are faced with during the period of this
time provides an enormous amount of difficulties in costing up the
Eroject, in getting sufficient equity capital, in making it a successful

usiness proposition.

The construction indust
a period of high inflation.

stability. o
he past 55 years we have witnessed 13 major cycles in which

During t whic
the decline in construction was more pronounced than the decline in

GNP.
One of the reasons why the share of gross private domestic invest-

ment declined—and construction and housing dropped—is that ex-
penditures increased for all three levels of government—Federal, State,
and local. Combined, they take a much larger share of all goods and

services we produce than ever before. . ) )
- Another reason is that we have less and less incentive to provide
, let me elaborate on these issues,

equity capital for construction. Now, let e on thes :
Probably the most important issue facing construction is its instabil-
This carries with it implied risk and discourages investment.

ity.

I/;\n assessment of the latest two cycles shows that residential con-
struction bore as much as two-thirds of the overall decline in the econ-
omy. Thus, the burden was heavily thrust upon one section of the
economy—residential construction—although this economic activity
accounted for only 4 to 5 percent of the GNP, ) .

The second major issue of capital discouragement in construction
centers on Government intervention and regulations, Here the greatest
contribution your committee can make is to stop this trend now and
make & commitment to try to reverse it. Government intervention has

generally does not operate well durin
ousing functions only well in a climate o
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become oppressive : Businessmen find it extr-mely difficult to function.
Government regulations are so costly thst they now account for the
suﬂe largest item of cost increase in housing,

et me briefly show how this impacts on our industry.

Fifteen years ago in February a group of us purchased a private
airport in the Midwest.

’e had it annexed to the city, rezoned and models were opened in
mid-June. The first 50 families moved in before the end of the year,
The cost of the finished lots was about $2,200-$2,500; or approxi-
mately 14-16 percent of the sales price. Streets were FHA specs, with
8-inch concrete base, 2 layers of 114-inch asphalt, curbs and gutters,
driveway aprons, and 4-foot public walks,

There is no possible way that this would be done again in such a time-
span. Three to four years would be a more likely period now.

Time is money and the consumer is paying for that.

There is no way you could do this today for less than $18,000-$20,000

per lot.

The{e are some other things which impact cost and the need for
capital.
isk in building has increased. It is no longer a foregone conclusion
that we can build a project or, for that matter, a house. The uncer-
tainty, as well as the waiting and the redtape, costs money.

Local jurisdictions see real estate as a natural target for taxation to
solve their fiscal problems. Most of them are in trouble and now they
collect revenues up front, before the development starts.

Environmental costs are adding an enormous burden on the ulti-
mah; consumer. If people knew what this does to prices, they would
revolt.

Probably the most damaging part of the environmental cost, one
which we here in Washington are so intimately familiar with, is the

sewer moratoria.
This restricts the supply of usable lots and has doubled, tripled, or

quadrupled the prices of lots.

This happened at the time when demand for housing was much
higher than ever before. The new generation of postwar “babies” is
now in the age group where they are ready to settle down and buy a

home.
And, they are stunned, confused, and outraged at prices. And, they

should be.

For potential customers higher prices mean higher down payments,
higher monthly payments, and a higher share of their disposable in-
come for housing. This, of course, is bad news for young first-time
buyers. But, it’s also bad news for homeowners or renters.

’r‘he third major issue facing the construction industry is clogely
connected to the first issue of instability. It has to do with the inability
to ‘t:rg the capital market for investment needs.

y is this?
Mainly because a typical builder does not have the benefit of stable

earnings such as most large corporations can provide., He is subject to
wild swings and his profit and loss statement reflects this element
quite well. His “tract” record, upon which lending institutions base
their decision to lend or not to lend, cannot and will not demonstrate

a good solid straight line of good returns,
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This issue may sound peripheral to this hearing, but let me show
you why I think that it is quite pertinent.

We are now running a goori)c rate of housing production. Much of
this is compensation for the period of 3 bad years which experienced
the deepest housing cycles since the Depression,

This high level of activity, of course, will not continue. For one
thing we will have higher Interest rates and this alone will retard
housing starts.

But, more importantly. the structural shifts of capital incentives to
build new subdivisions already guarantees a shortage of suitable fin-
ished lots.

This is because suppliers of money for land and land development
are not available. For instance, the farge and significant contribution
of REITS in the mid-1960's is no longer there,

Commercial banks are also out of the land acquisition and land de-
velopment business. Just recently three of the largest homebuilding
companies were told by their boards to stay out of the land develop-
ment business and concentrate on building homes on finished lots.

Why is this happening { Because:

1. Land and land development requires a large amount of capital.

2. The returns on investiment in land are too low.,

3. The risk is too large.

4. Turnover of capital takes too long~ one can get a faster return by
building homes or. for that matter. putting it in the savings and loan
associations.

As a result. there is little or no capital available for future land de-
velopment. The only viable alternative is FHA title X. I believe they
made less than a dozen of these loans last year.

Finally, there is investment in rental units. I have written two arti-
cles on this subject which I would like to include in my testimony. Put
simply, the private rental units face major, longterm. and mostly un-
solvable, problems.

The underlying factor to all that I have said is instability. This is
the function of inflation which in turn is fueled by the inability of our
Government to live within their means, as well as an unstoppable pro-
liferation of Government bureaucracy. And this occurs at all three
levels, Federal, State, and local. They control not only our pockets,
but just about everything we do. Today our industry is being increas-
ingly regulated by decrees dreamed up by bureaucrats who are, in
fact, accountable to no one.

The inability to provide surpluses in the Federal budget makes it
impossible for the construction industry to have access to sufficient
amounts of investment capital. We cannot compete with the Federal
Government.

Iet me just end up by saying that the reason why I see less and less
capital flowing into the construction area in addition to what I have
already mentioned. I see no way in the United States in my lifetime
to get the private rental market back to where it was in the 1960's.
There are too many disincentives we have created over the last 10
years which make me believe that we will not ever build a million

rivate units as was the case in the early 1970’s. You will be very lucky
if you can get one-half of it.
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I foresee a situation 10 years from today where Government will
build half of the rental projects.

Senator Byrn. What did we build last year{

Mr. Starcnrast. We built 374,000 units,

Senator Byrn. What do vou expect this year?

Mr. StMicHRAST. 448,000; 100,000 of these are section R subsidized
housing.

That is all. Mr. Chairman.

Senator Byrp. Thank you, sir.

If T may summarize vour comments, you feel that. No, 1, the most
important thing that the Congress can do is to bring about a stability.
In ordertodo tﬁat. steps must be taken to control inflation.

Mr. Susicunast, That is correct,

Senator Byrn. It gets back to reallyv. while it is not vour only prob-
lem, your No. 1 problem and most important problem is the question
of inflation.

Mr. Sumicurast. That is correct. You cannot have a mortgage rate
of less than 8, 9, 10 percent with 6-percent inflation. With 6- or 7-
percent inflation, obviously you are talking about very high mortgage
rates for the consumer to pay.

Senator Byrp. My own view is, the way the Government is running
deficits now of 6 or 7 percent vou are not going to have any 6- or 7-
percent inflation. You are going up to 11- or 12-percent inflation.

Mr. Sumicurast. The Government should be repaying debts rather
than be creating debts, T agree.

Senator Byrp. We have with us Mr. Gordon Smith whose partner.
David Miller, is president of the Northern Virginia Home Builders
Association. We are very glad+4o-have vou.

Mr. Smith, how are things developing in northern Virginia ?

Mr. Sarra. Mr. Chairman, T am Gordon Smith. T am substituting
for my partner, David Miller.

We are finding, I suppose, in microscopic terms what Mr. Sumichrast
has painted a broad picture of. We are finding it difficult to accumulate
capital in our industry. I would echo the problem of the extreme
fluctuations that occur in our industry. I think they are magnified
by the fact that a Federal Government tends to smooth out the busi-
ness cycle through monetary and fiscal controls which are magnified
in our particular industry. When the Federal Reserve tightens up
money, this affects our buyers very drastically. It affects our ability
to borrow. and we go through massive fluctuations in the business cycle
where most. other industries—automobiles, for example. If they fall
off by 20 percent, everybody gets upset. Our industry falls off by 60 to
70 percent in the same cycle.

It becomes very difficult to plan under those circumstances, and as a
consequence, our organization today is planning on a very short-term
planning basis. We do not go into long-term projects. )

We are anticipating that some time in the future there will be an-
other downturn. We do not know exactly when. We want to make sure
that we are very liquid when that occasion occurs. Therefore, we will
not buy large land projects. We will not expose ourselves which, I
think, from a business point of view and from the point of view of the
economy as a whole, is really bad to do. We should be planning for
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long term. We should be truly entrepreneurial out there, risking our
all, but we see the cycles we have been through and we are unwilling

to expose ourselves any further. o
Senator Byro. My impression is that we are pricing the young people

out of the housing market these days. I do not know how young people

in large numbers, can buy homes at the price that they are. )
Mr. Susmicirast. I would like to submit for the record six articles

that I have written on cost in the Washington Star. They will answer
the question that you raised. Yes, we have a problem. A major problem
i in the area of the regulations and redtape attached to land develop-

ment, really. _
[The following was subsequently supplied for the record :]

{From the Washington Star, Mar. 4 to Apr. 15, 1877)
HOUSING COSTS
(By Michael Sumichrast)

A Reries of Articles Dealing with Various Costs: Labor, Materials, Lad and
Land Development, Financing Codes and Repulations, Overhead, Marketing,

Other Exrpenses, and Profit Price/Income Relationship
1.ABOR'S SLICE oF UNI1T Co8T CUT SHARPLY

Forty years ago the labor share of the total average price of a new single-
family home, surprisingly, was estimated to be nearly twice as high as it is today.

Unlikely as it may seem. labor's share of the direct construction cost today is
only about 16 percent. Putting it another way, only 16 cents out of each purchase
dollar goes for on-site labor.

Ma jor reasouns for the reduced share of labor are :

Increased productivity due to mechanization.

Widespread usage of industrialized methods in construction.

Standardization of construction.

~—~Enormous improvement in the tool industry.
And, ironically, the rapidly increasing cost of construction labor, which has

put pressure on builders to use more parts produced in shops or factories and
use less and less on-site labor.

I.et us examine why we have had a decline in the share of on-site labor:

First, the overall share of hard cost of which labor is a part—the brick, mortar
and other costs of the structure—dropped. In 1949, for each dollar of sales price
69 cents was paid for the structure. Today It represents only about 48 cents.

Much of this shift from hard to other costs has been the result of an unusually
rapid increase in the share of land cost. Land's share was about 11 percent after
the Second World War and is more than double that today.

Since the structure share is now.less than 50 cents of each dollar, rather than
69 cents, the labor share also 18 less. It wonld be less even if its relation to, say,

materials had remained stable. But it did not.
Productivity, of course, has increased in most human activity as the result of

industrialization.

Nowhere is this more evident than in agriculture. Twenty vears ago we had
more than 19,000 farms: today we have 9,000. Employment on them has dropped
from 8.4 million to 4.2 million. Still, fewer workers are producing more. Twenty
yearg ago one worker produced enough food for 19.5 persons Today he produces
enough for more than 50.

A similar trend has been documented in construction, although obviously it's
not as dramatie. ’

Today much construction is prefabricated. Says Milt Kettler,

Kettl;r Brothers {n Gaithersburg : o + president of

“About 10 vears ago we still had carpenters to hang doors. Today nobody does
that any more. We get all pre-hung doors. It takes on) f' Y 1 T pan
them, rather than several hours.” ¥ few minutes to hang
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And so it ig with most other {tems. Kitchen cabinets used to be done in the house
itself. Roofs were done on site. Door and window beaders were laboriously cut and
fitted on the decks of the houses.

Today we ship finished cabinets. Two-by-four trusses have replaced heavy
2.by-6-inch or 2-by-8 rafters. Windows come finished ; framing is done in a shop
and shipped to the site, and so on.

A document written in 1968 by the Building Research Advisory Board of the
National Academy of Sclences said it very well : “Industrialization in housing has
been progressing over the years, beginning with small elements and advancing in
evolutionary stages to ever larger and more sophisticated components.”

An enormous push also has been given productivity by the machine and tool
industries. It is always amusing to see the expressions on the faces of foreign-
ers—especially those from behind the Iron Curtain—when they first see the tools
belng used in construction.

They are not impressed by heavy machinery, because most of the construction
in their countries is highly industrialized. They use concrete prefabrication and
heavy equipment.

For instance, in the USSR most units are highrise, whereas in the United
States fewer than 8 percent of all new housing units built are in highrise struc.
tures. Most are for-sale single-family units.

But let these foreigners see even such a simple thing as a paint roller, and it
makes a lasting impression on them. They are awed by the great variety of small
mechanical tools we use, such as sanders, bench saws, grinders, chain saws, drills.
Even the well balanced “Stanley” hammer, available in various weights, Is
observed with respect. All of these help make work easler and faster—and, hence,
more productive.

Heavy equipment also has revolutionized our work. For instance, take a look
at delivery trucks unloading concrete blocks or bricks. Labor is nonexistent—
the driver hoists these gently to the ground. Even the loading of excavated soll
is totally mechanized.

The stripping of sotl for new developments has become a highly sophisticated
gelence. “The most expensive thing to do is move dirt," according to Boris Lang, a
builder in Crofton, Maryland. “So you move as little as possible, and when you
have to move dirt you can choose from a wide variety of scrapers to do the job.”

Earth-moving machinery used to move at a snall’s pace. No more, Now they are
high-speed machines, scraping and dumping three times as much earth as they
did 20 years ago.

The scramble to nuse more equipment also is the result of a rapid increase in
wage rates, especially those of union labor. In the seven years between 1969 and
1976 the average wages of all construction crafts increased to $10.79 from $5.82
per hour, or 85.4 percent.

In San Francisco, plumbers were getting $16.72 last year, crossing the $15-per-
hour line for the first time. Just two years before the average wage was $12.25
per bour.

It's true that residential construction is not highly unionized. and non-union
wages are generally lower than those of union workers, But the rapid increase
in contract wage rates has had a great impact on attitudes toward the use of
on-site labor.

Oft-site labor, such as that used in shops. factories and lumber yards, is gen-
erally less expensive than labor used on site. This is partly because of the
exposure to weather on site, resulting in a shorter and uncertain work week.

What about the future? The immediate future has been spelled out by George
Meany, president of the AFI~CIO, insofar as union targets are concerned:
Organized labor wants broad new legal weapons to help unlonize more workers.
Construction will be one of its targets, and the trend will be toward more expen-
sive labor.

What else is coring In construction?

Adoption of the common situs picketing bill. This bill was vetoed last year by
former President Ford. The new proposal seems just as tough or even tougher
than the one last year. It would help keep non-union companles off construction
projects by permitting a single union to picket an entire project.

One of the main reasons for this bill is to extend unionization to types of
construction, such as residential, where little or no union labor is being used. The
cost in delays plus the shifting to union labor if this bill is passed could be
enormous.

Repeal of Section 14(B) of the National Labor Relations Act. This permits
states to ban the ualon shop, which requires new employees to join unions.
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New federal legislation will spur unifonization of other workers, such as publie
employees and farm workers.

A minimum wage increase to $2.76 an hour this year under H.R. 3744, now
belng studied by the House Labor Committee,

Last year's median price of a new home was $44,825, up 12.7 percent from
$39,800 in 1975. Five years ago the median price was $27.600, 50 the jump since
then is 60.6 percent. Some of this was due to increase in the size of homes, and
some resulted from the large areas of land we required to build new homes. But
most of the increase was due to increages in the costs of all the fitems that go into
the building of houses, including the cost of labor.

On-site labor as a percentage of total contract costs’
On-site labor

Type of construction: (percent)
SChOOIS o cmnmme e e me v e memmm— M m e s 25.8
HOBPIAlS oo co oo eeeenaeecem s mmmem— e e 20. 6
Publie housing . . s e ————— 32.4
Single family hOUSINE. oo e e 20.4
Federal highWays. oo e mmemme e e e emmemm g; g

Multifamily houSIng . e e eee e
t Al of the above exclude cost of land and land development from the total.

Single family housing share including the cost of land and land dcvelopment

. On-site labor
Year: (percent)
18.1

Productivity in construction
Annual increaser

Type of construction : (percent)
Private multifamily housing. .o el 2.2
Private single family __ e cim——— 1.9
Public houSIng . o e 2.2
Hospltals .o e 1.0
SChOOIS e e e e m—m— e m—mm—me—— e 1.9
Federal highways. oo e e 1.8
Sewer works lnes_ e 2.8
Sewer WOrks plants. . oo o e 2.2
College housing._ - e c—————————— 2.0
OIvil WOrKS . o e gg

Federal office bulldIngs o oo o oo
Source : Bureau of Labor Statistics.

MATERIALS TAKE SMALLER SHARE OF HoUsg CosT

Today the cost of materials, measured as a share of the price of a new single-
family home, is only about 30 percent. After the end of World War 11 this share
was estimated to be about 45 percent.

Put another way, only 30 cents out of each dollar we pay for a new home today
goes for bricks, lumber, electric wiring, equipment, pipes and other materials vs.
45 cents spent 80 years ago.

One major reason for this relative decline has been the sharp drop in the share
of all hard costs—what the house is actually built of, the bricks and mortar, in-
cluding labor and materials. L.ast week I examined some reasons for the decline
of the labor share to 16 cents from almost double that amount in 40 years. Now
I will show what happened to materials, the other portion of hard cost.

The hard cost share 30 years ago was estimated to be about 69 cents of each
dollar purchasers paid. Just seven years ago this share was still about 54 cents.

Today it is 48 cents.
If hard costs take a smaller skare of the buyer's dollar, where has the rest

gone?

A larger share of the cost today is going for land. This share was about 11 per-
cent of the price after the war and is more than double that amount today.

Most of this increase is due to three factors: (1) Increased cost of raw land,
including farmland, because of high demand. This has been especially true in
the last several years. Farmland prices shot up because of a sharp increase in
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farm incomes: (2) Environmentsal cost increases involved in land and land de-
velopment, and (8) Restrictions that limit the supply of usable land, such &8 no-
growth policies and various moratoriums.

Increases in overhead and other costs connected with a much more complicated
process of getting a project under way. Costs also are higher because of the longer
time required. “Ten years ago, we could buy land and opeu & model in four to
five months in Montgomery County.” sald Milton Kettler of Kettler Brothers,
builder of Montgomery Village. “Today it takes two or three years befure we can
put a shovel into the ground. The cost of carrying the land over this extended
period has increased enormously.”

Increases in the share that construction finaucing takes due to the overall in-
crease in interest rates. This, of course, is caused by inflation. During the Eisen-
hower era intlation was less than one percent. Inflation at 2 or 3 percent at that
time was unthinkable.

Today we accept a 5 to 6 percent inflation rate and keep fueling the price in-
crease by expectation of more rather than less inflation. In a climate of con-
tinually larger government deficits, it's no wonder that people are skeptical about
bringing intiation down.

Another point to ponder is the fact that risk in building has increased. It is
no longer a foregone conclusion that you can build a given project or, for that
matter, even one single-family house. The uncertainty, as well as walting and

red tape, costs money.
Many major materials—other than lumber and oil-connected products—have

behaved quite well with respect to price.

Many building items—such as paint, plumbiug fixtures, heating equipwment,
water heaters, building blocks, clay tile and insulation board—have increased in
the last 20 years at a slower rate than the average for all commodities. Others,
such as concrete products, asphalt roofing and millwork, have increased at about
the average rate.

Materials that have increased at a higher rate are lumber (more than twice
the rate for all commodities), plywood, brass and fittings, and brick. They in-
creased about one-third more than other types of materials.

Since lumber plays a major role in housing costs, comprising between 14 and
15 percent of the price, this alone tended to dampen the decline in the overall
materials share. Yet, even with the wholesale price index of Douglas fir, for
example, jumping to 282.4 in January 1977 from &7.3 in 1957, the materials share
of the sales price still dropped.

Changes in materials, better design and improved engineering have combined
to save on the amount of materials we use today. .

Many materials have changed only a little, while many others are considerably
altered. A brick is a brick, although people who know maintain that brick is
better engineered today and is available in greater variety than ever before.

Lumber is lumber; yet finished structural lumber is smooth and easily han-
dled as compared to the rough, unfinished pieces we knew in the past. On the other
hand, a 2-by-4 no longer is 2 by 4. but as much as % inch less due to the finish.

Walls no longer need 2-by-4s spaced every 16 inches, We have 24-inch spacing
where there is no bearing wall. This was made possible by the development of
trusses which typically require only one center support. All other walls just
“hang" there and don't carry anything. Why waste lumber?

Yes, it's true: We don’t have solid doors any more. We use doors that are
hollow-core with cardboard inside. They are light and easy to damage, but for
inside they serve the purpose—and they are considerably cheaper.

We used to have slate roofs. Now most of our roofs are of asphalt shingles—
fast, less expensive, easy to replace, and they come in various colors.

Water lines used to be made of steel. Then we changed to copper. Now we have
plastic. Easler to install, lighter and just as good.

What about tubs? Well, we used to use cast iron. then steel, and now we have
plastic, including the sides.

Another truism is the fact that walls are no longer plaster, but drywall. This
means that walls are thinner, but in, single-family houses who really notices?
They are considerably cheaper and much faster to install.

We are finding less and less hardwood flooring. How lovely they are to look
at. And what a backbreaking iob it is to install them.

On the plus side, equipment has chaneed drastically. and much more is avail-
able than we ever dreamed possible. Kitchens are fully equipped. Nobody with
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any savvy would even try to sell bare kitchens, although some builders overseas
still do, even in West Germany.

We now get much more insulatiou. Glass is no longer single-strength, and there.
fore has much more insulation value. Furnaces are much smaller, yet much ore
efficient, as are hot water heaters. A host of other materials such as wallboard,
pre-finished panels and cabinets and dropped ceilings did pot exist 30, or even 20,

ears ago.
g What about the future? The best judgment available is that the cost push for
materials will continue in the next five to ten years, probably at an accelerated

ce.
pal'ndoubtedly lumber will get more expensive, because of the political clout of
the environmentalists. The most efficlent way to harvest lumber is by clear
cutting and reforestation.

This is just about out. Pushed by well-meaning but misinformed groups, we are
now giving more protection to birds than to people.

Small lumber mills are disappearing. They served in the past as competing
forces, helping the market to work hetter. Now. with several large companies
controlling a substantial proportion of production, there is & serious question
as to how well the free market really operates.

The anti-pollution Issues, especially clean air and clean water, will make It
more, rather than less. expensive to produce many materials used in housing
construction.

Energy-intensive materials such ax insulation, steel, aluminum and plumbing
fixtures, as well as petroleum-based products, very likely will increase in price
at a higher rate.

We can except further intervention of government at all levels. Tougher hous-
ing codes and regulations, more inspections and more red tape instead of less are
likely. Naturally, all of this will cost more.
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Parcent

12-n 12-76 change

Contingenc $500 $400 -20.0

Heating . 2,265 2,690 +18.7

Plumbing. 2,022 2.3n +17,3

Eioctre & Fixture. .. .. . 1,19% 1,18 +49. 1

Drywall.. ... oo e, 1,915° 2,080 +8.6

Insulation. . N 546 +130.0

Ceramic Tile. e ., 258 360 +39.5

LT 2 N 483 595 +23.2
Window Cleaning....... . . .. .- 110 110 0

Landscape—Shrub. ... .. ......... 250 269 ~1.6

Garage and Patio Door & Garage Door n 301 -~26.0

ROORING. . ...t e e 750 927 +23.6

830 963 +12.7
20 20 0

458 S +16.6

547 154 +30.8

(34 965 +43.6

91 96 +5.5

s 450 702 +56. 0

Concrete Footing_. .. . ... . .. 210 36 +50.5

HDWE Contract. .. ... Z%J 39? +lg.l

e et 42 308 +21.3

KBiav..... ... .- e e et s .. ~100.0

Dir. Pre, Pur. Kbi. I 350 ~-100. 0
Gmm!u.._..,., ...... e iman e e e 50 50 0

Conc. Found Walls 1.2n 1,632 +21.8
Truck Expense. . 270 210 0
Plan Expense. 250 250 0

Tomp. Services . 150 295 +96.7

MISC........ e . 250 200 -25.0
INSUIANCO . .. ... ...l ool il .ol 25 25 0
Permits & Bonds. . .. 55 55 0
N 95 95 0

200 60 ~33.3

44444 1,878 , 168 +69.0

...... 1,728 3,200 +85.6

...... 650 899 +38.3

............... 254 17% ~45.0

885 97 +1.0

38) 44 +6.9

550 589 +7.0

260 510 +96.1

Wrought Iron Railin 7% 10 +42.7

Panting. ... ... 1,207 1,432 +18.6

Masonry Matenial ... .. ... .. ... §75 958 +66.6

umber. ... ... 4,970 6,902 +38.9

Millwork. ... ... ... ... 2,78 3,728 +33.8

Sod&Seed. ... . ... ... .. .. . 530 649 +22.§6

Payroll Assessment. _. 657 1,064 +61.9

Fence + Humid. ... .. s 215 100. 1

HDWE Rough. .. ... .. . 585 100. 0

Alum. Door + WINGOWS. . . . i 323 100. 0

Totalhardcost. . ... ... .. i 35, 206 46, 258 3.4

Note.—‘‘Hard’* construction costs of the Stanmor model in 1972 and 1976. These do not include land, land development,

marketing. financing, overhead, profit or incidental expenses.
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WHOLESALE PRICE INDICES 1957-77 CONSTRUCTION MATERIALS

{1967 = 100}
Percent change

1957 1962 1957 to 1962 to
ant.ual annupl 1977 Janupr January
serage wersge January l!)¥ 197¥
. [

All conm:x.tu;: materials. ... ... . 8.1 93.4 196.7 109.0 110

v

8.3 88.1 282.4 223.% 220.5
93.7 83.8 233.6 149,3 160. 1
 Other..... 91.6 92.3 292.8 200.0 212.2
Miltwork. . ... .. 8.4 90.7 183.4 109 8 162.2
Softwood plywood... ... __ 118.6 106.3 281.5 131.4 164.8
Preparedpaint..... . .. ... .. .. 90.6 95.0 177.3 95,7 8.6
Plumbing fixtures and brass fittings_ . . .. 92.0 90.6 179 § 95.1 9.1
Vitreous china fixtures . 106.6 94.4 163.7 53.6 13.4
Brass fhittings. . ... 75 1 80.6 179.8 139.4 123.1
Heating squipment. .. 108.2 100.6 162.9 50.6 61.9
Domestic water heaters . . 108.2 100. % 165.6 $3.0 64.8
Concrete ingredients. ... _ ... ... .. 92.7 97.4 193.1 108.3 98.3
Concrete products. .. .................. 93.6 95.7 187.0 9.8 95.4
Building block 94.6 95.2 174.6 84.6 83. 4
Building brick. . .. 87.0 2.5 188.2 116.3 13§
Claytile. ... ... .. . 91.6 81.3 157. 4 7.8 1.8
Prepared asphait roofing B 110.1 100.0 220.6 100. 4 120.6
Insulstion matenals. ... . ... . . .. 109.6 104.1 225.0 105.3 116.1
Insulation board. . ... . 108.8 105 4 166. 2 52.6 §7.7
All commodities. . _. 93.3 94.8 188.v 101.6 98.3
84.3 90.6 175.3 107.9 935

CPlindex—all stems. .. .. . ... . .

Source Bus:iness and Defense Services Administration, U.S Department of Commerce, Construction Review. Bureau
of Labor Statistics, U.S. Department of Labor, Wholesale Prices and Price indexes, Buresu of Labor Statistics, U.S. Depart-
ment of Labor, CPI Detailed Report. Data comp:lation and analysis by NAHB Economics Department

LAND LEADING FacroR 1IN Housing Cost PUSH

Four years ago Kettler Brothers bulilt a two-story colonial house in Montgomery
Village, 2,200 square feet in size, and sold it for $61,500. Today that same house

sells for $91,650, nearly 50 percent more.
In the same four years the cost of this structure itself—the brick and mortar,

or the living space—increased only 31 percent.

What pushed the overall price so high? A leading factor was the increase in
land and land development cost—an increase of 103 percent to $19,900 from
$9,800.

In addition, there was a 91 percent increase in the cost of construction financ-
ing for the house, plus approximately the same increase in costs identified with
delays of construction, government red tape and other government intervention.

Kettler is not alone.

Just seven years ago, builder-developer Edward R. Carr of nearby Virginia
built a house which was sold for $40,850. Today the same house sells for $80,000.
Actually, this house is selling for $74,823. Carr had to drop the single carport
and a fireplace from his design in June 1975 in order to get the price under $80,000.

The Story of his house is pretty much what has happened to most new homes
in other parts of the nation. Environmental costs have pushed the cost of land
and land development so high that today the consumer pays $23,000 for the same
lot that in 1969 cost $7,442—one third as much.

A buyer is bewildered by such exorbitant increases.

“People just don’t understand what is happening to cost,” said Carr. “Eight
years ago the share of the land cost was 18 percent. Today it is close to 30
percent.”

What is left, of course, is less money for the house itself. Today Carr can
allocate only 46 cents out of each dollar of the sales price to the living space.
Eight years ago he had 58 cents to build the house—bedrooms, baths, family room,
carport, appliances, all the sticks and stones, brick and mortar which go into
living space.

So, big deal! What's 12 cents? A great deal. In the house Carr is now selling
for $74,823 the difference is $8,236. Put another way, if the structure had re-
mained at 58 percent of the total price, the consumer would have gotten $43,397
worth of space in which to sleep, eat and relax,
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But Carr, like most other builders, has to pay today's higher costs of all the
nonconstruction items. Therefore, the consumer gets only $34,161 worth of living
space. That's $9,236 less.

What this means is that he gets 330 square feet less space than eight years
ago, the equivalent of two complete rooms—one 14 by 14 and another 12 by 11.

What brought all this about ?

Most local governments are facing fiscal problems. They used to solve these
problems by asking the state and federal governments to pay. If this did not work,
they had to increase property and other local taxes. A most unpopular decision,

An easler way I8 to collect revenues up front, hefore development starts. “Water
and sewer fees were $1,530 in 1972 in Fairfax County.” said Ed Cook of the North-
ern Virginia Builders Association. *Now the fees are $2,605."

Environmental costs such as the prohifibtion of open burning, storm water re-
tention and silt controls add to the costs. In a study of land development in the
Rockville area, done hy Opyster, Imus & Associates, the direct cost attributable to
these items comes to $2,227 per lot.

This figure does not include the added design costs necessary to comply with
the new regulations. It does not include such {tems as curbs, gutters, paving width,
increases in inlets, manholes and other things required to “‘protect the
environment.”

Environmental delays in construction are another factor in driving up costs.

"It generally took less than nine months to get a subdivision approved and
ktarted,” sald Carr. “Now it takes two or three times as long.” The cost of delays
has been estimated at £10 to 18 per day per lot. Even at £10, a year's delay means
$£3.600. This cost is reflected in such items as “overhead.”

Sewer moratoriums put a premium on available lots with sewers. In the early
19705 a typical quarter-acre 1ot north of Bethesda sold for £10,000 to §12,000. To-
day. if you could find such a lot, it might bring $40,000 to £60,000.

Time really i money. Expanded use of time crestes problems which in turn
cost money. Said Milt Kettler, “Ten years ago we could sell within three or four
months after purchasing the land. With 6 percent interest rates, » $1 million loan
cost us, say. £60,000 for one year.”

“Today we need 214 to 3 years to accomplish the same thing. With a 10 percent
increase in construction cost, let's say that this means in 2% vears $250,000 in
interest expense alone.”

A lot of the increased cost cannot be found anywhere in the “hard cost’ 'break-
down, or in overall overhead or cost of doing business. Charles Phillips, vice presi-
dent of Kettler Brothers, said. “There has been a very sharp increase in costs
which did not exist several years ago. For instance, you could add $700-$500 per
house simply for extra inspections and maintenance of such things as water refen-
tion and silt control.

“We have to provide field people to work on dry or wet ponds to keep water
from running off, and this must be kept in perpetuity.

“In silt control we not only have to build catch basins, but seed any area which
is stripped so that xilt is not washed off. Many times we have to seed a whole
street if, for any reason, we cannot finish it immediately. Some builders may do
this two or three times during an operation.’

Another portion of “invisible” cost buried in overhead is the enormous increase
in paperwork. “We used to have one piece of paper to sell a house. Now we have a
checklist three pages long for our staff.” said Phillips.

For potential customers higher prices mean higher down payments, higher
monthly payments and a higher share of their disposable income for housing.
This, of course, is bad news for young first-time buyers. But it's also bad news for
homeowners or renters :

Increases in home prices mean increases in property taxes. So when a house
down the street sells for double what was paid for it, don’t laugh. The tax assessor
will be around soon.

Some people are struck in their present homes. Even if they sell, they prouably
cannot afford what they would like to live in, In fact, most people could not afford
to buy the homes they now live in.

Renters pay. t00. Ax property taxes go up, these increases are passed on to the
renters. The requirement of a high rent structure diminishes the appetite of in-
vestors who might be interested in a new apartment building and creates a climate
for conversion to condos, This does not help renterx,

Sales of more expensive houses meah paying higher transfer taxes to the state
or county. Again higher selling costs, diminishing the “take” for the average per-
son who wants to use the money to buy a new home.
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A nationwide Government Fee Survey belng conducted by the National Axso-
clation of Home Builders shows that not all part of the country suffer to the sine
extent from excessive regulatory interfere.cc. However, most do.
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The increasing slope of the chart lines illustrates the ofects of items other than
structural costs in doubling the price of a house since 1960, While lator and mate-
rials have increased less than 40 percent, land and development costs have
tripled, reflecting in part the impact of environmental protection laws.

A builder from Lynchburg, Va., commented, “"We are lucky here.” Another
from Houston said, “Fees are minimal in Harris County. No building codes or
building inspection. Government interference is almost nonexistent compared to
upstate New York, where we lived until seven years ago.” B

A builder from Sherman Oaks. Calif.. noted, “School fees (we have to pay)
have been changed to $600 per student.” Thix builder also sent in a list of more
than 30 fees he is required to pay. Among these are a building fee hased on dwell-
ing and garage space; a plan check fee—one half of the building fee—a tax of
$100 or each bedroom: & seismic tax. and the “Quimby bill—which translates
into a dedication of acreage for parks, including land and utilities.

Even in Billings, Mont., a builder reports, “Government fee requirements add
up to $1,619 for a typical house I build.”

Another from Glenwood, Ill., said, “What you survey (we identified 43 major
fee items in the survey) does not cover the 1-13% years needed for approval, our
legal staff, engineering, inspection fees, legal fees to the city, etc.”

From Chattanooga, Tenn., a builder wrote, *“It is getting to be impossible te
work with the planning commission and city and county council. Bach day brings
a new regulation.”

“The cost of a new subhdlvision is almost prohibitive in our country,” wrote a
builder from Temperance, Mich. "At the present time it would take three to
four years to develop lots. We have water and sewer, but there are practically
no new subdivisions being developed because of excessive costs and time in-
volved.”

The whole mess was probably best summed up in a short note from a builder
in Topeka, Kan.: “It is a ripoff and a pain in the rear.”

The consumer is being asked to pay in yet another way. Natinnal expenditures
to satisfy regulatory standards in the area of environmental, health and safety
regulations now exceed 2 percent of the Groes National Produrt—nearlv $40 hil-
Nion per year. This {8 as much as we spend in a year to build all single-family
housing units—nearly 1.8 million new honsex For the 10 vears between 1975
and 1984, it is estimated that compliance in this area will cost us $500 billion.

This estimate, according to former Secretary of Commerce Elliot L. Richard-
son, does not include “cost of forthcoming regulations—Clean Air Act amend.-
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ments, toxic substance controls, coke oven standards, the OSHA Standard Com-

pletion Project, etc.” These will add billions to the cost.
Where does it all end? In the name of environmental protection and con-

sumerism, the consumer is paying exorbitant costa. The consumer should be
outraged, and would be if he understand what's happening.

The truth fe that the bullder also is a victim of the “gystem.” To restore some
sanity to the situation let's start with city hall or the county seat or the state
house or Congress, where the legislation begins, and try to change the way the

regulations are written.
LOTS OFFERED FOR SALE IN MONTGOMERY COUNTY, MO.. FEBRUARY 1977

Amoust  Square feet
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Financing Up 1o 11 PrrersT oF House CosTt

Other than land cost, the nost sharply rising construction item in the last two
decades has been financing.

The share expended on financing the construction of a single-family house has
more than doubled since the end of the second world war. It {8 now estimated
at close to 11 percent of the sales price as compared to about 5 percent in 1949.

This isx the money paid to borrow the capital needed to finance actual con-
struction. (See box on the continuation page for definition.)

As I have stressed in previous articles covering labor, materials and land,
any increase in the share of the total cost not directly providing bricks and
mortar affects the space the customer actually gets for his dollar.

What this means is that 4% cents of each dollar for hard costs gives you only
1,140 square feet of house per $50,000 of the sales price as compared to 1,200
square feet at 54 cents and 1,667 square feet at 69 cents—as was the case in
1949,

In addition to the directly recognizable financing cost, the customer has to
pay more for interest indirectly. This comes in the finance charges that all
suppliers, subcontractors and other business entities must pay when they bor-
row money to do business. And all do borrow money for one reason or another.

We don’t know how much this adds to the total bill, but the cost must be
considerable. It may be as much as the cost directly identifiable by the build-
ers as interest paid.

There are two primary reasons for this increase :

One is the sharp and continual increase in all interest rates. There is no
general agreement on the cause of the six-fold increase in interest rates since
World War II. The major reason most people accept is the level of inflation.

Historically the “normal” interest rate in the United States has ranged
between 3% and 4 percent. To this “normal” or real rate one has to add the effect
of inflation to get a current rate. Thus, when inflation gets to 5 percent, rates
would generally be in the 8 to 9 percent range.

Why do we have inflation of 5-8 percent today as compared to, say, less than
2 percent between 1952 and 1965 %

There ix no general agreement on the answer other than the contributions
of high expenditures by government to fight wars, unusually high increases in
energy prices and large overall demand for loanable funds by both government
and\ private industrs—including the one supporting the mortgage market.
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In any case, in the fAirst half of the 19408 shori-term interest rates were at
a very low level, with short-term ylelds of bills averaging 0.52 percent. They
had increased by 1649 to 1.31 percent.

Compare this to short-term ylelds topping 9 percent several times in 1978
and last year's three-month bill rates generally ylelding over b percent.

Those past low levels were maintained by policies established during the
Depression and continued during World ‘War I1. Low interest rates in the
104640 period were accompanied by three budget surpluses.

Since then rates have shown u continual and persistent upward trend. This
trend has been accompanied by a trend toward larger federal deficits. Until
1960 surpluses and deficits just about canceled each other out. But between
1960 and 1969 deficlts totaled $68.1 billlon and surpluses-—in one year, 1969,
only—were $3.2 billion.

In the 1970-74 period deficits totaled $69.6 billion and for the 1975-77 perlod
the deficit 1s estimated at about $180 billion,

This year will be the eighth consecutive year of deficit and the 27th post-war
year. The estimate of total federal debt for 1977 is at $721.8 billion, up 14.3
percent from a year ago and an increase of $90.5 billion in one year. Interest
on the federal debt alone {8 running at $41 billion, or close to what we spent
on all construction for single-family homes last year. ’

The impact of financing on consumers is particularly drastic during a sharp
increase in rates. For instance, between 1970 and 1974 when federal fund rates
shot up to an unprecedented 12 percent—and all rates followed—the cost paid
for financing a typicel home increased nearly 150 percent to $3,917 from $1,580.
The share of dollars pald for financing zoomed from 6.5 percent to 10.5 percent.

D;rlng the uame time the sales price increased 43.5 percent to $37,300 from
$24,300.

Much of the new construction financing was tied to the prime rate. Thus when
the prime rate was, say, 6 percent, a typical builder would pay 6 plus 2, 3 ur more.
His project was costed out on the assumption that he would be able to finish the
project at the same, or maybe a somewhat higher, rate.

But when the prime rate got up to 8, 10 and 12 percent, many builders found
themselves paying rates as high as 14 to 18 percent. Most of them could not
continue paying such rates, and the number of bankruptcies catapulted to a
new record.

No one gains from bankruptcy, not the customer, bank supplier, subcontractor
or builder. Bankruptey increases the risk in building, and builders must allow
for that. So this, too, must be reflected in the cost of housing, )

The second major reason for the dramatic increase in financing cost is the

substantial lengthening of the time it takes from inception of the project to its -~

finigh,
This time frame is stretched by all kinds of restrictions, delays and red tape

on local, state and federal levels. Most of the these conditions were nonexistent a
decade ago.

I illustrated this situation in my last cost article by quoting Milton Kettler,
the co-developer of Montgomery Village. He said that what used to take him
three to four months now takes him 2% to 3 years—and this is merely the
basics required to get the project under way. c

Buying a plece of land and financing it for a few months at, say, 6 percent
is one thing. But, having to carry a piece of land for several years at 10 or 12
percent is a different ball game.

The intrusion by government into private business which resulted in these big
cost increases continues even during periods of depressed housing activity. Let
me illustrate:

Unemployment {s high; there is relatively little housing activity ; we are faced
with an excess of unsold houses; skilled craftsmen are seeking employment as
laborers. One certainly would think that costs would moderate. Wrong. It didn't
happen in the past, not even during the most severe postwar housing recession.

There are many reasons for this, and it would take too long to discuss them
here. Just let me give you an example of one such item in public financing:
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T

Hard cost No. of square

foot $30

Sales price Share (cents) Total per foot
69 $34, 500 1,667

54 21,000 1,290

48 24,000 1,140

NOTE.—This means that 48 cents gives you only 1,140 sq. ft. of house at $30 per square foot of the sales price as
compared to 1,290 sq. ft.

The peak in new housing units permitted in Montgomery County was in fiscal
1972, when 11,985 permits for new homes were issued. Expenditures for all inspec-
tions (including those for non-residential construction, upkeep and improvement)
were $667,961. By 1975 permits had declined more than 90 percent to 1,288 units,
but expenditures for inspection increased 80 percent to $1.2 million.

Thus the cost per permit per unit of new housing soared to $036.35 in 1975 from
$55.83 in 1972. True, inspections do cover other things in addition to residential
construction. Therefore, I have measured the impact of the total budget on total
valuation, which includes residential and non-residential, and upkeep and im-
provement.

This also shows a dramatic change, from $2.44 per $1,000 of construction valu-
ation in 1972 to $7.18 in 1974, dropping slightly in 1975 to $6.99.

A private company could not operate on the same budget, let alone have it in-
crease as it did in Montgomery County, while its production dropped 90 percent.
Most private companies would be out of business, or else they would have to reduce
their expenditures drastically. But it's apparent that at least one department in
Montgomery County did not reduce them,

This, of course, does not get directly into the cost of houses. It does get indi-
rectly into the ever-increasing property taxes, It also indirectly gets into the
make-up work of inspectors, delays in approvals and simple paper shuffling.

A prominent builder from Fairfax County said it very well two years ago in a
four-page letter to me discussing this problem. He listed 18 major items of local
government interference which have contributed to the rapid increase in the cost

of housing.

TOTAL EXPENDITURES, CONSTRUCTION PERMIT DIVISION, MONTGOMERY COUNTY, NUMBER OF BUILDING PER-
MITS ISSUED AND COST OF INSPECTION PER UNIT AND PER $1,000 OF VALUATION OF ALL CONSTRUCTION

Total

expenditures
No.of  construction Cost per
permits for ermit Cost per $1,000 of
new homes division permit valustion
4,988 $310, 345 $62.22 $1.92
5,919 340, 690 57.56 1.63
21 361, 710 50.16 1.67
D
11,965 667, 961 55,83 2.4
9,707 749, 381 77.20 314
4,223 1,018,970 241.29 7.18
1,288 1,206,017 936,35 6.99
2,185 1,167, 680 534,41 4.27

Source: Montgomery County, recommended budget and public service program. Bureau of the Census, authorized
construction, Washington, D.C. ares, C—41, various issues.

In addition, he reported: “Our local jurisdiction has been faced with a 5060
percent fallout in starts. At the same time they have not reduced—and in some
fnstances have increased—their inspection staffs, Each inspector is concerned
that he may lose his job and, as a consequence, finds all kinds of items to write
up so that he will always appear to be busy.

“In one instance the road inspector told us he was fearful of losing his job
and therefore would always find something wrong with our streets which pre-
cluded getting our bond released. We felt we were helpless to report this instance
to the inspector’s superior lest all of the other inspectors in the county inspect
our jobs with a vengeance.” __ .

The cost of the delays increases the interest paid for borrowed capital, and
guess who is paying for it?

92-201 0~ 77 -8
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Too-StrIcT CopESs CoST THOUBANDS

There are those who say that the only good code is no code at all. I disagree,
and would dispute also that all stiff codes and regulations promulgated in the
last 10 years are bad.

To say they are all bad 18 nonsense. Some of these codes and regulations are
excellent. Some are necessary and some highly beneficial. For instance, smoke
detectors save lives. Think what required smoke detectors would mean nation-
wide in 10 years.

Four-foot sidewalks in new subdivisions provide a safe place for pedestrians
and for children to ride their bikes. A 10-inch concrete street base with a 3-inch
asphalt topping and comtrete curbs and gutters is far stronger than a county
specification calling for a heavy stone base and asphalt,

On the other hand, a dead-end street with minor traflic other than that nor-
mally terminating there could very well do without such a heavy concrete-asphalt
application. Simply put, a 747 could land on this type of surface. Residential
traffic warrants less expensive streets.

Too stringent codes and excessive regulations, including too many inspections,
increae costs. How much? We don't really know, because costs vary so much
from place to place.

A glimpse into this area has been provided by a new National Association of
Home Builders survey of builders. It deals with the costs of the 10 most overly
restrictive new codes/regulations. We found a range from $1,260 per unit to as
much as $3,560 per unit and as much as a whopping $4,500 in the Northeast
region.

The codes and regulations governed 79 major areas: 15 in electrical, 14 in
fire safety, 9 structural, 12 plumbing, 19 land and land development, 4 miscel-
laneous. Twelve types of impact analysis were required.

The problem was well summed up by a builder from Virginia: “The home
buyer is slowly being regulated out of an affordable home.”

A builder from New Jersey said: “New agencies and regulations since 1974
have added $6,000 per house.” :

The problem seems to be that we are relying more and more on all levels of
government to police all phases of the free market economy. It is hard to turn
around without some government agency looking over our shoulders.

“I don’t think the government should be responsible for protecting everyone
from all possible hazards,” said a builder from Arizona. Of course it should not,
but the government tries very hard to do just that.

The Occupational Safety and Health Administration has contributed its share
to costs, confusion and delays. So far, fortunately, OSHA’'s efforts have been
concentrated in non-residential construction, but its inroads have been felt in
housing. One builder from Pennsylvania said: “OSHA is, in many respects, the
worst of stupidity.”

‘One major problem of codes is that there is little uniformity. Inspectors provide
different standards of enforcement. One builder told the NAHB: “We need uni-
formity on a statewide basis.”

'On the other hand, we heard: “Indiana is fortunate in having uniform state-
wide codes with considerable industry participation in the adoption process.”

'Gordon V. Smith, of Miller & Smith in Fairfax, wrote: “We attempted to hire
a handicapped person but found that we could not afford to, since such an indi-
vidual must be included under our own standard company health plan even
though he would have been happy to have the job. He understood our reluctance
to include him in our health plan, since this would add about $5,000 per year to
the cost of this employ.” -

Respondents to the NAHB codes/regulations survey listed burning restrictions
ay the most overly restrictive code. Nearly three-fifths indicated this to be a
major problem. The cost per unit, from the consumer point of view, was not all
that much—between $90 and $150 per house. But it does provide additional
irritation and delays, as well as cost.

Tet me list some of the major problems in the order of importance given by
builder-respondents:

Burning restrictions. —-

Ground fault circuit interrupters (outdoor, in bathrooms and on construction
sites)

Oversized egress windows in bedrooms,

Mandatory dedication for parks and recreation.

Excessively wide streets.
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Sidewalk requirements.
Minimum lot size.
Fire-rated wall and door between garage and house.

Excessive street and access roads requirements,
Setback requirements.

Antisiphon device requirement.

Restriction on Romex electric cable.

Smoke detector requirements.

Extra lighting outlets.

‘Restriction on use of 24-Inch spacing of studs.
Bridging requirements.

Mandatory dedication for community facilities.
Tree ordinance.

Minimum floor space requirement.

Overly restrictive provisions for seismic design.
Now let's look at some examples of how these codes/regulations affect costs.

The old BOCA code allows for stair risers of 814 inches. The new code is for
an 8-inch riser, This is a minute difference, right ? But this minor change requires
an extra riser, which means that the stair system has to be deeper. The deeper
stair system cuts valuable inches out of some 100ms. Also, the extra riser adds to
the stairway cost. See the domino effect emerging from a 3-inch code change?

Virginia now requires a 7 percent grade on residential streets instead of the
previous 10 percent. This means more cutting and filling, and fewer trees can
be saved. Certainly this change adds cost and is unnecessary on a residential
street, not to mention the impact on environment and beauty. The regulation was
intended for highways—with speeds up to 55 m.p.h.

‘Final electrical inspection can be obtained only after installation of all appli-
ances. Many unoccupied houses are needlessly exposed to theft and vandalism.
Replacing appliances adds cost and inconvenience,

Each building site now must be tested for soil bearing quality at a cost of $75
per house. Since there is no history of a problem with this in the Washington
area, the expense is unnecessary.

Building fees have more than doubled in the last two years. In some instances
fees to review engineering drawings cost more now in Fairfax County than it
originally cost to have the engineer prepare the drawings.

All these examples demonstrate that, although there is no single major cost
item which one could identify as causing his house to increase in cost, together
they make a substantial impact on the prices of new units,

‘Gordon Smith provided a thought-provoking summary on the subject:

“This gives you an idea of the types of added expenses that are continually
being placed upon the industry, most of which are questionable upgrading of
standards which have served very adequately in the past.

‘““This continual marginal upgrading adds to costs and prices housing out of
the range of a number of families, who then are forced to live in marginal
housing that was bullt under very primitive early codes, and they have very
poor electrical wiring, no insulation and inadequate plumbing. Thus it is my
contention that these new senseless code requirements are forcing people to stay
in outmoded housing which, ironically, adds to their safety and health risks

which the code revisions are purported to help.”
WarY CycLEs HURT GIANTS THE HARDEST

On the average, builders of new homes make a little more than 6 percent in
net profit before taxes. Their general overhead is another 6 percent of the price,
while marketing expenses are a little less than 8 percent.

Within these averages there are wide variations. Some builders make money
and some lose. For instance, builders with an annual volume of $500,000 to $1
million show a range from a low quartile of 2.6 percent to a high of 10.9 percent
net profit.

Typically, the medium-size builder, with an annual volume of between $1 mil-
lion and $2 million, makes the least profit, 5.8 percent, and the large-volume

builder nets an average of 6.0 percent.
The small builder, with sales of under $500,000, makes the highest profit,

averaging 6.5 percent.
He also makes more on the money he puts into the business than the giant

builder. His net profit on owner's equity is 35 percent, while the net profit for
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those with a volume of more than $8 million net return is only 28.3 percent. This
is a major reason why the little guy survives the ups and downs of the housing
cycle, while glants go broke,

Only big buflders have the capacity to invest in equipment and large land
tracts for future development and to diversity into other activities. Large invest-
ments in land tend to get builders into trouble.

There are exceptions, such as Ryan Homes, which do not hold land or de-
velop it. They buy individual lots and pre-sell their units.

Glants in the industry, on the other hand, work with relatively less of the
entrepreneurs’ own money than the small builders. This is because they often
sell equity shares to the public, while small builders have their own money sunk
in the business.

Many of these data come from “The Second Cost of Doing Business,” a study
done for the National Association of Home Builders in 1975 by the consultant
accounting firm of Laventhol, Krekstein, Horwath & Horwath. Some of its con-
clusions were :

General and administrative expenses seem to decrease as a percentage of sales
as volume increases. This decrease can be explained by economies of scale.

Financial expenses are higher for larger bullders than smaller ones. (One
would have thought it was the other way around.) The explanation seems to be
that smaller builders rely more on their own equity, while larger ones tend to
have a greater capacity to borrow.

Marketing expenses tend to decrease with the increase in sales volume, This
is attributable to the larger builders’ ability to use their own staff, maintain
models and benefit generally from economies of large volume.

The “current ratio” shows that builders with sales volume of between $4 mil-
lion and $8 million are the most solvent. They can best maintain their liquidity.

The percentage of net profit on total assets employed shows a downward trend
with volume. Ordinarily, increasing volume results in better utilization of assets,
but even this apparently has some maximum limitation in terms of volume level.

Now let us put a house together and see how the cost pleces fit at different
times. This is illustrated in the following table (1977 figures are for the first

quarter) : '
SHARE OF COST BY MAJOR CATEGORIES

Cost item , 1949 1969 1974 1977
SHUCIUI. oo oo eceeeeocee e eememneecnnn 69.0 54.6 48.4 4.7
and 11.0 204 2.6 25.0
nci 5.0 7.0 10.0 10.8
15.0 17.0 17.0 17.5

TOMAY. e oo eemeeen 100.0 100.0 100.0 100.0

As I pointed out in previous articles in this series, today a substantially
smaller portion of the total cost is left for the house—the bricks and mortar—
than ever before. Only 47 cents out of each dollar are left for the structure, com-

pared to an estimated 69 cents in 1949,

What do we pay for the structure itself? This is shown in the second table. I
broke down the cost for a typical house built in 1972, 1973, 1974, 1975 and in the
first quarter of 1977, The sales price in 1977 : $45,200.

As you can see, there has been little real change among the individual items
over the years. Lumber, millwork and carpentry labor are the three largest
components of the hard cost. Plumbing, concrete and masonry are the next group
of major items, followed by drywall, wood flooring, heating and electrical work.

This house, of course, could not be built in Washington. As everybody knows,
this is one of the most expensive areas in the country. What the data try to
portray are the nationwide costs of a typically priced unit.

There are some peculiarities of the housing market affecting costs which I
have purposely left out of this series in order to concentrate on relevant cost
issues. However, they deserve at least orief mention.

As we have seen, the cost of land has increased disproportionately, for the most
part because of decisions of local, state and federal agencies either to limit the
usage of the existing sewer systems, because of no-growth attitudes of some com-
munities, because of environmental problems and other planning controls.
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This happened at a most unfortunate time, when the demand for new homes
started to accelerate because of the bulge of post-World War II babies entering
the market. This demand is substantially above the demand experienced during
the 1960s. At that time we could easily be satisfied with an average of about 1.5
million new units annually. We need at least 1.8 to 2 million units through the
1970s.

Another plece of the puzzle of new-housing cost has been the parallel increase
in the prices of existing homes. Prices of new homes are interrelated with prices
of existing homes,

Hence, if people pay 12 to 15 percent more for an existing house than the
previous year, as has been the case in some “good” parts of the Washington
area, the prices of new homes—and particularly the price of land in those

areas—will follow the same trend.
There are some costs which we cannot do anything about, as they are deter-

mined by the prices of all other goods.

The cost of other factors, however, such as land, could be controlled by in-
creasing the supply. There are still others, such as nonproductwe fees, charges
and environmental costs which add little or nothing to the house, which could
be reduced. This would be a great help in stopping the fast rise in overall cost.
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It Aops Up—AND HURTS

The main reason why it is becoming more and more difficult to buy a house,
or for that matter simply meet all of our financial obligations is that govern-
ment directly or indirectly takes much larger chunks out of our pockets.

In 1955 a typical American family could buy a new home for $13,700. The
breadwinner, meanwhile, worked a total of 6 hours and 30 minutes each week
to pay the government.

Today the typlcal American family must pay $44,200 for a new house. The
breadwinnes works all day Monday and half of Tuesday each week just to pay
Uncle Sam, plus additional hours to pay other ‘“‘uncles” at the state and local
levels.

A better way of measuring the impact of taxation is to compare all govern-

ment expenditures to total national income rather than take typical family of
four,
This shows that federal, state and local government expenditures in 1948 con-
stituted 24 percent of national income (or all of the money we collectively make.
In 1955 this share rose to 80.9 percent; in 1966 it reached 34.4 percent; in 1970
it was 89.3 percent, and in 1975 it hit 48.3 percent.

Nearly one-half of all our income is spent on the three levels of government—
compared to the one-quarter of our incomes we spent 30 years ago. The major
problem in making ends meet is the unmistakable and continual increase of this
share year after year.

These changes in housing expenses have been particularly severe since 1970.
This, of course, was th result of higher inflation and a rapid increase in federal
deﬂclts

Between 1970 and 1976 both state income taxes and Social Security payments
fncreased at a 15.6 percent annual rate; real estate taxes were up 12.6 per-
cent, and mortgage interest payments were up 11.4 percent annually. Yet dis-
posable income increased by only 6.5 percent.

Last year real estate taxes increased 20-percent; utilities (mainly due to
increased fuel prices) were up 20 percent: inqumm‘e of homes was up 18.5
percent; mortgage payments rose 14.4 percent; federal income taxes were up
12.5 percent—and disposable income increased only by 7.8 percent;

We keep getting socked with new taxes and increases in existing ones, and
finding ingenious new ways to pay for new layers of hureaucrats, new handouts,
programs, controls. agencies, bureaus, departments, so-called essential services,
more red tape and paper shuffling without anybody seriously considering what
this will ultimately do to our “free” economic system. -

Share of

total

increase

Increase (percent)

TOXOS .. ..o e et e e a e aacaenanmnmeetm e n————— e $4, 108 53.6
Mortgage payment—interest. . e 2,222 28.9
Mortsage payment—principal 678 8.8
Utilities and others....... . 672 8.7
.......................................... 7,680 100. 0

lncmso In dlspoublo INCOMB. e e e e e e cceccme e cmeeee e om e e mmes 7,28 e
~452 L eennn

This trend toward more and more taxation is clearly visible in all our daily -
activities. It is ruining incentives to work. Already it has badly damaged the
ability of small and medium-size businesses to operate. Insofar as housing is
concerned, it makes it harder and harder for the average person to acquire a
house.

It has heen said that Americans are more willing than most other nations
to be led into slavery through the continual increase of the tax burden. The
same people would say other nations would have risen in revolt.

This, of course, is not entirely true. Several other nations, including the
Scandinavian countries and Great Britain, have even higher levels of taxa-
tion and they have not revolted. Still, their form of government has changed. A
large portion of their industry has been nationaMzed, mostly as the result of

the inability of private enterprise to function.
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But wait. Isn’t the same thing happening in the United States? The influence

of government on our abllity to buy homes is only one example of the striking
_ changes which have occurred in the last 20 years.

In that time a typical family of four who have purchased a house have seen
the following average increases:

State income tax, up 1,235 percent or $352; Social Security, 882 percent or
$741; mortgage interest pnyments, 497 percent or $2,222: real estate taxes, 354
percent or $547; mortgage payments, 322 percent or $2,000; federal income tax,
303 percent or $2,468; hazard Insurance, 225 percent or $85; other housing
expenses, 209 percent or $205; heat and utilities, 180 percent or $382; price of
a new home, 187 percent or $25,600.

Meanwhile, gross income has climbed just 210 percent or $9,288; disposable
income, 181 percent or $7,228. But gross income needed to qualify for a loan
on a new house is up 219 percent or $14,430.

The cost per square foot of a new home is up 124 percent or $13.95, and the
median number of square feet per new home is up 27.9 percent or 381.

Grouping the cost items into four major categories shows the following
distribution :

Taxes, up $4,108 or 53.6 percent of the total increase; mortgage payment/in-
terest, $2,222 or 28.9 percent; mortgage payment/principal $678 or 8.8 percent
and utilltles and others, $672 or 8.7 percent.

The total increase in costs is 87,680, $452 more than the increase in disposable
income, which came to $7,228.

CHANGES IN HOUSING EXPENSES AND INCOME/ANNUALIZED PERCENT CHANGES

1955-75 1970-76 1975-76
F
State income tax. . . ..o ciciciceccieanans 13.8 15.6 10.¢
Social security payments. ... 12.1 15.6 8.5
Mortgage interest paymen!s .3 1.4 13.;
Federal income tax_. .2 13.8 12.4
Real estate taxes..... 1.9 12,6 20. ,
Mortlaﬁo payments. . - 7.5 11.6 14y
Hazard insurance_ .. iiiacinanea 1 12.0 18.,
Income needed to quah!y. ..... . . 0 10.4 10. 4
Actual median income. . . 8 6.9 1.}
Other housing oxponsos . 8 10.8 10. 4
Heat and utilities.. .5 12.0 20. 3
Sales rtico of new homes_ _ .4 11.2 12,
Actual disposable income._.._......... . - .3 .5 1.2
Annual houSING @XPONSE. o ooce v eeecectennennreeranaeaeeaan e .1 11.6 14,

This analysis of cost factors affecting home ownership could not measure pre-
cisely what has happened over time, because there is no such thing as an *“‘aver-
age” house or family.

What I have tried to do is show the relative changes among major items
effecting the purchase of new homes during given periods.

The plain truth, simply put, is that slthough people theoretically might qualify
to buy a new home because their income has increased in proportion to the
increase in prices of homes, they cannot pay for it. After everyone gets finished
reaching into their pockets, there isn’t enough left to make the monthly pay-
ments. Every day there are more fingers, and the fingers seem to get longer and
dig deeper and deeper.

In terms of dollar outlays, or share of total increase, mortgage interest pay-

- ments constituted the second most important increase among housing expendi-
tures for the 20 year perlod 1955-75. The average American new-home buyer
paid $2,222 more for interest in 1975 than he paid in 1955. Nearly 30 percent
of the increase in housing costs and taxes has gone for this item.

The annual interest for the average new-home mortgage in 1955 was $446.
Ten years later it was $911. Another 10 years saw the cost nearly triple to $2,668
in 1975, and last year it rose to $3,022. This reflected the higher mortgage amounts
(the result of higher priced homes) and enormous increases in interest rates.

Although it may sound unbelievable, the average mortgage rate in 1955 was
4.88 percent. In 1965 it was still only 5.75 percent. In 1976 it reached 8.75
percent,

Stretching out the length of mortgages helped ease the burden. Down pay-
ments were cut to make the purchase easier, but this only added to the rising
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trend of mortgage amounts. A mortgage for an average new home jumped from
£9,375 in 1955 to $15,000 in 1960 and to $19,004 in 1970. Then it almost doubled

to $34,785 in 1976. Quite a change.
“TYPICAL" FAMILY OF 4 BUYING A NEW HOUSE, 1ST YEAR EXPENSES (SHARE OF INCOME GOING FOR HOUSING

EXPENSES)
[in percent]
Gross Net
18 20
21 24
18 23
22 28
22 29

The third major area of increased annual expense was payment for utilities,
maintenance and repairs. This increase has been particularly severe in the last
several years because the cost of heating and cooling has increased faster than
most other expenses.

The items combined under the housing expense category ‘“utilities and other”
increased 8.7 percent a year between 1935 and 1975. However, this category
accounted for a 16.8 percent share of the increase in the 1970-76 period, and
last year, due mostly to energy cost, this share jumped to 18.9 percent of the
$1,230 increase. Taxes accounted for 52.1 percent ($641), and mortguge pay-
ments for 29.2 percent ($359) of last year's housing cost.

In spite of soaring increases, last year saw a record number of people buy
homes. There were 1.1 million new units started and 3 million existing homes

sold. B
How is this possible?
One reason is that over the years we have been able to stretch out the length

of the mortgage payments. In 1955 the average length of a mortgage was 21.3
years; in 1976 it was 28 years.

Another reason is that down payments have been lowered substantially as a
percentage of the loan. In 1955 the loan-to-value ratio was 68.4 percent. In 1976
this was 78.7 percent.

Both of these moves were designed to make it easier for people to acquire
homes, and they did. These moves had to be made to counteract the rapid
increase in overall mortgage rates.

The third reason is that an “average” family with an “average” income did
not buy an “average” house. Last year buyers of a typical new home had con-
siderably more income than the average for all families.

Last year the average family income was estimated to be $14,750. But the
incomes of households that bought new homes averaged $21,615, or 46.5 percent
higher.

Today's buyer probably has a wife “ho is working, rather than being the
sole provider. In 1955 only 27.7 percent of married women worked. In 1970,
40.8 percent worked, and in 1976 the number reached 49 percent.

Another factor to be considered is that today's new home buyer is more likely
to have another house which he can sell, using the equity to buy a new unit.
This was not generally the case in the mid-1950s.

Last year only 85 percent of new-home buyers were first-time buyers. An equal
number were second-time home buyers; 15.2 percent third-time; 8.2 percent
bought a home for the fourth time, and 6.3 percent were buying for the fifth
time or more.

Buying a home is a good idea, in spite of the cost and increased expenses. It
is a singular protection against inflation as-well as a unique means of saving.

In the final analysis, however, one must recognize the fact that rising costs are
making it more and more difficult for the average young man, woman or couple
to pay for a house.

This is especially true since most people want bigger houses, with more
amenities and a larger chunk of land. It is consistently surprising to find, year
after year, that people want more rather than less in housing. After World War
II a typical dream house contained less than 1,000 square feet. Today it measures

slightly over 1,600 square feet.
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Today's house must have a family room and 214 bathrooms. Ten years ago 75
percent of all new homes built had no air conditioning ; last year one-half did not
have it. In 1970, 62 percent of all units were without a fireplace; last year only
42 percent did not have any. Today only 24 percent of all new houses are without
garages, and H3 percent have two or more-car garages. And 80 on.

Buyers pay a bigger share of disposable income as well as more dollars. This
share seemed to level off during the 1960s at about 24 percent of net income, But
in 1975 it was up to 27.9 percent. Last year it was estimated to be 28.4 percent.
Compare this to the 20.3 percent share in 19335.

Clearly, the problem is not that we don't make enough money. We just don't
have enough left in our pay check.

Mr. Sumicurast. We are getting into the same area the Canadians
are, or Britain or Europe.

Ten, fifteen years ago we could allocate 65 cents of purchasing dollar
to build a house. We can no longer do that. We can put aside less than
50 percent for the structure.

Why? Because of all of these crazy things you have to go through.
Thel}‘le is no way to fight these. Gordon can tell you some horror stories
on this.

Senator Byro. Mr. Smith, what is the cost of the average home in
Fairfax County these days?

Mr. Smyrrh. I believe the average for new construction is someplace
around $62,000 to $63,000.

Senator Bryp. If you go back 10 years it was what, $40,000?

Mr, Syrta. Probably in the mid-thirties.

I have a few different thoughts on that, Mr. Chairman.

We hear a lot of comments that the young family today cannot go
out and buy a new house. I would agree with that, and I would raise
the question, should they go out and buy a new house, a young married
couple? My feeling is their first housing should be an apartment, then
maybe a townhouse or a condominium, then maybe a single family.

I know when I grew up you did not dream of owning a house when
you were first married. You saved. You did not go on a vacation. You
put your money aside, because you knew you wanted to buy a house.
You did not go to the theater, you did not do a lot of things.

Senator Byro. T wasn’t considering somebody that young. I consider
40 young. .

Mr. Suaicirast. People have an alternative. They can buy an exist-
ing house. Existing houses are cheaper, other than in Washington.
Washington is the only place in the Nation where existing homes are
actually more expensive rather than less expensive. .

Senator Byrp. As a rule of thumb, what does a building cost per
square foot in northern Virginia? -

Mr. SymrrH. About $30 a foot. -

One of our biggest problems is the price of land is taking an in-
creasingly larger portion of the total product. There used to be a rule
of thumb in the industry that 20 percent of the cost of the finished
project was for the cost of the finished lot.

Now I think in northern Virginia, it is possibly closer to 30 percent.
T have seen a couple of cases where the builder spent 35 to 40 percent
for a lot cost.

Senator Byrp, Let me see if I understand this. If it were 30 per-
cent, the cost of the lot for a $65,000 home would be $20,000?

Mr. Syrra. That is correct.

Senator Byrp. Ts that normal?
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Mr. Smrra. You would be very hard-pressed in Fairfax County
today to find a lot that would be less than $20,000. It is extremely

difficult to find that.
Mr. Susmicurast. You cannot find any lot, unless you go way out

to Frederick.

Senator Byro. I was in Williamsburg over the weekend. While I
did not go to the new development outside of Williamsburg, some of
gly friends did. They told me the lots were selling there for about

50,000,

Mr. Susmicurast. That does not make sense.

Senator Byrp. Senator Curtis?

Senator Curtis. I was interested in what you said about subsidized
housing. What types of subsidized housing?

Mr. SumicHRAST. Section 8.

Senator Curtis. What is the other?

Mr. SuarcHRrAST. Section 235.

Senator Curris. What is the difference between 235 and 2367

Mr. Suaticurast. 235 is for sale housing, 236 is rental.

Senator Curtis. Have you written any 235's?

Mr. Suaticiirast. There are no 235° being built now. Less than
1,000 Jast year. At the peak. there were as many as 330,000 built in a
3-year period, a little over 100,000 a year.

Mr. Sy, ' We have never built any.

Senator Curtis. The program had a lot of problems. There could
be, on one side of the street, someone paying for their house in a con-
ventional way with a neighbor with a 235 house with similar income,
very similar and the purchaser of the 235 house had a very
substantial subsidy.

Mr. Srarrenrast. That was one of the problems.

The biggest problem with 235, was actually, in the existing houses
not in new, where a lot of speculation was done. Detroit was one area
where a lot of people made a lot of money and a lot of people were
actually put in jail as a result of it.

In the new housing, 235 was a fairly suceéssful program. The prob-
lem you mentioned was one of the major problems.

Senator Curtis. What made it successful? Did poor people actually
get them ¢

Mr. SumicHrAsT. No, not poor. The typical buyer of 235 had an
income of about £7.500. The tvpical public housing income was about
32.200. The typical—203 being nonsubsidized income was about

14,000.

It was about one-half or two-thirds what the typical unsubsidized
FHA housing was, only one-half of what the typical family income
today for new homes is $21,000. People with medium or average
incomes do not buy new homes. -

The people have typically double incomes and make more money
than the average family makes. The average family income is about
$14,750. The people who buy houses do have about $7,000-$8,000 more
income.

Senator Curtis. I was very critical of that subsidizing. It was very
expensive for the Government. It was a good bargain for the person
who got it, but terribly unfair to their neighbors who had to pay for

it in taxes.
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1\21:';6 SumrcarasT. The 235 program was a cheap program compared
to .

Senator Curtis. It may have been, but it gave a portion of our
people treatment that they did not give to the great number of people
who do not. buy a house.

Mr. Syrra. Another problem with these particular programs is
that they tend to be funded in the down cycle. By the time they work
their way through the legislative process and become funded and
HUD finally gives the OI% on them, we are probably coming out of
the cycle and they are used as a stimulus to the economy. They are
placed on the industry while the industry has already recovered.

Probably they should be initiated in the legislative process when the
industry is at its very {)eak. When we are at the peak, we know we are
going to come to a valley. By the timelag of delay, getting our pro-
gram involved, it will be a year and a half. That is when you need it
the most.

Mr. Suaicrrast.c We expect a decline in production next year. We
should be working ‘on to help us do something next year when the
interest rates will go up, when the mortgage money will dry up and
the construction will start declining.

Senator Curris. Thank you, Mr. Chairman.

Senator Byrp. Thank you very much, gentlemen. You have pointed
out to us that the housing industry is very important to tho ecconomic
growth of the country.

Our next witness is Edward I. O’Brien. president of the Securities
Industry Association. He is accompanied by Stephen Small, assistant
vice president and legislative counsel for legislation.

Please proceed, Mr. O’Brien.

STATEMENT OF EDWARD I. 0'BRIEN, PRESIDENT, SECURITIES
~ INDUSTRY ASSOCIATION, ACCOMPANIED BY STEPHEN SMALL,
ASSISTANT VICE PRESIDENT AND LEGISLATIVE COUNSEL FOR

LEGISLATION

Mr. O’BrieN. Mr. Chairman, my name is Edward I. O'Brien; I am
president of the Securities Industry Association. Accompanying me
today is Stephan K. Small, assistant vice president and legislative
counsel for taxation.

STA represents approximately 550 leading investment banking and
brokerage firms headquartered throughout the United States which,
collectively, account for approximately 90 percent of the Nation’s se-
curities transactions conducted in this country. The business of our
members includes retail brokerage conducted on behalf of 25 million
shareholders, institutional brokerage, over-the-counter market mak-
ing, various exchange floor functions, and underwriting and other in- ~
vestment banking activities conducted on behalf of corporations and
governmental units at all levels.

I wish to commend the committee and its chairman for their deci-
sions to hold hearings on incentives for economic growth. These hear-
ings provide a timely and welcome opportunity to reexamine the
effect of the Nation’s tax policies on the process of capital formation.
Moreover, the hearings permit public comment on various proposals
before specific legislation is introduced. :
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In the thuusands of miles that I travel throughout this country each
year, I have the opportunity to speak with many investors, large and
small, as well as the heads of corporations, institutions, securities
firms and salesmen. T am very much impressed with the tremendous
interest. on the part of citizens of all types on the overall subject of
our economy. the need for prudent fiscal budgetary management of
the Nation’s resources, and the recognition that we need to build our
capital and our well-being in the future. There is also a strong tide
in favor of providing equity or fairness for the average shareholder
who is, by and large, not a person of substantial means. This desire
for fairness is, in great measure, reflected in the area of dividend taxa-
tion and incentives for investment.

People tell me from across the country that they wish to see some
material steps taken to relieve the double taxation of dividends as
well as to enable them to share in the country’s growth through stock
ownership. .

We believe that strong and stable growth of the Nation’s economy is
a prerequisite to the expansion of job opportunities for a growing
work force, to the resumption of world leadership in the standard
of living enjoyed by Americans and to the availability of a sound tax
base for revenues to support needed government services and national
defense.

We are gratified to note the growing consensus that such essential
economic growth is best achieved through greater capital investment
in the private sector. And many regard a major revision of the tax
code as it applies to capital formation as the best way to spur the
stable economic growth we need. National leaders in both the public
and private sector have called attention to the need for Government
action to encourage capital investment. Consider the following:

Tax stimulus legislation presently pending in the Congress contains
incentives for business to expand hiring.

“TFhe Joint Economic Committee plﬁalis])ed a staff study last year
which focused on the need to broaden stock ownership.

Senator Humphrey and Congressman Rostenkowski have intro-
duced legislation (S. 1055, H.R. 5359) which would establish a na-
tional policy “to provide sufficient incentives to assure meeting the
investment needs of private enterprise.”

Treasury Secretary Blumenthal in several speeches has stated that
one of the administration’s goals will be to encourage increased invest-
ment in order to provide jobs and higher productivity.

The House Ways and Means Committee published a Task Force
on Capital Formation which recently published a paper, Tax Policy
and Capital Formation, discussing a number of approaches to increase

investment. -
The Americans for Democratic Action have called for elimination

of the corporate income tax.

The previous administration published Blueprints for Basic Tax

Reform which included as part of one sweeping proposal the integra-
“tion of individual and corporate income taxes.

Importance of the individual investor. Effective solutions to capital
formation must recognize the importance of the individual investor
as a source of new capital. J must tell you in candor that I believe that
there is a false notion prevalent with respect to shareholders and stock —
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ownership, which scems at least to shy away from tax incentives for
individual shareholders as preferential for a segment of our society.

In fact, there arc about 25 million human beings who own shares
of stock and most of them have made these investments for the long
term, for retirement, for the education of their children, or to share
in the growth of the country. These 25 million people are, in many
respects, in the forefront of our economic system in that they are in-
vesting in that system, and they should be encouraged. Certainly, they
should not be discriminated against.

Unfortunately, many of the studies of capital formation have prac-
tically ignored the investors’ role in this process. For example, the re-
port entitled Tax Policy and Capital Formation prepared by the staff
of the Joint Committee on Internal Revenue Taxation, restricts its
discussion of capital investment to physical capital—plants, equip-
ment, housing—even though it acknowledges a relationship between
financial and physical capital. While it is important to focus on plants
and equipment, we believe it is equally important to focus on people,
who, as investors, are nceded to provide the dollars for capital
investment.

There are three fundamental reasons for our urging this special
emphasis on the individual investor :

Individual investing on a nationwide scale provides broad public
support for the system of private enterprise in this country. More, not.
fewer, Americans should have a direct ownership stake in the success
of that economic system. This goal is fully consistent with the economic
as_well as the democratic political traditions of this Nation.

Individual investing on a wide scale provides a sound means, per-
haps the best means, for improving the mobility of capital. Incentives
at the corporate level help existing businesses regardless of their needs
whereas providing incentives directly to individuals permits their sav-
ings to flow wherever the needs and opportunities are most attractive.
It is noteworthy that major industrialized countries enjoying greater
growth than the United States all provide more favorable capital
gains tax treatment than does this country.

Individual ownership, if encouraged, will slow the steady, inexor-
able trend toward institutional ownership. If ownership of our
corporations continues to concentrate in a relatively small handful
of giant institutions, our system will become more like that of Japan
or Germany and will have lost one of its unique attributes. Economic
concentration of this type will have a further negative impact on the
ability of credit-worthy but smaller companies to meet their capital
needs. A tax system which imposes a greater burden on individual in-
vestors than on institutions exacerbates this problem.

Regrettably. a look at the current American shareholder census re-
veals that the ranks of the individual supplier of equity capital are
shrinking. During the first half of this decade, there has been nearly
a 20-percent reduction in the number of shareholders. Approximately
6 million individuals have left the equity markets. Today there are
only 25 million shareholders compared with 31 million in 1970.

Several factors contributed to this phenomenon: Soaring inflation
rates were a severe blow to equity investment, and concern about
possible recurrence continues to inhibit investors. Economic policies
compounded uncertainty by veering from stimulus to controls and
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back again. During the early 1970’s, the level of personal savin
dropped severely. Harsh changes in tax policy accelerated the flight
of equity investors and inhibits their return. I shall claborate on
the latter point.

Tax Policy and Capital Formation cites studies showing that “an
individual’s choice between various assets is quite sensitive to the
after-tax yields he expects to receive on the assets” and that “tax
incentives for personal saving do not significantly affect the amount of
such saving, but do affect. its composition.” The recent recovery in the
level of personal saving has not prompted a return to equity invest-
ment. We believe one must look to the treatment accorded equity
investment by the tax code for an explanation of this situation.

The erosion of capital gains provisions and the continuation of
double taxation of dividends have served to discourage equity invest-
ment.

The willingness of millions of Americans to invest depends on a
favorable risk/reward relationship. By their mass desertion of the
equity markets, millions of Americans have signaled a consensus that
the relationship is seriously imbalanced.

There are many factors involved on both sides of this equation—
many of which are not solved by legislation. But a singularly impor-
tant factor. affecting both risk and reward, is amenable to legislative
remedy. That factor is the tax treatment of capital gains.

In the past, the United States and other industralized countries
have taxed capital gains differently than income. We believe this dis-
tinction is sound and economically justifiable. During the last 8 years,
however, this distinction has been dramatically eroded. In 1969 the
Congress increased the tax rate on capital gains from 25 percent to
35 percent and added capital gains as a tax preference item subject
to the minimum tax to raise even higher than the effective capital gains
tax rate, Azain, in 1976, both the increase in the minimum tax rate
plus the reduction in the credit for other regular taxes paid further
diminished the positive effects of the capital gains tax. Morcover, in
addition to practically doubling the capital gains tax rate—reducing
the reward—the Congress has also doubled the element of risk. As
a result of the Tax Reform Act of 1976 extending the holding period,
by next year an investor will have to remain at risk 1 year before
qualifying for capital gains treatment.

In addition to these tax increases—or disincentives—which in them-
selves could scare off already reluctant investors, current tax policies
result in double taxation of corporate earnings paid out to investors
as dividends. This situation not only is inequitable to the investor and
the corporation, but also has created a dangerous bias in favor of debt
over equity financing. Debt now accounts for 55 percent of the total
capitalization of all nonfinancial corporations.

Indeed, the double taxation problem is the major focal point of Tax
Policy and Capital Formation, which notes that current law “encour-
ages that use of debt finance relative to new stock issues, since interest
payments are deductible and dividends are not. More debt increases
the risk associated with corporate financial structures because firms
must meet higher fixed charges for interest and face greater risk of

bankruptey.” N



125

In recent months proposals to address double dividend taxation have
attracted considerable attention and support from both the past and
present administrations, from members-of this Committee and the

“House Ways and Means Committee, from economists, and from the

business commnnitf/. o o
The Securities Industry- Association has long supported elimina-

tion of the double taxation of dividends because we are convinced that
simple fairness to those who own American companies demands that,
but also, because in our professional judgment, there should not be a
bias in favor of one type of security over another when we are ad-
vising clients seeking to raise capital. L

The selection of a specific method of achieving this end, however, is
not a simple process and we recognize it cannot be considered apart
from other changes in the tax code. ’ .

Nonetheless, wo are deeply concerned by those proposals which tie
the elimination of double dividend taxation to redefining capital gains
as ordinary income. Such a proposal reduces one inequity in the tax
code by increasing another. If it is inequitable to impose a double tax
on corporate earnings paid out in dividends, it must also be inequit-
able to impose a double tax on,corporate earnings retained and re-
flected in capital gains. Moreover, such proposals cuuld shut off sources
of new capital, imposing the harshest penalties on companies which
aro new, small or engaging in major expansion vital to employment
and long term economic recovery.

Tax policy can be a powerful tool to stimulate the investment nec-
essary to promote long-term economic growth and to achieve public
policy objectives. There is little doubt that these goals require in-
creased capital investment. Current tax policy has served to retard
investment. Therefore, this Nation needs a new tax policy. A tax policy
which is based on the simple and equitable principle that corporate
earnings should only be taxed once.

Yet we know that efforts to alter the code will be resisted because it
is asserted that the benefits of such changes will go only to a limited
number of very wealthy people. .

We reject the notion that tax policy which fosters investment is
merely “welfare for the rich.”

Even with the exodus of equity investors-the median stockholder
has a family income of just under $19,000,

Millions of lower- and middle-class Americans participate in private
and public pension funds which are also major stockholders.

All Americans have an interest in, and will benefit from, the creation
of jobs and improved standard of living which can only occur through
increased capital investment.

_ The tax code should not be biased to discourage investment and
increasc the concentration of equity ownership. We believe that public

olicy can be furthered by changes in the tax code which will promote
mvestment. We believe that those changes must focus on people—in-
vestors—as well as on plants and equipment. :

In determining what specific changes in the code are neceded, we
believe it is necessary to assess the effects of any contemplated change
either in the capital gains tax or on the taxation of corporate earnings
on the following factors:

92-201 0-77-9
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Impact on individual investors;
Impact on securities markets;
Impact on mobility of capltai ;
Impact on corporations, especially t

those which are new orsmall;and ]
Impact on Federal revenues taking into account the “ripple” effect.
important questions can be derived only

after the most careful analysis and stud{v. )

I hope you will bélieve me when I tell you that people are looking
t6 you to help solve these twin problems of providing incentives for
investment and eliminating the inequity of the double taxation of
their dividends. Most people realize it is difficult to devise the precise
balance and in fairness, they rely on experts in and out of government
to design the solution. But they do want a chiance to build for the
futuro and to be treated fairly with respect to their dividend income,

Finally, then, the Board of Directors of the SIA is committed to
provide its collective best judgment in providing answers to the above-
mentioned questions. On behalf of our member firms and in the inter-
est of the 25 million individual investors they serve, SIA has under-
taken a study of a number of specific proposals which are intended to
stimulate investment and promote economic growth. We will be happy
to share our conclusions with this committee and the Congress at the
earliest possible moment.

Senator Byrp. Thank you. You made a good statement.

The question of double taxation, of course, is a vitally important

hose which are expanding and

one. I do not believe you indicated how you would solve that problem, _

or what recommendation you have in that field.
Mr. O'Brien. What I indicated, Mr. Chairman, is that we have

' studied the three proposals which are set forth in the task force paper

and we have not reached a conclusion yet for the reason that the matter
is under active study. It is a highly complicated one. I have spent
hours studying it myself. I do not pretend to know the answers.

We lean toward one that is a partial integration system rather than
a full integration system, but that is the very point, that we have begun
work and which we would like to furnish to your committee.

Senator Byrp. The committee would be ggxd to get your view when

—you have completed your study. I thought in testifying today that

you had a recommendation that you wanted to make.

Mr. O’Brien. We have a recommendation with respect to the gen-
eral principle, :

Senator Byrp. As a general principle you favor the elimination of
double taxation. That is the general principle$
Mr. O’Brien. That is correct. .

Senator Byrp. I certainly agree with that but we cannot legislate
on the general principle. We have to have specifics.

Mr. O’BrieN. We also made one other point in that testimony today.
We lean toward the emphasis on the stockholder relief; namely, the
elimination of double taxation and the capital gains question as dis-
tinguished from the physical side, which is the investment tax credit
and things of that nature.

Senator Byrp. How does the investment tax credit fit in?

Mr. O’Brien. I think they are different problems. They are meant

to have different incentives.
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The only point we wish to make is in the former area.

Senator Byrp. Maybe I missed the point. I.do not see what the
investment tax credit has to do with the question of double taxation. -

Mr. O’Brien. I think they are different. I agree with you; they are
different. I think each one provides & measure of capital accumulation.
I tfree with that.

11 T am saying, in terms of emphasis, I would like to see that
emphasis placed on the elimination of the double taxation of dividends.
That is my point.

Senator Byrp. I understand now.

As I understand it, then, while you have not completed your study,
you lean toward a tax credit for the stockholder.

Mr. O’Briex. In a way it is in the nature of a partial integration
of the corporate tax and the individual tax which we would call
alternative 1 in the task force study rather than one which would

- take into consideration taxation of both the dividend as well as the

retained earnings on the grounds that it is conceivable that the stock-
holder, under that latter approach for integration may end up—you
used the example yourself with one of the earlier witnesses, he could
end up being taxed for a substantially greater amount of dividends
than he actually received.

Senator Byrp. Do you advocate that ?

Mr. O'Briex. I am saying T am leaning toward the former system
which is partial integration rather than full integration of the two
taxes on tﬂe individual and on the corporation. I said what I intend
to do is once our study is completed to furnish you with the informa-
tion on those points.

Senator Byrp. Thank you, sir. .

Thank you, gentlemen. -

The next witness is Mr. Leif H. Olsen, chairman, Economic Ad-
visory Committee, American Bankers Association.

Mr. Olsen, you may proceed in any way that you wish.

STATEMERNT OF LEIF H. OLSEN, CHAIRMAN, ECONOMICS ADVISORY
COMMITTEE, AMERICAN BANKERS ASSOCIATION

Mr. Ousen. Thank you, Mr. Chairman. I have a brief statement.
I am going to summarize the statement. ,

I am Leif Olsen, senior vice president and economist at Citibank
in New York and I am chairman of the economic advisory committee
of the American Bankers Association, a trade association whoso mem-
bership includes approximately 93 percent of the Natign’s commercial
banks. We appreciate this opportunity to testify before your subcom-
mittee on the effect of tax policy on the growth of the private sector
of our economy. This is an important issue which has serious impli-
cations for the maintenance of the standard of living of all of our
citizens. It is also closely tied to the issue of tax reform, and the need
to develop an equitable tax system for all of our citizens.

Today, I will make a few brief remarks about monetary and ﬁscal
policy, the effect of tax policy on economic growth in the private
sector, and discuss in a general way a few of the key proposed tax
changes from the standpoint of this 1ssue only. The American Bankers
Association is currently forming a special task force to consider the



“

128

multitude of issues involved in various proposals for tax reform. This
roup will consider the specifics of various proposed tax changes, and

elp the association form positions on them.
I would ask your permission, Mr. Chairman, to submit for the

record the recommendations of this task force.
Senator Byrp. We will be very happy to receive them for the record.
[The following was subsequently supplied for the record:]

AMERICAN BANKERS ASSOCIATION,
Washington, D.C., June 30, 1977.

HoNn., Harry F. BYRp, JR.,
Chairman, Subcommittee on Taxation and Debt Management, Commiltice on
Finance, U.8. Senate, Washington, D.C.

DEAR SENATOR BYRD : This letter i8 being written as a followup to the testimony
of Leif Olsen on behalf of the American Bankers Assoclation before the Subcom-
mittee on Taxation and Debt Management of the Committee on Finance of the
United States Senate on May 17, 1977. .

At that time you requested our views on the integration of corporate and per-
sonal income taxes. This subject was considered very carefully by a special task
force on tax reform that has been assembled by our Association. This task force
includes members of our Association's Economic Advisory Committee, Bank
Taxation Committee, and the Executive Committee of the Trust Division.

‘We discussed three methods of integration. First, full integration through the
elimination of the corporate income tax, and the treatment of all corporate in-
come as if it were earned income of the shareholders. This proposal has too many
problems and should not be considered at this time.

Partial integration was discussed in terms of two other proposals. The first
would be to allow corporations to deduct dividends paid from their gross income
in their determination of taxable income. This deduction would be allowed for
dividends paid to domestic tax exempt organizations, but not for these paid to
foreign shareholders unless reciprocal treatment were afforded by treaty. The
second method would be to allow shareholders to use corporate tax payments on
income paid out as dividends as a tax credit against their personal tax liability,
after these tax payments have been included or “grossed up” in their personal
income, At the current time, our Association cannot take an official position on
any of these methods because we do not know what other proposals will be in-
volved in tax reform legislation. Subject to this qualification, our task force
reached a tentative consensus in favor of the dividend deduction method for the
following reasons:

1. Simplicity of Administration.—There would be no need to estimate taxes at
the time dividends are paid. Shareholders would not have to be re-educated to
include the gross-up in income and take the credit. No problems arise from
audit adjustments for past years, partial-year share-holders, or the variations
between current and deferred taxes. There would be no necessity of elaborate
record keeping to ensure the correct treatment of the credit. The records on
foreign shareholders are substantially the same as those that must now be kept
for withholding tax purposes.

2. Incentive to Increcase Dividends.—The dividend deduction approach would
provide managers and shareholders with an incentive to increase dividends, thus
passing on the tax savings to the shareholders for reinvestment. With a share-
holder credit approach, in order for the dividend paying corporation to retain
any benefit directly the dividend must be cut, although the shareholder may still
receive a higher gross dividend than formerly.

8. Ease of Phase-In.—Under a dividend deduction alternative the phase-in is
simple, with the burden of keeping up with the phase-in changes falling on pro-
fessional managers rather than individual shareholders. It would also provide
time for a corporation to change its business mix as necessary to accommodate
the increasing deduction.

4. Preservation of Ezxisting Incentives.—Congress has provided a variety of
tax incentives to corporations for purposes seen to be of economic or soclal
benefit to the national interest. With a dividend deduction, these incentives are
more likely to be preserved than with a shareholder credit. which might be
structured in such a way as to destroy the efficacy of present or future incen-
tives to the extent of dividend payouts. ’

5. Enhancement of Capital Formation.—The dividend deduction approach
would generate more capital formation for two reasons. First, the deduction
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guarantees a tax savings at the marginal or statutory rate, rather than at some
lesser gross-up factor, as might be the case under some forms of shareholder
credit. S8scond, the capital thus formed is automatically refavested unless divi-
dends are increased ; it is likely that somewhat more earnings would be retained
than under a shareholder credit system, and thus less would be lost by any
propensity of shareholders to spend rather than reinvest dividend income.

In general, we see many advantages to a dividend deduction system although
we would not be opposed to a carefully constructed shareholder credit system
which took account of the reservations listed above.

We share the concern expressed by many observers about the effects of these
proposals on Treasury revenues. Indeed, economic stability will be a crucial
element in any program to enhance capital formation. On balance howerer,
capital formation will only be enhanced if the net tax burden on the corporate
gector 18 lightened, and tax incentives are altered to favor capital investment. To
accomplish this we urge the Committee to also consider other forms of tax incen-
tives. Areas for consideration might be the investment tax credit, accelerated
depreciation, lowering corporate tax rates, and indexing tax rates to account

for inflation.

Sincerely,
GERALD M. LOWRIE,

Executive Direclor, Government Relations.

Mr. Orsex. The growth and renovation of the capital stock repre-
sented by the Nation’s industrial plant and equipment, utilities, trans-
portation system and commercial enterprises, is essential to a growing
economy. Yet in the first 2 years of the current economic recovery,
capital investment has lagged badly.

Part of the reason for the lagging recovery is, of course, the de]pth
of the recession itself. The 18 percent drop in capital spending, like
the declines in numerous other sectors of the economy, was the deepest
since World War II. The traumas of such a deep recession and the
relatively high inflation have caused excess capacity to exist and have
bred caution among managers and investors. -

The highly cyclical nature of business fixed investment is shown in
exhibit ITI,' in which investment is related both to the actual gross
national product and potential GNP or the effective capacity of the
economy. During this recovery period, only about 8.5 percent of the
economy's potential output has been devoted to replenishing and ex-
panding the Nation’s capital stock—the lowest proportion since the
1958-62 period.

Another factor inhibiting greater capital investment at this time is
the large amounts of unutilized or underutilized capacity in many
lines. The average utilization rate in American industry during the
first quarter was 81 percent of capacity, up substantially from the
recession low of 71 percent but still below the level of utilization which
would normally trigger a new wave of capital expansion. In fact,
because of increased uncertainties today, including environmental
considerations, pollution requirements, safety regulations, et cetera,
the trigger point may have moved higher than the 82 to 84 percent
level which has normally set off waves of capital expansion in the

ast. -
P The basic uncertainty to be resolved before making an investment
decision, is, of course, the rate of return that can be earned on that
investment. Today’s uncertainties over both costs and prices are ampli-
fied by uncertainties over regulatory and tax matters. In addition,

1 8ee p. 141.
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rates of return have been highly cyclical, as shown in exhibit IV.2

While the. fluctuations in rates of return on net worth in the last
quarter century have not been as vidlent as they were in the thirties
and forties, the swings have.been wide enough to create periodic
delays in investment. The mlost constructive move toward aiding capi-
tal investment would be to provide the policies which would promote
a stable economic environment. :

Policies which go to extremes, either of stimulus or restraint, often
do more harm than good. Moreover, in order to stimulate recovery
from recession, government tax policies are adopted which favor con-
sumption over investment, and these generally remain on the books
over a number of years and create a continuing bias in favor of con-
sumption over investment. ' '

The conclusion that émerges strongly from this review of the cycli-
cal swings in capital spending is that avoiding recessions is an impor-
tant way to sustain capital spending. That may sound like an impossi-
bly tall order, but I firmly believe that the frequency and severity of
business cycles can be reduced. X

The foregoing is simply meant to place the issue of how taxation
effects capital investment in perspective by pointing out that changes
in the tax law can't be expected to provide a magic solution to the prob-
lem posed by the current lag in capital spending. But I wish to empha-
size that this does not mean that taxation has no effect on capital
spending. On the contrary, it has important effects and a reduction in
the heavy burden of taxes on the returns to investment would provide
an important stimulus to investment, the economy, and fuﬁﬂmr ad-
vances in the general living standards.

In a fundamental sense, investment is made possible because people
forgo consuming some part of their current income which is then avail-
able to finance the production of capital goods. When these capital
goods are introduce(li into production, the amount of goods and serv-
ices available to the population is increased. Only by forgoing current
consumption, in other words, can we create the means to enjoy higher
future living standards.

In our society, the saving that makes investment possible in the pri-
vate sector is the result of the voluntary decisions of individuals and
business managements. Those decisions in turn are strongly influenced
by the expected rate of return to prospective investments, People will
save, in other words, if offered a sufficient bonus for forgoing current
consumption. And the size of the bonus that can be oﬂ%red depends
on the expected return on use of those savings to finance productive

- investments.

Taxes insert a wedge between the return on the investment and the
return to the individual or business investor. Thus, they discourage
savings and investment. Lowering taxes on the returns to capital will
increase the rate of return to potential investors and stimulate more
saving and investing. :

The fruits of that investment will benefit the entire society. In dis-
cussions of tax policy there is an unfortunate tendency to view corpo-
rations as if they were people—as if thev pay taxes or benefit from tax
relief. In a real sense, only people can bear the burden of {axes. The

. ¢

2 See p. 142,
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tax paid by a corporation is borne by the employees, customers and
shareholders of that corporation,

In the same vein, changing taxes in a way that increases the after-
tax return to business investment will provide real benefits to people,
not corporations. And those people will not just be shareholders. They
will be the employees of corporations, both the existing ones and the
additional ones that will be employed in constructing the investment
goods and in operating the new plant capacity once it is installed. And
they will also include the customers of those corporations who will be
able to purchase products that are relatively less expensive and/or
improved in quality because of the improvements in productivity em-
bodied in the additional investment. In short, adequate investment in
plant and equipment is vital to the improvement of general living
standards. And taxes help to determine whether investment will be
adequate. :

If T may digress here, the short fall in capital investment that
occurs, in time causes a general deterioration in living standards from
what otherwise would be the case. This is particularly deceptive be-
cause it is not conspicuous on a year to year basis. Only after the pas-
sage of, say, 10 to 20 years does 1t become quite clear.

For this reason, it seems very hard to get policy changes to encour-
age investment, because it does not appear that anything is happening
in the immediate period.

In this context, I would like to make two very general comments
about some of the proposals that have been advanced for increasing in-
centives to capital investment. The first concerns the intriguing pro-
posals for the so-called integration of individual and corporate income
taxes, This has a lot of appeal just for the reason I noted carlier—that
corporations do not bear the real burden of taxes. Integrating corpo-
rate with individual income taxes would bring the form of the law into
conformity with the reality of the economics. And it might clear up
some of the confusion over just how the burden of the corporate tax is
distributed among individuals. Until we eliminate this confusion, we
cannot meaningfully come to grips with problems of tax equity.

In addition, the double taxation of corporate dividends inherent in
our tax structure creates a bias toward the use of debt in corporate
capital structures. This has, in the past, aggravated the problems cor-
porations have experienced in obtaining capital for investment pur-
poses at crucial times in the business cycle.

It is important to keep in mind, however, that integration will only
provide a significant spur to capital investment if it is part of an over-
all program that lowers the tax burden to business investment. Design-
ing a plan that allows, for example, a dividend but then offsets the
immediate revenue loss to the Treasury by repealing the investment
tax credit or some similar existing provision would not provide suffi-
cient incentive to promote additionaYcapital investment.

Another proposal calls for indexing income taxes to adjust for in-
creases in the price level. In the context of corporate income taxation,
this involves adjusting depreciation allowances to take inflated re-
placement costs 1nto account instead of lower historic costs. By failing
to do this, we distort the computation of corporate net income in a
way that causes the effective rate of tax on true profit to rise with
inflation, In this context, we should not allow ourselves to be misled
by focusing only on rates of return expressed in current dollars. Per-
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centage returns that may compare favombli with past rate do not
look good at all once we take today’s much higher rates of inflation
into account. : ‘

Also, the general indexing of both corporate and individual tax
rates would do much to achieve an equitable distribution of the bur-
dens of inflation among all elements in society. This, in turn, would
help to restore business and consumer confidence—a necessary pre-
requisite to an adequate level of capital investment.

n conclusion, let me reiterate the view that the problem of sluggish
growth of capital spending in the current recovery cannot be fully
understood without considering the depth of the recent recession.
Significant factors bringing on this recession were the high rates of
inflation and general instability fostered by monetary and fiscal
policies of the Federal Government. Thus the Government can con-
tribute to a revival of capital investment by implementing stable,
moder}z:te, monetary, and fiscal policies conducive to noninflationary

wth., ’
gr(éiven such policies, tax policies have an important role to play
in insuring that the return to investment is sufficient to provide the
volume of saving and investment our economy needs to insure a con-
tinued improvement in living standards.

Senator Byrp. Thank you, Mr. Olsen. That is a fine statement.

I am interested to note how many witnesses from various seg-
ments of the economy emphasize the part that inflation is playing in
our economic problems today.

It seems to me that the greatest long range threat to our Nation and
the people of our Nation is inflation and the emphasis that you and
other witnesses have put on the need to control inflation indicates to
me that that is of vital importancé if we are going to have sound
economic progress for the future.

In regard to the elimination of the double taxation on dividends
or integration of corporate and individual taxes, which of the various
methods would you recommend ?

~Mr. Ousen. T will answer your question but I would also ask if I
might reserve a final decision, determination of that, to the work of
the task force of the American Bankers Association. My preference
would be toward deductibility for dividends paid by taxation so
that the dividend payment is treated similarly to that of the interest
payment on debt capital by corporations.

But I would ask that a final determination of that—I wouldlike to
await the final- work of the task force of the American Bankers
Association.

Senator Byro. The task force is working on that{

Mr. OrsEN. Yes.

Senator Byrp. When do you expect to have that?

Mr. Ousex. T think the record will be open to us for a period of 6
weeks, but we will submit well before that deadline.*

Senator Byrp. It is complex to determine what is the best way to
eliminate double taxation. In principle. T agree that we onght to try
to eliminate it, but. when you come down to specifics, it is difficult.

‘Mr. OLseN. Tt is a very complex issue as everyone agrees and every-
body keeps stating, because the double taxation on dividends not only
increases the additional burden originating on income in the corporate

*See p. 440.
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sector, but it creates inequities in the impact it has on individuals, de-
pending on their income(loyel and their tax brackets. - ‘

For this reason, in some cases, even the tax deductibility of dividends
paid might still leave distortions in the way in which the tax impacts
on different shareholders, depending upon their income bracket.

Senator Byro. Let me cite three ways and see if there are other ways

that have occurred to you. ‘ .
One is to give the shareholder a credit. The other is deductibility by

the corporation, as you mentioned. ) L
The third way is the Simon proposal, which is a. combination of the

other two.

Are there other ways that it could be considered ?

Mr. Orsen. The only other way would be if you had full integration
of the corporate income tax in which vou treated the corporate tax as
though it were a partnership and effectively eliminated the double
taxation dividends in that fashion. : ~
" Senator Byro. How would the corporation have retained earnings?

Mzr. Ousex. The corporation would be taxed at the same rate as the
individual tax. You would have to consider, then, lowering the maxi-
mum margin of tax rate for individuals. if this were the case.

Senator Byrn. I am not sure whether I understand what you mean.
Do you mean that if a corporation made $10 a share and normally
would distribute $3 a share in dividends, under the full integration
about which you are speaking, the corporation would distribute the
full $107?

Mr. Orsex. It would not pay taxes, in effect, on what was distributed.
It would pay taxes on the income earned at the same rate as though it

. were a partnership in full integration. ,

Of the three proposals that were included in the Congressional Task
Force Committee, I still would prefer—this is a personal view of
mine—the deductibility of the dividends paid by corporations.

Senator Byrp. Under the full integration proposal, would all of the
profit be paid to the stockholders?

Mr. Ovusen. No. It would not have to be paid out to the stock-
holders, no. They could still be retained earnings, but there would not
be a tax paid by the corporation and then an additional tax paid by the
individual on that portion which is paid out.

Senator Byrp. Then the corporation would pay the tax, the same as
it does now? -

Mr. Orsen. Yes.

Senator Byrp. The individual would pay no tax?

Mr. Orsen. Would pay no tax on that portion which he receives.

- Senator Byrp. That would not be vour preference ?

Mr. Orsexn. No. My preference would be the deductibility. This is
on the question of the elimination of double taxation of dividends, yes.
To treat the dividend as a deductible, as we do now with interest
payments. ' ‘

Senator Byrp. If dividends were deductible to the corporations,
:IIOW would ?this affect small corporations which, generally speaking,

o not pay

- Mr, Orsen. In all corporations, the proportion not paid out in divi-
dends, which are retained in the business, you would presume, would
be reflected in an increase in the capital value of the ‘business, either
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dollar for dollar.or in somevalue, so that there would be an increase
in the capital gains proportion of those who retain the retained earn-
ings, That is true today, too. . o

As it stands now, any businesses that pag7 out a small proportion of
their earnings in the form of dividends and avoid the double taxation,
that impacts on the owners of the business, now retained in the busi-
ness; to the degree that they retain the increase, there is an increass -
in capital value. :

When that capital value is realized, of course, it is taxed as a capital

ains. ~
g Senator Byrp, Another way of eliminating double taxation is to
have the shareholder assess the total amount of his or her propor-
tion of the profit, and eliminate the corporate tax. It seems to me that
that would not be a fair, workable proposal.

If a person is entitled to a $300 dividend which is 30 percent of the
profits, then they would be billed by the Internal*Revenue for $1,000,
even though they received only $300. '

That would not work, would it ?

Mr. OuseN. No; it would not. It would create some serious tax flow
problems for individual taxpayers.

Senator Byrp. I understand the Americans for Democratic Action
advocated such a program. I am not impressed with the soundness of
it. It seems to me that this would be totally unsound and totally
unworkable and very unfair to a shareholder and would tend to elim-
inate persons investing in corporations.

Am I sizing that up right?

Mr. Ovsen. I would agree with you.

Senator Byrp. In one of your earlier testimonies to the Congress, -

you said that we should encourage and reward the efficient manage-
ment of capital. We should support those Government policies which
would enhance such efficiencies while eliminating these that do not.

Could you be a little more specific in saying what policies we should
support and which we should eliminate ?

r. OLseN. As I was listening to that, I was trying to recall the
circumstances under which I presented that testimony.

Senator Byrp. I think this was the Joint Economic Committee last
year.

Mr. Ousen. There are provisions in our tax code which encourage
managements to make decisions that are largely induced by tax con-
siderations rather than economic considerations. ,

One that comes to mind, incidentally, is the treatment of capital
gains taxation. Frankly—and this is a personal view again—I have
always favored an elimination of the capital gains tax to the degree
that capital is rolled over and reinvested again. Tn other words, to
treat all capital gains the same way as we now treat the gains that
accrue in the transfer of one home to another home by an individual
homeowner. ' :

But whenever capital gains are extracted for consumption pur-
poses, thev should be taxes at income rates, treated just as income.

The roll over of capital should iict be taxed. Everytime there is a
transfer from one capital asset to another capital asset and we tax that,
investors frequently take that into consideration and either delay it
because of the holding period provided under capital gains taxation,
they delay making such transfers. ‘
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In some cases, they continue to hold on to an asset long beyond the
tirne when economic considerations would have dictated such a trans-
fer. This tends to make the capital market more inefficient. It tends to
make investors make decisions to not transfer to more efficient users
because of the concern of the capital gains tax that will occur.

Senator Byrp. Let me see if I understand what you are saying.

If a persons owns 50 shares of A.T, & T., for one reason or another,
wants to sell those 50 shares of A.T. & T. and buy 50 shares of ITT,
then there would be no gain on the transaction, assuming there would
be a gain. They would pay no tax on that gain ?

Mr. Ousen. No tax if the total proceeds of the sale of A.T. & T. were

_used to purchase additional capital or additional stock in some other

enterprise.
Senator Byrp. If the person sold the 50 shares of A.T. & T. in order

to buy an automobile—

Mr. OrsEN. The portion of the gain that he withdrew, in effect, to
consume goods, would be taxed as income.

This proposal has been made on a number of occasions in the past.
Generally, the response has been that it presents a very difficult task
to those drafting tex legislation, just exactly how you would go about
achieving this.

Senator Byrp. I think so, too. :

Mr. Owsex. I had it in mind, as far as economic effects, The rea-
son I made that statement at the time was that there tends to be, at
times, almost an implicit hostility toward the private ownership of
capital in the United States, and we are terribly concerned about
who owns the capital. I feel, from the standpoint of the welfare of
the country as a whole, we should be concerned about how capital
is managed rather than how it is owned. I think we do not take that
into consideration,

Senator Byrp. I think you are right in at least part, :f not all, of
what you say. I sense an antibusiness sentiment on' the part of the
Congress of the United States. I also find among my colleagues in the
Congress so many who are not particularly interested in Government
ﬁnanc;ng and business growth because these subjects have no political
appeal.

That is one reason why we are in this trouble that we are in.

- Mr. Ovusen. This results, unfortunately, from a misconception of
what constitutes a business. As I mentioned in my prepared remarks
and several witnesses this morning have—-eommenteg, I think, that it
stems from a judgment that a business is—that is a corporation is a
person. Somehow you can treat this corporation as adversary. That
does not include people, somehow.

But a corporation is, of course, nothing more and nothing less than
a—tombination of capital and people brought together, labor and
capital brought together in order to produce goods and services.

Whenever we make policies that adversely affect a corporation in
some fashion or limit its efficiency, we are adversely affecting people,
all of them citizens and taxpayers of the United States. '

Senator Byro. Given the possibilities of changing the level of divi-
dends, capital gains taxation and individual income tax rates, is there

-a particular kind of mix that you would suggest ¢ :

Mr. OLsen. The mix that I would like is to see the double taxation
on dividends eliminated, and you did not include this, but I would pre-

~
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fer a reduction in the corporate tax rate rather than an increase in the
investment tax credit.

Senator Byrp. Do you foresce that if our country continues in the
direction that it has been going recently in regard to the (iovern-
ment view~of capital that we may well find ourselves in the position
that England finds itself in today‘ly .

Mr. Orsen. I do feel that there is a danger, if we continue in the
policies that we have had which tend to treat capital and capital invest-
ment with a relative degree of hostility and relatively discourage
capital formation, that we will, over tine, see our standard of living
either rise much more slowly than they otherwise would, or actually
décline. And I cannot emphasize enough the fruits of those kinds
of perverse policies unfortunately do not. become readily evident until
after the passage of some time, and this is one of the reasons why it is
so hard to obtain the kinds of remedies, or changes in strategy, that are
required from Congress, because it does not seem to be conspicuous in
any one year.

Senator Byrp. It seems to me that it takes Government a long time to
learn from clear examples that are available in many areas. When
England went to sociu?ism, it went to socialism on the assumption
that the average citizen would be bettered by it. We have all found out
that the average citizen is much worse off now than he or she had been
in the past.

I think the United States has the greatest economic system in the
world, if we just do not continue to louse it up. In my view, we are
lousing it up.

The tremendous Government, continued regulations, redtape, that
business must constantly put up with, has to be paid for. It is paid for
by the consumer. It is raising the cost of living.

The Government needs to reverse its thinking in regards to the
e«ionomic problems as they affect a very important sector of our pop-
ulation.

I do not know how you are going to employ people if you do not have
private business to employ them. The Government cannot employ them
satisfactorily. -

All of that enters into whatever changes the Congress is going to
make in the current tax system. '

Your testimony has been very helpful. Thank you very much.

[The prepared statement of Mr. Olsen follows:]

STATEMENT OF LEIF OLSEN, CITIBANK, NEW YORK, NEW YORK, REPRESENTING THE
AMERICAN BANKERS ASSOCIATION

-+ Mr. Chairman and members of the subcommittee. I am Leif Olsen, senior vice

president and economist at Citibank, New York, N.Y,, and chairman of the Eco-
nomic Advisory Committee of the American Bankers Association, a trade associa-
tion whose membership includes approximately 93 percent of the Nation’s
commercial banks. We appreciate this opportunity to testify before your sub-
committee on the effect of tax policy on the growth of the private sector of our
economy. This is an important issue which has serious implications for the main-
tenance of the standard of living of all of our citizens. It is also closely tied to
the tax reform, and the need to develop an equitable tax system for all of our
citizens.

Today, I will make a few brief remarks about monetary and fiscal policy, the
effect of tax policy on economic growth in the private-sector, and discuss in a
general way a few of the key proposed tax changes from the standpoint of this
issue only. The American Bankers Association is currently forming aﬁgpecial task
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force to consider the multitude of issues involved in varlous proposals for tax
reform. This group will consider the specifics of various proposed tax changes
and help the association form positions on them. '

The growth and renovation of the capital stock, represented by the Nation's
industrial plant and equipment, utilities, transportation system and commercial
enterprises, is essentlal to a growing economy. Yet in the first 2 years of the
current economic recovery, capital invesunent has lagged badly. As exhibit I
demonstrates, real nonresidential fixed investment not only has recovered less
rapidly than the average of previous postwar recoveries, but has been running
below even the slowest of any of these earlier recoveries. By the first quarter
of 1977, capital investment was only 7 percent higher than it was at the bottom
of the recession 2 years earlier. Despite a sizable gain in the lates quarter, the
rate of investment has regained only half of the ground lost during the recession.

Part of the reason for the lagging recovery is, of course, the depth of the reces-
sion itself. The 18-percent drop in capital spending, like the declines in numerous
other sectors of the economy, was the deepest since World War II. The traumas
of such n deep recession and the relatively high inflation have caused excess
capacity to exist and have bred caution among managers and investors.

Contributing to this caution is the below par performance of profits. Exhibit II
shows profits after taxes and after adjustment for inflation. During the past
year, corporate earnings have barely kept pace with the rise in prices and still
have not quite regained their earlier peak. Throughout the recovery, performance
has been decidedly below that for previous postwar cycles. Since after-tax profits
are esseniial prerequisites to investment, providing not only the motivation but
the internal funds and the crediiworthiness to finance it, this lag in profits is a
serious hindrance to a revival in plant and equipment spending.

The highly cyclical nature of business fixed investment is shown in exhibit I1I,
in which investment is related both to the actual gross national product and
potential GNP or the effective capacity of the economy. During this recovery
period, only about 814 percent of the economy’s potential output has been devoted
to replenishing and expanding the Nation's capital stock—the lowest proportion
since the 1958-62 period.

Another factor inhibiting greater capital investment at this time is the large
amounts of unutilized or underutilized capacity in many lines. The average
utilization rate in American industry during the first quarter was 81 percent of
capacity, up substantially from the recession low of 71 percent but still below the
level of utilization which would normally trigger a new wave of capital expan-
sion. In fact, because of increased uncertainties today, including environmental
considerations, pollution requirements, safety regulations, etc., the trigger point
may have moved higher than the 82-84 percent level which has normally set off
waves of capital expansion in the past. -

The basic uncertainty to be resolved before making an investment decision is,
of course the rate of return that can be earned on that investment. Today’s
uncertainties over both costs and prices are amplified by uncertainties over regu-
latory and tax matters. In addition, rates of return have been highly cyclical, as
shown in exhibit IV. )

While the fluctuations in rates of return on net worth in the last quarter cen-
tury have not been as violent as they were in the Thirties and Forties, the swings
have been wide enough to create periodic delays in investment. The most con-
structive move toward aiding capital investment would be to provide the policies
which would promote a stable economic environment. Policies which go to
extremes, either of stimulus or restraint, often do more harm than good. More-
over, in order to stimulate recovery from recession, government tax policies are
adopted which favor consumption over investment, and-these generally remain on
the books over a number of years and create a continuing bias in favor of con-
sumption over investment. .

The conclusion that emerges strongly from this review of the cyclical swjngs
in capital spending is that avoiding recessions is an-important way to sustain
capital spending. That may sound like an impossibly tall order, but I firmly
believe that the frequency and severity of business cycles can be reduced.

What is needed is better management of monetary and fiscal policies by govern-
ment. A review of the growth of the money supply since World War IT shows
quite clearly that periods of rapid growth have alternated with periods of much
slower growth. Aud a careful comparison of these swings in growth with the
timing of the business cycle shows that excessive rates of increase in the money
supply lead to inflation while sharp reductions in the rate of money supply growth



138

lead to recessions. This evidence has been sifted by many, including the Sub-

committee on Domestic Monetary Policy of the House Committee on Banking,

Finance, and Urban Affairs, It concluded, as aothers have, that there Is a close

link between changes in the monetary aggregates and changes in consumer prices -
and real output. Among their conclusions is the following :

“Both money supply and velocity play important parts in recessions and recov-
eries. Money supply expansion during and immediately after recession promotes
recovery.”

It then remains to establish whether the changes in the money supply that
foreshadow movements in the economy can be controlled by the Federal monetary
authorities, And most would agree that the Federal Reserve has the power to
stabilize monetary growth. If they were to do so, I feel certain that business cycle
movements would be moderated and therefore pose less of a deterrent to capital
spending.

THE ROLE OF TAXES

The foregoing is simply meant to place the issue of how taxation effects capital
investment in perspective by pointing out that changes in the tax law can’t be
expected to provide a magic solution to the problem posed by the current lag in
capital spending. But I wish to emphasize that this does not mean that taxation
has no effect on capital spending. On the contrary, it has important effects and a
reduction in the heavy burden of taxes on the returns to investment would provide
an important stimulus to investment, the economy, and further advances in the
general living standards. This becomes even more important as capital investment
begins to recover more rapidly, as it is likely to do, in the months ahead. This
speedup of investment should not be permitted to discourage tax changes to
improve capital formation over the long run.

In a fundamental sense, investment is made _possible because people forego
consuming some part of their current income which is then available to finance
the production of capital goods. When these capital goods are introduced into
production, the amount of goods and services available to the population is
increased. Only by foregoing current consumption. in other words, can we create
the means to enjoy higher future living standards. .

In our society, the saving that makes investment possible in the private sector
is the result of the voluntary decisions of individuals and business managements.
Those decisions in turn are strongly influenced by the expected rate of return to
prospective investments. People will save, in other words, if offered a sufficient
bonus for foregoing current consumption. And the size of tiie bonus that can be
offered depends on the expected return on use of those savings to finance produc-
tive investments. -

Taxes insert a wedge between the return on the investment and the return to
the individual or business investor. Thus, they discourage savings and investment.
Lowering taxes on the returns to capital will increase the rate of return to
potential investors and stimulate more saving and investing.

The fruits of that investment will benefit the entire society. In discussions of
tax policy there is an unfortunate tendency to view corporations as if they were °
people—as if they pay taxes or benefit from tax relief. In a real sense, only
people can bear the burden of taxes. The tax paid by a corporation is borne by
the employees, customers and shareholders of that corporation.

In the same vein, changing taxes in a way that increases the after-tax return
to business investment will provide real benefits to people, not corporations. And
those people won't just be shareholders. They will be the employees of corpora-
tions. hoth the existing ones and the additional ones that will be employed in con-
strucring the investment goods and In operating the new plant capacity once it
_is installed. And they will also include the customers of those corporations who

will be able to purchase products that are relatively less expensive and/or im-
proved quality because of the improvements in productivity embodied in the
additioral investment. In short, adequate investment in plant and equipment is
vital to the improvement of general living standards. And taxes help to détermine
whether investment will be adequate. :

In this context, I would like to make two very general comments about some
of the proposals that have been advanced for increasing incentives to capital
investment. The first concerns the intriguing proposals for the so-called integra-
tion of individual and corporate income taxes. This has a lot of appeal just for -
the reason I noted earlier—that corporations don't bear the real burden of taxes.
Integrating corporate with individual income taxes would bring the form of the
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law into conformity with the reality of the economics. And it might clear up
sowe of the confusion over just how the burden of the corporate tax is distributed
among individuals. Until we eliminate this confusion, we can’t meaningfully
come to grips with problems of tax equity.

In addition, the double taxation of corporate dividends Inherent in our tax
structure creates a bias towards the use of debt in corporate capital structures.
This has, in the past, aggravated the problems corporations have experienced in
obtaining capital for investment purposes at crucial times in the business cycle.

It is important to keep in mind, however, that integration will only provide
a significant spur to capital investment if it is part of an overall program that,
lowers the tax burden to business investment. Designing a plan that allgws, for
example, 4 dividend deduction but then offsets the immediate revenue loss to
the Treasury by repealing the investment tax credit or some similar existing
provision would not provide sutﬁcient incentive to promote additional capital
investment.

Another proposal calls for indexing income taxes to adjust for increases in the
price level. In the context of corporate income taxation, this involves adjusting
depreciation allowances to take inflated replacement costs into account instead
of lower historic costs. By failing to do this, we distort the computation of corpo-
rate net income in a way that causes the effective rate of tax on true profits to
rise with inflation. In this context, we should not allow ourselves to be misled by
focusing only on rates of return expressed in current dollars. Percentage returns
that may compare favorably with past rates don’t look good at all once we take
today’s much higher rates of inflation into account.

Also, the general indexing of both corporate and individual tax rates would do
much to achieve an equitable distribution of the burdens of inflation among all
elements in society. This in turn would help to restore business and consumer
confidence—a necessary prerequisite to an adequate level of capital investment.
In conclusion, let me reiterate the view that the problem of sluggish growth of
capital spending in the current recovery can't be fully understood without consid-
ering the depth of the recent recession. Significant factors bringing on this reces-
sion were the high rates of inflation and general instability fostered by monetary
and fiscal policies of the federal government. Thus the government can contribute
to a revival of capital investment by implementing stable, moderate, monetary
and fiscal policies conducive to noninflationary growth.

Given such policies, tax policies have an important role to play in insuring that
the return to investment is sufficient to provide the volume of saving and invest-
ment our economy needs to ensure a continued improvement in living standards.
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ExaBIiT 4

Senator Byrp. The next witnesses are Dr, Kenneth R. Biederman
and Dr. Kenneth J. Thygerson, National Savings and Loan League
and U.S. League of Savings Associations.

STATEMENT OF DR. KENNETH J. THYGERSON, CHIEF ECONOMIST
AND DIRECTOR OF THE ECONOMICS DEPARTMENT, UNITED
STATES LEAGUE OF SAVINGS ASSOCIATIONS

Mr. TuvyoersoN. Mr. Chairman, my name is Kenneth J. Thyger-
son, Chicago, Ill. T am chief economist and director of the Economics
Department of the United States League of Savings Associations,

The United States Ieague of Savings Associations appreciates this
opportunity to discuss with you the broad subject of capital formation
and, in particular, incentives for economic growth.

The savings and loan business is concerned primarily with the busi-
ness of mortgage finance and the ability of our country to adequatel
house its citizens. Thus, in my comments I would like to address specif-
ically the types of incentives which are needed to encourage economic
%n'owth and at the same time assure an adequate supply of capital to

ouse the American people. -

As you know, during the recent Presidential and congressional cam-
paigns and more recently in testimony by officials of the Carter admin-
istration, we have come to grasp the scope of the capital formation
needs of our country. Five major national priorities have been outlined
by the new administration—full employment, inflation abatement,
environment, energy, and housing, particularly the problem of
rebuilding the central cities.

On pages 2 through 16 of my prepared text I consider broadly the
need for high-level capital formation to sustain an acceptable rate of
economic growth, ’

To review, we consider in these pages the impact on economic
growth and capital formation of first, the fiscal and monetary policy
that is the balance of fiscal and monetary stimulus and restraints over
the business cycle as we have seen it used over the last decade, in partic-
ular, its impact on housing.
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Second, we review the impact to sustain the large Federal deficits
and their impact on inflation and capital formation.

Third, we review the impact of the changes, the position of this
changing Federal spending.

Fourth, we look at the impact of Federal tax expenditures on capital
formation, particularly the deductibility of mortgage interest and
real estate taxes on housing.

Fifth, we look at the impact of Federal mortgage credit programs
such as the Federal National Mortgage Association, Federal Home
Loan Mortgage Association, the Farmers Home Administration on
Government and their impact of increasing mortgage sanply.

Sixth, the particular savings problems of the first-time homebuyers
are looked at.

Seventh, we look at the capital needs in housing as they relate to our
energy conservation needs and goals.

Several of the analyses included in my complete text is supported by
two papers, the first entitled “National Fiscal Policy and Housing”
and the second, entitled “The Federal Secondary Mortgage Market :
Impact on Specialized Mortgage Lenders.”

I would appreciate it if these could be included in the record.

- Senator Byrp. They will be included.
[The documents referred to follow. Oral testimony continues on

p. 175.]
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National Fiscal Policy =
and Housing |

by Dennis ]. Jacobe and Kenneth J. Thygerson

P roviding adequate shelter for all Americans is a top social priority in the
United States. The 1949 Housing Act called for “. .. a decent home and
suitable living environment for every American family,” a statement that has
been reiterated many times since 1949 and in some sense was responsible for
the important 1968 Housing and Urban Development Act and subsequent
legislation. This paper analyzes the way fiscal policy Is used to achieve the
nation’s housing priorities. Included is a review of the growth of government
spending and a study of the impact on housing of the fiscal-monetary policy
mix, federal housing outlays, federal tax expenditures, and federal credit
programs.

Total government spending including federal, state and local units increased
from 10% of gross national product (GNP) in 1929 to 33% in 1974. A large
share of these expenditures can be attributed directly to the federal govern-
ment whose outlays accounted for 21 % of GNP in 1974, ‘

One way this expansion of the federal government has influenced housing is
through the fiscal-monetary policy mix. Qur analysis of overall stabilization
policy disclosed a serious bias in the monetary-fiscal policy mix which has been
increasingly adverse to housing in recent years. Large budgetary deficits even
after high employment is reached have put undue pressure on monetary policy
to correct for the resulting inflation. During periods calling for expansionary
policies, the mix has been both favorable and unfavorable to housing although
the 1974-75 period suggests that a heavy weighting toward fiscal policy can
create demand expansion without bringing about a housing recovery.

Another way federal expansion has influenced housing Is through budget
allocations. A review of federal allocations to housing indicates that although
housing has been given a great deal of lip-service as a national priority, the
data does not substantiate this claim. Federal outlays for housing totaled less
than 1% of GNP in 1974. Further, the impact these outlays do have actually
acts to exacerbate the industry’s instability. As a result of this instability in

This paper was originally prepared for The Housing St;billn!ion Committee, October, 1975, and
then revised. '

Denais J. Jocobe, Ph.D., is a staff economist and Kenneth J.
Thygerson, Ph.D., is chicf economist, U.S. League of Savings
Associations, Chicago, lllinois.

Jacobe & Th).vgenon: National Fiscal Policy and Housing . 41
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housing. the U.S. had far exceeded its cumulative housing goals as of fiscal
1973 Esen after the record production declines of fiscal 1974-75, the nation
is only modestly below its cumulative target as of fiscal 1975. However, it is -
clear as of fiscal 1976 that in the next three years (1976-78) total housing pro-
duction will be far below the nation’s 1970 housing goals. This failure to realize
our nation’s housing goals will take place despite the fact that federal spending
is expected to continue to expand to 22% of GNP.

Federal tax expenditures grew rapidly during the late 1960s and early 1970s. -
Although this form of federal expenditure has decreased in importance in some
areas, it has increased in its importance to housing. During the relative in-
stability of the early 1970s, housing tax expenditures have stabilized housing.

Federal credit programs have grown significantly during the last decade (1965-
1974). When the size of the federal deficits of the 1970s is taken into account,
it is clear that the federal government has been requiring an even larger pro-

" - portion of the funds available to U.S. credit markets. These trends are projected

to continue as federal credit needs reflect increasing deficits in 1976.

Federal credit programs for housing have been a large part of this expansion.
Although these programs have increased housing stability by providing sub-
sidized mortgage funds, they have done so at the expense of private inter-
mediaries which is evidenced by the artificial downward pressure on mortgage
rates and by the increasing usurpation of the mortgage market by federal
agencies. This harmful impact on private intermediaries has a destabilizing -
effect on housing as private lender uncertainty increases.

The increasing size of federal spending, federal deficits, federal tax expendi-
tures and their changes in composition reveals the increasing tendency of the
federal government toward immediate consumption and away from the sav-
ings-investment area. This orientation implies the possibility of a capital
shortage in the 1980s with obvious relgted difficulties for housing. Even if a
capital shortage is not realized, this orientation in itself has the potential for

creating continuing housing instability.

THE FEDERAL BUDGET

Perhaps the easiest of economic laws to substantiate is Wagner's “law.” This
simply asserts that there is an inherent tendency on the part of government
to increase in size and importance.! The growth of federal, state and local
government in the United States during the past half-ceatury provides empiri-
cal proof that this tendency does exist.$ ’ Lo

In 1929, government revenues totaled $11.3 billion while by 1974 they were
$455.0 billion. This represents a 40-fold increase over a period of 45 years with
government revenues increasing from a rate of less than $1 billion a month to_
nearly $1.3 billion a day. The growth of government expenditures has been
similar to that of revenues. Between 1929 and 1974 government expenditures

1. Adolf Wagner was a noted German theorist of the 19th Century. See James M. Buchanan,
The Public Finances, e.g. rev. ed. (Homewood, Ill.: Richard D. Irwin, Inc., 1965), p. 50.

2. Although measuring problems are significant when government activity is heing discussed,
simple budget data substantiates Wagner's law; sce Buchanan, The Public Finances, pp. 30-32.

42 Real Estate Issues, Fall 1976
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increased 45-fold from $10.3 billion to $460.9 billion. This represents an ex-
penditure increase from $28 million a day in 1929 to $1.3 billion a day in 1974.

Clearly all forms of spending have increased over this span of 45 years. The -
nation’s gross national:product experienced nearly a 14-fold increase going
from $103.1 billion in 1929 to $1,397 billion in 1974. Real growth of the gov-
ernment sector then is not revealed by revenue and expenditure trends alone.
We can envision the real growth of government, however, if we consider the
percentages of the nation’s total product (GNP) consumed by government.
In 1929, government spent 10% of the nation’s total product—$1 out of every
$10. By 1974, government was spending 33% of GNP or $1 out of every $3—
more than a threefold increase in real government size.

Between 1929 and 1974, federal expenditures alone grew from $2.6 billion to
$299 billion—a 115-fold increase. This represents better than a fivefold ex-
pansion of federal claims on the nation’s total product—from 3% of GNP in

192910 21% in 1974.%

FISCAL POLICY

The growth of government influences housing in many ways. One way housing
is affected is through the nation's overall fiscal policy. The relationship between
government spending and }uation—the existence of federal budget surpluses
and deficits—is usually referred to as fiscal. The overall objective of fiscal
policy is to eliminate the gap between aggregate demand and non-inHationary,
full employment level of output. The two basic targets of fiscal policy are then
price stability and maximum production. Fiscal policy cannot, however, be
reviewed in isolation, but must be discussed in the context of overall stabiliza-
tion policy which rightfully includes monetary policy. Presumably we can have
the same overall production with an equally tight fiscal policy and an easier
monetary policy or the reverse within some limit. The choice depends pri- -
marily on the formulation of our many subsidiary economic goals or targets
which are presumably affected differently by the fiscal-monetary mix.

These subsidiary economic goals are at the nexus of the housing debate in so
far as it relates to choosing the “appropriate” Bscal~monetary policy mix. It is
generally conceded by economists that the policy mix does influence the com-
position of our economy's output. Housing clearly represents a subsidiary goal
that may well be affected.

Although a number of recommendations have been made regarding the role of
fiscal pohcy in meeting our housing goals, unanimity has not been achieved.

As one reviews the literature, however, there does seem to be a general con-

census of opinion over several issues related to the question of how the fiscal-

monetary policy mix influences or should influence the economy and housing
expenditures.® The major dnﬂerences occur in the weight given by various

8. Total government expenditures as & percentage of GNP differs from the sum of state and
local expenditures/GNP plus federal expenditures/GNP. This is the result of programs such
as federal revenue sharing which create double counting problems.

4. Policy: The Eclectic Ecomomist Views the Controversy, ed. James ]. Diamond (Chicago:
DePaul University, 1971), pp. 51-74; Gardner Ackley, “Fiscal Policy snd Housing,” Howsing

Jacobe & Tl;ygenon: National Fiscal Policy and Housing : T 48
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analysts to the overall importance of these influences. General pointsiof agree-
ment or propositions include the following: : .

Proposition §1:
The primary goal of monetary and fiscal policy is to produce full employ-
* ment output with price stability. Housing, while an important subsidiary
oal, must be considered only as a secondary concern together with 2 num-
%er of other subsidiary goals such as: 1) the level of interest rates; 2) possible
dislocations within the financial system; 3) balance of payments; and 4) ef-
fects of stabilization policy on the loug-run growth rate of supply in the
" economy. - . ' )
Proposition §2 .
The short-run effects of-fiscal policy on the nation’s output and employment
are generally agreed to be quick and significant. Irrespective of the economic
.doctrine of the economist, a sharp acceleration or deceleration of govern-
ment spending are assumed to have fairly strong short-term effects of aggre-
gate demand. Monetariests concede this point, but hold that rises in govern-
ment spending financed by taxes or sales on bonds to the private sector will
eventually “crowd-out’” private spending by nearly an equal amount over
the long-run. ‘
Proposition §3 . .
The composition of federal spending is assumed to have long-run effects on
the rate of supply capacity growth in the economy. That is to say, a fiscal
policy that re-allocates resources away from current consu.mption to invest-
, ment will alter the long-run growth rate of potential output. Also, fiscal
policy can alter the long-run supply of housing by direct expenditures on
new housing, rehabilitation, resources going into housing and manpower
training. .
Proposition §4:
Housing as a credit intensive durable good, is likely to be more adversely”
affected by a fiscal-monetary policy mix which puts its primary restraining
responsibility on monetary policy as opposed to fiscal policy. That is to say,
if we have the choice between two fiscal-monetary policy mixes, both of
which are assumed to create the same overall aggregate level of demand
and similar inflation rate, the policy mix which calls for the more restrictive
monetary policy and less restrictive fiscal policy will be the most detrimental
to the housing market. -

Proposition §5:

Fiscal policy can do little by itself to promote housing goals, but must be
coordinated with monetary policy to produce the desired outcome. The
objective must be to select a total gross national product-employment
target which is consistent with some level of acceptable inflation, then select

end Mortgege Policy, Federal Reserve Bank of Boston, Conferences Services No. 4 (October
1970), pp. 9-40; Arnold Harberger, David J. Ott, and James S. Duesenberry, ** Discussions’;
Leonell C. Andersen, A Monetarist View of Demand Management: The United States Ex-
perience,” Revtew 53, Federal Reserve Bank of St. Louis (September 1971).
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the appfopriate combination of monetary and fiscal policy which will
achieve the overall output and prime objectives but which also comes closest
to achieving the required amount of housing.

IMPACT .

Assuming general agreement with the above propositions, we mlght choose to
review the extent to which fiscal policy during the last several decades has
favorably or adversely impacted the housing markets. Such an evaluation is
difficult for several reasons. First is the problem of the potential lack of co-
ordination between fiscal and monetary policy. Clearly, a particular fiscal
policy must .be considered inappropriate if it resulted in undesirable output-
employment price, and housmg outcomes and such a policy was determined
with “‘perfect knowledge’ of the monetary policy actually to be carried out.
Unfortunately, fiscal policy can hardly be faulted for an undesirable outcome
which occurred because the monetary policy pursued was unexpected or inap-
propriate. Nor can fiscal policy be criticized for bad forecasting of the outcome
of any given policy. Finally, fiscal policy cannot be blamed for adverse housing
conditions which are the natural consequence of the pursuit of more important
primary or subsidiary goals.

These difficulties make it impossible for us to place blame, but they do not
stop us from evaluating policy solely from the more narrow point of view of
how the policies pursued affect housing output. In other words, while we might
accept the notion that fiscal policy is blameless, we need not reject the tempta-
tion to evaluate the policies pursued for the narrow viewpoint of what would
have been in the best interest of housing.

This presents another problem, however. Should the fiscal policy chosen be
evaluated under the assumption of “‘full knowledge™ of the monetary policy
that was pursued? Or conversely, should monetary policy be evaluated under
the assumption of full knowledge of the fiscal policy that was pursued? This
chicken and egg problem is not easily sulved even though most analysts assume
monetary policy can be adjusted more quickly than fiscal policy. Nor is the
problem of determining what the primary overall output, employment and
inflation goals are for any given year. This latter problem is particularly
important since housing, as a subsidiary goal, must be considered subservient
to these other primary goals.

Given these problems, it is clear that any approach taken to the questlon of
how fiscal policy affects housing must suffer from the criticisms of subjectivity
and unrealistic assumptions.

Our approach will be to determine the extent to which fiscal pollcy has histor-
ically tended to foster favorable or unfavorable conditions for the housing
market. From the above propositions, particularly propositions #4 and #5,
there is general agreement that when fiscal policy assumes too great a stimula-
tive role when expansionary policies are called for in relation to monetary
policy, or similarly, where monetary policy assumes too great a restrictive role
when deflationary policies are called for as compared to fiscal policy, that
housing will suffer adversely. Our effort will be to determine the incidence
of these occurrences during the last several decades.

Jacobe & Thygerson: National Fiscal Policy and Housing l 4
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One way of measuring fiscal impact in a full employment framework is the
“high” or *'full employment budget.”"s The high employment budget is a
method of estimating the total revenues and expenditures of government under
the assumptions of full employment and some estimate of potential long-run
growth .in output. Although there are many estimation, weighing, and timing
problems associated with its computation, the budget does provide a useful

indicator of the direction of discretionary fiscal action by lsolatmg the effect of . .

fiscal policy from the mﬂuences of changes in the level of economic activity on
the budget data.

From the above discussion, it would appear that fiscal policy could be detri-
mental to housing under the following conditions:

1) If fiscal policy is stimulative when full employment is approaching or
present then there is a tendency for such a fiscal policy to force monetary

policy to burden too great a responsibility for slowing the growth in.

aggregate demand. Such a policy would be detrimental ta-housing since
monetary policy works through the credit markets which is particularly
burdensome to the housing sector.

2) If fiscal policy is too stimulative during a period of recession, then mone-
tary policy is unable to case commensur’ately as much as if a more bal-
anced fiscal-monetary mix was employed. Such a policy will have a
relatively smaller stimulative effect on housmg than on other less credit
intensive sectors of the economy.

3) If fiscal policy is too restrictive during a period of recession or excess
unused capacity, then monetary policy may be forced to be overly stimu-
lative, leading to excessive rises in homebuilding.

4) If fiscal policy is too restrictive durmg a period of fully utilized capacity,
then monetary policy may result in resatuvely too much in resources being

devoted to housing.

The occurrence of these four policy mixes during the lasl several decades is
surprisingly evenly distributed, although through time there is not an equally

random occurrence.
The following assumptions are made in analyzing the impact of fiscal-monetary
policy mix on housing.

- Assumption §1:
It will be assumed first that during periods when the wholesale price index
is rising at, near, or above a 5% rate and unemployment is less than or equal
to 5% that stabilization policy will be aimed at deflating aggregate demand.

Assumption ﬂ2:
It will be assumed that during periods when unemployment is in excess of
5% and when prices are declining or stable that stabilization policy will be

aimed at expandmg aggregate demand. - .

rn———

5. James R. McCabe, “The Full Employment Budget: A Guide for Fiscal Poliey,” Monthly

Review, Federal Reserve Bank of Richmond (May 1972).
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PHASES .

The quarterly high-employment budget and the annual percentage increase in
M, (cash and demand deposits in commercial banks) and M; (M, and time and
savings deposits in commercial banks) was evaluated for the period 1950-75.
There are four periods when stabilization policy is assumed to be deflationary.
There are four periods when stabilization policy Is assumed to be expansionary.
Each period is also evaluated on the basis of whether the fiscal-monetary mix
was favorable or unfavorable to housing. In periods of deflationary goals, a
policy weighted in favor of monetary policy is considered negative to housing,
while a policy weighted in favor of fiscal restraint would be favorable even
though housing would be expected to suffer in either case. In periods of ex-
pansionary objectives a fiscal-monetary mix weighted in favor of monetary
stimulus is considered positive to housing and vice versa. In both cases, a well-
balanced policy is considered neutral.

Deflationary Phases
1) 11 1953 - 111 1953 Complete reliance on monetary policy to slow
(Negative) economy. Eull employment deficit increased

stimulus from $9-10 billion.

Monetary policy tightened. Balance between
monetary and fiscal policy slightly weighted to
monetary policy. Sharp tightening of monetary
_policy and moderate additional restraint of high
employment budget.

2) 11 1955 - IV 1956
(Negative)

3) 1V 1968 - IV 1970

(Neutral)

4) 1V 1973 - H 1974

- Balance between monetary and fiscal policy.

Very sharp tightening of monetary and fiscal

policy. :
Balance with emphasis on monetary policy.

(Negative) Moderate tightening of fiscai policy and rela-
tively sharp tightening of monetary policy.
Expansionary Phases
5) I1 1954 - 11 1955  Sharp expansion of monetary growth and
(Positive) tightening of fiscal policy.
6) 1 1958 - 11 1964 Monetary policy with the exception of 1959
(Positive) was progressively more stimulative while fiscal

7) 111 1970 - 1V 1972

policy remained relatively restrictive.
Sharp easing of both monetary and fiscal policy.

(Neutral)
8) IV 1974 - Present Very sharp fiscal stimulus and moderate mone-
(Negative) tary stimulus. .

Our simple subjective analysis indicates; -

1) During deflationary phases stabilization policy is heavily weighted toward
the usé of monetary policy. Rarely does fiscal policy provide sufficient
restraint to balance the policy mix. Thus, during periods when defla-
tionary outcome is desired, the fiscal-monetary mix has tended to be

adverse to housing.

2) During expansionary phases of stabilization poliéy. the fiscal-monetary
mix has been both favorable and unfavorable to housing.
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8) Over the period covered, the tendency has been to use a relatively heavier
weighted monetary policy mix ‘during deflationary phases and heavier
weighted fiscal policy mix during expansion phases. This-is born out by
the fact that the only positive fiscal-monetary mix took place during the
mid-1950s and early 1960s.

These trends would suggest that housing may have experienced dlfﬁcultles in
recent years as a result of the increased tendency to weigh monetary policy
more heavily than fiscal policy during deﬂationary phases of stabilization pol-
icy, and fiscal policy more heavily during expansionary phases. Both tendencies
are generally less compatlble to a strong housing market and avanlable mort-

gage credit.

HOUSING OUTLAYS

Another way the federal government impacts the housing market is wnkh its
allocation of expenditures for housing. In this regard, housing must compete
with other national priorities for funds. As a result, the amount of federal ex-
penditures for housing does reflect at least to some degree the national priority
status of housing.* :

Housing as a national priority fits somewhere in between the foregoing ex-
amples. In 1965, federal outlays for housing totaled about one-half billion
dollars while by 1974 they were nearly $5 billion—a tenfold increase in nine
years. This rate of growth implies that housing has been an increasing national
priority over the past decade. This impression js confirmed for the period
1965-1972 as housing outlays increased from 0.4% of total federal outlays to
1.9% ‘and from 0.08% of GNP to 0.4%. However, in 1973 and 1974 federal
housing outlays did not meet their 1972 levels representing only 1.75% of total
outlays and 0.36% of GNP in 1974. Although housing has been an increasing
national priority during the last decade, the trend did not continue upward
during 1973-74.

More surprising than this reversal of trend, however, is the overall size of
federal housing expenditures. Housing outlays representing less than 2% of
total federal outlays—less than 0. 5% of GNP—can hardly be seen as reflecting

a major national priority.?

Goals

In spite of the small size of federal housing outlays, they do hold a significant
potential for impacting housing production. Two ways in which the degree
of use of this potential can be examined involve housing goals and housing
stability. Ideally, the federal government should be capable of adjusting its
spending to achieve specified housing production levels which reflect both
improved housing for the population and stability in production.

In 1969, the nation's housing production goal was set at approximately 26
million new units over the next decade and a production schedule was estab-

6. The Budget of the United States Government, Fiscal Year 1976 (Washmgton DC.: U. S. :
Covernment Printing Office, 1975), p. 109.
7. Ibid.
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lished. This goal was revised to 25.5 million new units and 1.0 million publicly-
subsidized, rehabilitated units in 1970. Since then a number of studies have
been done estimating our nation’s housing needs with estimates ranging from
22 to 29 million new units over 10 years.

Attainment of the 1970 production schiedule on a cumulative basis was fairly
good between fiscal 1969 and 1975. The cumulative target for 1975 was 16.3
million new units while 15.2 million were produced. As of fiscal 1975, the na-
tion has achieved 93% of its target for the period 1969-75.% This success,
however, has not been achieved in a stable, healtty manner. In fiscal 1971,.
production was 13% over its target followed by a 25% over-shot in 1972 and
15% over-shot in 1973. Then in 1974 actual production fell 23% below its goal .
followed by an even more pronounced fall of 55% in fiscal 1975. The sharp
declines experienced in fiscal 1974 and 1975 indicate that even with a strong
housing recovery in 1976 the nation will be well below its housing goal for

the decade.

Another way housing production could be expected to be influenced by federal
housing outlays is in the form of subsidized new units. In 1965, 48 thousand
new subsidized units were produced representing 3.2% of total new unit pro-
duction in that year. In 1974, these units totaled 45 thousand—only 3.4% of
total production. Subsidized housing units represent only a small share of
housing production and thus do not have a major impact.? Further, the number
of subsidized units produced per year does not reflect a federal government
attempt to use this source of impact as a method of stabilizing housing pro-
duction. If these units were being used to aid housing production, they should
increase as production falls below target levels and fall when production ex-
" ceeds the annual goal. This has not been the case as subsidized produgtion
averaged 13.5% of total starts during the boom years of 1971-72 but less than
4.0% during the bust years of 1974-75. As a result; the production of subsidized
units actually accentuates housing instability. )

This also tends to be the impact tendency of federal housing outlays as a whole.
Between 1969 and 1973 as housing production realized rapid expansion, the
ratio of federal housing outlays to total outlays increased fourfold. Then as
housing production declined swiftly in 1973-74, this percentage also declined.
In conclusion, it is clear that any impact federal housing outlays did have on
production acted to exacerbate housing instability.

TAX EXPENDITURES

Another aspect of government expansion is reflected by federal government
tax expenditures.'® Tax expenditures is the term used to account for those tax

8. Estimates of Housing Needs, 1975-1980, prepared for the Committee on Banking, Housing
and Urban Affairs, United States Senate (Washington, D.C.: U.S. Government Printing Office,
1975), pp. 24.

9. “"Housing Starts,” July 1975, Department of Commerce, C20-75-7 (Washington, D.C.: U.S.
Government Printing Office, 1975), pp. 4 and 6; and United States League of Savings Asso-
ciations. : ‘

10. Some indication of the widespread use of this mechanism by the federal government is
shown by John L. Siegfried, ** Effective Average U.S. Corporation Income Tax Rates,” National
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revenues which the federal government does not collect because income sub-
ject to tax is reduced by special provisions, credits, deductions, exclusions,
and exemptions.'! For example, the deductibility of medical expenses is gen-
erally accepted as a tax expenditure.'® Total federal tax expenditures for 1967
were $36.6 billion while by fiscal 1974 they amounted to $72.7 billion.

TABLE 1

TOTAL FEDERAL TAX EXPENDITURES!
: (billions of dollars)
e —— —

: Total Tax .+ Total Tax
Year Expenditures Year Expenditures
1967 . $ 366 1971 $ 518
1968 44.1 S 1972 58.8
1969 46.6 1973-74 72.7
1970 44.1 1974-75 79.3
1. Data for 1967-72 in calendar years and for 1973-74 in fiscal years.

SOURCE: U.S. Department of Treasury; Special Analyses, Budget of the
United States Government, Fiscal Year 1976, pp. 108,109.

This represents a doubling in less than eight years with the result that in 1974
the federal government expended revenues in this form amounting to almost
6% of GNP. Federal tax expenditures and outlays combined accounted for
nearly 40% of the nation’s total product in 1974,1%

Tax Journal 27 (June 1974), pp. 245-259, in his computation of the effective corporation
income tax rates for 100 industries in 1963. He found that the average effective tax rate was
39% as opposed to the nominal corpurate tax rate for that year of 52%. :
Further evidence of the use of tax expenditures is noted in Stanley S. Surrey and William F.
Hellmuth, “The Tax Expenditure Budget—Response to Professor Bittker,” National Tax
Journal 22 (December 1969), pp. 528-537; Secretary of the Treasury, U.S. Treasury, "The
Tax Expenditure Budget: A Conceptual Analysis,” Annual Report of the Secretary. of the
Treasury 1968 (Washington, D.C.: U.S. Government Printing Office, 1968); B. 1. Bittker,
“The Tax Expenditure Budget—A Reply to Professors Surrey and Hellmuth,” National Tax
Journal 22 (December 19689), pp. 538-542; and Barry M.  Blechman, Edward M. Gramlich,
and Robert W. Hartman, Setting National Priorities: The 1976 Budget (Wuhlngton. D.C.:
The Brookings Institution, 1975).
It is noted in the Brookings' publication that tax expendhum for 1976 would sum $91.8
billion—$21.0 billion in tax subsidies to the corporate sector (44% of corporate tax revenues)
and $70.8 billion for individual households (67% of income tax revenues).

11. Estimates of Federol Tax Espenditures, prepared by the staffs of the Treasury Department

. and Joint Committee on Internal Revenue Taxation, Committee on Ways and Means, U.S.

Congress, June 1, 1973 (Washington, D.C.: U.S. Government Printing Office, 1973), pp. 1-3.

12. Special Analyses, Budget of the Untted States Government, Flwcl Year 1976 (Wuhlngton.

" D.C.: U.S. Government Printing Office, 1975), p. 108.

13. Economic Report of the President, transmitted to the Congress Febm:ry 1975 (Wushington.

D.C.: U.S. Government Printing Office, 1975), pp. 249-328. )

o 1
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Tax Expenditure Mix

As federal tax expenditures have increased so has the allocation by functiom
These allocations, however, have not all increased equally, revealing once
again changing rfational priorities. For example, consider the area of income
security. Tax expenditures in this area include such items as the deductibility
of medical expenses, the exclusion of sick pay, the exclusion of unemployment
benefits, and additional exemption given those over 65. In 1967, tax expendi-
tures in this area were an gstimated $15.6 billion 0r-43% of total tax expendi-
tures. By fiscal 1975, tax expenditures in this area totaled $27.2 billion or 34%
of the total—a clearly declining tax expenditure priority.

. By way of contrast, tax expenditures for state and local government are an
increasing priority. This tax expenditure essentially reflects the exclusion of
interest on state and local debt and the deductibility of nonbusiness state and
local taxes. These expenditures were estimated at $4.6 billion in 1967 and $13.1
billion in fiscal 1975. As a result, state and local tax expenditures increased
from 13% of total tax in 1967 to 17% in 1975. :

Housing Tax Expenditures

Another way the federal government impacts the housing market is with its use
ot federal tax expenditures. Once again, housing must compete with other na-
tional priorities. As a result, the success of housing in this competition also
reveals in part the national priority status of housing.

TABLE 2 -

HOUSING TAX EXPENDITURES!
(millions of dollars)

Functon 1967 1968 1969 1070 lo71 1g72 'Y 1974 1975
Bad debt deduction
for thrifts 600 660 &80 380 400 400 K000 1,030 980
Housing rehabilitation .
, with 9-year amortization = ' . LI 100 18 85 115 95
Excess depreciation on o
rental housing 250 250 275 255 500 600 480 520 540

Deductibility of mortgage
interest on owner-

- occupied homes, -~ 1,900 2.200 2,600 2,800 2,400 3,500 4,870 3,500 6,500
Deductibility of property . . ..
taxes on owner-occupied
homes . - 1,800 2.350 2,800 2,000 2,700 3,250 4.060 4,660 5270
Total - ‘ 4,550 5,460 6,333 6,335 6,010 6,750 10,495 11,915 13,385

1. Data for 1967-1972 in calendar years and for 1973-1976 in fiscal years. _
.Adjustments made to Treasury compilation of what are housmg tax
‘expenditures (S&L bad debt deduction lncluded) : .

"Less than $1 million.

SOURCE: U.S. Department of Treasury. Special Analyses, Budget of the
United States Government, Fiscal Year 1976, pp. 108, 109, .
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Housing tax expenditures reveal an uptrend. Included in this area are the
deductibility of mortgage interest, the deductibility of property taxes, and
the bad debt deduction for thrift institutions. Tax expenditures for housing
were estimated at $4.6 billion in 1967 or 12% of the total. By fiscal 1975, these
expenditure estimates had increased to 15% of the total or $11.9 billion. Hous-
ing is thus an increasing national priority from a tax expenditure perspective.

Goals

As was noted earlier, the U.S. has been fairly successful in achieving its 1970
housing production goals. The level of attainment does appear to be inversely
related to the size of housing tax expenditures. As housing production expand-
ed between 1970 and 1972, the size of housing tax expenditures decreased from -
14.6% to 11.3% of total tax expenditures. Then in 1972-75 as housing produc-
tion leveled off and then declined sharply, housing tax expenditures increased
from 11.3% to 15.0% of total tax expenditures. These trends indicate that
federal tax expenditures for housirg have had a stabilizing influence on hous-
ing during the volatile 1970s. . »

FEDERAL CREDIT PROGRAMS

Government also has grown as a supplier of credit.! Credit assistance is pro-
vided through a number of programs which range from direct loans to private
loan guarantees and Interest rate subsidies. In 1965, federal credit programs
advanced $8.9 billion or 13% of all the funds advanced in U.S. credit markets
to nonfinancial sectors. By 1970, credit advanced under federal auspices totaled
$17.4 billion while in 1974 it amounted to $26.6 billion. This resulted in federal
credit programs supplying 20% of the credit advanced to nonfinancial sectors

in 1970 and 15% in 1974.

Another aspect of the federal government’s impact on the nation’s credit
market is reflected when the tola%funds raised under federal auspices (borrow-
ing for federal credit programs and federal deficits) is compared to the total
funds raised by nonfinancial sectors. In fiscal 1965, funds raised under federal
auspices were $6.1 billion or 28% of the market total. This percentage increased

to 34% in fiscal 1970 as federal funds raised totaled $18.1 billion and 34% in - °

fiscal 1974 representing $25.1 billion.!® In fiscal 1975, federal credit programs
are estimated at more than $31 billion and federal funds raised were projected

at $62 billion. s :
Housing Credit Programs

During the 1970s, the federal government expanded its own mortgage market
participation. This was accomplished through legislation fostering the growth
of a relatively new form of housing assistance—the federal credit program."?

14. The Economics of Federal Subsidy Programs, a staff study prepared for the usc of the Joint
Economic Committee, U.S. Congress (Washington, D.C.: U.S. Government Printing Office,
1972); and Special Analyses, Fiscal Yeer 1976, pp. 82-100.

1. Spectal Analyses, Fiscal Year 1976, p.83. = ’ '

16. For 1975 they are projected at 5.6%. See Special Analyses, Fiscal Year 1976, p. 366; and The
Budget of The United States Government, Fiscal Year 1976, pp. 32-37.

17. Several studies of housing and other credit programs have been performed: note particularly
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These programs operate through a number of federal agencies. The govern—
ment has established five major institutions to expand the flow of credit to
housing, particularly during times of restrictive monetary policy. They are:
Federa Natio.nal Mortgage Association (FNMA), Government National Mort-
gage Association (GNMA), Federal Home Loan Mortgage Corporation
(FHLMC), Farmers Home Adminislrauon (FmHA), and Federal Home Loan
Bank System (FHLB).!®

During the early 1970s federal government utilized several of these agencies to
subsidize housing credit through its tandem programs, originated in 1969 to

. provide mortgage financing for the subsidized 235 and 236 housing programs.

Using the National] Housing Act, the President authorized GNMA to purchase
subsidized housing mortgages at par or at modest discounts. As GNMA issues
a commitment to purchase a mortgage, it simultaneously obtains a commit- -
‘ment from FNMA to purchase the mortgage at its free market price. The
tandem or piggyback process acts to minimize the nmpac( of landem programs
on the federal budget balance.

In 1971, the tandem program was extended to FHA mortgages insured under
unsubsidized programs and to VA guaranteed mortgages. During 1974, a
further extension of the concept was made as GNMA was permitted to pur-
chase conventional mortgages. The program grew rapidly between 1971 and
1974, and from 1971 to 1973 GNMA extended new home commitments of
$0.8 billion. By contrast, in 1974 alone, GNMA made $7 billion in new commit-

ments.'*
The increasing importance of these federally-supported agencies is substantiat-

* ed by the distribution of residential mortgage loans. In 1955 and 1965, these

agencies accounted for only about 3% of the mortgage loans outstanding while
by 1974 their holding increased to better than 11%.

CONCLUSION

The preceding analysis of federal budget trends of the past half-century,
together with the analysis of the related areas of federal tax expenditures, in-
dicates clearly that the federal government is increasingly consumption-
oriented. This tendency on the part of the federal government is revealed not
only by the simple growth of federal spending, its changing composition, and
its changing priorities.

Rudolph G. Penner and William L. Silber, **Federal Housing Credit Programs: Costs, Benefits,

and Interactions,” The E ics of Federal Subsidy Programs, part 5, submitted to Joint
Economic Committee, U.S. Congress (Washington, D.C.: U.S. Government Printing Office,
1972).

Also refer to Jack M. Guttentag, " The Federal National Mortgage Association,” in George F.
Break and others, Federal Credit Agencies, prepared for Commission on Money and Credit
(Prentice-Hall, 1963), pp. 67-138; Charles M. Haar, Federal Credit and Private Housing:
The Mass Financing Dilemma (McGraw-Hill, 1960), pp. 74-125; and Henry J. Aaron, Shelter
and Subsidies (Washington, D.C.: The Brookings Institution, 1972), p. 91.

18. 1978 Fact Book (Chicago: U.S. League of Savings Associations, 1975), pp. 70-74.

19. George M. von Furstenberg, “The Economics of the $16 Billion Tandem Mortgages Com-
mitted in the Current Housing Slump,” unpublished (Bloomington: Indiana University), p. 1.

L}
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The implications of the consumption orientation of the federal government
and thus the nation as a whole can be derived from the fact that housing is an
investment good. As immediate consumption increases, the resources available
for investment become more limited and the competition for them are more
intense. Recent history indicates that housing does not do well as the intensity
of competition for funds in the credit markets escalates.

One result of this crunch on funds is the appearance of disintermediation at
thrifts. A milder but related aspect is the high cost of funds to all interme-
diaries. These difficulties have an obviously negative housing impact. -

This situation is aggravated further by less direct aspects of the federal con-
sumption orientation. Housing has not been aided by the lack of major energy-
related investments and the resulting promise of ever-higher costs. Similar
problems can be anticipated if in the future a lack of investment incentives
creates shortages of building materials and other housing inputs.

What is worrisome about these trends is that with the allocation of government
outlays increasingly oriented toward stimulating aggregate demand, the huge
and growing credit needs of the government represent the tapping of our
limited nation’s credit pool to finance primarily non-durable consumption
purchases. The implications of this are clearly detrimental to those credit-
intensive durable goods industries such as housing.
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The Federal Secondary Mortgage Market:

Impact On Specialized Mortgage Lenders

Dennis J; Jacobe and Kenneth J. Thygerson*

The increased volatility of interest rates during the )ast decade
has resulted in sharp fluctuatfons in housing starts and sales. These
politically undesirable results have provided the impetus for stepped
up federal government intervention into the mortgage delivery system.
The primary instruments of' this intervention have been federal credit
agencies, These new governmental reap(;nseo to promote housing represent
a significant departure in the type |and impact of the explicit and im-
plictt federal subsidies to the home buyer. ‘

This paper reviews the new efforts made by the federal government
between 1968 and 1975 to provide a decent home for every American fam-
tly, More precisely it examines the changes which have occurred in
the form of governmental s‘ul;port given housing and the significant im-

pact of these efforts on the private lenders serving the mortgage mar-

ket,

S&L Specialization

The fundamental economic role of the S&L is that of a financial

intermediary. As such, it gathers savings from the public and invests

Dennis J. Jacobe is an Economist and Kenneth J. Thygerson is Chief
Bconomist, U.S. League of Savings Associations, Chicago, Illinois.
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these savings in various assets, mainly residential mortgages, S&Ls
are considerably more apecialirzed in their operations than commercial
banks. The assets which the S&L is allowed to hold are highly re-
stricted by Congredn through either the Federal Home Loan Bank Board
and Federal Savings and Loan Insurance Corporation or through the
various state regulatory agencies. These restrictions includet (1)
geographical limitations on the origination and holding of mortgage
loans; (2) percent of asset limitations on the various types of mort-
gage loans, including restrictions on property type, value of propettf,
and type of borrower; and (3) limitations on allowable types of
-assets.

As a result. of these restfictions‘the four major attributes of
the S&L asset and 1iability holdings are: (1) S&Ls are very dependent
on the relative demands for credit in the residential mortgage market
as evidenced by the regulatory constraints which govern their per-
missible oferatxons; (2) .58Ls bear a significant degree of interest
rate risk beca&se of the nature of their asset-liability structure;
(B)AS&L assets, with the exception of a small proportion of liquid
holdings, are relatively unmarketable since it is not possible for
S&Ls, due to their low reserve position, to take large capital losses
on their mortgages during periods of ric;ng rat&s; and (4) the liability
structure of S&Ls has been confined to short-term maturities -- matu-

rities averaging less than five years.
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This short review of S&L structure is suggestive of the depend-
ence of these intermediaries on the reaid;;tial mortgage market.
Because S&Ls, unlike any other depository intermediary, are forced
to invest nearly all their assets in mortgages, they are particularly
susceptible tu forces which change the relative yields on residential
mortgages compared to other financia{ assets, That.is, they do not
have the ascet‘fiexibility to alter their asset structure in response

to changing yield relationships.

S&L Taxation

As specialized private mortgage lenders, S&Ls have historically
received preferential tax treatment -- one form of federal tax ex-
penditure. In fact, prior to the Tax Revenue Act of 1951 S&Ls were
tax exémpt. With the passage of this act, S&Ls lost their tax exemp-
tion but were given special treatment with respect to their bad-debt
reserves and the daductio; of interest paid on savings. Specifically,
S8Ls were permitted to build-in tax free reserves of up to 12X of
thetr withdravable accounts. (1)

In 1961, President Kennedy sent a tax message to Congress with a
recommendation that the tax provisions dealing with the reserves of
S&Ls and some other institutions be reviewed with the aim of assuring
non-discriminatory treatment. The result was the Tax Revenue Act of 1962
vhich permitted an SSL to allocate to its bad-debt reserve'only an
amount equal to 60% of?net income after payment of interest to savers

vith the remaining 40X being subject to federal corporate taxation.(z)
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The trend of increasing S&L taxation continued during the late
1960's and early 1970's. The Tax Reform Act of 1969 substantially
increased the federal tax liability of S&Ls as it reduced S&L's allow-
able additions to loss reserves from 60X to 40X of net income. This
act also classified the bad-debt deduction as a preference item and
applied a 10% minimum tax to such 1c€ms.(3) The Tax Reform Aét of
1976 further increased S&L taxes by increasing the minimum preference
tax.

These tax changes have increased substantially the effective tax
rate of S&Ls as is shown in Table #1. During the 1950's and early
1960's, S&Ls were taxed at a 2.0 rate or less. By 1965, this rate
increased to 14.41 and reached 25.7% by 1975. Scheduled tax changes

provide that this rate will continue to increase through 1975.

TABLE #1

S&L Effective Federal
Tax Rates, Selected
Years 1950-1975

Year Effective Rate Year Effective Rate
1950 0.0% 1967 - 13,22

1955 1.5 1968 14.7

1960 0.7 1969 15.8

1961 0.5 1970 18.9

1962 0.4 1971 21.5 -
1963 - 12.2 1972 23.5

1964 14.3 1973 24.7

1965 . U 1974 26.4

1966 13.3 1975 25.7

SOURCE: Federal Home Loan Bank Board.
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As a result of these changes, a major pre~1968 sovrce of feder-
ally provided private mortgage market support -~ mortgage lender tax
advantages -- was all but eliminated. How much of this increased tax
burden was shifted to savers, home buyers, and S&L shareholders is
not clearly discernible. This long~term trend of increasing private
mortgage lender (S&L) taxation -- deqreasing this form of housing
credit tax expenditures -~ represents a moderation, if not reversél,
of the national effort to stimulate privately financed housing., It

also sets the stage for new types of federal government assistance to

the mortgage market,

Federal Legislation

During the early post-war era, the government's housing activities
maintained a symbiotic relationship with S&Ls. Although ﬁany housing
acts were passed, most of them dealt with minor changes such as liber-
alizing FHA and VA insuran;e and guarantee programs and increasing the
activities of the Federal National Mortgage Association (FNﬁA). Pro-
bably the most important reason for the little government activity
during this period was the fact that housing did not have any critical
problems, The evonomy during this period was characterized by relative °
price stability, This resulted in an upward sloping term structure
wvhich lasted for almost two entire decades. As a consequence, the
private mortgage lénding sector, made up primarily of ihrift institu-

tions, found it easy to attract funds in the short-term sector and make

long-term mo=tgage loans at attractive spreads.
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During the mid-1960's, the economic and competitive environment
in which S&Ls operated underw~nt significant changes. Tgia marked
the beginning of the period when priyate mortgage lenders first ex-
perienced the disruptive effects of a dramatic shift in the interest
rate sé;ucture. This period, frog 1965 through 1975, was characterized
by the perfiodic use of restrictive monetary policies resulting in
tight credit conditions in the financial markets, and interest rate
cycles in which interest ;at;; rose to record levels. Since 1965
these cycles have been widening as on several occasions, short-term
rates rose well above long-term rates. These periodic rises in rates
and shifﬁs in the term structure from one of upward-slope to downward-

slope severly taxed the liquidity, growth, and earnings position of the

S&L industry, As a result, housinﬁ began to experiehce a boom~bust

cycle,

This situation prompted Congress to develop new ways to promote
housing, The Housing and .Urban Development Act of 1968 was a land;;rk
piece of legislation which suggested the magnitude of the commitment
that Congress was willing to make in the housing area. This act pro-
vided for: (1) important new programs to subsidize mortgage interest
for lov and moderate-income families; (2) the establishment of a
special high risk insurance fund for certain FHA mortgages; (3) the
conversion of FNMA to a privately owned corporation; (4) the estab-
1ishment of the Government National Mortgage Corporation (GNMA); and

(5) the authorization for the Farmers Home Administration to make

-
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direct and insured loans availablé‘fc low and moderate-~income families
in rural areas and small towns with interest rates as low as 1X.

Subsequent to the Housing and Urban Development Act of 1968,
additional legislation was passed to increase the federal government's
role in wortgege lending. This legislation included: the Housing and
Urban Development Act of 1969, which .created the GNMA's pass-through
;ecurity programs; the Emergency Housing Finance Act of 1970, which
created the Federal Home Loan Mortgage Corporation (FHLMC),
provided the authority for FNMA to purchase conventional mortgages,
and created the Super-Tandem Plan to enable FHA rates to be subsidized
at below market rates; the Rural Development Act of 1972, which 1ib-
eralizeé the Farmers Home Administration (FMHA) mortgage lending
powers through the elimination of debt limit of FMHA to make non-
residential loans in cities with populations up to 50,000; and the
Emergency Home Purchase Assistance Act of 1974, which opened the GNMA
Tandem~Plan to conventional loans and gave FNMA additional authority
to finance its purchases.(a)

As a result of this legislation new federal agencies have ex-
perienced rapid growth, FNMA, GNMA, FHLMC, and FMHA now make the

traditional FHA and VA programs appear insignificant as is shown in

Table #2.
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TABLE #2

Houaing Related Federal Agencies
Securities Outstanding
December 31, 1976

(Billions)

= Agency “Securities Outstanding -
Foderal National Mortgage Association . $ 30.6

Federal Home Loan Bank Board 16.8 i
Government National Mortgage Association 3.5

Farmers Home Administration 5.4

u.s. ﬂept. of Housing & Urban Development 1.8

Federal Homa Loan Mortgage Corporation 2.1

Veterans Administration 1.1

Pederal Housing Administration ‘ 0.6

SOURCE: U.S. Treasury Department, Office of The Secretary.

The Impact of New
Support Methods on S&Ls

The preceding review of housing tax expenditures and credit pro-
grams reveals that important alterations in tax techniques used to
support the mortgage market were madevbetween 1968 and 1975.(5) 1n
essence, tax advantages given to private mortgage lending institutgions
to expn‘md housing credit were replaced with a new group of agencies
that operate independently of private specialized mortgage lenders.

That is, new federal legislation has resulted in supply stimulating
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subsidies operating around private lenders rather than through thenm,

(see Thygerson 1973). (6)

The impact of this diversion of federal subsidies from thrift

~ institutions has been to place a growth constraint on private lenders.

Savings aﬁd loan associations must by regulation maintain a specified
net worth ratio. The shift in federal housing supply subsidies has
reduced the ability of associations to maintain the required net worth
ratios for rapid growth in two ways: (1) by reducing after-tax earn-
ings; and (2) by reducing private mortgage lender spreads.

N

After-Tax Earnings

S8L tax exemptions and special dedﬁhtiong_hgve agted to increase
the supply of mortgage credit at any given 1nﬁerest £;te. They d&
this by altering the yield curve faced by S&Ls. Table #3 shows the
after-tax net income percentéges of S&Ls at various points in time
based upon their effectivé tax iaées. In 1950, the net income S&Ls
received after-tax was identical to that before-~tax while by 1962,
the afteifgax net income was substantially lower than ;he pre-tax
net income. In 1976, the before-tax net income percentage of 11.4%

gave the S&L an after-tax net income of 8.0%.
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TABLE #3

! Net Income Percentages
of 5&Ls Selected
Years 1950-76

Net Income¥ .

Year Before-Taxes After-Taxegh* Difference
1950 2492 . 24.9% 0.0%
1955 .. 22.3 21.9 0.4
1960 15.7 15.5 0.2
1965 13.8 11.6 2,2
1970 . 10.4 8.2 2,2
1971 13.3 9.9 3.4
1972 ! 15.3 11,1 4,2

. 1973 14.6 10.4 4,2
1974 10.3 7.1 3.2
1975 8.8 6.1 2.7 .

* Net. income is given as a percentage of total operating income.
** TIncludes state and local taxes. —
SOURCE: FHLBB and U.S. League of Savings Associations, '

The reduction of S&L after~tax net income has reduced its ability
to pay for savings,'particularly at the record interest rate levels

of 1973-75, The result has been a decreased supply of funds for hous-

ing credit originating from the private sector.

- Earnings Spread

Probably the most significant result of federal credit program
expansion was the substantial decline in mortgage loan interest rates
relative to other long-term debt instruments. Table #4 shows the

average rate of AAA corporate bonds, new AAA utility issues, and the
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spread between these rstes over the period 1965 to 1975, These data
indicate that there has been a substantial décl:lnc in theAspread
that mortgage rates have had over corporate bond‘s and utility rates

during this short span of years.

TABLE #4

Home Mortgage Interest Rates, and Yields on
Corporate Bonds and New Utility Issues

€

Conventional L v Spread Between .
Loans New AAA AAA Conventional Loan Rate &
on New Homes, Utility Corporate
Effective Issues Bond Utilities Corporate
Period Interest Rate Yield Yield Yield "Bond Yield
1965 5.81% 4,50% 4,49% - - 1.312 1.322
1966 6.25 5.43 5.13 0.82 1.12
1967 6,46 5.82 5.51 0.64 0.95
1968 6,96 6.50 6.18 0.47 0.79
1969 7,81 7.71 . 7.03 0.10 0.78
© 1970 8.45 8.68 8.04 -0.23 . 0.41
1971 7.74 . 7.62 7.39 0.12 0.35
1972 7.60 7.31 7.21 . 0,29 0.39
1973 7.95 7.7 7.44 0.21 0.51
1974 8,92 9.33 8.57 ~0.41 0.35
1975 9,01 9.40 8.80 -0.39 0.21

SOURCES: Federal Home Loan Bank Board; Federal Reserve Board; Moody's
Investors Service. .

Although mortgage rates have declined relative to corporate bond
rates since the late 40's, the decline has accelerated in recent years.
This decline can be attributed to two causes. First, .the ex ante risk

of a mortgage loan may have been improperly evaluated on the high side-

»
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in earlier years, csusing the return earned on mortgages to be higher
than justified given the default losses ;hich occurred, No doubt
this hypothesis has merit and accounts for some portion of the de-
cline. The second reason, however, is that the tremendous efforts
made by the federal government to attract funds for mortgages through
the use of the preferred borrowing pqaition of the government and its
agencies has resulted in mortgage credit becoming available at lower
rates than would have been the case otherwise.

Hendershoet (1974) nnaiyzes this spread between mortgage rates
and corporate sales and states his results as:

Between the fourth quarters of 1975 and 1971 the
spread between the home mortgage and bond rates
- employed in our model fell by exactly one per-
centage point (1.18 percent to 0.18 percent).
The home mortgage rate rose by nearly two per-
centage points during these six years. The
simulation results suggest that the mortgage
rate would have been about 3/4 of a percentage
point higher relative to the bond rate in the
absence of the mortgage support activities of
the FSCAs, Thig accounts for 75 percent of the
decline in the mortgage-bond rate spread.

Although this approach differs somewhat from that of Cook (1974),
‘1t tends to support Cook's hypothesis that the décline in spread is
largely due to the mortgage purchase activities of federal agencies.(s)

More recently, George von Furstenberg in an analysis of the
economics of the GNMA Tandém Plan concluded that as a result of Tan-

dem mortgage activities:
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* +..the cost of savings capital to the thrift in-
stitutions is unlikely to fall on account of Tandem
because money market rates are, if anything, raised
by the additianal borrowing by the U.S. government
of its sponsored credit agencies, Thus, the pro-
fitability of the thrift institutions may well be
affected adversely if below-market Tandem commit~
ment continue to be offered during perjods of
ample availability of mortgage credit such as 1975
when non-traditional lenders add to the flow of
funds into the mortgage market.

s

The siénificance of this structural change in-rate spreads can-
not be undergstimated. Since specialized mortgage lending intermediafies
must compete for funds agalnst agencies which have a prefarred borrow-
ing position, and with other 1;termed1aties who possess broader agaet
acquisition authorities, it is clear that 1f they do not earn a com-
mensurate return on their assets they will find it increasingly impos-
sible to grow and generate adequate earnings.

The importance of the preferred borrowing position of the federal
agencies should not be'underestimated. Thege -agencies have a definite
borrowing advantage over the private sector. The spread between pri-
vately igsued securities and government agency rates averages nearly
100 basis points, except for the short-term maturities whg;e the pre-
mium is 25 to 50 basis poinCS.(1°5

The significant growth in éh;se agencies and their preferred cre~
dit markets also presents aéditional problems to private mortgage
market institutions dqying periods of tight money. Unlike ;he major

depository intermediaries, these agencies have no constraints in the



B

5

171

rates they can pay for funds. Consequently, during periocds of tight

money, they are in a position to out-compete all private lenders for

funds and mortgage loans.

Summary and Conclusions

The changing role of government.in the mortgage market has signifi-
cant and potentially hazardous implications for the private specialized
mortgage lending intermediaries. The method of governmental subsidy
and support, which conaisged of tax advantages given to thrift in-
stitutions vhich support housing, has been largely replaced with support
methogs that opefate independently of the private specialized mortgage
lenders. As a result, thrift 1ntermed1af1es forced to specialize in
mortgage loans are receiving far less in benefits to compensate them
for the constraints put.on their assets and liability structures.

Recent federal programs expanding federal agency actions to support
housing posé a significan; competitive threat to thrift institutions.
This competition is the result of the preferred borrowing position of
these agenciée. During inflationary periods one particularly harmful
effect of expanded government mortgage lending activities has been a
sustained and substantial relative decline in mortgage rates as com-
pared to other long-term interest rates. The decline.in these rates
has acted to exacerbate the earninga problem of S&Ls and seriously

weaken their ability to compete for savings against more diveraified

intermediaries. =
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These policies also have a beafing on proposals to alter the
structure of financial institutions such as those offered b, the
Presidential "Commission of Financial Structure and Regulations"

(1971) and the resulting "Financial Institutions Act of ;975,"

Senate passed legislation. These proposals call for a limited 1ib-
eralization of thrift inatitutlon asget and liability powers together
with the eventual elimination of the Regulation Q rate ceilings and
differential advantage now given to thrift institutions over commer-
cial banks.

Clearly, if returns to private intermediation in the mortgage mar-
ket have declined, there remains a very real question whether thrift
instit@tions, required to specfalize in mortgage holdings -~ although
somewhat less intensively under these proposals -- would be able to
pay commensurately competitive rates for savings in a free institutional
market environment. If not, as indeed appears to Se the case, then
ever increasing agency support of the mortgage market may be deemed
necessary by ;ur public policymakers. This could be carried to the
point of complete socialization of this largest of our domestic credit
markets, Such an acceleration of the current trend would not iny
alter our financial institutional structure, but also the entire
financial system. One result might be that a growing number of borrowers,
facing relatively higher borrowing cost as they comﬁéca against agenciles
for funds, would look for similar agency borrowing advantageslto meet

their non-housing borrouing requirements.
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_ Mr. TrYcERsON. Because time is short, I will refrain from develop-
ing each of these seven areas of study and move immediately into the
discussion of concluding recommendations, which you will find on the
bottom of page 16 of my text. The following recommendations we hope
and think are consistent with the analyses presented in the first 2 to 16

pages.

’%he first recommendation is obvious. I think it has been supported
over and over again by each of the preceding witnesses. It seems clear
to us that the tendency of the Federal Government to run budgetary
deficits long after the economy is on the road to recovery has put an
enormous burden on monetary policy to control inflation. The trends
-of the last decade suggest that housing capital has been restrictetl

- as a result of the increased tendency to emphasize monetary policy
more heavily than fiscal policy during inflationary phases of stabili-
zation policy, and fiscal policy more heavily during expansionary -
phases. Both tendencies are gencrally disadvantageous to capital for-
mation and a strong housing market. :

Fiscal imbalance is also the primary cause of ever higher rates of
inflation and economic uncertainty. The more frequent presence of
budgetary deficits stands as our Nation’s major hurdle to achiev-
ing gi‘leater rates of capital formation and faster rates of economic
growth,

In this respect, we agree with the statement in the report entitled
“Task Force on Capital Formation” which reads:

The surest way to increase total savings through tax policies is to increase the
Federal budget surplus—or reduce the deficit—in periods of high employment.
. In reviewing the testimony that I heard earlier today, it seems that
one of the central themes that came through when each of these people
testified was the fact that economic uncertainty and the volatility of
the economy and inflation was probably the single most important det-
riment to achieving: higher rates of economic growth and capital
formatioh in thjs country. :

We certainly suggest that every possible ¢ffort be made to achieve
President Carter’s goal to balance the Frderal budget in 1981.

Second, it was shown that the increasing consumption-orientation
of Federal expenditures has also been detrimental to capital forma-
tion generally, and to housing in particular. The implications of
the consumption-orientation of tne Federal Government to the Na-
tion as a whole can be derived {rom the fact that housing is an in-

. vestment good. :

As immediate consumption increases, as a result of fiscal stimulus,
the resources available for investment beccme more limited and the
competition for them more intense. Recent history indicates that hous-
ing does not do well as the intensity of competition for funds in the
credit market escalates. . ,

This is particularly harmful when consumption stimulus is financing
the budgetary deficits. ’ .

Thus, every effort should be made to review the overall allacation of
Government spending to strike a more favorable balance between
consumption and investment-oriented expénditures. The increased al-
location of Government spending to consumption stimulus should be

reversed.
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Third, our analysis of Federal tax expenditures indicates that these
means are the most favorable for capital formation in housing.

The tax deductibility of mortgage interest and real estate taxes for
owner-occupied housing should ﬁ maintained in order to assure that
our country continues to achieve its enviable position as a nation of
homeowners.

Fourth, our study of mortgage credit programs indicates that they
are of more limited usefulness in garnering funds for housing. The
activities of the major mortgage credit agencies have been shown to
merely reallocate the investment in mortgages from private lenders
to Government agencies, with no real increase in capital formation.
The exceptions to this are the Federal Home Loan Banks which act
as a liquidity reserve for savings and loans—thus enabling associations
to maintain a very high percentage of assets in mortgages.

We feel that less emphasis should be placed on Federal credit pro-
grams, generally, as a solution to capital shortage problems.

Fifth, we recommend that special savings incentives be created for
the most vic.imized segment of the homebuying market—the first-time
homebuyer. : ‘

S. 664, which provides for establishment of individual housing ac-
counts, has great merit for solving the specific problem of the first-time
homebuyer. We strongly urge your consideration of this approach.

The U.S. League o? gavings Associations has appreciatecf this op-
portunity to present its views to your subcommittee on these issues of
such vital importance to our Nation’s future economic health. I look

forward to your questions. -

STATEMENT OF KENNETH R. BIEDERMAN, NATIONAL SAVINGS
AND LOAN LEAGUE ~

My name is Kenneth R. Biederman. I am senior vice president and
chief economist of City Federal Savings and Loan Association of
Elizabeth, N.J., and was formerely consultant to the National Savings
and Loan League in the area of Federal taxation while a member of
the economics faculty at Georgetown University.

Iam appearing on behalf of the National League, a nationwide trade
organization for savings and loan associations.

fy comments are basically addressed more specifically to the sav-

ings and loans associations than Ken Thygerson’s were. I have a

lllengthy statement that I submitted for the record. I will summarize 1t
ere. : .

Basically the paper looks at three questions:

No. 1, what are the capital needs and requirements of the savings
and loan industry ¢ ,

No. 2, is there now or is there likely to be over the next decade a
“capital shortage” or inadequate capital supply for the savings and
loan industry within the context of these needs and requirements?

No. 3, what can be done to improve upon the capital needs of the
industry?. o )

Very briefly, from the standpoint of savings and loans associations,
it must meet by regulation a “net worth”—capital adequacy—test each
year at the end of that-calendar year. The test is a two factor test,
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one a function of savings, the other of assets. I have spelled out these
two tests in my statement and I will not go over them here, The sav-
ings based test, often referred to as the FfR test, has proven to be the
more restrictive of the two. o
. As to the second question of capital adequacy problems in the sav-
ings and loan industry as defined by these asset and savings test con-
straints—I refer you,r{h‘. Chairman, to table 1 in my statement. Sum-
marizing, at yearend 1976, there were 975 savings and loan associa-
tions in the Nation that had net worth-to-savings ratios below this
particular 5 percent FIR minimum to which I just referred, constitut-
Ing over 24 percent of all the associations in the country.

ombineg, these associations hold $64 billion of savings capital
which at yearend 1976 represented nearly 20 percent of -all savings
ca}lzital in the industry. _

his represented a 13-percent increase in 1 year of the number of
associations whose net worth-to-savings capital ratios were below the
5 percent FIR requirement, with the amount of savings capital held
by such “capital short” associations increasing over 46 percent in 1
year. “ . [ R

I might add, through 1977, even though th~ industry has been reap-
ing large inflows of savings and there has been a comeback for hous-
ing, this particular ratio has continued to fall.

In the following sections, I look at the residential mortgage debt
financing demands upon and the corresponding net worth needs of
the savings and loan industry in the next decade. I base these on long-
range econometric forecasts by Data Research Inc, and an analysis of
the Nation’s longrun housing needs by the Joint Center for Urban
Studies of MIT and Harvard.

The conclusions are: First, savings and loan associations currently
are and will continue to experience capital constraints.

Second, such capital constraints will restrict the ability of savin,
and loan associations to meet the basic housing financing needs as de-
fined by the Joint Center for Urban Studies of this Nation over the
next decade. Co

Third, capital problems facing the savings and loan industry can
be directly traced to increasing Federal tax burdens. Mandated in-
creases in the taxation of savings and loan associations over the next
2 to 3 years will exacerbate those problems and .further restrict indus-
try growth.

From that standpoint, Mr. Chairman, I would like to submit for the
record a summary statement of the study that I did on the tax burden
of financing institutions.* T

Senator Byro. It will be received.

Mr. Bieperman. Fourth, the average return on yearend net worth
of savings and loan associations has been from 30 to 40 percent below
that of other major industrial groups over the past decade. .

To the extent, Mr. Chairman, that these groups face tax-induced
constraints on capital formation and growth, it should be stressed that
similar constraints on the savings and loan industry are as much, if
not more, clearly identifiable and related to the tax system.

.~ *The study was made a part of the officfal committee file.
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Thus, if residential mortgage debt financing is to be considered an
im&)ortant,fucet of investment and capital formation in our economy,
I think it goes without saying that some recognition of this must be
made in any capital-oriented tax reform package.

From the standpoint of reconnmendntions,ng. Chairman, we feel
that the mortgage intepest tax credit proposal, as described in detail
in my paper, would greatly help to alleviate existing capital con-
straints facing the savings and loan industry and would aid signifi- -
cantly in assuring an adequate supply of residential mortgage debt
in the future. ' :

Just briefly, the mortgage interest tax credit, as you may recall, was
an instrumental part of prior financial reform legislation. It was en-
dorsed by the Treasury of the two previous administrations, and was
part of the FINE study principles. We believe that there are several

‘1mportant reasons for supporting the MITC. These are spelled out in

my paper, and I will not go into them here. But within the context of
these hearings, I think its main benefit would be that the mortgage
interest tax credit would increase the availability of funds for financ-
ing residential mortgage debt by at least $100 billion over a 10-year
period by reducing the net worth constraints which are now, and will

- continue, to impinge upon the growth of savings and loan associations.

It should be stressed, Mr. Chairman, that tax subsidies such as the
mortgage Interest tax credit are a more cfficient use of tax dollars than
direct expenditures in terms of generating supplies of residential
mort%age debt. Because of the net worth requirements for every dol-
lar of increase in.net worth in the savings and loan association, $20 of

the mortgage finance can be provided by these associations. For every

gollar that the Federal Government transfers, you get $1 of mortgage
nance. .-

Senator Byrp. You mentioned the need to reduce the net worth
restraints. Would you elaborate a little bit more on that?

Mr. Bieperman. Basically, Mr. Chairman, as I mentioned and de-
scribe, in my paper, savings and loan associations by regulation are
required to have a net worth to savings capital ratio of 1 to 20, or
put it another way, 5 percent of savings capital ratio must be in net
worth. This is a moving average and it has ali kinds of details built
into it. That is basically the constraint of which I speak.

-.Senator Byrp. Do you think that is too much restraint ¢

Mr. BiepermAN. From a standpoint of regulation, that is an inter-
esting question. It gets into the whole area of safety for the depositor,
safety for the investor, and safety of the financial system. I think
clearly the financial system needs some sort of reserves built into it.

The banking system has reserve requirements. The savings and loan
svstem has reserve requirements. There is a lot of debate going on
in‘the industry—is 5 percent the right number? I have no real con-

clusion on that. :
-T do feel, however, that there are strong arguments for reserve re-

quirements. Given that there is a need for 5 percent, or some reserve
requirement, this does not mitigate the fact that there are problems
that T feel are tax induced on the net worth of the savings and loan

industry. ; o -
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Senator Byro. Speaking of your testimony generally, are you saying
basically that what is needed is that the tax burden on savings and
loans should be reduced ¢ : C "

Mr. BieperMaN. Yes, sir, but there is more to it than that. The very
nature of the taxation of the savings and loan industry needs to be
changed, again for reasons that I set out in my statement. It seems to
me that the way the savings and loan industry is now being taxed
does not have key elements of economic efficiency that I think should
be built in.

For example, the mortgage interest tax credit, to which I refer,
would be an incentive not only for savings and loan associations
to continue investment in mortgages, but, other financial institutions
as well. The incentive would be made a function of interest on mort-
gages similar to the investment tax credit. .

enator Byrp. Can you translate tax reductions into greater hous-
ing,and how? . : -

r. BreperMAN. Yes; I think you can, Mr. Chairman. As I men-
tioned, the tax- reductions, just from the standpoint of the savings
and loan industry alone, would result over a 10-year period in at
least $100 billion in increased lending by savings and loan associa-
tions alone, using revenue estimates by the Treasury Department.

How -this translates into housing depends on the average cost of
housing, but it is a significant amount of money that we are talking
about. In addition, Mr. Chairman, estimates which have been done by
Professor Jaffeer, of Princeton, and others who have researched fi-
nancial reform and the mortgage interest tax credit have shown that
" because it will increase the supply of funds into housing, it will have
the impact of reducing mortgage interest rates anywhere from 25 to
80 basis points. ‘ o

It has a 2-factor effect : It increases the supply of mortgage money
which will have a positive impact of some amount on interest rates, in
terms of lower interest rates, which I think is an improvement over the
current tax. ' ‘ '

Senator Byern. Thank you, sir. .

In that respect, Mr. Thygerson, am I correct that one of the major
points of your andlysis is that Federal defitits have adversely affected
the housing industry by creating higher interest rates?

Mr. TaycersoN. T think that there is no‘question about that.

What we perceived over the last dectide is the increased tehdency
during periods when inflation ‘%ts high to continue to run budgetary.
deficits. Thus the impact; the effect is, that monetary policy has to be
much more strenuous, much more tighter as a way of moderating in-
flation and bringing the economy out of an overheated situation, so you
have a tendency.of getting much higher interest rates, much more
volatility in the economy, much more certainty.

Similarly, as in the most recent cycle, we have put a tremendons
amount of pressure on fiscal policy to {)ring us out of the recession.

In my estimation, if we had maintained the same monetary poth
that we have maintained in the last 8 years but had registered muc
less in the way of budgetary deficits, we would have probably received
the same recovery, but the mix of the recovery wou{d have been much
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different. We would have had more plant and equipment spending,
more housing spending. We would have had, in other words, a higher
rate of GNP going to investment as opposed to consumption.

In the future, we would have had the prospect of a much faster rate
of economic growth. ; V

Senator Byrp. On a sounder basis?

Mr. Tuyeerson. I think so, :

Senator Byrp. In generalizing, what is the interest rate today ?

Mr. Tuyeerson. It tends to vary quite a bit from as high as 9 percent
in California, which is a booming housing market today, to as low as
8.5 in a few cases in Florida which is a capital surplus area, as low as
8.25. On an average, it is about 8.5, 8.75 today for a 80-year conventional
mortgage.

Mr. Bieperman, It is interesting to note from the standpoint of
capital constraints of which T was referring earlier, that these are
regional. For example, the net worth to savings ratio in California is
running about 7.8 percent. New York and New Jersey are close to 6
percent. In my own association, in our budgeting for next year,we had
to take a very long look at our growth in assets and savings from the
standpoint of net worth constraints.

We have reduced the inflow 6f savings into our association because
of capital constraints, and we are not the only association that has
done this. -

Senator Byrp. In looking ahead 12 to 18 months, assuming no funda-
mental change in Government policy, would either of you care to fore-
cast what the interest rate might be? - . '

Mr. TuycersoN. Since it is partly my job to do that, we are really
quite af})rehensive over the outlook for 1978 as we move into the sec-
ond half of 1978, and are pessimistic to the degree we are pessimistic
is involved with the deficits that the budget committees have projected
for 1979. That, together with the fact tﬁzelt monetary policy has been
very stimulative over the last year with monetary growth rates of the
broader-defined money supply in the double digit area of 11 to 12 per-
cent, would suggest that 1fp these policies are continued, the prospect
for double digit inflation next year will be very high, and if that were
to occur, I would not be at all surprised to see mortgage interest rates
that are now in an 8.5, 8.75 level moving in the 10 to 10.5 area where
usury ceilings do not prohibit that.

\

Senator Byrp. It is unfortunate, I thini{, that so many Members of

Congress either are not aware of, or do not appreciate, those figures.

Congress has just passed a budget proposal which calls for a $65
billion deficit in fiscal year 1978. That would be the second highest in
history, second only to fiscal 1976 which was $66 billion. )
I think that you have sized it up correctly. The danger is not going to
come in 1977, The danger is going to come a year or maybe as much as
18 months, but more likely a year or 18 months from now; if we do not
get the cumulative dificits under control, and I see no evidence that it
18 being done. . , . ‘ ..
A great buildup has been given to this new budgetary system we
have, and I admit that it is better than what we had before, but that
is not saying much. It is also true that we have the biggest deficits in

history under this new system.
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The great problem with the new system is, as a few of ug tried to
point out when we went to it, is that there is no fiscal discipline in-
volved. There is nothing in the legislation that requires Congress to
discipline itself, and I always felt, whether it be an individual, & com-

any or a government, that somewhere along the line there has got to

¢ some discipline or some means of the individual, the company or
the Government being disciplined, or we are all going to end up, in the
long run, in a very bad situation.

I thank both of you for your testimony this morning and the com-
mittee will stand in recess until 9 :30 Thursday morning. .

[The prepared statements of Messrs. Thygerson and Biederman

follow :]

STATEMERT OF DR. KENNETH TRYGERSON ON BEHALF or THE U.S. LEAGUE OF

SAVINGS ASSOCIATIONS .

Mr. Chairman: My name {8 Kenneth J. Thygerson, of Chicago, Illinois. I am
Chief Economist and Director of the Economics Department for the United States
Teague of Savings Assoclations*. . .

The U.S. League of Savings Associations appreciates this opportunity to dis-
cuss with you the broad subject of capital formation and, in particular, incen-
tives for economic growth. i

The savings and loan business is concéerned primarly with the business of
mortgage finance and the ability of our country to adequately house its citizens.
Thus, in my comments before you this morning I would like to address specific-

V ally the types of incentives which are needed to encourage economic growth and

at the same time assure the adequate supply of capital to house the American
people, o . .
NEED FOR GREATER CAPITAL FORMATION WELL KNOWN

During the recent Presidential and Congressional campaigns and more recently
in testimony by officials of the Carter Administration, we have come to grasp
the scope of the capital formation needs of our country. Five major national pri-
orities have been outlined by the new Administration—full employment, infla-
tion abatement, environment, energy, and housing, particularly the problem of
rebuilding the central cities.

It goes without saying that the solution of each and every one of these prob-
lems will require enormous amounts of capital. Creating new jobs requires sub-
stantial investments in plant and equipment before a new worker can be put on
the payroll. Inflation abatement will require enormous increases in plant capacity,
food production, and energy production to insure an adequate supply of goods and
services in response to the growing needs of our country. Solving the energy
problem will require enormous capital inputs to increase the production of energy
substitutes, as well as conservation efforts to decrease our reliance on oil and
gas. Increasing coal output, solar energy, and nuclear energy will require mam-

" moth inputs of capital, as does the conversion of business and industry and the

consumer from today’s limited energy sourcey to more abundant fuels or solar
and wind devices. A clean environment also requires significant capital inputs.
Reclaiming land, and cleaning the smoke from coal-burning furnaces are but
two examples of the demands on our capital resources necessary to clean outr
country’s environment. . .

Finally, revitalizing the housing stock of our urban areas and accommodating
the fousing needs for the household formations anticipated through the mid-

*The United States League of Savings Assoclations (formerly the United States Savings
and Loan League) has a membership of 4,400 savings and loan associatious, representing
over 98 percent of the assets of the savings and loan business. League membership includes
all types of dssoclations—Federal and state-chartered, insured and uninsured, stock and
mutual. The principal officers are: John Hardin, President, Rock Hill, South Carolina;
Situart Davis, Vice President, Beverly Hills, Caﬂfornla: Lloyd Bowles, Legislative Chair.
man, Dallas, Texas; Norman Strunk, Executive Vice President, Chicago. Illinois: Arthur
Fdgeworth, Director—Washington bpemtlons: and Glen Troop, slative Director.
League headquarters are at 111 B. Wacker Drive, Chicago, Illinois 60801 ; and the.Wash-
ington Office is located at 1709 New York Avenue, N.W., Washington, D.C. 20008; Tele.

. b

phone: (202) 785-9150.
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1080’8, a8 a result of the baby boom of th

eng;lm'o “:hmvigl = m?zs. Y boom of the last 1040’s and early 1960’s, will regiure
us, there i3 no need to belabor the well documented needs for greater

formation in this country. Several years ago the New York Stock Exchnn:e:p’i‘%:

Brookings Institution, Data Resources, Ine, and the National P, Asso-

clation all completed extensive studies to answer the question of whether or not

-our country would face a capital shortage in the years ahead.® While the con-

clusions of these studles differ; each highlighted the role that the Federal Govern-
ment must play {n order to assure an adequate supply of capital. More specifically
each of these studies highlighted the role of fiscal polley, and the impact that
budgetary deficits and the use of Government spending have on the ability of
our country to generate adequate capital, Each of these studles, for example,
tlngggntxleld sugsﬁgiia(l) declfin%s in Federal budgetary deficits in the years from
roug . One of the studies actually assumed a surplus in the M\

Budget beginning in 1980, d P the bgderal

The key conclusion to be gained from these studies is that the Federal Govern-
ment's fiscal policy and the composition of Federal expenditures will probably
be the key factor in determining whether or not this country faces a severe
capital shortage as it moves to solve the problems of employment, inflation,
energy, housing, and environment,

“In the few short minutes I have with you this morning, I would like to review
the impact on the mortgage market and housing of the fiscal-monetary policy
mix, the composition of Government spending, the use of tax expenditures, and
the growth of Federal mortgage credit agencies. From this review, I will then
develop a series of recommendations designed to encourage capital formation,
economie growth, and assure an adequate housing stock, N

FIBCAL-MONETARY POLIOY MIX

Because of the key role that fiscal policy plays in the ability of this country
to generate capital, I'm including for the record an article entitled “National
Fiscal Policy and Housing” written by Dennis J. Jacobe and myself a year ago
and published in “Real Estate Issues” in the fall of 1976, This analysis reviews
the role of fiscal policy over the last several decades in determining our country's
ability to achieve one of our top social priorities—** * * g decent home and a
suitable living environment for every American family”—as directed by the
1949 Housing Act. This paper includes a review of the growth of Governmental
spending and a study of the impact on housing of our Government’s fiscal-
monetary policy mix, Federal housing outlays, Federal tax expenditures, and
Federal mortgage credit programs. .

The paper shows that the primary way in which the nation’s overall fiscal
policy generally influences the ‘economy is through the general level of prices

"and Interest rates. Therefore, the availability of capital to finance housing

depends to a large extent on the relationship of Government spending «ad
taxation (l.e, fiscal policy, especially Federal Budget deficits or surplus) to
monetary policies. These two economic tools are employed to achieve the overall
economic obje¢tives of eliminating the gap between aggregate demand and non-
inflationary full employment levels of output. These policles influence the
availabllity of mortage credit for savings and loan assoclations directly through
their impact on the rate of inflation and level of interest rates, : .
. . A number of economists assume that it {s possible to achieve the sgme overall
production level in the economy with different combinations of fiseal and
monetary policies-——within some limits. The choice between the alternative

onetary and fiscal policy mixes depends primarilv on the formulation of many
44 Roals ts re affected differently by the al-

ternative fiscal-monetary policy mixes, - . :
Thése subsidiary economic goals include such important national priorities as;
(1) the level of interest rates; )

(2) the possible effects of the various flscal-monetary policy mixes on the

" financial system ; ‘ ’
s 1 Sea : B‘oﬁwor:‘h. B}rr{ litDtti:ew;%o;,rg‘y, James ; and Carron, An
ea on, : .
:e’::gln. Rgggrt,ngv:c"mo“nt {in the Eightiea (National Planning Association Report No.

New k)rk Stoci Bxchange. The Oapital Needs and Savings Potential of the U.8. Econ-
omu: Projeotions through 1988 (New York, September 1974) ; and

Sinai, Allen ; and Brinner, Roger B, The Canital Shortage Near-Term Outlook and Long-
Term Prospect (Data Resources Economic Studies No. 18, 1975). . :

Lot
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(8) the impact on our balance of payments; .
(4) the effects on the long-term growth rate in the economy ; and,

*  (B) the effects on housing production.
It is this last subsidiary goal that is most directly influenced by savings and

" loan associations. v ~
licy has contributed to instability in savings and

The extent to which flscal po
loan operations and the availability of mortgage funds relates directly to the

influence of the fiscal-monetary policy mix on the rate of inflation and level of
interest rates, ‘

A review of the last fifteen years suggests that Federal deficits are detrimental
to savings and loan operations and housing under the following conditions. A
very stimulative fiscal policy-~characterized by large Federal deficits when we
are in an economic upswing and approaching full employment—has resulted in
a tendency to force monetary policy to bear too great a responsibility for slowing
the growth of aggregate demand In the economy. Such policies are particularly
detrimental to savings and loans and mortgage availability because monetary
policy works through the credit markets causing interest rates to move to ever,
higher levels. During such periods tight monetary policy restricts the flow of
funds into thrift institutions and substantially decreases the volume of mort-
gage credit.

This set of conditlons—a large Federal deficit continuing long after full em-
ployment has been attained -occurred during the Vietnam War years of mid-
1964 through mid-1968 and during late 1971 through 1972. In both these in-

" stances large Federal deficits contributed to rising inflation, ballooning credit

demands, and the necessity for monetary policy to sharply restrict credit
growth—both Juring, and in the months following these periods. This resulted
in substantial deposit losses for savings and loan associations and a sharp re-
stiriction of mortgage funds in late 1969, as well as during the second half of
1973 and late 1974. - -

Fiscal policy also can be detrimental during periods of-recession. This occurs
when large Federal deficits, used to stimulate the economy, reach such levels
that monetary policy is unable to ease commensurately to assure a satisfactory,
increase in money and credit growth. The best example of this situation relates
to the large Federal deficits registered during fiscal years 1976 and 1976. During
this period, the major burden to stimulate the economy was put on fiscal poliey.
As a result, the easing of monetary policy during this period was less successful
in bringing down interest rates than if the Federal deflcits were smaller.

There is a growing bias toward the use of fiscal policy to spur economic
growth during recessions while at the same time placing heavy emphasis on
monetary policy to slow the economy during periods of rising inflation and
low unemployment rates, The increased tendency to do this during the last dec-
ade_and one-half has been particularly detrlmental to the savings and loan
business and our nation’s ability to maintain an adequsate supply of mortgage
capital. Relying primarily on fiscal policy rather than moaetary policy to bring
the economy out of recession has resulted in less savings being available to
finance capital goods such as housing. It also has kept interest rates higher than
would have been the case with a more balanced flacal-monetary policy mix.

Similarly, during those periods when fiscal policy has remained in deflcit
long after the economy has reached full employment, the result has been demand-
induced inflationary pressures. This has led to the eventual need for monetary
policy to carry too great a burden In slowing down the economy in order to
bring inflatlon under control. ’

This policy mix places an Inordinate burden on the savings and loan business,
since assoclations are upable to cope with the resulting inflation-induced high
interest rates. During these periods, open market instruments such as Treasury
securities attract money away from savings and loan associations and, therefore,

impalir the supply of mortgage credit. . )
Thus, Federal defieits which create these unstable economic conditions have

made life almost intolerable for the nation’s savings and loan assoclations at

times during the last decade.
o ., INFLATION AND OAPITAL FORMATION
The téndency of our Government to run larger and more frenuent budgetary

- deficits has resulted in higher and more volatile inflation rates. This inflation

problem really dramatizes the basic couse of our country’s inability to generate

7
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adequate capital. High and unpredictable inflation rates stand as the single
major enemy to generating greater savings and investment.

The individual who purchases a home and experiences a capital gain only
finds that he has received an illusory increase in his wealth. Higher prices for
all other goods and services have yielded him no increase in his price-adjusted °
wealth position. ‘

Moreover, high and volatile rates of inflation, created by flacal excesses, have
resulted in consumer and business uncertainties. Each rise in inflation carries
with it the seeds of an economic upheaval. The 1973-74 Inflation experience
resulted in the worst recession in the post-war period. The result has been
greater uncertainty on the part of businessmen and consumers over the poten-
tial rewards of investment. Businessmen, worrled that a new inflation spiral
will occur, are unwilling to invest in new plant and equipment since they
anticipate a recession. Consumers, anticipating additional price rises respond
by “spending now” rather than “saving for future purchases.” The result is less
overall capital formation. .

. All this is compounded by the graduation of individual taxpayers into higher
marginal tax rates—which further lessens the desire to save——where capital
gains and ordinary income are subject to a bigger tax bite. ;

Inflation, then, created by fiscal budgetary excesses, remains the primary
cause of our nation’s capital dilemma. .

COMPOSBITION OF FEDERAL BPENDING

Another important way in which the Federal Budget directly impacts the
capital markets and savings and loan assoclations is through the composition
nding. The change in the composition of Federal spending is
) illustrated by the fact that national defense expenditures, which took 459%
of national outlays in 1994, represented only 20% in 1974. By contrast, income
gecurity programs, which represented 219, of total outlays in 1964, represented
a much greater 32% in 1974. This change in national priorities—apart from
other considerations—represents, in economic terms, a shift in the orlentation
of the Federal Budget toward consumption and away from investment.

Expenditures on Federal highways, energy generating equipment, bridges,

dams, space programs, and Government-sponsored solar energy research rep-
resent long-term investments. In each instance, these investments expenditures.”
Tax expenditures is a term used to account for those tax revenues which the
Federal Government does not collect because income subject to tax is reduced
by special provisions, credits, deductions, exclusions, or exemptions.
) #.Houslng must compete with other national priorities in the tax expenditure
area. As a result, the success of housing in this competition also reveals its
national priority status. During the last decade housing tax expenditures have
been on an uptrend. Included in this area are the deductibility of mortgage
interest and the deductibility of property tax. Tax expenditures for housing
were estimated at $4.6 billion in 1967 or roughly 129 of total tax expenditures,
By fiscal 1975, these tax expenditure estimntes had increased to about 15%
of total tax expenditures or roughly $11.9 billion.

This gradual rise indicates that one of the primary tools employed. by the
Federal Government to encourage homeownership has been through the use
of tax expenditures. An analysis of these housing tax expenditures indicates
that they represent one of the most successful means used by the Federal
Govérnment to encourage homeownership. Because of the success of these tax
expenditures, the United States today has one of the highest percentages of
hgmeownersh_lp of any country in the world.

FEDERAL MORTGAGE CREDIT PROGRAMS

A fourth impact of the Federal Government on the availability of credit for
housing is through their promotion of mortgage credit agencies expenditures.”
Tax expenditures is a term used to account for those tax revenues which tha
Fedaral Government does not collect because income subject to tax i8 reduced
by special provisions, credits, deductions, exclusions, or exemptions.

* " Housing must compete with other national priorities in the tax expenditure
area. As a result, the success of housing in this competition also reveals its
national priority status. During the last decade housing tax expenditures have
heen on an uptrend. Included in this area are the deductibility of mortgage
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interest and the deductibility of property tax, Tax expenditures for housing were
estimated at $4.6 billion in 1867 or roughly 129% of total tax expenditures. By
fiscal 1975, these tax expenditure estimates had increased to about 16% of
total tax expenditures or roughly $11.9 billion.

This gradual rise indicates that one of the primary tools employed by the
Federal Government to encourage homeownership has been through the use
of tax expenditures. An analysis of these housing tax expenditures indicafes
that they represent one of the most successful means used by the Federal
Government to encourage homeownership. Fecause of the success of these tax
expenditures, the United States today has one of the highest percentages of

homeownership of any country in the world. .
FEDERAL MORTGAGE CREDIT PROGRAMS

A fourth impact of the Federal Government on the availability of credit for
housing is through thelr promotion of mortgage credit agencies to support hous-
ing finance. During the last decade, the Federal Government has significantly
altered the structure of the mortgage market through the encouragement of
Federally-sponsored- credit agencies such as the Federal National Mortgage
Association, Federal Home Loan Mortgage Corporation, Government National
Mortgage Assoclation, and Farmers Home Administration. These credit agencies
have substantially altered the flow of funds from the savings markets to the
mortgage Investment markets. .

1d appreciate including a recent paper to be

As part of this testimony, I wou
presented to the American Real Fstate Urban Economics Assoclation entitled

“Federal Secondary Market Programs: Impact on Specialized Mortgage Lend-
ers.” This paper, by Dennis J. Jacobe and myself, reviews the impact of these
credit programs on facilitating Investment in home mortgages. The analysis
indicates that Federal credit programs have acted primarily as substitutes for
private mortgage credit. As Federal credit agencles have grown, private mort-
gage lenders have lessened their mortgage lending activities by nearly an equal
amount.

This review suggests that the Federal credit agency approach to meeting the
capital needs in the housing market is one of the least efficient mechanisms

available to the Federal Government.
CAPITAL GROWTH IN HOUBING

The discussion of the impact of inflation on savings and investment is par-
ticularly evident in the housing market, -

This problem has its greatest impact on the first-time homebuyer. The Con-
gressional Budget Office study entitled “Homeownership: The Changing Rela-
:liodnshlp of Costs.and Incomes, and Possible Federal Roles” emphasizes this

nding. .

The inflexibility in the form of the mortgage document which calls for full
amortization at fixed monthly payments has put a growing burden on the first
time homebuyers. In addition, the difficulty in saving the downpayment which
rises constantly as home prices increase also inhibits the ability of the first
time buyer to purchase a home. For these reasons, the U.8. League supported
in recent testimony before the Senate Banking Committee Senator Edward
Brooke’s “Young Families Housing Act”, 8. 664.

Of particular interest to this discussion is the Individual Housing Account
portion of 8. 664. (As a tax law change analogous to the Individual Retlrement
Accoynt, it falls within the jurisdiction of your parent Finance Committee.)

The IHA works to correct 8 major hurdle of the first time homebuyer—namely,

‘the initial downpayment requirement. As home prices have increased, so have

the necessary downpayments, Hven if a household is able to support the monthly
payment on a mortgage, it may not have saved enough to meet the ncessary
downpayment. Thus, young families are precluded from entering today’s home
market. The Individual Housing Account provision in 8. 684 will amellorate the
problem of many households in attempting to save the necessary downpayment

As an economic matter, our country’s Federal tax system acts-as a disincen-
tive to savings. In order to acquire a downpayment, the household must first
have enough after-tax dollars to put away in a savings account and then must
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suffer the consequences of having to pay taxes on interest accrued to those
accounts. The THA successfully: eliminates both of these disincentives, First, it
provides a déduction of up to $2500 per year on the amount of funds set aside
for the Individual Housing Account. Thus, the household is encouraged to save
because the amount of such savings comes out of pre-tax dollars rather than
after-tax dollars. The incentive is fncreased further by eliminating the tax on
interest credited to funds set aside in the Individual Housing Accouuts,

This provision in 8. 664 allowing for a bulldup of up to 10,000 over 120 months
seems to be sufficient to allow most potential new homebuyers to acquire a down-
payment sufficient to acquire homes at the average home price in our country.

Importantly, the impact on Treasury revenues {s mlnlmlzed by limiting the

"

ENEBGY CONSERVATION

Housing, new and existing, alsg svill play a-large role in our nation’s ability
to successfully implement our natfon’s energy conservation goals, As outlined in -
President Carter's energy program, additional capital resources will be needed
to assure that newly-built homes are more energy-efficient, as well as to retvofit
existing homes with energy-saving materials and systems. . .

Thé Carter program calls for tax incentives to homeawners who add insulation
and invest in solar energy systems, for example, Although the use of the tax
system to provide subsidies and incentives has been frequently criticized, it is
clear that such incentives do work in many cases, as with the tax incentives to
achieve homeownership. Moreover, the tax incentive system is preferable to
establishing a bureaucracy to administer direct subsidies or other alternatives
which restrict individual choice. .
~The need for energy conservation and development of alternative energy
sources points up the need to expand the sources of capital for these needs. One
approach would be the expansion of savings and loan lending powers to include
investments in utilities, increases in home improvement lending limits to en-
courage lending on energy conservation improvements, and greater mortgage
instrument flexibility to service existing borrowers desirous of retrofitting their

home.
CONCLUDING RECOM MENDATIONS

From our review of the impact of fiscal policy and credit programs on the
ability of our country to generate adequate capital to meet our housing needs
we can conclude and recommend the following actions: -

First, it seems clear that the tendency of the Federal Government to run
budgetary deficits long after the economy is on the roall to recovery has put an
enormous burden on monetary policy to control inflation.

The trends of the last decade suggest that housing capital has been restricted
as a result of the increased tendency to emphasize monetary policy more heavily
than fiscal during deflationary phases of stabilization policy, and fiseal policy
more heavily during expansionary phases., Both tendencles are generally dis-
advantageous to capital formation and a strong iiousing market,

Fiscal imbalance is also the primary cause of ever higher rates of inflation
and economic uncertainty. The more frequent presence of budgetary deficits
stands as our nation’s major hurdle to achieving greater rates of capital forma-
tion and faster rates of economic growth. :

In this respect, we agree with the statement in the report entitled Task Force
on Capital Formation which reads, *“. . . the surest way to increase total savings
through tax policles is to increase the Federal budget surplus (or reduce the

deflcit) {n perlods of high employment.”
It is suggested that every effort bbe made to achieve President Carter's goal

to balance the Federal Budget by 1981. . .

Second, it was shown that the increasing consumption-orientation of Federal
expenditures has also been detetimental to capital formation generally, and to
housing in particular. The implications of the consumption-orientation of the
Federal Government to the nation as a whole can be derlved from the fact that
housing is an investment good. As immediate consumption increases, as a result
of fiscal stinmiulus, the resources available for investment become more limited
and the competition for them more intense, Recent history indicates that housing:
does not do well as the intensity of competition for funis in the credit markets

escalates.
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Every effort should be made to review the overall allocation of Government
spending to strike a more favorable balance between consumption and invest-

- ment-uriented expenditures. The increased allocation of Government spending

to consumption stimulus should be reversed.
Third, our analysis of Federal tax expenditures indicates that these means

‘are the most favorable for capital formation in housing.

The tax deductibility of mortgage interest and real estate taxes for owner-

occupied housing should be maintained in order to assure that our country
continues to achieve its enviable position as a nation of homeowners. :
" Fourtb, our study of mortgage credit programs indicates that they are of
more limited usefulness in garnering funds for housing. The activities of the
major mortgage credit agencies have been shown to merely reallocate the
investment in mortgages from private lenders to Government agencles, with no
real increase in capital formation. Thé exceptions to this are the Federal Home
Loan Banks which act as a liguidity reserve for savings and loans—thus enabiing
assoclations to maintain a very high percentage of assets in mortgages.

We feel that less emphasis should be placed on Federal credit programs, gen-
erally, as a solution to capital shortage problems.

" Fifth, we recommend that speclal savings incentives be created for the most
victimized segment of the home-buying market—the first-time homebuyer:

S. 664, which provides for establishment of Individual Housing Accounts, has
great merit for solving the specific problem of the first-time homebuyer. We
strongly urge your consideration of this approach. C

‘The U.S. League of Savings Associations has appreclated this opportunity to
present its views to your Subcommittee on these issues of such vital importance
to our natfon’s future economic health. I look forward to your questions.

STATEMENT oF KENNETH R. BIEDERMAN ON BEHALF OF THE NATIONAL SAVINGS

AND LOAN LEAGUE

Mr. Chairman and members of the Committee, my name is Kenneth R. Bleder-
man, I am Senlor Vice President and Chief Economist of City Federal Savings
and Loan Assoclation of Ellzabeth, New Jersey, and was formerly consultant
to the National Savings and Loan League in the area of federal taxation while
a member of the economics faculty at Georgetown University. ’

I am appearing on behalf of the National League, a nationwide trade organi-
zation for savings and loan associations. .

The Natlonal League appreciates the opportunity to comment today on the
broad questfons of tax policy, capital adequacy, and capital formation, Although
our comments will be primarily relegated to these issues ag tfiey relate to the
savings and loan industry, I would like to preface my remarks with a few '
feneml comments on the question of capital formation and capital adequacy
n the U.8. economy. Technically, the notion of a capital shortage in a market

- economy is a misnomer In that markets allocate capital at market determined

prices, différentiating according to elements of risk and timing. Prices rise
during periods of excess capital demand in any given market and fall during
periods of capital surplus resulting in an equilibrium allocation of capital in
both a physical and financial sense, However, within and between markets there
are winners and losers, and often undesirable allocative, distributional, and
macro-economic effects. It is not only within the context of temporary market

B disequilibria that the phenomenon of capital ‘“‘shortages”, or inadequacies, arise.

Macro-related shortages result when the economy experiences less than full
utilization of resources due to insufficient private and/or public investment
demand. Others.who have testified here today, and previously, before this Com-
mitfee have stressed this notion of capital inadequacy within the context of a
less than full employment economy. : ) )

Capital inadequacles arise in an allocative sense through both sectoral and
regional shortages. For example, an economy can experience insufficient low-cost
housing due to a lack of adequate mortgage funds for such housing. It can ex-
perience insufficient investment in energy-related areas such as ofl and natural
gas due to regulatory restrictions on the return to investment. In a regional sense,
we currently see capital shortages for housing on the West Coast relative to that
in the Northeast. This is reflected in disparities in rates on conventional mortgages
of as much as from 75 to 100 basis points between West Coast markets and East

Coast markets.
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Distributional inadequacles occur when there is excess reliance on debt financ-
ing versus equity capital, insufficient private investment, and insufficlent capital
funds brought on by systems which discriminate against low and middle income
savers versus wealthy savers,

Under free-flowing competitive market structures, macro and many allocative
shortages or inadequacles would not exist, Imperfect markets, price-wage rigidi-
ties, regulation, and taxation do bring about factor shortages and inadequacies
with undesirable macro, allocative, and distributional effects. Herein lies the
nature of the “capital problem” in the U.8. economy and such problems must be
discussed not only on the level of the national economy but within the context of
special and industrial considerations.

Turning specifically to the savings and loan industry, the followlng questions

arise:
1. What are the capital needs and requlrements of the savings and loan

industry?

2. Is there now or is there likely to be over the next decade a “capital shortage”
or inadequate capital supply for the savings and loan industry within the context
of these needs and requirements?

3. What can be done to improve upon the capltal needs of the industry within
the context of the issues raised above?

Basically, financial capital (orin the case of the savings and loan industry, net
worth) serves three broad-based functions in the financial industry:

1. It helps protect depositors and Investors against financial loss;

2. It provides stability within the financial system ln order to withstand fi-
nancial (asset value) loss;

8. It constrains growth in assets and in asset groups. The latter {s accompushed
both through market constraints on the rafsing of funds and additional capital,
and through regulation.

A savings and loan association must meet a “net worth” (capital adequacy)
test each year at the end of that calendar year. The test is a two-factor test and
requires that the association must satisfy the greater of:

1. The Federal Insurance Reserve (FIR) plus 20% of scheduled itemg (which
are essentially slow and foreclosed loans). The Federal Insurance Reserve (net
worth less accumulated surplus) must equal 5% of savings capital either as of the
end of the calendar year or based upon a five-year, end-of-year, moving average.
Under the FIR requirement, an association must at least one time in the first
twenty-five years of its operation reach an FIR reserve equal to 5% of the ending
balance of any given year. Prior to the end of the first twenty years of operation,
an association uses a sliding scale FIR with requirements being less than 5% of
savings.

2. The sum of certain asset balances times percentages which are assigned to
these balances to measure relative asset risk. In addition under this test there

- are certain reserve requirements against secured borrowings over one year from

sou{;'ces other than the Federal Home I.oan Bank system and other designated
lenders ' B
- Wailure of an assoclation to meet either the asset or the FIR tests can result in
regulatory pressure to satisfy these requirements by such methods as:

1. Force the assoclatlon to reduce the earnings which it pays on savings

accounts ;
2. Force the assoclation to “shut down"” its savings window, thereby restrieting

growth ;

3. Limit the lending of the association in certain categorles and/or reshume its
assets in order to meet the net worth tests; o

4. Increase liquidity.

Of these two tests, the FIR has proven to be the most restrictive.

Thus, the constraints which are tied to the net worth (capital) of an assoclation
can restrict the association from growing and from carrying out fits primary
responsibility, which is the financing of home ownership. This is not to quibble
with the regulation or the need for such regulatory constraints—this is simply
a statement of fact.

Tursing to the question as to whether there is a capital adequacy problem in
the savings and loan industry, I refer the Committee to Table 1. This table shows
the distribution of savings and loan associations by net worth-to-savings capital
ratios as of year-end 1975, and year-end 1976. These ratios were determined for
vlrtually all insured -savings and loan assoclations and were prepared by the
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Office of Economic Research, Federal Home Loan Bank Board, Washington, D.C.
The data show a disturbing trend to which managing officers in the industry are
becoming increasingly aware but to which perhaps many policy-makers and
analysts outside of the industry are not. As shown in Table 1, 862 associations, or
nearly 21% of the total insured, had net worth-to-savings capital ratios below
6% as of year-end 1975, These associations held savings capital of $43 billion,
constituting over 15% of all savings capital outstanding in the industry.

TABLE 1.—INSURED SAVINGS AND LOAN ASSOCIATIONS CLASSIFIED BY RATIO OF NET WORTH-TO-SAVINGS
HELD AT YEAREND, 1975-763 ’

Number of associations Savings capital held
Number Parcent of total  Amount (millions)  Percent ot fotal

Net worth/savings ratio (percent) 1975 1976 1975 1976 1975 1976 1957 1976
Greater than 7 butless than8............ 1,873 1,628 46,3  40.5 $122,142 $112,311 44,0 3.3
Greater than 6 but less than 7............ 646 663 16,0 165 55993 79,045 20.2 24,2
Greater than 5 but fess than6............ 669 75 16,5 18.8 56,573 71,38  20.4 21.9
Greater than 4 but less than 5. . ... 478 555 11.8 13.8 30,918 46,309 11.1 4.2
Greater than 3 but less than 4 212 238 5.2 5.9 8722 13,321 31 41
Lessthan3......coceeen.n e 172 182 4.2 45 3,324 4,317 1.2 1.3
Totale e cieiieaen 4,050 4,022 100.0 100.0 277,672 326,689 100.0  100.0

1 Statistical Division, Office of Economic Research, Federal Home Loan Bank Board, Washington, D.C.

By year-end 1976, 975 associations had net worth-to-savings ratios below the 59
minimum, constituting over 249 of all associations. Combined they hold $64 bil-
lion of savings capital which at year-end 1976 represented nearly 209 of all
savings capital in the industry. This represents a 139, increase in one year of
the number of assoclations whose net worth-to-savings captial ratios were
below the 5% FIR requirement with the amount of savings capital held by such
"eapital short” associations increasing over 469 in one year.

. Those associations whose net worth-to-savings capital ratios are between 5
and 6%, although above the 5% minimum, nonetheless are at a worrysome level
from the standpoint of future regulatory capital requirements. Such concerns
from a management standpoint are likely to induce actions to restrict growth. In
1976, 439 of all insured savings and-loan associations had net worth-to-savings
ratios less than 69 compared to 379 in 1975, These associations held 429, of
savings capital outstanding as of year-end 1976 compared to 36% at year-end 1975.

One concludes from the data as presented in Table 1 that whereas only a small
number of assoclations have as of yet been unable to meet the 5% FIR require-
ment because of the five-year averaging technique and because of preventive
actions on the part of associations, capital adequacy from the standpoint of meet-
ing future FIR requirements is unquestionably a matter of concern for a grow-
ing number of savings and loan associations. This concern must impact manage-
ment decision and will result in restrictions on growth and mortgage lending, a
phenomenon not uncommon in the industry even today.

- As to the nature and extent of the capital needs and requirements of the savings
and loan industry over the next decade, it is important that first we briefly
review the financial nature of the savings and loan industry. Widespread home
ownership is at the heart of the American soclety, and the savings and loan in-
dustry is at the heart of home ownership. According to the 1970 census, nearly 40
million homes, or 63% of all residential units, were owner-occupied. Data since
that time would suggest that this ratio is presently even higher. As shown in Table
2, mortage lending activity on one-to-four family homes is dominated by the sav-
ings and loan industry with the extent of these holdings having steadily Increased
over the past twenty-five years. The savings and loan industry’s $225 billion
of such loans at year-end 1975 accounted for over 50% of all such loans outstand-
ing by all lenders, Although this degree of market domination does not hold in the
case of multifamily residential dwellings, nonetheless, savings and loan associ-
ations are the largest holders of mortgages on multifamily residential properties
with a market share which also has been increasing over the past twenty-five
years. By comparison, commercial bank year-end holdings in 1975 of one-to-four
family home mortgages were 179 of the total market, close to the share held by

92-201 O+ 77 - 13
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banks in the mid-80's. Life insurance companies have held a decreasing percentage
ot one-to-four family home loans, with their current 4% share down from a 209
ghare in the 1950's. On the other hand, life insurance companies maintain a rela-
tively strong position as to mortgages on multifamily dwellings with a market
share of nearly 20%, a position which they have more or less maintalned over

the past twenty-five years.

TABLE 2.—HOLDINGS OF RESIDENTIAL MORTGAGE DEBT OUTSTANDING BY SAVINGS AND LOAN ASSOCIATIONS
AS A PERCENT OF TOTAL!

1-4 family
nonfarm  Multifamily Total
homes?  residential?  residential$

29,0 2.0 2.0
34.0 4.2 29.8
39.2 10.8 35.6
4.2 21,8 40.9
M“.6 23.8 4.1
46.2 25.8 2.7
48.4 2.1 “us
48,8 26.3 u.7
49.0 25.8 44.8
50.1 26.6 46.3

1U,S. League of Savings Assoclations, 1976 Savings and Loan Fact Book; Federal Reserve Board, Flow-of-Funds.
3 Figures represent saving and loan holdi ngs as a percent of totai for each category,

Chart 1 provides a perspective of mortgage lending activity over the past decade
by all major intermediaries in the home mortgage area as measured by flow-of-
funds data. Since 1974, net lending activity by savings and loans in the home mort-
gage area has climbed from a recession low of nearly $14 billion in 1974, to an
annualized rate of slightly over $35 billion in 1976, an all-time high by any in-
termediary at any time. Although commercial banks have recently shown a re-
newed interest in home mortgage lending, they still do not provide a source of
funds for home mortgages anywhere near that of mortgage bankers and savings
and loan associations, The presence of mutual savings banks has diminished to
minuscule proportions in the home mortgage area whereas the posture of life
insurance companies of divesting their holdings of homé mortgages (which began
back in the 1960's) has continued throughout the current decade.

Within the savings and loan industry, the residential mortgage is overwhelm-
ingly dominant in the asset structure and (for historical and regulatory rea-
sons) has guided the fortunes (and misfortunes) of the industry. Currently,
mortgage loans constitute 829 of the assets of savings and loan associations.
Thus, it can be seen that linked to the question of capital adequacy in the
savings and loan industry are the broader issues of financing residential mortgage
debt and meeting the housing needs of the United States over the next decade.
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As to the extent of the capital requirements which will be facing the savings
and loan industry into the mid 1980's, Table 3 provides some figures on the long-
range forecast of total residential mortgage debt outstanding and of housing
starts, on an annual basis, from 1877 through 1985, The reason for presenting
these figures is to develop a feel as to the mortgage financing requirements which
lie ahead. As shown in Table 3, the long-range forecast calls for a change in
residential mortgage loans outstanding of some $340 billion over the flve years
ending 1980 and $900 billion over the decade ending in 1985.

During the period 1970-75, savings and loan assoclations financed 55% of the
$200 billion increase in residential debt which occurred. This has been a growing
percentage—in 1975, S&Ls financed nearly 70% of new residential mortgage
debt. So, if we make the conservative assumption that savings and loan associa-
tions will maintain a 55% share of the new residential mortgage debt financed
over the next decade, then S&Ls will need to finance around $190 billion of resi-
dential mortgage loans by 1980, and nearly $500 billion by 1985.

Historically, the ratio of mortage loans to assets for savings and loan associ-
ations has been in the 80 to 859 range, as has savings capital to assets. Assuming
that the ratio of savings to mortgage loans remains constant throughout the next
decade, then savings capital in S&Ls will need to grow by $190-$200 billion by
1980, and between $490-$500 billion by 1985. Accordingly, net worth in the in-
dustry will have to grow by $9.5 billion by 1980 in order to match the 5% FIR
requirement, and would have to grow by $25 billion by 1985 for the same reason.
Glven an ending net worth balance of $19.7 billion in 1975 for all operating savings
* and loan associations, this would menn a 48% growth in net worth by 1980 over
1975, and a 127% growth in net worth over the decade ending in 1985. These
figures translate into average annualized growth rates in net worth of 829

and 8.65%, respectively.

TABLE 3.—LONG-RANGE FORECAST OF TOTAL RESIDENTIAL MORTGAGE DEBT OUTSTANDING, AND OF
HOUSING STARTS, 1977-851

Residential ; )
mortgage Housing
debt Starts
outstandin (millions
(billions of units)
$705 1. 842
776 1.87°
847 1.831
920 2.032
1,014 21m
1,112 2.19
e 2.231
, 347 2,326
1,481 2,358

1 Data Resources, Inc., U.S, Long-Term Bulletin, Winter, 1976, table 11.7.
Note: Residential mortgage debt outstanding in 1975 was $579,000,000,000.

Assuming these are reflective of the net worth (capital) requirements of the
savings and loan industry over the next decade, then two questions arise:

1. Are these net worth (capital) growth requirements reasonable?

2. Would such a growth in net worth be sufficient ?

As to question 1, Table 4 presents the annual change in net worth, and the
profit rate, for savings and loan associations from 1955 to 1976. Over the first
ten years covered by these figures, net worth in the industry experienced an
annual rate of increase of 13%, and an average profit rate of .88%. During the
ten-year period ending in 1976, net worth increased at an annual rate of only
8.6% with a corresponding average annual profit rate of .54%. By comparison,
the average annual return on net worth of the Fortune 500 industrials was 11.29%
from 1956-1965, and 11.89; from 1966-1975, During the decade ending in 1975,
the rate of change in return on year-end equity increased 7.9¢, relative to the
previous decade ending in 1965 for the Dow Jones Industrials. and by 5.49%
for the Fortune 500. For savings and loan associations, their rate of change in
net worth has decreased 25% in the decade 1966-1975 relative to 1956-1065. As is
documented and stressed in the ensuing tables and charts, this significant de-
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terlorntion in the net worth position of S&Is can be almost entirely attributed

to changes in thelr federal tax treatinent,

Off-hand, it would not seem unrensonable that the industry could maintain
an 8.2¢ annual growth rate in net worth through 1980, However, if this growth
rate is not exceeded, then it is questionable whether the 1985 net worth goals
could be reached since the annual rate of increase in net worth from 1980 to

1985 would have to be nearly 99,

TABLE 4. —ANNUAL RATE OF CHANGE IN NET WORTH, AND PROFIT RATE; SAVINGS AND LOAN ASSOCIATIONS,
1955-76 ¢

{in percent]

Annual
change in Profit
net worth fate ?

e e
FNONOS PO NS OS nReR e
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-
o
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t FHLBB reports.
* Additions to net worth/assets.

In addition, there are tax considerations which may further restrict the in-
dustry from achieving these net worth growth rates which would be necessary
to meet the mortgage debt financing needs referenced in Table 3. Over the ten-
year period 1066 to 1975, the average federal tax burden on savings and loan
associations was 20.59%. Assuming that the legislated increaxe in the minimum
tax from 10 to 159 occurs in 1978 and that there are no further changes in the
federal tax treatment of savings and loan associations thereafter, the federal
tax burden of savings and loan associations will average from 26-309% during
1976-1985. Thus, for tax reasons alone, pretax income of savings and loan asso-
ciations over the period 1976 to 1985 will he reduced, on average, hy an addi-
tional 6% relative to the period 1966 to 1975. Put another way, if the growth in
pretax income were to average the same during 1976 to 1985 as it did from
1966 to 1975, then the growth in after-tax income (net worth) would be about
929 of that in the period 1966 to 1976 due to the higher burden of federal taxes.
Thus, pretax income is going to have to grow 8 to 99 faster in the period 1976
to 1985 in order that net worth may grow at the same 8%%% rate from 1976 to
1985 as it did from 1966 to 1975.

Assuming that the industry under the existing tax laws were able to achieve
an annual rate of growth in net worth of 8149, through 1985, is this sufficient?
Recall that the net worth (capital) requirements as set forth above were derived
from long-range forecasts of changes in residential mortgage debt. As such, the
data in Table 3 say nothing about whether these changes in residential mortgage
debt outstanding are commensurate with a desired level of housing and housing
finance. Table 3 shows the level of housing starts for each of the ten yvears
which were assumed behind the corresponding levels of residential mortgage
debt outstanding. The starts average between 2.07 and 2.09 million units per year.
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In a study prepared by the Joint Center for Urban Studles of MIT and
Harvard University on the Nation's housing needs over the period 1975 to 1985, a
level of housing starts in the range of 2.0 to 2.8 million units per year is pro-
jected as necessary in order to meet the basic housing needs of the United States
over this decade. Quoting from the study :

“But to meet the country’s basic needs for additional housing will still require,
on the average, annual production of 2.0 to 2.3 million units per year between
1975 and 19 5. These production levels . . . are a benchmark for establishing a
minimum desirable level of housing production to meet middle income market
demand. To improve housing conditions for the disadvantaged will require
additional measures to help people unable to pay for decent housing, new or old,
at market prices.”?

The net worth calculations above are hased upon the assumption of financing
a level of housing starts which would be at the lower end of what the Joiut
Center study has established av the minimum growth in housing starts neces-
sary to finance the basic housing needs of this Nation over the next ten years.
In addition, the Joint Center has estimated that ax of 1073, there were some
12-16 million existing units of inadequate housing in the United States (see
Table 5). Of these, T million units were due to physically inadequate and over-
crowded housing with the remainder due to excessive rent burdens and inade-
quate public services.
TagLk &

Total Housing Deprivation, 1973

Houreholds

Type of deprivation inonoverlapping categorics) tin millions)
Households in physicalfy inadequate units. o o _..._.__. 6.3
Overcrowded households in physically adequate units .o . _____ 0.5

Nonovercrowded households in physically adequate units with high rent

BUPAen o i 6.0
Households in physically adequate units, not overcrowded, without high
rent burden, wanting to move because of inadequate public services or
4.0

objectionable street conditions o o

Total households with one or more forms of housing deprivation®.. 16. 8
69. 3

Al U.S. households . o e

! Source : Joint Center for Urban Studies, MIT-Harvard, The Nation's Housing : 1975-85,
p. 45 tape of the 1973 Annual Houglng Survey provided by the U.S. Bureau of the Censas,

2 Public services reported were: public transportation, schools, and neighborhood shop-
ping. Street conditions refwrled were : street nolse; airplane noise; heavy traffic: odors,
smaoke, or gas; trash or litter in the streets, on empty lots, or on properties ; abandoned
structures ; run-down housing; commercial, tndustrial, or other nonesidential activities;
streets continually in need of repair; inadequate street lighting; street or neighborhood

crime.
3 Households with annual Incomes av s ¢ §11 400 excluded from table.

Given this, assume that savings and loan associations were to finance 509 of
the replacement of the existing housing inadequacy over the next ten years; that
is, to finance an additional 350,000 units per year over and above the housing
start forecasts set forth in Table 3. Since presumably these would be below-
average units in terms of quality and cost, assume further that the average cost
of these units is set at 75, of the average costs of such construction in 1975 and
that these units would increase in cost at an average rate of 7% per year, Assume
further that savings and loan associations would finance 809 of the total cost
of such units. Thus, the added financing requirements on S&Ls of replacing sub-
standard housing in the United States over the next ten years would be around
£115 billion by 1985, By the analysis developed previously. this would imply added
net worth requirements for S&Ls over and above thosxe derived above of £5.75
billion by 1985. This would mean a growth in net worth of 156%; by 1985 (over
1975), or an average annual rate of growth in net worth for the industry of
nearly 10%. Such growth demands on net worth would be quite high under exist-
ing tax-regulatory structures, particularly in light of higher taxes which are to
be imposed on savings and loan associations in 1978 and 1979.

In conclusion of this section :

1 Joint Center for Urban Studies of MIT and Harvard University, The Nation's Houslng :
1875-1985, pp. 140, 141,
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1. The savings and loan industry over the next ten years will find it increas-
ingly difficult to finance the level of home mortgage debt at rates which it has
over the first half of this decade ; and accordingly,

2. Under the existing tax and regulatory framework, it is unlikely, unless the
savings and loan industry were able to enjoy an unbroken period of above-average
earnings, that it will be able to finance at present share levels a rate of housing
growth at a level that housing experts say is necessary in order to meet the
Nation's basie needs for additional housing over the next decade. At best under
these constraints, the savings and loan industry cannot be expected to provide
housing finance much beyond these basic levels. '

We now turn to the final question which was posed earlier; that is, given that
there exists a capital adequacy problem facing the savings and loan industry,
and given that net worth limitations on growth are likely to continue and per-
haps grow worse in the future, what can be done to improve upon the capital
needs of the industry? Outside of methods which assoclations themselves might
use to increase capital, such as conversion, there are three possible approaches to
the problem.

1. The most direct approach would be to change the regulatory restrictions on*
the capital requirements of savings and loan assoclationg but such a solution
first of all is not germane to this committee, which is basically a tax-writing
committee; and, second, such considerations are tied into risk and depositor—
safety issues which should be dealt with indepL.endently.

2. A second approach would be to admit to the growth-net worth constraints
as they are and are likely to be on the savings and loan industry and attempt to
fill the gap between residential mortgage debt demand and residential mortgage
debt supply through increased public housing programs in heu of private funding.
The Budget for FY 1978 calls for some $30 billion in direct, indirect, and off-
budget expenditures by the federal government in the housing area. There is con-
siderable debate as to the efficiency of these programs and the desirability of in-
creased intervention of the public sector in the housing area. Within the context
of this debate, it is perhaps useful to point out that a $1.00 reduction in the tax
Lburden of a savings and loan association will increase that association’s net
worth by a corresponding dollar, which under existing capital requirements can
support $20.00 of mortgage debt financing. By comparison, that same tax dollar
which goes into public coffers can only support $1.00 of direct government expen-
diture housing programs. In terms of funds directed toward mortgage financé, the
former tax-expenditure approach is more efficient.

3. As indicated in Chart 2, and as supported in Table 4, a good portion of the
problem of capital-related constraints on growth in the savings and loan indus-
try have been brought on through chaunges in the federal tax treatment of thrift
institutions. Correspondingly, one can look for relief from these problems in
the same area, particularly if the results would be a relatively eficient achieve-
ment of socially desirable goals, which I submit would be the case.
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CHART 2

Prior to the Revenue Act of 1051, savings and loan associations and mutual
savings banks were exempt from federal income taxation under the premise that
since these institutions pluy an important role in the high national priority of
financing residential construction, they should be exempt from taxation, As pre-
dominantly mutual organizations, S&Ls more closely resembled non-profit opera-
tiony, like credit unions, than profit-oriented stock associatjons, such as commer-
cial bauks, which further merited this preferential treatment in the eyes of the
Congress, With the continued growth of the industry and associated cries of
tax equity and “fair-share” payments by the commercial banking system, Con-
gress terminated in the Revenue Act of 1951 the tax-exempt status of thrift
institutions. The provisfons of thisx initial tax bill, however, were so lenient
that for all intents and purposes federal income taxation of savings institutions
remained virtually non-existent until the Revenue Act of 1962,

With the passage of this Act, Congress legislated major changes in the tax
treatment of savings and loan associations, The significance of these changes
is apparent from the quantum leap between 1962 and 1963 in the federal income
tax burden of the savings and loan industry,  Table 63, and the significant drop
thereafter in the growth in net worth (Table 4). The Revenue Act of 1962 pri-
warily impacted the savings and loan industry, leaving mutual savings-banks
virtually untouched, Nonetheless, S&Lx were permitted under this act to deduct
up to 60 of their net income for additions to reserves against bad debts, a
deduction which permitted net income to be reduced by 15 to 1677 as a conse-
quence of federal taxation.

TABLE 6.—RATES OF FEDERAL INCOME TAX AS PERCENT OF ECONOMIC INCOME, UNADJUSTED:! MUTUAL
SAVINGS BANKS, SAVINGS AND LOAN ASSOCIATIONS, AND COMMERCIAL BANKS, 1975-76*

m) @) )

Commercial
banks S&l's MSB's
34.2 16 1.4
33.8 1.7 .9
38.3 LS .6
36.0 1.6 .8
34.2 1.2 .6
37.8 1.0 .7
35.6 .8 .6
33.3 .9 1.1
30.6 16.0 2.2
28.2 14.8 2.7
23.3 15.2 3.4
23.2 16.9 5.6
22.2 13.0 4.1
22.4 18.5 6.2
21.3 15.5 6.4
23.5 18.9 13.2
20.9 2.5 15.7
17.9 23.5 18.5
16.1 4.7 19.3
15.5 26.4 20.3
14.3 25.7 15.4
14.0 25.6 NA

1 Unadjusted for consideration of regulatory differences, .
2 Internal Revenue Service, Statistics of Income (Source Book); Federal Home Loan Bank Board, Combined Financial

Statements; FDIC, Annual Reports.

The second major change in the federal taxation of savings and loan asso-
ciations occurred in the Tax Reform .Act of 1969, This Act reduced the deduc-
tion permitted for addition to reserves for bad debts from a 609 level in 1969
to a 409¢ level in 1979. The current deduction (1977) is 42¢% of taxable
income.

In addition to legislated increases and added restrictions built into cor-
porate tax treatment of thrift institutions by the Tax Reform .Act of 1969,
a sort of “piggyback” tax on the regular tax was also introduced—the minimum
tax. Up until the Tax Act of 1976, this tax was a flat 109 rate applied to the
sum of certain tax preference items excluded from the regular income tax, less
a $30,000 exemption per taxpayer plus regular income taxes paid net of all
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credits, The bad debt deduction permitted thrift institutions is among the
preference {tems subject to the minimum tax although not all tax-exempt and
deferred-income {tems are so included. Under the provisions of the Tax Act of
1976, the minimum tax for corporate taxpayers is increased from 109 to 15¢%,
with reductions fn the $30,000 exemption. For financial institutions, these pro-
visions become effective in 1978 and for many associations, this again will
represent a sizable increase in their federal tax burdens.

As can be seen from Table 6, the upshot of all this tax activity since 1951
is that the federal taxes for savings and loan assoclations have increased from
1% of their economic income in 1962 and earlier, to 169 in 1969, to an effective
rate which for many associations is approaching 30¢% in the current year. In
a matter of some 15 years, the savings and loan industry as a whole has ex-
perienced a 25 to 30 fold increase in {ts effective federal tax burden. The im-
portance of this phenomenon from the standpoint of capital sufficiency in the
savings and loan industry is brought out in Chart 2 and Tables 6 and 7 which
evidence the relation of rising tax burdens and a falling net worth posjtion.

TABLE 7.—NET WORTH HISTORY OF ALL SAVINGS AND LOAN ASSOCIATIONS FROM 1950 THROUGH 1975 ASSUMING
3 ALTERNATIVE LEVELS OF FEDERAL AND STATE INCOME TAXES—(1) NO TAXES, (2) ACTUAL TAXES, AND (3)
FULL CORPO~ATE TAXES!

. [Dollar amounts in biflions} A
14
Net worth as 8 percentage of—
Net worth at yesrend
Actual yearend  assuming 3 tax levels Yesrend assets Yearend savings
Full Full Full
corpo- corpo- corpo-

No Actual ration No Actusl ration No Actual  ration
Assets Savings taxes taxes taxes taxes taxes taxes  taxes taxes taxes

. $16.9 $14.0 $1.280 $1.280 $1.186 7.75 1.57 1.06 9.14 914 8.47
19.2 161 L.471 1.453 1224 7.65 7.57 670 9.14 9.02 1.91
227 19.2 1.677 1.65 1.366 7.38 7.30 6.10 873 864 .1
26.7 228 1.927 1.901 14726 7.21 7.12 562 8.45 8.3 6.47
3.6 223 2231 2187 1.6 7.05 6.92 518 817 801 5.89
37.7 321 2608 2.57 1.770 691 678 4.8 813 1.97 5.51
429 371 3018 2.95 1.938 7.02 683 4.63 813 1.9 5.22
48.1 419 3447 3,363 2107 7.15 699 45 823 8.03 5.03
§5.1 48.0 3.948 3.845 2,303 2.15 6.98 4.30 822 801 4.80
63.5 54.6 4.524 4.393 2525 211 692 410 829 805 4.62
7.5 621 5.109 4.983 2.740 7.13 .97 3.96 823 802 4.41
8.1 209 589 5708 2998 708 695 3.78 821 804 4.23
93.6 80.2 6.716 6.520 3.328 216 .97 368 83 813 4.15

102.¢ 9.3 72.520 2.209 3.593 6.9 70 346 824 2.9 3.94
119.4 1019 8494 7.899 3920 7.08 .62 340 834 175 3.85
120.6  110.4 9.510 8704 4.243 7.29 .72 3.39 861 188 3.8
133.9 114.0 10.330 9.09% 4.440 7.64 .79 3.4 9.06 7.98 3.8
1435 124.5 11116 9.916 4.599  7.68 .91 333 893 7.9 3.69
152.9 1316 12.236 10.691 4.8 7.92 699 332 830 812 3
161.1 135.5 13.610 11.620 5273 829 217 3.39 10.04 858 3.89
176.2 146.4 14.898 12.401 554 834 .04 329 1018 847 3.81
206.0 174.2 16,820 13.592 6.113 8.04 .60 308 966 7.8 3.51
2431 206.8 19.448 15.240 6.879 7.8 .27 293 940 1.3 3.33
271.9 227.0 22.509 17.05 7.825 8.12 .27 2.98 992 12.51 3.45
295.5 243.0 25.135 18.436 8.4%0 832 .24 2.97 1034 7,59 3.49
338.4 286.0 27.776 19.776 9.090  8.02 .84 277 9.1 691 3.18

1 Robert R. Dockson, ““Comments on Capital Needs of S&L Associations,’” Second Annual Conference: Change in the
savings and loan industry, San Francisco Federal Home Loan Bank, Dacember 1976 (forthcoming).

It is noteworthy that at no time during the debate and the presentation by the
Treasury in the aforementioned Tax Acts that any serious consideration was ever
given to questions of net worth induced constraints on growth and its potential
impact on mortgage debt financing. The issue in 1962 was simply—*"Thrifts pay no
federal tax—it's time they do, particularly given the relatively heavy burden of
taxation borne by commercial banks (at that time).”

In ensuing tax legislation, the issues centered around rate comparisons with
non-financial corporations and by attempts tn suhmit “all forms of income to some
tax". The links between tax-saving additions to reserves, capital requirements,
and industry growth were never made or developed in the debate.

We believe that a major overhaul of the federal tax treatment of thrift in-
stitutions is long overdue and would like at this time to endorse the concept of the
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mortgage interest tax credit (MITC) as proposed in Title VII of the Financial
Institutions Acts of both 1973 and 1975 Under this concept, the percentage-of-
taxable income method of calculating loss reserves for thrift institutions would
be eliminated with further reserve additions on qualifying loans computed under
either the percentage of eligible loan or the experience methods presently avail-
able to commercial banks. In Heu of this bad debt reserve allowance. we propose
a tax credit be granted equal to a specified percentage of gross interest income
from qualifying residential mortgages. Essentially, the credit would be a function
of interest income on qualifying residennial mortgage loans, and the size of the
credit would be a function of the percent of such assets which a financial institu-
tion or individual has In its portfolio. An incentive effect is bullt-in since the
greater the amount of qualifying residential mortgages which a financial inter-
mediary has, the greater the size of the credit and therehy the greater the amount
of the tax benefit. Under this provision, any taxpayer which holds less than 109%
of its portfolio in such qualified assets would not be eligible for the MITC.

As to the cost of this proposal. Table 8 provides revenue estimates on the MITC
as was reported out of the Senate Committee on Banking, Housing and Urban
Affairs in the Financial Institutions Act of 1875. Thexe estimates are net of any
revenue gains resulting from the elimination of the bad debt allowance provisions
and are similar to the revenue losses under our proposal. They reflect the first
order total revenue losses to all taxpayers qualifying under this provision and as
such do not account for the increased private and public benefits which would
acerue. These benefits are extremely diflicult to quantify, which is probably why
the Treasury has not done so, Nonetheless, benefits do acerue, they are significant,

and they should be recognized.
TABLE &

Revenue cstimate of mortgage tar credit’
[{Dollars in millions}

Net reve-

Calendar year: nue loss
10768 e $544
0T T o e e e ———————————— 618
0T e ————————— 699
10T o et — e ————————— 790

872

1 Source: U.S. Treasury Department, Office of Tax Analysis; mortgage tax credit of 3%
percent of interest on qualified assets at 80 percent of gualified assets phasing down to
114 percent at 10 percent of qualified assets. Revenue losses are net,

As to the bhenefits associated with this proposal, we submit the following:

1. The MITC would increase the availability of funds for financing residential
mortgage debt. Given an average net tax expenditure of $800 million per year,
it is estimated that approximately three-fourths of that would accrue to savings
and loan associations, or $600 million per year. Over a ten-year period, the MITy
would increase the net worth of savings and loan associations by approximately
%6 billion relative to the present tax law. Under the FIR (net worth) require-
ment of 5%, these savings would permit an added growth in assets of $120
billion over this period. Under the assumption that 80 of such-funds would go
into residential mortgages, an additional $96 billion funds would become avail-
ablel for residential mortgages relative to what would be the case under existing
tax law.

2. The mortgage interest tax credit would reduce the net worth constraints
which are now and will continue to impinge upon the growth of savings and
loan associations. With the mortgage interest tax credit in lieu of the current
tax treatment of savings and loan associations, the net worth of S&Ls would
only have to grow $19 billion net of the tax benefit accruing from the mortgage
interest tax credit in order to provide mortgage debt commensurate with the
basic housing needs as described previously. This translates into an annual
growth rate in net worth of about 7% net of the tax subsidy compared to an
8149 growth rate under existing tax law. Even if one were to add the financing
requirements related to the inadequate housing considerations spelled out
earlier. net worth of savings and loan associations, net of tax benefit, would
need to increase on an average annual rate of 8%¢%—high, but reasonable.

3. Third. the MITC would be a move toward reestablishing federal tax equity
among competing financial intermediaries. As evidenced in Table 6, the federal
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tax burdens of savings and loan associutions gre currently 70%¢ to 309 higher
than thit of either conmmercial buanks or mutual savings banks, 1n a serfes of
studies analyzing the compurative hmpaet of the mortguge interest tax crgd{t
and the existing tax treatment of thrift jnstitutions, another Georgetown Uni-
versity  econonies professor aud 1 showed that under the MILC, the tax
burdens of savings and loan associations would be wore in line with that of
other financial institutions, In additior, this would be accomplished without
reducing S&L holdings of residential mortgages. . )

4. Unlike the current bad debt allvwance provisious, the mortgage interest rax
eredit is antiseyelical in that it is a function of iuterest rates rather than
protits. Accordingly, it would subsidize wost in lean years and least in buom

Beeause mortgage funds are least avatlable during periodic credit crunel

year 1
periods, the mwortgage interest tax credit would work toward the alleviation of

these shortages and the adverse impast which they have upon the housing

construction industry. )
501t hus been extimated by various of people who reseirch the economie

fpact of the MITC (Jaffee, Hendersehott, ef ol that it wonld reduce mort-
KAEC Fates Trom 20 to S baxis points, . _

. A~ pointed out above, the MITC as i subsidy to the private sector would
e 2t more effivient use of tax dollars than the direct expenditurd upproach in
terms of generating supplies or residential mortgage debt.

T The mortgage interest tax credit will induce other intermediaries to tinauce
residential mortgage debt thereby alleviating the growing dependency upon the
savings ald loau industry as the overwhelming tinaucier of such debt in the
future.

N, 11 has been recommended by o pumber of witnesses before this committee
and elsewhere that major tax reform i the federal tax treatment of capital is
necessary in order to promote capital formation and to jnsure capital adequacy.
‘These proposals generally tollow the lne of @ cwo inereases in the inyestent tax
credit; thy reduction in the tax rate on corporate profits: tc¢) the institution
of allowances for replacement cost depreciation : and «dj some form of partial
or total integration of the tax system. A number of analyses have been con-
ducted as to these proposals, including an oft cited study by Andrew Brimmer
and Alan Rinais One of the primary conclusions of the Britper-Sinai paper
is that in the absence of an aceommodiating monetary policy, the housing indus-
try would be adversely impacted by these tax measures bhoth through higher
interest rates and through a =hifting of investable funds away from mortgage
debt tinance. The MITC would help offset these effects and ~hould be considered
as part of any capital formation tax reform package.

Finally, a few comments on the proposals for integration of the tax system
such as have been set forth in the Treasury Department’s “Blueprints for Tux-
Reform,” and elsewhere. Because the various corporate integration schemes
have been so tentatively formulated. it is not possible to ussess meaningfully
the impact of any one upon savings and loan associations. Any integration
scheme would need to assess whether it would be appropriate to apply such a
system to tinancial institutions such ax savings and loan associations and what
allowances would be made for organizational form and regulatory constraints,
There are a number of complications which arise because the industry is part
stock and part mutual in form. In case of mutual organizations, there are no
share-holders apart from the savers. To impute corporate earunings to a saver
who would have no right te such earnings would seem tu be an uurealistic
burden. In addition, there are questions as to net worth constraints on net
income distribution imposed by regulation so that any integration scheuie would
necessarily have to tuke account of sueh restrictions, We would strongly urge
this committee to carefully assess the impact upon savings fows and mortgage
debt of any tax integration proposal. Accordingly, for your consideration, we
would like to submit a statement by Leonard L. Silverstein, Tax Counsel for
the National Savings and Loan League on such questions of “fundamental” tax
reform and integration of the corporate and personal income tax systems,

In conclusion :

1. Savings and loan associations currently are and will continue to experience
capital constraints imposed by regulation.

. ?Andrew F. Brimmer and Alan Sinai, “The Effects of Tax Pollcy un Capital Formation,
Corporate Liquidity, and the Avaflability of Investable Funds: A Simulation Study”

tmimeo).
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2. Such capital constraints will restrict the abllity of saviugs and loan asso-
ciations to weet the basic housing financing needs of the nation over the next
decade. .

3. Capita' problems facing the savings and loan industry can be directly traced
to increasing federal tax burdens. Mandated increases jn the taxation of S&Ls
over the next 2-3 years will eancerbate these problems and further restrict
industry growth.

4, The average returt on year-eud net worth of S&Ls has been 30409 below
that of other mudor industrial groups over the past decade. To the extent these
groups face tax induced constraints on capital formation and growth, it should
b stressed that simitar constraints on the savings and loan industry are ax much
if not more clearly identitiable and related to the tax systein Thus, if residential
wiortguge debt finaneing is to be considered an important facet of jnvestment and
capital formation in our econoty, then seme recoguition of this must be made
in any capital-oriented, tax reform package.

5. The mortgage interest tax credit propesal as set forth herein would greatly
help to alleviate existing eapital constraints facing the savings and loan industry
and would aid signiticantly in assuring an adeguate supply of residential mort-
gage debt in the future.

NAVINGS AND LOAN ASSOCIATIONS AND “FUNDAMENTAL" Tax RErorM, MarcH 3,
1977 FOR NATIONAL NAVINGS AND LoaAN LEAGUE Lo LiEoNarp L. SILVERSTEIN, Tax
COUNSEL
President Carter, deseribing the U8, tax lnws ax a “national disgrace,” has

called upon Congress to enact o basic restructure of the federal tax system.

The President’s commitment to tax revision, in fact. reflects widespread public

concern that our tax laws are far tou complex and uneven iu application. Al

houngh the Tux Reform Act of 1976 made a number of changes designed to
eliminate so-called tax abuses! the tax code in its present form has now reached
heights of complexity.

In light of the foregoing, the Treasury Department i< now at work formulating
u tax program aimed at simplicity through fundamental stroctural changes, It
is conceivable that thix objective may be sought through a broadening of the
tax base -that 1s the inclusion in income of jtems now ignored or omitted—
coupled with a possible lowering of tax rates in all brackets, If the Administra-
tion meets its timetable, a tax program will be submitted for public discussion
in the fall of 1977, with enactment conceivable in 1978,

Although it is far too early to determine the content of the new program,
some indication of the direction of thinking can be derived from comments
already made by Assistant Treasury Secretary for Tax Policy, Lawrence W.
Woodworth. Further, an important source of technical thinking respecting the
form of tax revision reposes in a new Treasury Department document entitled
“Blueprints for Basic Tax Reform.”? issued on January 17. 1977 by former
Treasury Secretary William E. Simon. Even though “Blueprints was issued
by one administration and is belng considered by another, its content is funda-
mentally technical and nonpolitical, It presents, in a wealth of detail, factors
which eventually will be taken into account in the full-scale revision ahead.
Several of the Treasury discussion areax have a direct and perhaps dramatic
bearing upon the tax treatment both of the savings and loan associations and
their savers,

This memorandum will describe certain areas so that the industry may he
aware of the general direction of thinking, in order that orientation can be
given to appropriate responses.

Despite a myriad of difficulties of implementation, a major objective of the
new program will probalbly be the elimination of the corporate income tax ie.
of double taxation of a corporation and its shareholders. Such a change would
have its purpose—the encouragement of more deduction of corporate savings,
and the greater use of equity rather than dehit for corporate finance.

The Treasury models respecting thix “integration™ have been framed in terms
of 4 normal closely or publicly held stock company. Aecordingly, and thus far,
no expression has been given in the study respecting any special rules which

! Qee, for example. the rules respecting tax shelters under <ections 465 and 704 which,

howeser, contain significant eXceptions for real estate. " ~
? See “RBlueprints for Basic Tax Reform™ p. 3 et seq. Treas. Dept. Jan. 17, 1077, hereafter

referred to as “'Blueprints.” .
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would apply to mutual institutions such as savings and loan associations, mutual
savings lmul;s. or membership farmer cooperatives® It is also impossible to
assess the effect of any corporate integration progam upon stimulus for savings.
1f, in fuct, such & program were {mplemented and the publie at large were thereby
induced to invest in corporate equities which, because of the elimination of the
duublle tax would yield a higher rate of return, investruent in debt securities
and/or saviugs sccounts could. by the same token, be discouraged,

A corporate integration program is belng cousidered under two basic formula-
tions.* Under one of these a “comprehensive” income tax, a greater number of
ftemws, whether in cash or in kind, which can be regarded as accretion to an
individual's net worth would be included in the tax base. Under the second
model, “cash flow” tax, the tax base would effectively include all cash items
received, but tax would be imposed only to the extent the cash is used for “con-
sumption” ie. for personal or household expenses and other ftems of non-
business “standard of living” expenditures. Thus, “qualified” investment in
cavings (or equitiex) would not be currently taxable until the cash is with-
drawn for personal consumption. While the differences between the two models
are extensive, this memorandum will consider these models only in relation
to the treatment of corporate income.

Under both models, the corporate tax would not exist. All of the corparate
earnings would be regarded as having been earned by the shareholders (i.e. the
owners £ the businessi. Such a person would be deemed to have received his
pro rata share of the corporate earnings. Under the comprehensive tax, the
amonnt of such pro rata share would be added to his cost of stock. Thus, if a
shareholder held his shares for a full year in which there were no dividends
paid, wad sold the shares at the conclusion thereof, the amount of the corporute
earnings would be added to the cost of the shares and his gain upon the =ale
would be reduced by such amount. On the other hand, if. during the year, the
corporation paid a dividend in  ash. the amount of the dividend would reduce
the cost of his shares. His gaiu on sale, therefore, would he the original cost
plus the attributed corporate earnings less the dividend. Similar rule would
apply for the purposes of calculation of loss. If the shareholder sold his stock
during the vear. he would report the difference between hix original cost and
the amount realized on sale as his share ¢if any) of the distribution of cor-
porate earuings.® Obviously, the imputation to a shareholder of the full amonnt
of his pro rata share of earnings requires an additional infusion of cash with
which to pay the tax. This problem would be dealt with in the first instance hy
imposing & withhoelding tax upon the corporation. the amount of which wounld
e credited to the stockholder as if paid directly by him. Thus, if $100 of
corporate earnings referable to a shareholder were realized duripg the year,
and a corporate withholding tax of 850 were paid by the corporation, a slmrﬁ-
holder in the 50 percent bracket. would include in income $100 with a credit.
as if he had personally paid 330 and. therefore, would have no tax to pay
personally whether or not the corporation distributed the n»m.ninin;: 850 of
its earnings. If, in fact, the corporation made a dividend distribution, the share-
holder would receive the amount of the dividend without any additional tax.
By the same token, if the shareholder's bracket were 70 percent in‘ the fore-
roing example, he would be required to pay an additional £20 of tax either fmm
remitted corporate earnings or from hix own pocket if the ear'ning\ were retained.
And. conversely, if the shareholder's tax rate were below 30 percent, he could
atilize the corporate credit of $50 to reduce tax on income from other sources.

The foregoing system, it is lelieved, will tend to induce corporations to dis-
tribute a greater and greater share of earnings in order to assure that the share-
holders will have sufficient funds with which to pay the tax. Furthermore, be-
cause the earnings can be distributed without the present dividend burdens of
double taxation which now abtain, corporations will, in general, be induced to
distribute earnings and seek new capital from new primary offerings n( stock.
Ta the extent that corporations would continue to pay additional earnings ot
shareholders and new capital from new corporate offerings of equity, activi-
ties of a standard industrial corporation may more nearly approximate the
aetivities of intermediate thrift in financial institutions seeking public funds.

even in small amounts.

3 See “Rlueprints’ p. 3.
« See “Blueprints’” Chapter 3 and Chapter 4.
s See “‘Blueprints.” pp. 71-72.
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Under the cash flow version of corporate integration, shareholders would con.
tinue to have imputed to them their full pro rata share of corporate earnings.
The corporation would, in turn. probably continue to pay a withholding tax,
but a shareholder would be taxed only to the extent that he received dividends
or other distributions from the corporation and used these amounts for purposes
other than the purchase of stock, savings accounts or the acquisition of other
financial assets. Under the cash flow approach, only withdrawals from corpora-
tions or sales of stock for personal consumption purposes would become subject
to tax. Because the cash flow approach subjects to taxation, only purchases of
consumer durables and expenditures for personal purpogex, it tends to induce
tingequisition of financial assets (stocks, savings accounts, and similar items).
It shauld stimulate investment in financial institutions including savings and
loan asyociations,

It is‘also to be observed that an integrated corporate tax would reduce reve-
nues since it substitutes a single for a double tax. In recognizing this, House
Ways and Means Committee Chairman, Al Ullman has suggested that another
form of levy must be substituted. While Congressman Ullman has ruled out a
sales tax, he has emphasized that, in his opinion, the U.8. is relying far too
heavily on the income tax and that other forms of revenue-producing measures
are needed. Savings and loan associations may wish to keep this factor in mind.
particularly in connection with transactions which include financial transactions.

Nince the corporate integration hax been so tentatively formulated, it is not
possible to assesx meaningfully its impact upon the savings and loan associations.
Complications arise both in the case of stock as well as federal or other state
mutual organizations. In the latter situations, since there are no shareholders
apart from the savers, imputatoin of corporate income to a saver who may have
no right (other than upon liquidation) to his pro rata share of corporate earnings,
would seem to impose upon him an entirely unrealistic corporate tax burden.
The problem is further complicated by the restraints upon corporate distribu-
tions imposed by federal and state insurance requirements.

Although these considerations are not wholly present in the cave of stock
associations, it would seem equally inappropriate to impute to the shareholders
any portion of the corporate earnings theld in reserve or otherwise) which
may, in fact, for regulatory purposes be referable to the savers. It is thus con-
ceivable that any radical change in corporate integration may be entirely inap-
propriate if applied to intermediate financial institutions such as savings and
loan ascociations.

Because opportunity now exists for submission of individual and industrial
views, your thoughts respecting these issues would be welcome. as well as your
comments on the many other aspects of the basic tax reform program.®

[Whereupon, at 12:10 a.m.. the subcommittee recessed, to reconvene
at 9:30 a.m. Tuesday, June 14, 1977.]

¢ Other subjects which are covered involve the treatment of capital gains and losses, the
treatment of employee compensation. soclal security payments.“and indlvidual items pres.
ently deductible such as medical expenses. charitable contributions, casrualtv losses, and
state and local taxes. Another subject of concern to savings and loan assoclations. involves
the treatment of so-called “imputed rental Income” of owner-occupled housing and interest
deduction related to the holding of home mortgages. Assistant Secretary Woodworth has
indicated tentatively that it is unlikely that any change would be made which wonld affect
the interest deduction for home mortgages.






INCENTIVES FOR ECONOMIC GROWTH

TUESDAY, JUNE 14, 1977

U8, SENATE.
SUscadMITTEY o8 TAaxaTion anp
Desr MaNAGEMENT GENLRALLY
or THE CoMMITTEE oN FINANCE,
Washington, .,

The subcommittee met. pursnant to recess at 9:30 a.m. in room 2221,
Dirksen Senate Office Building, Hon, Harry . Byrd, Jr. (chairman
of the committee) presiding.

Present: Senators Long. Byrd, Jro of Virginia. Packwood. and
Roth. Jr.

Senator Byrn, The hour of 950 having arrived. the committee will
come to order, These hearings mark the third day in a series of 4 days
of testimony before the Subcommittee on Taxation and Debt Manage-
ment Generally on the topie of incentives for economie growth.

The subcommiittee is fortunate to have with us today a distingnished
aroup of individuals from the economie. academic. and legal com-
munities. Their views abont the etfect of tax policy on economic growth
and business investment will. T am sure. be very helpful to the mem-
hers of this committee and the Senate in formulating a program to
encourage the development of America’s productive resourees.

In condueting these hearings, the subcommittee is acutely aware that
the actions that the Senate will soon he taking in the area of capital
formation will have a profound effect on the future well-being of our
cconomy.

The purpose of these hearings is to develop the background infor-
mation which will be necessary to establish a sound program for eco-
nomic growth,

Because of the number of witnesses who will be testifving today.
each witness will be limited to a 15 minute oral presentation. Each
Senator will have 10 minutes to question the witnesses in the first
round of questions. .\dditional questions will follow, depending upon
the time limitations.

I welcome each witness and look forward to his testimony.

The first witness will be Mr. Eliot Janewav, an eminent economist,
author, columnist and. T might say. friend. 1 welcome Mr. Janeway.
and vou may proceed as vou wish.

STATEMENT OF ELIOT JANEWAY

Mr. Jaxeway. Senator Byrd. it is a pleasure to be here.
The present burst of interest in capital formation is the outgrowth
of a fundamental miscaleulation. Until only yesterday. the consensus

(205)
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among business and government economists had anticipated a shortage
of capital. Today, however. the fact is that the iending institutions
are choking on excess liquidity. Consequently. the intellectual em-
barrassment of the forecasting fraternity is matched only by the oper-
ating frustration of lenders looking for qualified and willing
borrowers.

Thus, the formation of capital is not the problem: its emplovment
is. It is true that forecasts of future capital requirements, even before
adjustment for future inflation, are astronomic. Nevertheless, the pres-
ent problem in our capital markets is glut, not shortage. And the road
to the future leads through the present.

Today's massive ongoing backup of liquidity in the credit reservoir
is measuring a dislocation unknown since the Depression decade of
the 1930%s. Then, though the tragic plight of millions of unemployed
and bankrupted families commanded sympathy. the idleness of the
money needed to bring them back into the earnings stream was an
even greater frustration at the policymaking level,

The unemployment of capital already formed was responsible for
the unemployment of people newly ejected from the earnings stream.
The same disturbing early waining that announced the failure of the
svstem in 1929 is visible once again: High interest rates amidst a back-
ground of easy credit.

Capital already formed is freely available—on a scale signaling
economic shrinkage. but for a price assuming expansion. No one felt
free to take it in 1929 and no one feels free to take it now.

Providentially, however, todav's contrast with that traumatic mem-
ory is as reassuring as the paralle] is alarming. In the 1930's, the em-
ployment of capital emerged as the problem behind the catastrophe
after the catastrophe had struck. Today. while time is by no means
an ally, it is not too late to solve the problem of idled capital before
the more conspicuous problem of idled people can get out of hand.

The answer most commonly advanced in the media for the astro-
nomic accumulation of surplus liquidity is lack of confidence. This
strikes me as an easy answer—vague and. therefore. not conducive to
sugeestions for the : :medial actions that are clearly needed.

The letdowns of recent years illustrate the divergence between the
ineffectiveness of inflated confidence in starting capital investment
moves and the effectiveness of inflated costs in stopping them. Con-
fidence, as expressed in official and prestigious private forecasts, has
never run higher. In fact. we are enjoving a full-fledged boom in the
capital investment statistics. In the real world, however. a massive
strike of capital isone, and it is hardening.

In mv judgment. cost, not lack of confidence. is the obstacle to the
use of the capital already in place. but not ready to go to work. There
is nothing like a proiection of black ink on the bottom line to cure a
crisis of confidence. By the same token. so long as the bottom line for
future projections remains saturated in red ink. no confident claims
put forward for capital investment prospects will butter any parsnips
or fill any pay envelopes.

Canital investment is commonly taken to be svnonymous with eco-
nomic expansion and corporate health. Tt is, indeed. so long as it is
discretionary in nature and so long as profit is its purpose. But today,
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an unprecedentedly high portion of such investment as is moving
money into the stream is nondiscretionary in nature and noncom-
mercial in purpose.

Moreover, these nonproductive Government-mandated expenditures
on capital accounts are growing: while the genuinely expansive com-
mitments which would invigorate the economy and generate tax rev-
enues are at a standstill, if not actually shrinking.

Compliance with the regulatory octopus is the direct cause of these
deceptive corporate contributions to the official capital investment
totals as they are simplistically computed and uneritically accepted.
The dollars mandated for investment to remove nontoxic tannic acid—
perfectly tolerable in the form of tea—from exhaust flows given off
by old papermills are given equal status with dollars earmarked
for the construction of papermills. The money for scrubbers required
for existing powerplants is given equal status with the money going
into new powerplants.

The indiscriminate jumbling of these two separate and distinct
forms of expenditure on facilities is perpetrating the illusion of
growth-as-usual and is delaying the recognition of today’s strange new
reality: Shrinkage. which. instead of enabling industry to conserve
cash, is forcing it to waste it.

Worse still, this habit into which we have fallen has entrapped
us into an even more dangerous self-deception. Corporations today
routinely contract borrowings for the purpose of financing compliance
investment in facilities without informing their creditors or their
stockholders that no prodictive assets are being put into place to
balance and to carry these liabilities.

It scems clear to me that the Accounting Standards Board has
once against been dilatory in meeting its responsibilities. Just as
clearly, the disclosure requirements of the securities laws call for the
SEC to make up for lost time in requiring publicly owned registered
corporations to list their assets as well as their liabilities on a double
standard basis : Productive and nonproductive. depending on whether
the decision to put them on the books was profit-motivated or compli-
ance-mandated.

Mr. Chairman, T have four concrete suggestions to offer in response
to the realistic question formulated in your call for these hearings.

My first suggestion is addressed to this compelling distinction be-
tween discretionary investment for productive purposes and nondis-
cretionary investment dictated by compliance with environmental
regulations.

It seems clear to me that the way to rev up the stalled engines of
economic expansion via capital investment is, first and foremost, to
devise an equitable method of relief for complying corporations from
the arbitrary, excessive, and altogether counterproductive state of
decrees forcing noneconomic expenditures on corporations. Let Con-
gress recognize these expenditures for exactly what they are: The
higher cost of doing business through existing facilities. .

The practical tax treatment to give these inflated, nonproductive
expenditures is to authorize corporations to expense all mandated
expenditures that can be certified as a drag on earning power, and
not to add them to the investment account subject to depreciation.
The cost of compliance is part of the cost of doing business. No com-
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plying corporation can bring any bargaining power to bear. much
less any resistance against. any regulatory authority at any level of
government. But the taxing authorities can. and the White House will,
if it proposes to make its unconditional commitment to balance the
budget by 1980 meaningful.

The pragmatic effect of such a simple change in the tax treatment
of mandated expenditures would be to force decree-happy regu-
lators to justify carefree cost decisions to the tax-collecting and
budgetary authorities from the U.S. Treasury and the White ITouse
down to city halls. Once bogus investment in compliance is given
tax treatment as the cost it is. the regulatory authorities forcing
utility companies to buy redundant scrubbers will be on trial to ex-
plain to the President. to the Governors. to the county collectors,
and to the mayors how much revenue political grandstand plays
will cost and how much priority programing they will displace on
the spending side of the budget. ‘

My second suggestion is addressed to the constant inflation of
State and local government impediments to the investment process.
Revenue sharing is the law of the land. Surely, the Federal Govern-
ment is entitled to get back some consideration in one form or another
for the dollars it put out to the States and citics.

This second suggestion of mine focuses on a Federal agency which
commands universal nonpartisan respect: The Federal Burean of
Standards in the Commerce Department. The Bureau of Standards is
the common clearing house for new products, It earns its keep by col-
lecting fees, so that enlarging its role will not be a burden on the
budget. -

The present Secretary of Commerce. Juanita Kreps. commands uni-
versal respect for her professional accomplishments and her per-
sonification of the expanding role of women in the management of
our economy.

My suggestion is that the President and the Secretary ask the Gov-
ernors, the mayors, and their various regulatory operatives to accept
a Federal Bureau of Standards finding as a green light for corporate
investment in local jurisdictions for the duratien of the present stand-
still in the economy.

Congress, by virtue of its grant of revenue sharing anthority, has a
basis for asking the President and the Secretary to make this move.
T have discussed its nsefulness with OMB Director. Bert Lance—
before and since the Dow Chemical Co. made its historic decision to
cancel its major investment project in the Sacramento Valley rather
than continue to run the gauntlet of endless regulatory agencies with
veto power over new investment projects.

No doubt some time will be needed to assess the trend-turning con-
sequences of this cancellation by Dow. Tt has already influenced Gover-
nor Brown of California to reverse his well-known stand against
investment expansion. Meanwhile, however. the trend toward shrink-
age has already been confirmed by a series of utility company moves
to cancel new projects; the expansion of utility investment has been
a constant during all past recessions, and it accounts for by far the
largest single component of overall investment.

Now that utility companies are joining the cancellation parade.
there can be no doubt that the long-standing premises of growth are

open to question.
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My third suggestion calls for a writeup of net productive assets to
the levels of their replacement costs. It calls for recognition of the
inadequacy of depreciation allowance against present stated asset
values to spur new capital investment,

I do not believe that further liberalization of depreciation allow-
ances or investment credits under present circumstances will call off
the strike of capital. Until now, the question of devaluation or re-
valuation has been limited to the exchange values of the currencies of
export-dependent countries. But the UTnited States has the only conti-
nental economy in the world with a price, profit, and tax system.

Currency devaluation or revaluation is not now a meaningful ques-
tion in the United States. The dollar is the only strong currency in
the world, despite any trade or payments deficits; it is the world’s
currency. But revaluation for America’s domestic productive assets
is overdue. Its immediate effect would be to administer a double shock:
To cost the Treasury revenues as the result of a corresponding write-
up in depreciation allowances and to reveal the inadequacy of present
earnings rates as a stimulus to capital investment.

Admittedly, some legislation would be needed to cushion this twin
shock, but. the evidence of the marketplace is supporting the judgment
that decisions to invest are now being scrutinized in terms of replace-
ment costs rather than depreciated book value. Meanwhile, the repro-
duction cost vardstick has become a decisive deterrent to investment.

Sooner or later, Congress will find itself forced to face up to the
harsh realities involved in an upward revaluation of corporate assets,
just as. at long last, it is finding itself forced to face up to the trouble-
some issue of the double taxation of dividends, on which I have been
testifying these past 7 years. Massive revenue losses are involved in
both changes. Each will represent a tax levied by inflation on the
Treasury,

My fourth suggestion is addressed to the growing concern over the

double taxation of dividends. I endorse the push for relief, and of
course I recognize the threat it poses to revenue collections. But the
danger of a depression poses an even greater threat not limited to
revenue collections. In considering the economics as well as the equities
of moving on this issue, I hope that the Congress will bear in mind
the consideration that any measure which works belies fears of revenue
losses. -
In this case, Mr. Chairman, I believe that we will see a repeat per-
formance of the statesmanlike exercise initiated by your late, great
father as chairman of the Senate Finance Committee. The result of his
collaboration with President Johnson in reducing tax rates along with
spending rates was an increase of revenue collections. Government
adopted the practice of our mass production industries during the
classic period of American expansion. It cut the costs of Government
and increased its eash take from the public.

Specifically, mv suggestion calls for extending to individuals the
tax credit now enjoyed by corporations on their receipt of dividends.
Presently, only 15 percent of dividend income is taxable to corpora-
tions. I see no justification for this double standard.

Admittedly, the revenue cost of an overnight jump to an 85 percent
credit for individuals would be prohibitive. But the marketplace an-
ticipates future benefits as appreciatively as it pockets present benefits.
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Congress has established a legislative record of tax changes on the
installment plan. The effect of granting individuals a first-stage tax
credit tied to a corresponding schedule for reducing the deficit would
be to enlist o mass constituency benind the President’s commitment
to balance the budget. The lower the deficit, the greater the dividend
tax credit that would be available within the limits of fiscal
responsibility.

The pamlfel effect of a partial extension of the present dividend tax
exclusion enjoyed by corporations to individuals would be to enrich
net after-tax dividend yields. Dividend yields are already attractive
relative so interest rates, but apparently not enough to bring the
private investing public back into an active participation in the equity
markets.

Granting individuals the right to exclude a significant portion of
their dividend income from their tax accruals would have the effect of
endowing the stocks.of rated corporations with the partial advantages
of tax exempt bonds without subjecting them to the obvious limi-
tations.

I have advocated the feasibility, without prejudice to the needs of
the Treasury, of dividend tax credits in one form or another since
1970. If my first three suggestions are adopted, and the engines of
capital investinent are revved up, I have no doubt that the issue of
dividend tax credits will be seen as an economy measure to attract
capital from the savings reservoir, where it is now stagnating, into
the equity market, where a vibrant economy needs to employ it.

Mr. Chairman, I feel prompted to leave a more general problem for
your consideration. It relates to a combination o? the inequities suf-
fered by the large and amorphous group commonly known as small
business people. %t is my judgment that the system is paying with bur-
densome inefficiencies for these inequities. The fact that the savings
reservoir is brimming over with a Niagara of liquidity is due in large
part to the frugality and the prudence of such people of modest pre-
tensions and substantial means. Our experience of incentives to these
people—most notably in the form of tax deferrals on profits taken
from homes sold and reinvested in new home building and buying—
leaves no doubt that the economy and the Treasury get generous value
for consideration given. Why not extend this same incentive to capital
gains cashed in and reinvested ?

This subject is so big and so important that it calls for special in-
tensive treatment. One good reason it does is implicit in the nature of
small business; it is more labor-intensive than big business. When it
loes well, it creates more jobs with greater life expectancy than bigger
businesses need do when their operations pick up. Suffice it for now
that the regulatory creep is suffocating the liquidity of smaller busi-
nesses and stifling their gotential for the growth which, given infla-
tion, is the necessary condition for standing still. In the growth State
of Florida, for example, in the hub of the Sun Belt, no less than 23
separate clearances are now required before ground can be hroken on a
development. This means that the small businesses which, in the
main, undertake the developments in this country out of business.

It is my earnest hope that the proceedings of this subcommittee will
lead us on the road back to.procedures that work. I believe that some
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special consideration will be needed for businesses below a certain level
of capital availability for this to be accomplished.

Senator Byrp. Your time has expired.

Mr. Janeway. If I may make one statement. I believe that special
treatment is required and justified for smaller businesses, bearing in
mind that the smaller businesses—this is in my statement—that smaller
business tends, when investing, to employ more labor, because they are
more labor-intensive at the outset than the larger corporations.

The cost of doing business today is increasingly prejudicial to the
smaller business.

Senator Byrp. Your statement is an excellent one and very provoca-
tive. There are so many avenues I would like to explore with you, and
1 do not know if we have the time to get it all done.

First of all, let me see if I understand, perhaps, your basic thrust,
that our country is experiencing today not so much a lack of capital as
a_laclg: of confidence on the part of the investing public. Is that your
view

Mr. JaneEway. A lack of confidence based, however, on the deeper
rooted recognition that cost levels make investment uneconomic. There
is no way to finance out on discretionary new investment, but the situ-
ation is confused because there is » great deal of expenditure by cor-
poration that seems to be investment which, in fact, 1s mandated cost.

Senator Byro. Your thought is that the mandated cost, the new in-
vestment that really is manc%ated by the Government and by the Con-

ress, should be written off as an expense of doing business and not
epreciated ¢

Mr. Janeway. Yes; this would then turn the regulatory authorities
at all levels of Government into claimants against the Treasury and
against the Budget Bureau.

Senator Packwoop. It also means, if they write if off, it does not
become a part of the permanent tax base.

Mr. Janeway. That is right.

Senator Byrp. In regard to your fourth suggestion addressed to the
growing concern about double taxation of dividends, you have been
talking about this for quite awhile now, for about 6 years, I suppose.

Your basic proposal in that field would be to grant to the individual
investor the same tax rate on dividends as corporations have on the
dividends they receive from other corporations?

Mr. JANEWAY. Yes, sir.

I think that you would see a more productive response from individ-
uals than you would from corporations, though corporations that are
able to use the exclusion tend to be liquid and have a reservoir of cash
from the asset. _

I do not advocate giving the 85-percent dividend credit overnight. I
advocate it on an installment plan—say, 15 percent per year—and there
are sound, familiar, congressional precedents for tﬁi .

If you started out with 15 percent, got into a trading stance with the
administration on deficit levels and gave the individual a clear antici-

ation of what the rate would be in subsequent years, the investor for
income, in my judgment, would be very responsive.

This would be timely, coinciding as it would with the need of the
economy to finance new energy-investment from the private sector.
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Here we have an administration—and I am confident that Mr.
Lance will verify this tomorrow, although I have not discussed it
with him—ve have an administration committed, at one and the same
time, to a balanced budget and to vast, new expenditures on energy
facilities. That can only come from the private sector. If we are to
get an energy program off the ground, corporations in the energy field
will need vast sums of financing from the equity market.

Even the oil companies, which the market is valuing as “money”
companies, face the need, and they admit to it, to raise capital. But
the capital is there. What will the price of it be? It will be expressed
'by the cash dividend part.

If we give a partial 15-percent exclusion to taxability in the first
vear, with another 15 percent in the second year, utility and oil divi-
dends will become very, very attractive. This will make a great, con-
tribution, I think, to diminishing the expectation that only Govern-
ment can provide energy facilities by expenditures.

Senator Byrp. You stated in your testimony today that the lower
the deficit the greater the dividend tax credit would be within the
limits of fiscal responsibility. You are tying the reduction in the tax
on dividend income to the deficit. How do you do that, as a practical
matter ?

Mr. Janeway. Suppose Congress were to go all the way with the
administration and legislate a 15-percent dividend exclusion in the
first year, with a contingent followon of another 15 percent in the
second year, letting the contingency be tied to the actual borrowing
levels of the Government which. in"turn, represent the-present deter-
rent to the argument for exclusion.

Senator Byrp. Under your plan, would it not be—that the investor
would not know from year to year what his tax would be ?

Mr. Janeway. He would know that he would get 15 percent the -
first year. This alone would be mighty attractive, with dividend yields
historically favorable as compared to interest rates.

Right now we have a tricky, obscure situation in which a certain
number of utility dividends are partially tax free. If you take an 8.5-
percent dividend return readily available in the market, and paid by
a utility whose dividend is 50-percent tax sheltered now, you are
clearly looking at a double-digit dividend return. But no investor
now knows from year to year which utility dividend will qualify for
the exclusion.

This is clearly attracting private money to the market. Individual
i}nvostors, not institutions, are buying these securities for the dividends
they pay.

Ser?ator Byrp. You say that businesses should be allowed to ex-
pense their nonproductive, government mandated investments. In re-
gard to other investments, with regard to business expansion, would .
you recommend liberalization of the depreciation rate, or would you
leave the depreciation rate at the level where it is?

Mr. JaNEway. In general, my answer would be affirmative to your
first question, Senator, but T am bound, T think, in all realism to the
present frustrating situation to say that a 2.5-percent increase would
not bring out any more capital than it is now because of the markets’
insistence at balking at the wide spread betiveen depreciated book
value and reproduction costs.
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This is why you are now getting a rash of takeover bids in the
market. Cornorations are deciding it is cheaper to buy than to build,
They are willing to pay up for assets already in place. Tn the Wall
Street JJournal, day after day. vou see a half a dozen takeover bid
stories. This will continue to spread.

No one can afford to put into place new investment at anything
like what is represented by current depreciated book values.

Senator Byrn. Expensing of nonproductive investments would cer-
tainlv be a costly program. How much revenue loss to the Treasury
would vou estimate?

Mr, JaxEway. I do not see any way to prevent it from losing a good
£5 or §10 billion a year, maybe more in the first year.

If Government agencies continue to insist on these productive
expenditures, however, they. not the regulatee. would come under
nressure to bear the cost burden of the collision between them and the
tax collecting authorities. not to mention the budgetary authorities.
Corporations are no match for ecither. Corporations vote “yes.”

But we are going on these programs now as if therc were no budg-
etary consequences. I believe, as a practical matter, that most corpo-
rations have considerably overstated their tax accruals to the
(Government.

Senator Byrp. Thank you. My time has expired.

Senator Packwoon. How do you tell prospectively what the re-
placement costs will be ?

Mr. JANEwWAY. You get construction estimates. Senator. this is the
second to third year, certainly the second year, in which industry
after industry records an unprecedented high in new investment
projects fully paid for on drawing board paper, fully engineered with
no ground broken. There has never been such a high ratio of engi-
neering expenditures on the drawing board to actual construction
expenditures. . )

Corporations which formerly were able to do their investing out of
their cash flows are now finding that they would have to finance to
make new commitments, and they are balking at that because, pure
and simple. it’s uneconomic.

Senator Packwoop. I understand that, T am talking about your
third point here in terms of your replacement costs being the basis for
depreciation. I think I would agree with you. I am not quite sure how
much a replacement of a typewriter will cost me.

Mr. JaNEwAY. I meant to suggest that corporations now know, be-
cause they have already paid for the cost of the engineering, gotten
their blueprints in place, and proceeded to ask for bids to put contracts
out, that the cost is prohibitive. It is the cost hurdle of new investment
that’s stopping projects dead in their tracks.

Senator Packwoop. We are not on the same wavelength.

Mr. Janeway. How does a corporation know what its replacement
costsare? :

Senator PAckwoop. Yes.

Mr. JaNEwAY. It gets bids for new projects. Almost all corpora-
tions are asking for bids now, and they are not acting on those bids.
Most corporations, in my opinion, would not put new facilities where

they have present facilities.
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Take again the milestone case, Bethlchem Steel in Lackawanna,
N.Y, and in San Francisco. For years, Bethlehem has been, admit-
tedly, publicly wrestling with its social responsibilities in a stagnant
area, trying to keep that plant going.

Finally, it is giving up. Scrapping it. The same for San Francisco.
We have a rate of net scrappage that I think indicates in a prag-
matic way that replacement cost is prohibitive and it is cheaper to buy
imports commercially than to try to keep pace with the investment
process.

Senator Packwoop. I have no further questions.

Senator Byrp. Senator Roth?

Senator Rorm. T have no questions,

Senator Byrp. Mr. Janeway, in the erideavor to get relief from the
double taxation of dividends, the administration indicates that if that
route is taken, perhaps it shagld be accompanied by the elimination
of the favorable tax treatment afforded capital gains.

What would be the effect, do you think, of treating capital gains as
ordinary income?

Mr. Janeway. Opportunistically, it would help the stock market.
It would inhibit decisions to sell stocks. I do not think we nced go
that far to see a higher stock market.

Senator Byrp. If you eliminated the favorable treatment of capital
gains, it would tend to boost the stock market up ?

Mr. Janeway. People would be inhibited from selling.

Senator Byrp. Would it be wise or unwise to go to such a proposal,
namely to tax capital gains as ordinary income.

Mr. Janeway. I do not think you need go that far to get the expan-
sive benefits of relief from double taxation.

Now, I ought to add that I took the individual side of the argument.
There is the other side of the argument that I am sure you will hear.

Corporations are.saying that in order to help capital formation, the
dividend payers should have the benefit of the tax credit. I see no
chance of making that stick. I think it would sharpen the double
standard, and the resentment against it that now exists. I would de-
plore the abolition of the capital gains tax, or the capital gains spread.
I do not think that you would get enough revenue back from the
elimination of the spread.

The sophisticated investor who wanted to get money would avoid

the capital gains, or the ordinary income rate, by the simple expedient
of financing out. He will borrow on his stock or borrow on his state-
ment, get his money out of it without selling, without incurring
gains.

Senator Byro. Am I correct in assuming that you think that it would
be unwise to take such a step ?

Mr. JaANEwaY. Unwise and impractical.

Senator Byrp. Thank you very much, Mr. Janeway.

Mr. Janeway. Thank you, Senator.

Senator Byrp, It was very helpful testimony.

The next witness is Mr. Dan Throop Smith, senior research fellow,
Hoover Institution on War, Revolution, and Peace, Stanford Univer-
sity. -

We are very glad to have you, Mr. Smith. We appreciate your
being here.

-
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STATEMENT OF DAN THROOP SMITH, SENIOR RESEARCH FELLOW,
HOOVER INSTITUTION ON WAR, REVOLUTION, AND PEACE,

STANFORD UNIVERSITY

Mr. Saari. It is particularly gratifying to be back before mem-
bers of this committee; having lived with it for 8 weeks at the time
of the adoption of the Internal Revenue Code in 1934, I feel quite
familiar with these precinets.

I have shortened my prepared statement in the interests of time.
I shall omit certain parts and read others.

These hearings on the impact of tax policy on the supply and use
of capital are important and timely. I welcome the invitation to ap-
pear before you.

My purpose is to indicate some of the broader implications of tax
policy on the structure and operation of our economy and our society.
The approach is that of political economy. T shall not present an
economic model or search for an idealistic tax system which may be
destructive of more important values.

As regards the supply of capital, suffice it to say that two apparently
contradictory statements always are true. There is always a capital
shortage. There is never a capital shortage.

" So long as capital is not a free good, that is so long as it is not
availahle to everyone in unlimited amounts, it will have a price, That
price is interest. The use of available capital will be limited and di-
rected by that price and by other market and regulatory forces.

Suffice it also to say that productive uses of capital both to increase
labor productivity and thereby justify noninflationary wage increases,
and to meet. public needs in housing, inner city rehabilitation and mass
transportation vastly exceed any probable supply.

Any lingering notions about excess savings, a fashionable notion a
generation ago when it had some momentary validity in a deep de-
pression, is as bad as a basis for public policy as it is wrong in theory.
In the world as it is, capital is socially as well as personally valuable.

One general proposition deserves emphasis before discussion of de-
tails of tax policy. The phrase “tax incentives” implies that taxation
can be used to give positive encouragement in some way. That is in-
correct. Taxation as such is inherently repressive. It may even be
destructive.

A provision of tax law may make taxation less repressive. The
Congress has wisely included several such features in our law. But
so-called incentives should not be regarded as rewards or handouts from
the Government. They are, to repeat, merely intended to reduce the
inherent repressive effects of taxation in areas where taxation would
have particularly adverse effects.

Our tax sfystem conspicuously diseriminates against capital and
the income from capital. Income which is the only source of new
savings and capital is first taxed. Then the income from capital is
also taxed. This is double taxation of the most fundamental sort. The
most complete relief would involve a shift from income taxation to
the sort of cash flow or expenditures tax which is so well analyzed in
the recent Treasury publication “Blueprints for Basic Tax Reform.”

In addition to removal of discrimination against capital, a cash-
flow tax would be fairer in that it would fall on personal consumption
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from all sources. including inherited wealth and other capital accumu-
lations. A cash-flow tax would make people share with the government.
for public purposes part of what they spend for personal use, while
relieving the double burden on savings which benefit society wenerally.

'The tax would be on a person’s drain on resources, whereas an income
tax is on @ person’s claim to resources, even though the claim is not
exercised for personal use. Deductions for charitable contributions
should, of course. be continued since they do not. represent personal use
of resources.

A more modest improvement would be some form of relief from the
double taxation of dividend income. The successive taxation first of
corporations on their profits and then of stockholders on dividends
paid from what is left after the corporate tax is clearly double taxa-
tion. The fact that savings used to purchase stock come from income
which has already been taxed makes the taxation of dividends actually
triple income taxation.

The United States is laggard in giving relief in one form or another
to this double/triple taxation of dividend income. Even the socialist
and labor governments in Europe are moving rapidly to a uniform
method of relief by which at least some part of the corporate income
tax is allowed as an offset against the shorcholders’ tax. This would
be the most. effective form of relief. Another would be to allow the
corporation a deduction for dividends paid. Still other forms of relief
have been proposed, each of which has some merit.

Controversy over the tvpe of relief should not be carried to the
point where action is postponed. Some form of relief is needed—and
needed promptly.

T wrote rather extensively on this subject for a publication this
vear. T will submit a copy of that article to be included in the record,
if I may, Mr. Chairman.

Taxation of capital gains which are reinvested is really a capital
levy rather than an income tax. Proposals to tax all capital gains in
full as ordinary income would increase the forced liquidation of capital
already caused by the existing capital gains tax. Full taxation of
capital gains, if applied to reinvested gains, would be both inequitable
and economically destructive. T do not use the word destructive lightly.

The concept of capital gains has been constantly strained—even
perverted, by devious manipulations to bring ordinary income under
the tax definition of capital gains. The Congress has had to be vigilant
to prevent abuse. Last year’s belated restrictions on artificial accounting
losses—often referred to as tax shenanigans—might well have been
even more rigorous. Those of us who contend that a tax on reinvested
capital gains is a capital levy should be the first to point out. abuses.

The substitution of a cash flow for the individual income tax would
relieve automatically the tax on reinvested capital gains and at the
same time impose full taxation on gains used for personal consump-
tion. Full taxation of nonreinvested capital gains would be both
equitable and sound economic policy.

A more modest proposal regarding the taxation of capital gains
would be the use of qualified accounts for financial assets as described
in the Treasury “Blueprints for Basic Tax Reform.” Authorization to
use qualified accounts to permit capital accumulation and shifts among
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capital assets deserves the most serious consideratiton. Its adoption
would be the most constructive single change in the individual income
tax law short of substitution of full cash-flow taxation.

A\ second-best modification would be adoption of a sliding scale
downward for taxability of realized capital gains, on the presumption
that the longer an asset has been held the more likely it is that proceeds
of a sale will be regarded as capital and reinvested.

The increase in the capital gains rate in 1976 by a change in the
minimum tax and juxtaposition with the maximum tax on earned
income, pushing the total rate in some instances to about 50 percent
instead of the statutory maximum of 35 percent, will decrease the
supply and impede the effective use of existing capital. And the fact
that the increase was concealed rather than forthright added to the
resentment of those subject to it.

As regards the taxation of business, a value-added tax would be
less bad than the present corporation income tax which diseriminates
against the efficient utilization of our economic resonrces and distorts
fo many management decisions regardine capital structures, new
financing, new product development. innovation. and risk taking.

Without substantial modifications, under present definitions busi-
ness income taxation may take more than the total of all funds arising
from a constant level of productive activity. Business income taxation
under inflation therefore not only prevents economic growth through
retained earnings, it can force a contraction of an existing level of
activity.

Various projects are underway in the accounting profession and the
SEC to modify the concept of income used for financial accounting
under continuing inflation. Some of the proposals for current cost,
replacement cost, or other revised methods of accounting may be
reasonable for tax purposes; others mav not. Thus far, no comparable
analysis is being undertaken regarding the concept of taxable income
under inflation. T urge that a project be started promptly, either alone
or in collaboration with the existing ones on financial accounting.

Two unfortunate and somewhat dangerous sentiments seem to have
great influence on economie policy. including tax legislation. They
mav be noted in conclusion.

The first is an excessive egalitarian attitude. The second is a mis-
conception of the extent and function of profits—and resentment at
any increase in profits. Both arise from what is sometimes called the
politics of envy, arising from what has been referred to elegantly as®
the revolution of rising entitlements—or less elegantly as mean-
mindedness.

The egalitarian attitude is carried so far in some theories and ideol-
ogies that “welfare” is deemed to be increased even if everyone is
worse off. so long as those at the top are pulled down proportionately
more than those at the bottom. It is doubtful that this extreme position
would find widespread popular acceptance if formallv presented in
such stfong terms. But policies designed to pull down those at the top
seem frequently to be adopted intentionally or unintentionally without
regard to their adverse effects on everyone. as substitutes for effective
means to raise those at the bottom.

Tax reductions of 1974, for example, were based on a totally
erroncous belief that progressive income taxation made the burden of
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inflation proportionately heavier on those in lower tax brackets than
on those 1n higher brackets. The error arose from superficial analysis
which measured the effect of an inflationary rise in incomes only on
the tax burden itself when what is really significant is the effect of a
tax increase on an existing net income.

The sigrfificant burden is clearly the impact on net income. This
point was, apparently, never even noted in the discussion of legislation
for tax relief. Those who were most hurt by the combination of
progressive taxation and inflation had reason to be doubly resentful
of the fact that tax relief not on]y passed them by but ignored the
reality of their situation. Inadvertently egalitarian legislation is more
to be resented than avowed egalitarianism.

Much has been said about the importance of profits as the principal
source of new equity capital and the necessary inducement to invest
such capital as is available in business activities which are inevitably
risky. With higher interest rates existing under the impact of per-
sistent inflation, the levels of profits must be allowed to rise to justify
business investment instead of passive investment in fixed-income
securities.

The inadequate. level of existing profits—and prospective profits—
is dramaticaﬂy revealed by the fact that in many companies, the best
and most profitable use of corporate funds is to purchase a company’s
own stock in the market and retire it. That this is not done more fre-
quently may be evidence of a hope of eventually attaining a profit level
which will justify additional investment.

Or it may be evidence that directors and managements think and
act in terms of what is good for the company as a separate entity,
regardless of the well-being of the stockholders. This is clearly good
for the country, in such cases, but stockholders may increasingly realize
that partial liquidations of their companies would be more in their
individual interests and insist on withdrawal of capital through
stock retirement. '

Lest this happen to a greater extent than it has thus far, public
attitudes and Government policies, including tax legislation, should
recognize that both the absolute level and the rates of profits must
rise to justify continued access to and investment of new funds in an
inflationary economy.

The need for higher prospects for profits is particularly important
to justify investment of capital and effort in new business ventures—
and to maintain their continued independent existence. New and rela-
tively small independent businesses are a source of much of the initia-
tive in our economy. Even more importantly, they are principal sources
of social and political stability and strength in our Nation. In many
respects the Congress has made our tax laws less onerous on small
business than on larger corporations.

But much more needs to be done. On this subject, as on so many
other aspects of tax and economic legislation, we need a broad social
and political perspective. Political economy—rather than abstract
economic theory or an obsession with maximum productivity—should
be the foundation for policy.

An obsession with a concept of income which does not correspond
with any concept of income used in corporate law, for trust purposes,
for dividend policies by corporations and only in one segment of
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public finance literature should not be adopted for tax purposes. We
sh(l).uld‘ I repeat, have political economy as the foundation for economic
policy.

Thank you very much, Mr, Chairman and members of the committee.

Senator Byrp. Thank you very much, Mr. Smith.

You heard Mr. Janeway’s testimony in regard to gradually bringing
the tax down to 15 percent. How does that impress you as a way to
getting at this problem ¢

Mr. Ssmrta. I would do it in a somewhat different fashion. In a
technical sense, I would follow the pattern that is being used commonly
in the European Common Market by giving stockholders a credit for
a part of the corporate tax previously paid.

I believe that would be a fairer way. T strongly support two points
that T believe Mr. Janeway mentioned, although I do not have his
testimony in front of me as he gave it.

First, I believe that the relief should be at the stockholder level,
not a deduction to the corporation. Relief, to repeat, at the stockholder
level rather than a reduction to the corporation for dividends paid.

The second point—and I think Mr. Janeway also made this—I
would put the change into effect gradually over a period of years,
thereby spreading the revenue impact. And I would further say, Mr.
Chairman, that if one takes a reasonably long time perspective, I am
not talking about decades, I am talking about a few years, I believe
that the vitalization, the revitalization of our economy would be such
that there would not be a net loss of revenue. A reinvigorated economy,
with reinvigorated investment, would so expand the entire tax base,
especially if the change were put into effect over time, that one could
justifiably claim that there would be a net revenue loss,

Senator Byrp. What would you think of a combination of benefits
to the companies and to the stockholders, or do you think it should
just be to the stockholders ?

Mr. Sarra. I would prefer that it be at the stockholder level, but
I have also said at various times that I think that some relief is so
important that I would be—T think it would be very unfortunate if
controversy over the method were an excuse for giving no relief.

To be mort precise on the matter, relief at the corporate level means
that different corporations would, in effect, pay a different rate of tax.
The mature corporations making large dividend payments already
would have a lower effective tax rate, a lower statutory rate, than the
new and growing companies.

Believing, as I do, on political, social, as well as economic grounds,
that new corporations, small corporations, are important in this coun-
try, relief at the corporate level would, in effect, impose a differentially
higher tax on the new companies that cannot pay dividends, that are
not in a position to tax on the outside.

It is for that reason that I feel that relief at the individual level
would be more effective.

A second reason for preferring the relief at the individual level
is that T feel reasonably confident—I feel quite confident—that that
would have the effect of raising the level of stock prices which, in turn,
would remove this present incentive to use corporate funds to retire
existing stocks at low price-earnings ratios.
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This is not an ivory tower theorizing. IBM recently retired some

stock.

Sgnator Byrp. Is that being done on a widespread basis, would you

say !
Mr. Sxirrn. It is being done on an appreciable basis, and I have
talked with a fair number of companies—I am a director of several
companies. I am impressed by the fact that management, as I indi-
cated here, is not disposed to do it, but I think the realization on the
part of stockholders has grown to the point where there will be very
real pressure to do it.

Managements do not like to have a company become smaller. but
there are so many marginal activities in most companies that if they
slough off this, slough off that. discontinue this or that and use the
funds realized to retire stock, stockholders will be better off and they
are gradually going to find that out.

Martin-Marietta recently retired some stock.

Senator Byrp. Suppose the trade-off for the elimination of the

double taxation of dividends would be to put capital gains in the
sam(; category as regular income. Would that be too high a price to
pay?
Mr. Sanirin Yes, sir. T am very glad that you asked me that question,
so I can give my answer on it. What I would suggest, sir—I had that
in my prepared statement—is to make a distinction between reinvested
capital gains and capital gains that are not reinvested. I see no rea-
son whatsoever, why capital gains that are not reinvested should not
be taxed in full as ordinary income. They are then used for consump-
tion, they are used for personal purposes. Taxation of that does not
deplete the supply of capital.

But if the taxation of gains were general and involved anything
like present tax rates of ordinary income, it would have two adverse
effects. First, it would increase the freezing effect of leaving invest-
ments in their present form. If one has security A, which has appreci-
ated greatly, and wants to get security B and there is a tax of 50, 60,
or 70 percent on the proceeds of A, a person is not going to submit
himself voluntarily to a capital levy to go from investment A to
investment B,

Secondly, to the extent that changes are made in investments, the
funds taken by tax come out of the capital fund. It is the capital fund
of the Natirn as well as the capital fund of the individual. That is the
reason that I argue very strongly for a differential treatment of rein-
vested capital gains.

I submit, sir, and T have proposed many times, as one way, the
second-best way to do that, would be a sliding scale of inclusion of
capital gains taxation. The gains on assets held 1 to 3 years, yes,
tax them in full as ordinary income. But when a person has an in-
vestment for 5, 10, or 20 years that, I believe, largely will represent
funds that will be reinvested. Therefore a high tax on those gains
will absorb capital. -

I apologize for a rather long answer to vour question. sir.

Senator Byrp. The way your proposal would work, if a person
owned some IBM stock and sold that and bought Xerox, say. then
there would be no tax on that?

Mr. Sarru. That is right, sir.
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Senator Byrp. But if he sold whatever stock it might be and bought
a home with it, there would be tax ?

Mr. Sairt. The home is a delicate one but yes, anything for per-
sonal consumption.

Senator Byrp. Then a person who has bought the home some years
ago and sells the home for whatever purpose and does not reinvest,
goes to an apartment, leases or rents or what have you. under-your
proposal, that person would pay an ordinary income tax on the net
proceeds of the home?

Mr. Smrra. Excuse the personal aspect, but it is a very delicate
subject because I am in the process of moving into a retirement home
and T am confronted with that very point. I think that the law should
be—this is selfish, if you like—should be such that the funds used to
buy into a retirement home might well be treated as a purchase of a
personal residence.
thThiS is a highly special situation, Senator. But I am not alone on

is. :

I do think the proceeds of the sale of a residence which is not used
for another residence but to get income for rental purposes and what-
not might well be liberalized.

Senator Byrp. Let us get it back to equity investment.

Your feeling is that we would have a better tax system, instead
of having the present capital gains situation, that if a person who
owns stock sells his stock and buys other stock there is not a tax on
whatever appreciation there might have been?

Mr. Sy, That is right, sir. I would go further and say, buys any
other investment security.

The distinction I would make is holding an investment asset and
using the proceeds for personal consumption. I would go all the way,
go from a stock to Treasury bills, later on, if you like, back to another
stock, or investment in real estate, not a residence, but investment in
real estate. -

I distinguish consumption and a capital account.

Senator Byrp. Thank you. My time has expired.

Senator Packwood ¢

Senator Packwoop. Thank you. I have ho questions, Mr. Chairman.

I want to thank you for your testimony that you gave before the
Ways and Means Committee on deferral last year. I used it extensively
in my debates. I found it extremely reliable and persuasive.

Mr. Samrri. Thank you, Senator. I have two paragraphs which T
left out on that subject in my prepared statement and if I may inter-
ject, I for some time have argued that deferral is a somewhat pejora-
tive term.

I have referred, and others have referred, to the proposed removal
of deferral as a premature or anticipatory taxation. And I have cited
the analogy, which is somewhat valid, that it would be similar to
a provision of the law to impose an estate tax on a person when he
lived to his life expectoncy even though he had not died because there
was a tax-free loan from the Government to him until he finally did
die.

Senator Packwoop. I understand the problem, but I gave up that
argument long ago and turned to the argument of whether we are

a democracy or a republic.

92-201 O - 77~ 15
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Thank you, Mr. Chairman.

Senator Byrp. Senator Roth ?

Senator Rors. Professor Smith, I would like to go back just for a
minute to some of the questions raised by Senator Byrd. I think I
understand the economic reasons why you want to differentiate be-
"tween consumption and investment, but it does bother me from a
practical point of view. I happen to be one of the people concerned
about the egalitarian attitude of this Congress, and past Congresses.

At the same time, it seems to me that if Congress adopted your ap-
proach we would really be penalizing the little investors. I think any-
thing we can do to encourafge them to invest and save is ver desirabf;.
You use the-illustration of housing. I csn make many otger similar
tyf)e examples, for example, the family who saves to send a child to
college, which is becoming extraordinarily difficult for the middle
class. This is one of my problems.

. It seems to me that you narrow the base for capital gains by ap-
pearing that we are just trying to help the rich, who are the ones
now best able to keep reinvesting.

Mr. SxitH. The rollover approach that I refer to, Senator, I regard
as a second-best treatment, As I indicated in my testimony, the so-
called cash flow approach—and I do invite your attention to this
“Blueprint for Tax Reform,” the Treasury.publication of January
17—would give a deduction for all savings for everyone. That is, to
me, a more fundamental improvement.

If that is not adopted, then I think, to take one small step, which
would be the rollover of capital already saved, would be desirable.
But to repeat, the fact that something is not complete does not mean
it is not necessarily good. B

Senator Rora. We should encourage and enable our people at the
lower rates to share in the advantage of saving.

Mr. SyitH. I most emphatically agree with you, sir.

Senator Rorw. I would like to raise a somewhat different question
than what you raised in your testimony. I am a very strong believer
that high taxation is having a very burdensome effect on our econ-
omy. I promoted very actively in the recent tax legislation, and intend
to go so0 in the future, the idea that the best thing that could h:;ﬁpen
to this country is to do something along the lines of what President
Kennedy did in the early 1960’s and that would be to propose an
across-the-board permanent tax cut, both for individuals and business.

I am very concerned by the fact that inflation has pushed people
into higher and higher brackets, making it very difficult for middle
America to even keep even; as many economists have said, the middle
class is facing downward mobility rather than upward mobility.

It seems to me that it is time to do what Mr. Kennedy did in the
carly 1960’s, and that is to enact a substantial permanent tax cut. I
propose a 10 percent rate reduction, and to do the same with business.

I happen to believe that that is a better approach than this con-
stantly increasing deficit spending on the part of the Federal
Government._

I wonder if you would care to comment ¢ )

Mr. Surth. I heartily agree with you. I would go further sir, and
propose that there be put into the law a succession of cuts to be adopted
over the years so that a reduction in tax rates would be as fundamental
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. a part of budget planning as the built-in increases for expenditures
in some of our expenditures programs.
. Senator Rorn. A form of indexing?

Mr. Saith. I'was not referring necessarily to that. I suppose one
might call it that. You used the figure of 10 percent across the board.
I might say, let us have 5 percent the first year, then another 5 per-
cent the next year and another 5 percent the third year, and so on,
until we get down to a level of individual taxation so that there is
less distortion of decisions. ;

1 do think, sir, on one particular facet of that, when the Congress
adopted some years agIo a 50 percent ceiling on earned income taxa-
tion, the revenue loss, I believe, was trivial. But the benefits in terms
of getting away from—1I use the term many times here, “tax shenani-
gans,’— %e distortion of effort by those who try to minimize taxes,
which really is not productive, was a very important benefit. I would
urge that the arguments for reducing the maximum rate on earned
income from the 70 to 50 are just as good for investment income.

Senator Rora. Would this not be a significant way of helping em-
ployment in the private sector ¢ -

Mr. Satrra. Indeed it would.

Senator Rora. Mr. Chairman, this is something that I intend to
}gush, and I appreciate the support you have given me in the past,

ut we need a lot of help out in the public sector and the private sec-
tor in getting support for this program.

Thank you, Professor.

Senator Byrp. Mr. Smith, just two questions.

In connection with the recent changes in the estate and gift tax
law, you indicated that the carryover of tax bases creates pressures
on family businesses to merge with larger corporations. In what ways
do you see this pressure as occurring ?

Mr. SyitH. There is always a pressure, Senator. In a closely con-
trolled family business, or any closely controlled business, as the
existing owners, the founders, anticipate the estate taxes, they are
going to have to have liquidity to meet those estate taxes.

Congress has wisely put in provisions for deferral of payment—
for longer term payment. That has been useful, as far as it goes, but
the carryover of ﬁasis means that, assuming property does go through
to a second generation, the heirs will be confronted with the same—
I would use my phrase, “capital levy”—when they sell that their
parents would have had.

Where they need diversification of investment or where the suc-
cessive generations do not have the management skills and talent and
desire to continue to run the business, the only way out is a merger.
The point is if they sell, they have this big capital levy. If they
merge with a large company that has a diversified line of activities,
they get a tax-free merger. The inducement, sir, is very strong.

Senator Byrp. It seems to me that it is not a very helpful thing for
the country to be making big companies bigger and eliminating smaller
companies. :

Mr. Smrra. T think it is very, very unfortunate. I have said it
before, perhaps even before this committee, but I will say it again:
when I used to go back to a little town in Towa where my grand-
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parents lived and spoke at the Rotary Club, the members were owners
of companies. Then it began to be when I went back, they were the
temporary managers of the branch plants, of the chain stores.

The whole social structure of the community was entirely different
and I, for one, and I believe many others, would sacrifice a certain
amount of economic efficiency to maintain individual ownership an
activity. :

Senator Byrp. How do you think that carryover of tax basis could
effectively and realistically be changed?

Mr. Sarrn. I would simply eliminate it.

Senator Byrp. Eliminate it ?

Mr. Syirn. Yes. I would go back to what we had before. T hope it
is not unduly blunt to say that the idea of the presumptive realiza-
tion of gain at death—a rather-vulgar way of putting it—is kicking
the dead man twice. It seems to me that once a generation property
should be able to be transferred. Let the estate taxes be what they
are. The fact that there has been a build-up of capital useful to this
society is no reason to impose an additional penalty tax on the capital.
I would go back to what we had.

Further, the carryover basis is a perfectly monstrous thing admis-
tratively. How in Heaven’s name would an executor who has property
to be divided three ways between “my dearly beloved children,” take
account of the fact that some of the children are in this tax bracket,
some in another tax bracket. some expect to sell the property, some
expect to keep it forever. What is an equal division of property, if the
children have to carry forward the basis of property which was
acquired a long time ago? I think it is monstrous.

Senator Byro. One final question.

Could you, briefly, sum up the kind of overall tax package that you
feel would be the most effective in encouraging capital investment?

Mr. Smurn. If one could start from scratch, the ideal thing would
be, as far as individual taxation was concerned, the so-called cash
flow or expenditure tax which gives a deduction for savings when
savings are made and brings into taxation funds used for consumption
of various sorts, whether those funds come from one’s own previous
savings or previous capital.

As for busine®s taxation, a value-added tax instead of the corporate
income tax, a value-added tax of the sort that is becoming universal
in Europe now. That is the tax that has virtually no distorting effects
on business decisions, on capital investments, on the flow of funds. In-
sofar as the value-added tax is concerned. I would put that into effect
over a period of years. Otherwise the transition impact would be
appreciable.

You would start with a 1 percent value-added tax and bring the
corporation tax down 5 percent the first year. That would be the idea
in my opinion, if one had a clean slate.

Short of that, as far as individuals are concerned, I would resist
full taxation of capital gains. T would try to go to a rollover treatment
of reinvestment capital gains. If I could not do that, T would adopt a
sliding scale on capital gains, a sliding scale related to the time the
property is. held. That, by the way, was the provision of the law, I
believe, from 1937 to 1939, even in the so-called New Deal days. In my



225

opinion, it was the one sensible thing that was done on tax legislation at
that time, and it serves as a precedent.

On business taxation, if I could not go to a value-added tax, I would
move in the direction of recognizing that the corporation income tax
under inflation really is absorbing capital. As I have indicated, and
as others have indicated, the accounting profession, the Financial Ac-
counting Standards Board and the SEC both have major projects
underway to revise the concept of financial accounting to take account
of inflation.

I would urge this committee, the Congress, the Treasury, in one
way or another, lJaunch a major study to analyze what has been done
in other countries. Almost all other countries have done something on
this with respect to taxation. -

I am describing what seems to me not what is the ideal, but a succes-
sion of second-bests, and third-bests.

Senator Byrp. Would the full taxation of capital gains cause the
stock market to goup ?

Mr. Saarh. No. I disagree with the statement that was made carlier
on that. Yes; it would discourage sales, but it would also discourage
purchasers. Looking at the demand side as well as the supply side, I
cannot agree with any testimony that says the net effect would be to put
the stock market up.

Senator Byro. }I)‘hank you very much, Dr. Smith. I might say. in
conclusion, that your recent article in the Harvard Business Review
contains a unique and informative discussion of the integration issue.
You make a good point when you say that those who are subject to a
tax may perceive it quite differently than what the legislators or the
theorists intended it to be.

I think it would be well to reprint your article as a part of the
record, which we will do. )

[ The following was subsequently supplied for the record :]

[From the Harvard Business Review, January-February 1977]
RELIEF FrROM DOUBLE TAXATION OF DIVIDEND INCOME

DOUBLE TAXATION OF DIVIDEND INCOME DISCRIMINATES AGAINST BOTH CORPORATIONS
AND STOCKHOLDERS, AS WELI AS AGAINST EQUITY CAPITAL

(By Dan Throop Smith)

Just about everyone is convinced that some form of relief from double taxation
is desirable. All agree that it is not equitable or sensible economic policy that cor-
porations pay taxes on corporate income above $50,000, and that individuals pay
taxes on the dividends that come from the already taxed corporat® income. What
people are not agreed on, however, ix the best form of relief, The author of this
article describes the currently proposed methods of relief, namely, at the corpo-
rate level, by allowing deductions for dividends paid ; at the stockholder level, by
allowing full or partial exemption for dividends recefved, and by imputing the

_full income of corporations to stockholders as presumptive partners. The author
also describes Robert N. Anthony’s plan for accounting for the cost of equity
capital as it might be adapted for tax purposes. Although none of the methods
completely ends the diseriminatory treatment of equity capital as compared with
debt capital. the author concludes that in the long run., a combination of relief
at the corporate level by deduction of part of the dividends paid. ang at the stock-
holder level with some part of a corporation’s tax being applied as a credit to
individnals’ taxes, might be most effective. :

Mr. Smith is professor of finance, emeritus, Harvard Business School, senior
research fellow at the Hoover Institution in Stanford University, and a director
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of the Cambridge Research Institute Inc. He was deputy to the secretary of the
Treasury (tax policy) in the Eisenhower Administration. This is Mr. Smith's
twelfth article in HBR, his most recent one being, “When—if—we have the VAT,”
which appeared in the January-February 1973 issue.

Relief from double taxation of dividend income may at last he Imminent. Many
individuals and groups spanning the full range of ideologies have proposed that
there be some form of relief. The Ford Administration has recommended relief,
and President-elect Carter, in an interview in September 1976, said “I would tax
income only once.”' The House Ways and Means Committee and the Senate
Finance Committee have both received recurring testimony on the subject.

The fact that the government doubly taxes dividend income is incontrovertible.
Corporate income is taxed at the full corporation income tax rate of 48 percent
for all taxable income above $30.000. Dividends paid from that same income are
taxed to individual recipients at the full progressive rates from 14 percent to
70 percent. Whether one regards the double taxation as discriminatory against .
both corporations and stockholders, or as a “cost of business,” which ultimately °
falls capriciously on consumers, the corporate tax is a bad tax. At least some
of the burden of the double tax is on equity capital. Tax discrimination against
equity capital is bad economic policy when business capital is so necessary to
inerease labor productivity and to finance environmental improvements.

There is little disagreement about the need for relief from double taxation.
However, this has not led to agreement on the best method of relief. The central
purpose in this article is to analyze the relative merits of different forms of
relief from double taxation, keeping in mind that unless a method deals with the
discimination against equity capital. a solution can be only partial at best.

The government could give tax relief (1) at the corporate level by allowing a
deduction for dividends paid; (2) at the stockholder level by allowing full or
partial exemption, directly or indirectly, for dividends received; or (3) at the
corporate level by abolishing the corporate income tax, and imputing all corporate
income pro rata to stockholders and taxing it to them as is done in partnerships.
A fourth method, recently proposed, would allow a corporation to deduct for a
“normal’ return on equity capital.

Comparisgon of the methods

Although the results of the first three methods are presumed in theory to be
similar, in fact they are not. If one takes account of the actual pereeptions of
corporate managements and investors regarding taxes as well as of their probable
actions, the results of the alternative changes in the law appear to be quite
different. Let’s look at the proposed methods of relief in turn.

Relief at the t{()rpora!c level

The first method would give relief at the corporate level by allowing corpora-
tions to deuct dividends paid when computing corporate taxable income. This
procedure is equivalent to, and may be thought of as, imposing the corporate tax
only on retained earnings. From the standpoint of the corporation, dividends and
interest would be treated siwnilarly.

With interest and dividends both deductible, the tax penalty against equity
financing would be reduced. Distributed corporate profits would be taxed to
stockholders like all other income, at whatever rates are applicable. Retained
earnings would be taxed to the corporation at whatever rate or rates are appro-
priate, The result would be straightforward and direct with few administrative
problems for corporations or the government. Complications might arise if cor-
porations were to pay dividends out of earnings previously retained—and taxed.
But this problem could be solved by arbitrary presumptions regarding the source
of dividends.

The fact that the corporation income tax would apply only to retained earn-
ings means that it wonld be a differential tax on growing companies which need
to retain all their profits for expansion. The differential tax burden would be
especially onerous for companies that are too small to secure equity funds from
new stock issues. - .

Viewed another way. the tax relief would go to companies that have already
developed their earning capacity to the point where they can pay dividends with-

1U.8. Ngwg ppd World Report, Septemimr 13, 1916. p. 71.
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out jeopardy. These companies would have more funds to use for either increases
in dividends or for retained earnings. or both, while companies that cannot pay
dividends would get no relief.

The effect of a deduction for dividends would depend on whatever corporation
tax rate is effective. If the corporation tax continues at the same rate, company
managements would perceive the deduction as selective relief for companies pay-
ing dividends. In deciding on financing, capital budgeting and pricing of products,
managements of companies paying dividends would take the lower effective rate
into account. If, on the other hand, the tax rate on retained corporate income were
increased to maintain total revenue, management would perceive the deduction
for dividends as a penalty on retention of earnings.

To the extent that stockholders think in terms of thelr pro rata share of cor-
porate income before tax (a point of view which usually exists only in closely
controlled companies), they might want to secure larger dividends to “avoid”
the corporate tax on retained earnings. Stockholders subject to tax rates lower
than the corporate rate would be better off having all earnings distributed and
taxed to them. They could then reinvest their aftertax increase in dividends, per-
haps in the same company. (In theory, this presumption of desired reinvestment
in the same company exists whenever corporate earnings are retained.)

Stockholders in a closely controlled company probably would withdraw corpo-
rate income and reinvest in it the same company or elsewhere if their individual
tax rates were not substantially higher than the corporate rate. Stockholders in
widely owned companies, on the other hand, commonly think of present and fu-
ture dividends, earnings per share, and market prices of stock. They typically do
not, in common with sophisticated owner-managers, think of their pro rata
shares of pretax corporate income as being part of their own funds transferable,
as it were, from the corporate pocket to their individual pockets.

In widely owned companies conventional dividend rates would be likely to be
increased somewhat, with the reduction in taxes on the basis of existing divi-
dend policies used to increase both dividends and retained earnings.

The technique of giving tax relief to corporations by allowing them to deduct

dividends from payable corporate income is not new, although the motivations
for doing so are not necessarily the same. In 1958, the West German govern-
ment reduced the corporate tax rate on distributed earnings from the 51 percent
previously payable on all corporate income to 15 percent, thereby going most of
the way to full deduction of dividends. The government’s intent was to get the
corporations to assist in the rebuilding of the West German financial markets
by forcing corporations to rely more heavily on new equity issues instead of
retained earnings for growth. Corporations, it was presumed, would naturally
distribute most of their income if the tax on retained earnings was higher than
that on dividends. In fact, it seems that West German corporations increased
their dividends, at most, by the amount of the tax reductions on previously ex-
isting dividend rates. And widely owned companies did not appear to decrease
their additions to retained earnings; in fact, for those companies previously
paying some dividends retained earnings could be increased.
- There is little solid basis for projecting precisely what the relative effects on
dividends and retained earnings would be if dividends were made tax deductible
in the United States. But it seems unrealistic to expect corporate managements
and directors, except in closely controlled companies, to think primarily in terms
of alternative uses of stockholders’ pro rata interests in pretax corporate profits,
or for stockholders to think or be able to act in these terms.

It seems more likely that companies already paying dividends would divide
the increase in earnings arising from reduced taxes hetween higher dividends
and larger retentions. Companies not paying dividends would continue to retain
earnings unless they were controlled by tax-exempt or low-tax stockholders such
as foundations, universities, or churches.

One final point is as important as it is brief. To the extent that a corporate tax
is treated as a cost of doing business, the larger the proportionate distribution
of earnings, the lower will be the “tax cost” to be taken into account in pricing
of products and capital budgeting. Companies that must retain earnings because
they cannot tap public financial markets for new equity capital, would have
higher “tax costs” and be at a competitive disadvantage.

Relief at the stockholder level

Under the second form of relief from double taxation the government would
make dividends wholly or partially tax-exempt to the recipients instead of to
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the corporation. The first and most obvious consequence of this form of relief
would be that the market price of_dividend-paying corporate stock would increase
in comparison with alternative investments. This increase in market price would
have an important effect- on corporate financing in the sense that fewer shares
would have to be sold to raise any given amount of capital. Or, stated differently,
corporations could obtain new equity financing without diluting earnings with
lower rates of pretax returns on the new capital. People seldom recognize this
indirect effect of tax relief at the stockholder level. '

From the standpeoint of corporate management and directors, if relief is given
at the stockholder level, the corporate tax remains the same regardless of the
extent of dividend distribution or tax relief for stockholders, There is, therefore,
no differential “tax cost” at the corporate level based on the extent of dividend
distributions, Decisions on financing, capital budgeting, and product pricing
would not be influenced by relief at the stockholder level, except, as previously
noted, that the higher stock prices would make equity financing more attractive
and would justify a lower “cost of capital.”

Though stockholder relief would apply only to the extent that corporations pay
dividends, double taxation exists only to that same extent. Prospective tax relief
on subsequent dividends would increase the price of all corporate stock in com-
parison to other investments, even if a corporation does not pay dividends cur-
rently. (By analogy, a tax-exempt bond would be priced higher, that is, have a
lower yield, than a taxable bond even if no interest were payable for the first
few years of its existence.) -

Since dividends would be more attractive to stockholders, one might think that
there would be a tendency for corporations to increase distributions. But one
might equally well presume that gross dividends would be reduced somewhat in
widely owned companies, with an increase in net aftertax dividends still avail-
able to stockholders, and an increase in retained earnings for the corporation.
The corporations would in effect divide the tax reduction to the stockholders
between the stockholders and the corporaton.

Though conceivable, it seems improbable that a corporation would, in faet, re-
duce an established dividend rate although even with some reduction, most stock-
holders would still be better off. Nor does it follow that corporations would be
likely to increase dividends because they had become worth more, after tax, to
stockholders.

In France, where a partial relief at the stockholder level was adopted in 1965,
uncertainty continued in the government and the market for several months
whether dividends would be reduced. Finally a statement from a company, headed
by a particularly influential person, set the precedent for continuation of the
dividend rate. An unstated reason for the tax relief in France was to increase the
price of company stocks, thereby discouraging takeovers by U.S. and other for-
eign multinational companies. At that time, a continuation of dividends was im-
portant to ensure the desired rise in stock prices, since French investors regarded
dividend yields as more significant than price-earnings ratiog in the market val-
uations of corporate stock.

Some advocates of tax relief at the stockholder level argue that the corpora-
tion income tax ought to Le regarded, in effect, as a withholding tax paid by
the corporation on hehalf of stockholders, insofar as corporate income is distrib-
uted as dividends. Consistent with this concept dividends would be “grossed up"”
by the amount of the corporate income tax imputable to them, and the amount
of the “gross-up” would then be applied as a credit against the tax payable by
the stockholder. If the stockholder's rate were higher than the corporate rate,
the difference would be due to the government.

The-full corporate tax would be payable on retained earnings with no offset
or imputation of income to stockholders. The process of “gross-up” and credit
presents certain administrative problems if the applicable corporate tax is less
than the full normal rate.

The method adopted in France treats one-half of the corporate tax as imput-
able to stockholders, that s as income for “gross-up” and creditable against the
stockholder's tax. The Exhibit shows what the stockholder tax rate would be
under this plan for individuals in the 40 percent, 50 percent, and 60 percent tax
brackets on 100 units of pretax corporate income, with a corporate tax rate of
50 percent and one-half of corporate net income distributed.

>
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CALCULATION OF EFFECT OF APPLYING 34 OF CORPORATE TAX TO STOCKHOLDERS' TAX

Stockholder tax rate
40 percent 50 percent 60 percent

1. Pretax corporate income (units). ... 100_ 100 100
2. Corporate tax at 50 percent. .. 50 50 50
3. Net corporate income........ 50 50 50
4. Dividend of 34 of net corporate income 25 25 5
5. Gross up $50 percent of 34 of corporate tax) . 12.50 12.50 12.50
6. Taxablo dividend. ... ..coooeriteiimeiaeiaarnaeanas 31.50 31.50 37.50
7. Gross tax on stockholder (line 6 times stockholder tax rate).. . 15.00 18.75 22,50
8 Less grossup........c.o... P 12.50 12.50 12.
9. Net tax on dividend (line 7 minus line 8). 2,50 6.2 10,
10. After tax dividend (line 4 minus line 9). . - 22.50 18.75 15,00
11. Tax on stockholder in absence of gross up and credit (line 4 times
stockholder tax rate)......ceoveeeniucmnanenn e ceersemranan 10.00 12.50 15.00
12, Aftertax dividends in absence of gross up and credit (line 4 minu:
line 11) . . emens - 15.00 12.50 .+ 10.00
13, Increase in net dividend to stockholder (line 10 minus line 12 . 7,50 6.25 5.00
14, Percentage increase in net dividend (line 13 plus line 12).... 50 50

The uniform percentage increase in net aftertax dividend, regardless of the
stockholder’s personal tax rate, is notable—and equitable, This method of relief
just described, and adopted in France, has been officially recommended for general
application in the European Common Market.

U.8. Treasury proposal

The U.S. Treasury's recommendation for a deduction for one-half of dividends
paid, and a *'gross-up” and credit for one-half of the corporation tax attributable
to thebeorporate income from which dividends were paid, is also reasonable and
desirable.

This plan allows for the differing consequences of relief at both the corporate
and the stockholder levels. It combines elements of the first two methods
of relief. It would make dividends, to some extent, more like fully deductible
interest. And inasmuch as the taxation of dividends to recipients is reduced by
the tax the corporation previously paid on its distributed income, the plan would
improve the investment status of common stocks. The recommendation also takes
account of the uncertainty regarding the extent to which the corporation’s income

tax is shifted.
Imputation of Corporate Income to Stockholders

(A third method of relief from double taxation of corporate and dividend
income is to impute all corporate income to stockholders, pro rata, and tax it
to them at their respective rates. This method is referred to as the presumptive
partnership approach. Though feasible is an actual partnership where owner-
ship changes infrequently and partners can agree on the extent of withdrawals
with which to pay individual taxes on their respective shares of imputed income,
the procedure would be utterly impractical for corporations that have thousands
of shareholders who change daily and who are subject to tax rates ranging
from zero to the maximum 70 percent,

Recognition of the problems and market distortions assoclated with allocating
corporate income to stockholders as partners should be sufficient to discourage
serious consideration of the proposal. As one example, should the income be allo-
cated according to ownership for whatever portion of a year stock is held or on
the basis of ownership on a specified day? Despite the inherent difficulties of
determining ownership that the plan has some writers continue to give it serious
attention, - _

As already noted, those who are subject to a tax may perceive it quite differ-
ently from what the legislators or theorists intend it to be. And their percep-
tion is likely to be more significant in determining the effects of the tax than
legislative intent or a theoretical model. The difference between theory and
perception could be especially large if a presumnptive partnership treatment of
corporate income were combined with a withholding tax at a rate similar to
the preceding corporate income tax. The result might be entirely different from
what it would be under a presumptive partnership treatment in the absence of a
withholding tax. (Since the presumptive partnership approach has not been
coupled with a withholding tax at a high rate payable by the corporation in
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either theoretical literature or proposed legislation, the discussion of this form
of relief is very conjectural.)

Corporate management would probably regard the withholding tax as a con-
tinuation of the corporate income tax, with dividends made nontaxable for most
stockholders. Corporate managements generally would still regard the corpora-
tion as subject to taxation on the basis of its income and take the tax into account
in its capital budgeting, capital structure, and price policies. Most stockholders
would find stock a particularly attractive investment as being at least tax-
exempt and, for lower-bracket stockholders, these would be a somewhat mys-
terious tax credit to offset the tax on other income. Stock prices would rise
and the cost of new equity financing would be reduced because corpofations
would have to sell fewer shares to raise any specified amount of capital.

The result of coupling the withholding tax and the presumptive partnership
approach might not be what the proponents of the approach want. And those
who generally think a partnership treatment is impractical, might regard it
as eminently desirable. The essential element would be a withholding tax at
a rate sufficiently high to cover the tax liabilities of most. stockholders. If the
top bracket individual rate were set at 50 percent, as many have argued that
it should be for many good reasons, pressure from stockholders for more divi-
dends, with a cousequent reduction in retained earnings, would be eliminated on
the further assumption that the withholding rate was set at about the existing
corporate rate. And those who object to withholding on dividends as a general
proposition might favor a withholding tax under these circumstances when
they realize that the combined effects of the tax changes would be to make stock
investment more attractive,

It would be ironic, indeed, if agreement on a major tax revision developed
on the basis of different interpretations of thé probable results, One group
would want to abolish the corporate tax and make stockholders pay directly
a tax on the shares of retained earnings. Another group could agree to a revision
believing that the change would be perceived as being at least full tax exemption
of dividends. Whatever the point of view, the actual result could be both equit-
able and economically beneficial.

Deduction for a “Normal Cost” of Equity Capital

A method for computing corporate income, developed without reference to
tax concepts, deserves attention from a tax standpoint even though its adoption
in the near future is unlikely.® This method would deal directly with a seg-
ment of the cost of equity capital regardless of what fraction of the total cost
is paid out of dividends. The fact that equity capital does have a cost is recog-
nized in both economic theory and business practice, even though this cost
is not' currently .recorded in the company’'s accounts, The cost varies among
industries and risk environments, and there is no reliable way of measuring
exactly what the cost is for a given company.

Robert N. Anthony, who has developed the concept of the cost of equity
capital, proposes the use of a “prime equity rate,” namely, the minimum cost
of equity capital in environments where risk is relatively low. Such a rate
would be analogous to the “prime rate,” which is a measure of the cost of low-risk
debt. Applied to the book value of equity capital, the prime equity rate would
give equity an “interest” cost which, if made tax deductible, would go a long
way to reducing the discriminatory tax treatment of equity capital. It would
not remove the discrepancy entirely because the rate would not measure the
full cost of equity capital. '

An advantage of this method, if it were adopted for tax purposes, is that it
is in no way affected by a company’s dividend policy, nor does it motivate com-
panies to change dividend policies. In comparison with the dividend credit to
stockholders, this method has the advantage that stockholders would continue
to be fully taxed on their dividend income, thereby removing an unjustified, but
nonetheless possible, political criticism of “favoring the rich.”

A disadvantage is that the tax law would be recognizing as an element of
cost, an item that generally accepted accounting principles say is not a cost.
Many people would regard such a tax deduction as unsound for this reason
alone, If accounting standards should recognize a general cost of equity capital,
this criticism would disappear. The Financial Accounting Standards Board

is considering this possibility.

3 8ee Robert N. Anthony’'s development of this idea in “Accounting for the Cost of
Equity,”” HBR November-December 1873, p. 88.
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To the extent that the corporation income tax iy a “tax cost” of business,
the reduction in the tax would tend to make prices charged by corporations
less than they would be otherwise. There would be no “relief” from double
taxation but, by definition, there would not have been full double taxation.

A major danger of a deduction for an imputed cost of equity capital is that
the amount allowed would be considered as a norm, with penalty taxes at
destructive excess-profit rates imposed on income above the allowable deduction.
Thus no matter how one calculates the allowable deduction, with or without
differentials with respect to various industries or other significant variables,
the remaining corporate tax would become a tax penalty on more successful
(eficient) companies, . .

A further objection to a deduction for the imputed cost of equity capital
might be that corporations would not pay taxes currently on retained earnings,
to the extent that the retentions were based on the deductible segment of profits.
The current double-tax penalty would be converted, in part, into a temporary
no-tax advantage. However, when stockholders sell stock benefiting from the
larger retention of earnings, they will also have to pay higher capital gains
taxes, thereby making up for some of the taxes not previously paid. The “carry-
over” of basis at death and the increase in the minimum tax in the 1976 legis-
lation by increasing capital gains taxes greatly reduce the long-run significance
of this temporary relief. In view of the critical need for expansion of the equity
capital base, this favorable tax treatment seems justified.

The best available method

None of the proposals for relief of double taxation of dividend income are
ideal. As mentioned heretofore, one of the main purposes is to lessen the dis-
criminatory tax treatment of equity capital as compared with debt capital, and
thereby reduce the barrier to badly needed equity capital.

The cffect of a dividend deduction at the corporate level is quite uncertain in
that it would reduce the cost of equity capital as seen by management, but at
the same time lead to some pressure for increased dividend payments. To the
extent that corporations increase dividends, the reduction of retained earnings
as a source of equity capital might offset, or even more than offset, the stimulus
to new equity capital formation from the lower cost of capital. If this happens,
the plan will have failed to accomplish a major purpose. The dividend exemption
or credit at the stockholder level has fewer uncertainties. Almost certainly, stock
prices would be higher, and the cost of new equity capital reduced, thereby
lessening the existing tax impediment to business financing. Inducements to
increase dividend payments would not be as strong as with the other proposal.

Relief through either dividend deductions or at the stockholder level, however,
provides only a partial solution of a basic problem. Interest payments are the full
cost of debt capital, but dividends are not the full cost of equity capital; the
latter includes retained earnings as well. Any proposal that deals only with
dividends does not remove the tax burden on equity capital; it merely lessens the
burden. And, as pointed out heretofore, the extent of the relief will be different
for different companies, depending on how they divide income between dividends
and retained earnings.

The imputed partnership approach provides full immediate taxation at of all
income on equity capital, but in the absence of a withholding tax at high rates
is likely to create overwhelming pressure for large dividends, thereby reducing
retained earnings which are the principal source of new equity capital.

A deduction to the corporation for an imputed cost of equity capital avoids
any tax distinction between retained earnings and dividends, but if dividends
were not paid up to the level of the “normal cost,” retained earnings would not
be currently taxed to either the corporation or stockholders. Though reasonable—
even desirable—as a matter of economic policy, nontaxation of some segment of
retained earnings might not be acceptable politically.

Throughout the foregoing analysis of different methods of r'elief. attention
has been directed to how taxes are perceived and to probable.utmndes of stock-
holders, managements, and corporate boards of directors. This appronch differs
from theoretical models which assume that corporate income is regarded by
both management and stockholders as belonging pro rata to stockholders. Under
this latter view decisions on corporate income's retention or distribution are
based on a collective judgment of the best way to maximize returns after taking
account of all current and prospective corporate and personal taxes. For reasons
indicated, this assumption seems so unrealistic for large corpors'itlons that
conclusions based on it are inappropriate as a foundatfon for tax policy.
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Because of uncertainties regarding the actual effects of present taxation, and
prospective changes in the law, a combination of partial deduction of dividends
and partial credit to stockholders for the corporate tax appears to be the best
available form of relief. Either full deduction or full credit would be a great
improvement over the present law. So would a presumptive partnership treatment
if, and only if, it were coupled with a reduction in the maximum personal rate
to the level of the rate of the withholding tax, which in turn should be no higher
than what might be imposed as a corporation income tax.

Mr. Syrra. Thank you. Thank you for spotting that sentence. It is
a point on which I at some time propose to write an article, or even
& book, on the difference between intent and perception.

Senator Byrp. Thank you, sir.

{The prepared statement of Mr. Smith follows:]

STATEMENT OF DAN THRooP SMITH*—SENIOR RESEARCH FELLOW, HOOVER
INSTITUTION ON WAR, REVOLUTION AND P’EACE, STANFORD UNIVERSITY

These Hearings on the impact of tax policy on the supply and use of capital
are important and timely. I welcome the invitation to appear before you.

My purpose is to indicate some of the broader implications of tax policy on the
structure and operation of our economy and our society. The approach is that
of political economy. I shall not present an economic model or search for an
idealistic tax system which may be destructive of more important values.

As regards the supply of capital, suffice it to say that two apparently contradie-
tory statements always are true. There is always a capital shortage. There is
never a capital shortage.

So long as capital is not a free good, that is so long as it is not available to
everyone in unlimited amounts, it will have a price. That price is interest.
The use of available capital will be limited and directed by that price and by other
market and regulatory forces.

Suffice it also to say that productive uses of capital both to increase labor
productivity, and thereby justify non-inflationary wage increases, and to meet
public needs in housing, inner city rehabilitation and mass transportation vastly
exceed any probable supply.

Any lingering notions about excess savings, a fashionable notion a generation
ago when it had some momentary validity in a deep depression, is as bad as a
basis for public policy as it is wrong in theory. In the world as it is, capital is
socially as well as personally valuable. The false theory of a perpetual tendency
towards excess savings ranks with the more recent false theory that long-term
control of inflation leads to unemployment—the so-called unemployment/inflation
trade-off—as the two most destructive economic fallacies of the past two
centuries.

One general proposition deserves emphasis before discussion of details of tax
policy. The phrase “tax incentives” implies that taxation can be used to give
positive encouragement in some way. That is incorrect. Taxation as such is
inherently repressive. It may even be destructive.

A provision of tax law may make taxation less repressive. The Congress has
wisely included several such features in our law. But so-called incentives should
not be regarded as rewards or hand-outs from the government. They are, to
repeat, merely intended to reduce the inherent repressive effects of taxation in
areas where taxation would have particularly adverse effects.

Now to the specifics. I shall have to be brief to cover the major relevant aspects
of the law. Each of them deserves extensive analysis, some of which may be

developed in the discussion,
v ly discriminates against capital and the income

Our tax system conspicuous
hich is the only source of new savings and capital is first

" from capital. Income W
taxed. T%en the income from capital is also taxed. This is double taxation of the

eFor identification, I am Professor of Finance emeritus, Harvard University, former
Deputy to the Secretary of the Treasury (Tax Policy), past gresident of the National Tax
Association and the Tax Institute of America, Director of the Cambridge Research Insti-
tute, and member of various commissions and advisory groups.
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most fundamental sort. The most complete relief would involve a shift from in-
come taxation to the sort of cash flow or expenditure tax which is s0 well ana-
Iyzed in the recent Treasury publication “‘Blueprints for Basic Tax Reform.” In
addition to removal of a discrimination against capital, a cash-flow tax would be
fairer in that it would fall on personal consumption from all sources, including
inherited wealth and other capital accumulations. A cash-flow tax would make
people share with the government for public purposes part of what they spend
for personal use, while relieving the double burden on savings which benefit so-
ciety generally, The tax would be on a person’s drain on resources whereas an
income tax is & tax on a person’s claim to resources, even though the claim is not
exercised for personal use. Deductions for charitable contributions should, of
course, be continued since they do not represent personal use of resources,

A cash-flow tax would provide a form of automatic life-time averaging, by
giving a deduction for savings as they are made and taxing them only in later
retirement years when incomes and tax rates are presumably lower.

A more modest improvement would be some form of relief from the double
taxation of dividend income. The successive taxation first of corporations on
their profits and then of stockholders on dividends paid from what is left after
the corporate tax is clearly double taxation. (The fact that savings used to pur-
chase stock come from income which has already been taxed makes the taxation
of dividends actually triple income taxation.)

The United States is laggard in giving relief in one form or another to this
double/triple taxation of dividend income. Even the socialist and labor govern-
ments in BEurope'are moving rapidly to a uniform method of relief by which at
least some part of the corporate income tax is allowed as an offset against the
shareholders’ tax. This would be the most effective form of relief. Another would
be to allow the corporation a deduction for dividends paid. Still other forms of
relief have been proposed each of which has some merit., Controversy over the
type of relief should not be carried to the point where action is postponed. Some
form of relief is needed—and needed promptly. .

Taxation of capital gains which are reinvested is really a capital levy rather
than an income tax. Proposals to tax all capital gains in full as ordinary income
would increase the forced liquidation of capital already caused by the existing
capital gains tax. Full taxation of capital gains, if applied to reinvested gains,
would be both inequitable and economically destructive.

‘The concept of capital gains has been constantly strained-—even perverted—by
devious manipulations to bring ordinary income under the tax definition of capi-
tal gains. The Congress has had to be vigilant to prevent abuse, Last year's be-
lated restrictions on artificial accounting losses—often referred to as tax shenani-
gans—might well have been even more rigorous. Those of us who contend that a
tax on reinvested capital gains is a capital levy should be the first to point out
abuses. )

The substitution of a cash-flow for the individual income tax would relieve
automatically the tax on reinvested capital gains and at the same time impose
full taxation on gains used for personal consumption. Full taxation of non-rein-
vested capital gains would be both equitable and sound economic policy.

A more modest proposal regarding the taxation of capital gains would be the
use of qualified accounts for financial assets as described in the Treasury “Blue-
prints for Basie Tax Reform”. Authorization to use qualified accounts to permit

- capital accumulation and shifts among capital assets deserves the most serious
consideration. Its adoption would be the most constructive single change in the
individual income tax law shont of substitution of full cash-flow taxation.

A second-best modification would be adoption of a sliding-scale downwards for
taxability of realized capital gains, on the presumption that the longer an asset
has been held the more likely it is that proceeds of a sale will be regarded as
capital and reinvested. .

The increase in the capital gains rate in 1976 by a change in the minimum tax
and juxtaposition with the maximum tax on earned income, pushing the total
rate in some instances to about 50 percent instead of the statutory maximum
of 35 percent, will decrease the supply and impede the effective use of existing
capital. And the fact that the Increase was concealed rather than forthright

added to the resentment of those subject to it.-
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Among the more unjustified and damaging proposals for modification of capltal
gains taxation is the suggestion to tax directly or indirectly the donor of appreci-
ated property on the appreclation when a gift is made to a tax-exempt educa-
tional or other charitable organization. The burden would inevitably fall largely
on the recipient institution rather than on the donor. In the interests of maintain-
ing diversity in our pluralistic soclety—and in reducing the need for even larger
government expenditures in education, health and welfare—the notion of an ever-
more inclusive concept of taxable income must not be allowved to destroy our
traditional tax treatment of private donations for public purposes.

A8 Tegards the taxation of business, a value-ndded tax would be less bad than
the present corporation income tax which discriminates against the efficient
utilization of our economic resources and distorts so many management decisions
regarding capital structures, new financing, new product development, innova-
tion, and risk+#taking.

If not acceptable as a partial or full substitute for the corporation income tax
with, of course, a considerable transition period, a value-added tax would be the
least bad source of revenue to finance social security expenditures if, unhappily,
part of those outlays were to be shifted to general revenue sources. It would be
unfortunate if the contributory principle of social security finance were to be
abandoned, badly mangled though it now is.

A value-added tax thus would be a least bad alternative for a second-best
source of social security finance. I leave it to the semanticists to find a shorter
and more precise description. Since no tax is inherently good, this small praise is
probably as favorable a comment as one can make aboat any tax.

Inflation has made the conventional measures of business income grossly mis-
leading. The corporation income tax under present definitions of income actually
absorbs capital. Partial relief is available as regards inventories through the re-
stricted allowance of last-in first-out (LIFO) accounting. Attention is also being
given to the inadequacy of depreciation allowances based on historic cost to re-
place existing plant and machinery at inflated prices. In fact, more funds are
needed in all forms of assets under inflation to maintain any given level of phys-
ical business activity. It even takes more cash in the cash account to carry over
the inevitable fluctuations between receipts and payments for material and pay-
rolls,

Without substantial modifications, under present definitions business income
taxation may take more than the total of all funds arising from a constant level
“of productive activity. Business income taxation under inflation therefore not
only prevents economic growth through retained earnings, it can force a con-
traction of an existing level of activity.

.Various projects are under way in the accounting profession and the S.E.C.
to modify the concept of income used for financial accounting under continuing
inflation. Some of the proposals for current cost, replacement cost or other revised
methods of accounting may be reasonable for tax purposes ; others may not. Thus
far, no comparable analysis is being undertaken regarding the concept of taxable
income under inflation. I urge that a project be started promptly, either alone or
in collaboration with the existing ones on financtal accounting.

One particular aspect of our economy is especially vulnerable to new policies
in tax administration. Business investment abroad is a source of foreign ex-
change and a basis for domestic employment to produce the exports associated
with subsidiaries and construction projects abroad. But new rules imputing
housing and other expense allowances to U.S. employees as part of their tax-
able income are not only a rather ridiculous extension of the concept of taxable
income. They are a major deterrent to continued participation in economic
activities abroad, particularly in the Middle East where living costs are notori-
ously high. It is certainly not in the national interest to allow a grasping tax
administration which looks only at revenue and some abstruse concept of all-
inclusive income to make the United States non-competitive in this and other
parts of the world where our presence is both economically and politically
important.

Legislation proposed in past Congresses for premature taxation of income
earned by foreign subsidiaries of U.S. corporations before receipt by the U.S.
parent would place U.S. business at a competitive disadvantage. No other coun-

. try has or, so far as I know, contemplates similar taxation. If enacted, it would
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be another example of satisfying a theoretical objective of all-inclusive taxation
at the expense of national well-being.

Two unfortunate and somewhat dangerous sentiments seem to have great
influence on economic policy, including tax legislation. They may be noted in
conclusion. The first i{s an excessive egalitarian attitude. ™he second is a is-
conception of the extent and funection of profits—and resen..- ent at any increase
in profits. Both arise from what is sometimes called the politics of envy, arising
from what has been referred to elegantly as the revolution of rising entitle-
ments-—or less elegantly as mean-mindedness.

The egalitarian attitude is carried so far in some theories and ideologies that
“welfare” is deemed to be increased even if everyone is worse off, so long as
those at the top are pulled down proportionately more than those at the bottom.
It is doubtful that this extreme position would find widespread popular accept-
ance if formally presented in such strong terms, But policies designed to pull
down those at the top seem frequently to be adopted intentionally or uninten-
tionally without regard to their adverse effects on everyone, as substitutes for
effective means to raise those at the bottom.

Tax reductions of 1974, for example, were based on a totally erroneous belief
that progressive income taxation made the burden of inflation proportionately
heavier on those in lower tax brackets than on those in higher brackets. The
error arose from superficial analysis which measured the effect of an inflation-
ary rise in incomes only on the tax burden itself when what is really significant
is the effect of a tax increase on an existing net income. The difference in im-
pact can be dramatically shown by noting that an equal 50 percent increase in
the tax rate would raise the bottom rate of tax from 14 to 21 percent, reducing
net income from 86 cents to 79 cents or by only 8 percent, while the same pro-
portionate 50 percent increase in the top rate of 70 percent would push-it to a
more than confiscatory rate of 105 percent.

The significant burden is clearly the impact on net income. This point was,
apparently, never even noted in the discussion of legislation for tax relief. Those
who were most hurt by the combination of progressive taxation and inflation
had reason to be doubly resentful of the fact that tax relief not only passed
them by but ignored the reality of their situation. Inadvertent egalitarian
legislation is more to be resented than avowed egalitarianism.

Much has been said about the importance of profits as the principal source
of new equity capital and the necessary inducements to invest such capital ns
is available in business activities which are inevitably risky. With higher in-
terest rates existing under the impact of persistent inflation, the levels of profits
must be allowed to rise to justify business investment instead of passive invest-
ment in fixed-incoine securities.

The inadequate level of existing profits—and prospective profits—is dra-
matically revealed by the fact that in many companies the best and most profit-
able use of corporate funds is to purchase a company’s own stock in the market
and retire it. That this is not done more frequently may be evidence of a hope
of eventually attaining a profit level which will justify additional investment.
Or it may be evidence that directors and managements think and act in terms
of what is good for the company as a separate entity, regardless of the twell-
being of stockholders. Though concentration on what is good for the company
is clearly good the the country in such cases, stockholders may increasingly
realize that partial liquidations of their companies would be more in their in-
dividual interests and insist on withdrawal of capital through stock retirement.
Lest this happen to a greater extent than it has thus far, public attitudes and
government policies, including tax legislation, should recognize that both the
absolute level and the rates of profits must rise to justify continued access to
and investment of new funds in an inflationary economy.

The need for higher prospects for profits is particularly important to justify
investment of capital and effort in new business ventures—and to maintain their
continued independent existence. New and relatively small independent busi-
nesses are a source of much of the initiative in our economy. Even more im-
portantly-they are principal sources of social and political stability and strength
in our nation. In many respects the Congress has made our tax laws less onerous
on small business than on larger corporations. But much more needs to be done.
On this subject, as on so many other aspects of tax and economic legisiation, we
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need a broad social and political perspective, Political economy—rather than ab-
stract economic theory or an obsession with maximum productivity—should be

the foundation for economic policy.
Senator Byrn. The next witness is Dr. Gary Fromm, Stanford Re-

search Institute.
Welcome, Mr. Fromm,

STATEMENT OF GARY FROMM, STANFORD RESEARCH INSTITUTE

My, Froya. Mr. Chairman and members of this distinguished
committee, it is indeed a privilege and a pleasure to appear before
this committee to participate in a discussion of measures especially
important to a tax program which would stimulate capital formation,
economic growth, and employment.

As I understand the charge to each of the witnesses, we were to
address ourselves to those issues and not to many others which have
been touched on here this morning.

Senator Byrn. You may proceed as you wish. You may further
identify your connection. 1

Mr. Froymu. Certainly. Thank you for the opportunity.

I currently am the director of the Center for Economic Policy Re-
search of the Stanford Research Institute here in Washington, D.C.
I might also add that the views I express here are not necessarily those
of any other staff members, officers, or directors of the Stanford Re-
search Institute. Research underlying my statement before this com-
mittee was, in part, supported by the National Science Foundation.

Senator Byrp. You are speaking for yourself?

Mr. Froary. That is necessary when one speaks as a staff member of
a nonprofit organization. Moreover, others within SRI may not wish
to be associated with my views.

Review of earlier testimony before this committee during May 1977
and other recent statements by knowledgeable observers makes it clear
that a bipartisan consensus has developed on the need to encourage
capital growth. Some academic economists and consumer advocates
do not agree with this conclusion, but they are in the minority.

Reasons for stimulating and removing impediments to savings and
investment range from requirements to increase energy supplies and
provide for more efficient energy use to goals for raising living stand-
ards quantitatively and qualitatively. The allied social target of low-
ering unemployment rates to 5 percent or less will also necessitate
strong investment performance.

Last fall, forecasts of U.S. economic growth over the 1975-85 in-
terval were solicited from leading organizations in this field, including
services such as Chase Econometrics, Data Research, and Wharton
‘Econometric Forecasting Associates. Also included were forecasts of
a significant number of private industrial and commercial companies.

While the sample of 22 respondents is small, it is felt to be repre-
sentative of the range and character of the “best” and currently most
widely used economic projections for the next decade. A summary of

results may be found in table 1.
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TABLE 1.—U.S. ECONOMIC GROWTH, 1966-85

Compound annual rates of change (percent)
Median forecasts

HM07
1966~15 1975-85 1975-80 1980-85
GNP e m e ——— 8.1 9.6 10.8 8.7
Real GNP_.._.______._ 2.2 4.1 4.8 3.5
Infiation (GNP defiator). 5.8 53 57 50
Real capitol formation. . 4 5.? 7.4 4,2
Real disposable income. ... ... 3.2 3, 4.2 3.3
Real net exports/total real trade? 3.7 6.4 . , 1.3 5.1
Real exports. 6.5 143 4.3 4.3
Real imports - 4.1 6.3 1.7 5.1
Government real expenditures:
Federal. . . e eeancm——a—aa -1.8 118 1.9 1.6
State and local. 3.9 33.4 3.3 3.5
e Population. ... ... .9 Lo 1.0 1.0
Labor force.. ... 2.2 L5 L9 1.3
Unemployment rate 5.0 5.7 6.5 5.0
Employment.._____ L7 2.0 2.5 1.5
Productivity 8. .5 2.3 2.3 2.1
Money supply. .. 5.9 17.0 7.6 6.6
Azabondrated _________________. [, 7.1 8.3 8.8 8.0
Average Government surplus or deficit;® - _
L ~15.3 -39 ~37.9 =25.0
Stateandlocal... o iiinaaean 4.9 1140 14.6 13.3
As percent of GNP
1966-75 1976-85 1976-80 1981-85
Gross private domestic investment. ._.___._......__... 15.1 16.2 15.6 16.9
Nonresidential................. 10.2 112 10.9 11.6
Inventory. : .7 .9 1.0 .8
Residential 4.2 3.9 4,0 3.8
Total savings. . 15.1 16.2 15.6 16.9
Business 1.0 1.9 1.3 12.7
Personal_ _ 4.9 4.9 5.0 4.8
Government.. ~10 37 ~.8 ~.6
Federal_.___. =14 ~-11 ~L5 ~.8
State and local .5 .4 .5 .4
Other..... e emeemm e necemmemmmen e eamm—n Y .1 .2 .1
GNP by expenditure:
Gross private domestic investment. 15.1 16.2 - 15.6 16.9
Personal consumption expenditures 62.6 62.0 62.8 61.3
Net exports_..._.__.._.._...... .5 3.3 .2 .3
2.9 21.4 21.3 21.4

Government purchases. .

1 Derived from real GNP and inflation rates.
2 Percent of average levels of real net exports to total real trade (not rate of change).

3 Average of 2 periods medians, ) )
¢ Averages of annual rates of all i;oars in each period (not rate of changog.

$ Maasured as real GNP per employee. Annual rate of change for 1966~73==1.2 percent.
¢ Averages of annual surpluses or deficits in billions of dollars.

Source: Derived from Gary Fromm, “Forecasts of Long-Run Economic Growth’ in U.S. Economic Growth From 1976 to
!9%6: P{g;gocts, Problems, and Patterns vol 6-Forecasts of Long-Run Economic Growth, U.S. Joint Economic Com-
mittee, 1976.

In general, most of the forecasters see a favorable picture for out-
put, inflation, and incom: over the period. The median forecast for
the annual compound growth rate for real GNP is 4.8 percent for -
1975-80 and 3.5 percent for 1980-85. These rates exceed those of most
5- and 10-year postrecession intervals following World War II. Some
forecasters anticipate a recession in 1977-78 or 1978-79, which lowers
output during those years and 1980, and 1975-80 growth rates. In all
these cases, the recession is attributed to reactions to a tight monetary

olicy which the Federal Reserve is expected to undertake during 1977
1n an attempt to lower inflation rates. .

I might add that these forecasts were prepared, of course, before
the Carter adminstration was elected and before its economic policies
became evident. Currently, on the part of some forecasters, thero is
concern that the fiscal conservatism of the Carter administration may

"782-201 0-17 - 16
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glso fontribute to the possibility for recession before the end of this
ecade.

With respect to capital requirements, most of the studies surveyed
show a significantly higher proportion of GNP devoted to investment
in 1975-85 than in 1966-75. Despite substantial differences in these
predicted proportions, in other GNP expenditures shares, and in nomi-
nal and real GNP growth rates, there appears to be a consensus on a
number of points: .

One, the cconomy has the ability to generate sufficient savings to
meet investment needs of the next decade, including increased outlays
for energy conversion, pollution abatement, and capacity expansion.

Two, to make this possible, Federal expenditnures should be re-
strained so that current high deficits are reduced and Government
saving is raised.

Three, individual income tax cuts will be needed to offset a pro-
gressive tax rate schedule and limit reductions in real consumer pur-
chasing power arising from inflation.

Four, monetary policy should be accommodating and should not
fgs{er but seek to prevent episodes of highly restrictive credit. avail-
ability.

Five, the principal problem is financing increased investment in
a highly uncertain inflationary setting when business exposure to
working capital needs are swollen, historical depreciation falls short
of replacement costs, growth in nominal retailed earnings is insuf-
ficient to fund much higher capital outlays, and relative rates of
;'etlg:n are too low and risk too high to attract much greater equity

unding. :

The %ast conclusion holds notwithstanding the 1976-77 stock mar-
ket recovery, improvements in conditions for equity finance, higher
corporate margins and profits, and extension of the investment tax
credit at a 10-percent rate.

Incidentally, there is no paradox in the condition that Mr. Jane-
way cited earlier in his testimony about the excess of loanable funds
that banks now posses. The economy has come out of a recession. Cor-
porate profits have recovered greatly. Dividend payments generally
adjust very slowly. Therefore, last year the dividend payout rate,
which generally has been true in this kind of cyclical situation, fell
from its usual rate of about 50 percent to 40 percent. This left corpo-
rations with a large amount of liquidity and greatly decreased needs
for bank loans to finance inventories.

Despite greater future internal cash flow and ease of equity finance,
larger resort to borrowing will be required in the years ahead and
debt/equity ratios are predicted to rise. For some companies and sec-
tors these already are at high levels and both borrowers and investors
are exposed to substantial risks of default. If investment can be ac-
complished only by further weakening of financial structures, many
companies may decide to forgo capacity expansion even in the face
of strong demands for their out ]puts. )

This situation does not apply to all industries, but it is especially
severe for sectors whose rates of return are below average, and whose
prices or returns—profit rates—are subject to a high degree of Gov-
ernment regulation. Transportation, electrie utilities, steel, paper, and
a few other industries may be particularly hard pressed by finances,
demand, and environmental and safety requirements. Uncertainty as
to the course of future Government actions, especially on the regula-
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tory front, provides a further significant deterrent to place such ad-
ditional capital at risk.

Various proposals have been made recently to modify the Federal
tax code so as both to inject a degree of reform in selected inequities
and inefficiencies—such as the “double taxation” of income—and to
stimulate investment outlays. While virtually any tax reduction would
tend to increase investment to some extent. there are large disparities
in impacts on capital spending of different alternatives,

The temptation may be strong to justify some tax proposals on
grounds of investment effects, but this should strongly be resisted
when the primary consequence is redistribution of tax burdens.

The converse also holds: If the goal is to stimulate investment,
measures that would do so directly should not be unduly castigated
because they result in limited shifts in the relative distribution of
business and personal taxes. . -

Estimated impacts on revenues and fixed investment of selected
revisions in the Federal tax code are shown in table 2. The revenue
impacts are those that were estimated by the Joint Committee on
Taxation of the House Committee on Ways and Means. The invest-
ment impacts are my own estimates, partially based on my research
and partly based on research of others that is cited in the Ways and
Means Committee report.

TABLE 2.—~REVENUE AND FIXED INVESTMENT IMPACTS OF SELECTED FEDERAL TAX REVISIONS FOR 1976 {NCOME
LEVELS

[In billions of dollars]

Revenue Investment
effect t impact?

lnto;gation of corporate and individual taxes:
ividend integration 3. ... .. iciiciamcmnciceacencaacananonn
Dividends and retained earnings ¢ .. ______...... N .-
No integration—Corporate changes only:
Dividend deduction (or corporate profits tax cut) &
Repeal investment tax credit. .. ..............
Repeal asset depreciable range (ADR). .
gaw} surtax to;:om mlmt._ ...............
epeal percentage depletion
Repeal stc ................................................................
Addendum:¢
Nonresidential fixed investment. ... ... ciiiiiiiiiiiicancanecnnaann 160.0
Structures............ paveenaenan $5.3
Producers’ durable equipment... .. . 104.7
Corporate profits before tax. 147.9
Profits tax liability

Eat

B o gy
Tty gown
courno wvo
pilile o+
J 1 wrpSe.

N-OoOoOoOo oo

BERY
LYoy

Undistributed profits.
Federal personal income tax payments..

—

1 Source: Staff of Joint Committee on Taxation, ‘Tax ch;l;cy and Capital Formulation,'’ report to the Task Force on

Capital Formation, Committes on Ways and Means, April 1977, ) . .
followi tions: marginal p ty to

7 Author's estimates of total long-run impact, derived under the [ p y
i ropensity to consume with respect to

with respect to dividend payments to taxable individuals equal 0.6; marginal J) !
dividend and retained earnings payments to taxable individuals eqqn‘s. 0.5; dividend-payout ratio equals 0.5; inventory
investment as proportion of total investment equals 0.1; working capital investment as proportion of investment equals 0.1;
proportion of dividends paid to tax pt organizations, pension funds, and foreigners equals 0.2 with these groups having
an ovesall average marginal propensity to save in forms later devoted to fixed investment of 0.5; average marginal tax rate
on individual recipients of dividends equals 0.4: impact of investment tax credit and depreciation deduct timated
from sources in report cited in footnote 1 and author's other research; dividend payout ratio of corporations with taxable
income less than $50,000 equals 0.3. ) X ) X

3 Includes repeal of dividend exclusion. Estimate based on exact method with averago effactive tax rates, Addition of
eligibility of tax exempt organizations, pension funds, and foreigners would add $2 to $3,000,000,000 to revenue loss. If
ma&iom rate of 48 p t were applied instead, revenue losses would be $14,000,000,000 from taxable shareholders and
$7,000,000,000 from tax exempt shareholders. R . o

¢ Includes basis adjustment in red future capital gains. With a cut in top bracket individual rates from 70 to 50

percent and additional accelerated depreciation for corporation, total revenue loss equals $5,000,000,000.
& Includes repeal of dividend exclusion. If hmited to dividends paid to taxable shareholders, gyenue foss equals

$12,000,000,000.
¢ Source: ‘‘Survey of Current Business,’’ Apni 1977,
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Per dollar of lost revenue, the most effective investment stimulus—

assuming the economy is not at full employment—is the investment
- tax credit. Next in effectiveness are revisions in depreciation provi-

sions. This is not surprising since both measures are tied directly to
capital outlays. Given the structure of present rates, lesser impacts
on investment result from various schemes to integrate corporate and
individual taxes or reduce corporate profits taxes. If investment
stimulus is the only goal, the rank order of preference for changes in
the tax structure is as follows: :

No. 1, increase investment tax credit ;

No. 2, liberalize depreciation allowances;

No. 3, lower corporate taxes via rate reductions or dividend
deductions;

No. 4, raise corporate surtax exemptions;

No. 5, integrate individual and corporate tax treatment of dividends
and retained earnings while lowering individual tax rates;

No. 6, integrate individual and corporate tax treatment of dividends;

an

No. 7, liberalize DISC or percentage depletion provisions,

For comparable Federal revenue losses, raising the investment tax
credit or depreciation allowances has roughl, twice the impact on
investment as does lowering corporate profits taxes.

There are other possibilities for tax code revisions that would
stimulate savings and investment. Incentives for broadening and deep-
ening equity ownership by individuals in small and large business
probably would lead to greater capital and output growtl. Another
measure that should be considered is a basic overhaul of accounting
practices together with fundamental changes in the tax treatment of
capital gains and losses and depreciation allowances. This is especially
important in an inflationary setting when historical cost accounting,
the present standard for corporate reporting to the TRS and SEC,
yields biased and inconsistent conclusions about profitability and re-
turns on investment,

Previous witnesses all have commented on that. One would hope the
Congress as well would help to stimulate adoption of replacement cost
accounting provisions. There is a fair amount of controversy in the
accounting profession. The old guard is hanging tight to historical
cost accounting. It is turning out to be a battle to get replacement cost
accounting principles accepted, and some push from this committee
might bring about reforms which are badly needed.

Unfortunately, research on taxation under inflationary conditions,
on the impact to tax incentives on savings and investment, and on many
other related economic stabilization and growth issues, has been ex-
tremely limited. Estimates, such as those presented here, are highly
tentative and subject to large error. This committee is to be commended
for holding these hearings and for its interest in the subject. However,
it should also be urged to examine the adequacy of research funding
in this area and to exert efforts to assure more substantial support.

Senator Byrp. Thank you, Dr. Fromm.

Senator Roth has another committee meeting, so I will yield my
time to Senator Roth at this time. )

Senator Rors. Thank you, Mr. Chairman. T appreciate your thought-
fulness in doing so.
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I just would like to bring up a point that I made earlier, and
that is,to emphasize my personal strong conviction that one of the
best. things that we can do for the economy is to have a general tax
reduction both with respect to personal income tax and with respect to
business generally. I am sure that you have heard my comments ear-
lier, there should be a permanent tax cut with a long term objective of
adogt-ing something along the line known asindexing.

This was done by the Kennedy administration in the sixties, as
well as in earlier_years.

I wonder if you would care to comment ?

Mr. Fromu. It is clear that on the individual income tax side, we
will be requiring tax cuts anyway, given the progressive tax rate
schedule and given inflation. Clearly, after you agree that a rate cut
would be necessary, what label you put on it, it seems to me, is rela-
tively unimportant, whether you call that a permanent tax cut, or
indexing, or whatever. _

On the corporate side, it would appear that returns on investment,
within this decade anyway, have been somewhat lower than they were
in previous decades following World War TI. Given those circum--
stances and given the output requirements of the economy, the goals
that we have for lowering unemployment and for improving the
(leity of the environment, and many other targets, it would appear °
that higher returns to business are needed. ,

One way of achieving that would be to reduce their taxes. The ques-
tion then arises, what gorm should that tax cut take? One possibility
is to reduce the corporate income tax. But, if your intent is to stimu-
late investment, then the corporate income tax is only half as effective
as an investment tax credit. That is a choice the Congress will have to
make. They will have to consider the trade-offs that are involved,
because if the investment is really desired as a social goal, then it
ought to make the tax choice consistent with realization of that goal,

enator Rorr. On that point, it is my understanding that Sweden
has gone a very long way in liberalizing depreciation allowances.

Mr. Fromu. I am not familiar with the tax code of Sweden.

Senator RorH. I agree that it is not so important what you call it,
but the fact that it is intended to be permanent has some significance
with what we do.

Mr. FromM. Yes. I think the intent should be clear. If it is a tem-
porary cut, one would not get-—we are now talking about a business
tax deduction or credit—the same investment stimulus that you intend
with a permanent cut. )

Senator Rora. If I understand the thrust of your testimony, you
generally agree that there needs to be individual income tax cuts as
stated in your paragraph 3, on page 2. As far as business is concerned,
you would probably place higher priority on an investment tax credit

-or liberalized depreciation alﬁmaﬂce than on a general rate reduction ?

Mr. Fromum. That is correct.

Senator Rora. Thank you, Mr. Chairman.

Senator Byro. Senator Packwood ?

Senator Packwoop. I have no questions.

Senator Byro. Senator Long?
Senator Lone. I would just like to ask the witness about one thing,

and I see Mr. Cohen here. I would like to invite him to give me his
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thoughts on this too. Here is something that very much concerns me.

It seems to me that proper tax policy should try to take this into
account. Revenue estimates have a way of being very, very far off
base because of the failure to anticipate everything that happens. We
are now estimating that the investment tax credit is costing us about
$9 billion in revenue.

Now, when we put the investment tax credit on, we estimated that
we were going to lose about $5 billion because it was a smaller economy
at that time. Instead of losing the money, revenues went up in cor-
porate income tax collections. - .

Then we thought it was overheating the economy. We repealed it.
Wo thouglit that the Government would take in more money, but in-
stead of making $5 billion, we lost $5 billion.

Then, after awhile, we thought we made a mistake, so we put it back
on and again, instead of losing us money, it made us money.

Then, after awhile, we repealed it again and it did just exactly the
opposite from what it was estimated to do again by about the same
amount.

1t seems to me, if we take all factors into account, we wind up with
the conclusion that taking the investment tax credit alone and looking
at it by itself, it is not costing us any money because the impression I
gain from it is that it stimulates the economy to the extent, and brings
about additional investment to the extent, that it makes us money
rather than loses us money.

It has convinced me that something has to be done to try to find
somebody who knows more about how to put information in the com-
puter so that we can get more accurate answers, otherwise I am afraid
that we are moving on bad advice, which tells us this thing that
stimulates the economy is costing us money, when the sum totafleﬁ'ect
is to make us money.

What do you suggest we do about this feedback problem?

Mr. Froyy. One has to take feedbacks into account, that is clear.
The precise estimates that you give, and the analysis that you made,
I think are perfectly correct. If an investment tax credit, or some form
of investment stimulus, is not introduced, I believe in the next year
of two, we will find a much higher rate of unemployment that we
would otherwise experience. Also, we would find ourselves with lower
national income and with lower Federal révenues. Consequently, as
you say, it may be desirable to give away some money to get a lot more
back. Can we estimate how much that would be? I think that we can.

Senator Loxc. President Kennedy, to his everlasting credit, recom-
mended that we reduce that ridiculous wartime tax rate from 90 per-
cent to 70 percent. Do you think that it cost the Government money
to do that?

Mr. Fromat. No; I do not believe that. The amount of revenue in-
volved, first-of all, from 90 to 70 percent is relatively small. The effect

_on stimulating savings and investment probably was significant and

the multiplier impact of that in the long run would probably create
more jobs, more income, and higher taxes. oo
Senator Loxa. It just seems to me that at a 70 percent top individual
tax rate, businessmen would be more encouraged to make investment
and pay the tax. With a 90 percent tax, people were just en%t(a;ged in
all sorts of economic waste. I have told the story many times about the
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poor fellows who met down at the Mayflower Hotel during the war

when they had that 90 percent excess profits tax on. A fter a few rounds
of drinks, one decided to break it up and go home. One fellow said,
let me have the bill. He said, I'm in the 90 percent tax bracket; it
won’t cost me but 10 cents on the dollar. The other fellow said, no,
let me have it. I'm on an expense account. It won't cost me anything.

The other fellow said, let me have it. I have a cost-plus contract,
I’ll make a 10 percent profit.

A great number of these pension plans for executives started at that
time. The companies were buying company aircraft just because they
needed a deduction. -

One has to wonder if that 90 percent tax rate made us any money at
that time, I do not think we made any money with a 90 percent tax
bracket. I do not think we make any money with the 70 percent tax
bracket. It would be my guess that 1f you reduce your top rate to 50
percent, you actually would make money with it because people, rather
than just leaving money sit idle or wasting it on non-productive ex-
penditures would put it into productive investments,

Apparently the Treasury method of estimating is. if a businessman
does not put his money in this, he will put it someplace else. I do not
think it works that way, from my own experience. My guess is that
there is a tremendous amount of capital sitting idle because of a
counterproductive tax rate. I can show situations, including my own
situation, where I would be paying more taxes—making more money
and paying more taxes—with such resources as I have available, if
the tax were not so high.

As it is, it serves the purpose to create some good will, to have people
pay me less and make money on me, bv making money on funds in a
savings account or checking account, by lending those funds out to
others, and we end up with less tax ultimately paid to the Treasury.

Those things tend to add up, on balance, to a real loss of money at
a 70 percent tax rate, where a lower rate would bring more money to the
Treasury.

I Woufd like your reaction to that.

Mr. Froat. Of course the maximum tax rate on earned income is
50 percent, not 70 percent.

enator Long. Investment income.

Mr. Frodx1. Senator Byrd asked some questions about capital gains,
Under current law, the maximum tax on capital gains, given an indi-
vidual in the top 50 percent bracket for earner income, the 70 percent
bracket for total income, and minimum tax provisions, would be 49
percent. This is just about the same, of course, as the maximum rate
on earned income of 50 percent, so the differential between capital
gains and earned income is not very large. )

You are not going to gain very much by raising the tax on capital

ains, and it would probably cost a great deal in terms of savings and
nvestment incentives.

Senator Lona. When you have a tax on capital gains of 49 percent,
a lot of people are going to freeze up their assets and not move them,
just sit there with them.

Mr. Fromas. That is correct. There is a locking in effect that would
cause people not to shift, just for tax reasons, into other investments.

v
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Senator Lowg. It irritates me, everytime I pass by a large piece of
property, virtually in the center of my hometown. I‘Xuton ouge, La.,
that was use ! for a cow pasture until recently. I am not sure what they
are using it for now. There is 1,000 acres in the middle of a town of
approximately 300,000 people.

Yon ask the people, why don't you develop it? They say, the tax
(\iv_t(\iu_ltd be prohibitive. They would loose too much taxwise if they

id it.

When our tax law becomes counterproductive, it seems to me that
we ought to do something about it. We are defeating our own purpose.
The purpose is to make money for the Government, to do it in the way
that does the least harm to the cconomy and, hopefully, the most good
for the economy. ‘

I wonder if you could give us any suggestions as to how we might
find some way to have Treasury more correctly give us feedback.
~ Mr. Fromm. In the economics profession, we have been construct-
ing various kinds of models to evaluate economic impacts. The invest-
ment impact estimates I have presented here are based on econometric
models. Much additional research is needed to refine these estimates.
But, it is extremely difficult to obtain research funds, at times, to
conduct this type of research. .

For example, I think it was unwitting, but the House HUD-
Independent Agencies Appropriations Subcommittee, which also has
jurisdiction over the NSF budget, took a large chunk out of a par-
ticular activity within the National Science Foundation Research
Applied to National Needs RANN) program, because there had been
some criticism of the way that program had been administered.

The House committee, I believe, was not aware, when it was making
those cuts, of the full range of research being funded within that
activity. They were concentrating on selective administrative practices
of a few research projects.

It turns out some of the needed research to which you are referrin
is being funded under the RANN programs. This includes the work o
Joe Pechman, for example, on tax policy, and that of Arthur Okun.
It also includes research that I am conducting with James Tobin and
William Brainard of Yale University.

If the House appropriation action sticks on the Senate side and
through conference, and is passed into law, there will be a substantial
port for economic research and, thus, in the amount of

reduction in su% ¢ 1
work that can be done and the quality of expert advice that can be

given.
Senator LonNa. Thank you ve:'ly much.
Senator Byrp. Dr. Fromm, do you think that the Congress made a

mistake in increasing the capital gains tax in 19697

Mr. Fromm. Well, T am not sure about going back to 1969. The
capital gains tax, of course, has been increased now, as I indicated,
for people in all top brackets to 49 percent; for people in lower
brackets, subject to the minimum tax, the maximum tax on capital

gains is 40 percent. ) .
This probably has had some detrimental effect on investment. On

p .
the other hand, there is a trade-off here, to some extent, in terms
of equi&v across individuals in our society. One has to weigh those

S,

trade-o
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Senator Byro. It seems to me, overall, Congress made a mistake in
changing the capital gains rate.

Mr. Fromat. On questions of equity, it is up to the Congress and the
President to decide, or at least are the best to evaluate, social welfare
questions. You are the right person to make such judgments.

Senator Byro. What effect do reductions in business taxes have
upon interest rates? Do they have any effect on interest rates?

Mr. Froat. There may be some effect on interest rates through the
medium of stimulating investment demand. Clearly, there is another
side to this pair of scissors—what the Fed does in respect to monetary
policy. That has a great deal of influence on interest rates. '

It 1s difficult to say where, on net balance, it would come out. With
no change in monetary policy, it is likely that interest rates would
rise somewhat. I think, given the magnitude of likely business tax
reductions, it would be to a modest degree,

Senator Byro. Thank you very much, Dr. Fromm,

The next witnesses will be Dr. Thomas Reese and Dr. Gerard
Brannon, representing Taxation with Representation.

I might ask a question before we start. Which is worse, taxation
without representation, or taxation with no representation ¢

- STATEMENTS OF THOMAS REESE AND GERARD BRANNON,
TAXATION WITH REPRESENTATION

Mr. Reese. My name is Thomas Reese, I am legislative director of
Taxation With Representation, a public taxpayers’ lobby. We are a
national organization based in Arlington, Va., and, for my presenta-
tion, I have distributed to the members of our committee a copy of
our Taxation with Representation newsletter that I ask to be put into
the record.

Senator Byrp. It will be put into the record. )
Mr. Reesk. I also have with us today Dr. Gerard Brannon who is a

person who is well-known to this committee. Dr. Brannon was the
director of the Office of Tax Analysis in the Treasury and has done
research and work in tax policy for many years. :

I would like to have the remainder of all of our time given to Dr.

Brannon.
Senator Byro. You may proceed.

Mr. Bran~on. Thank you, sir. ) i
I hope that I can suggest some different ways of looking at this

tax problem in front of us. I want to look at it from a political stand-

oint. :
P It seems to me that the politics of taxation in the United States has
been a war between what I call facetiously the “redistributors” and
the “growthpeople.” Redistributors think that America will go to
hell in a limousine unless we do things to stop the rich from getting
richer while the poor get poorer. Growthpeople think that America
will go to hell on foot unless we do things to increase the reward for
thrift and initiative.

Redistributors win most of the big battles, like progressive income
tax rates, high rates on corporations, and taxes on property. Growth-
people win most—but not all—of the skirmishes, like rapid deprecia-
tion, tax exempt interest, and investment credit.
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On the face of this, it seems like a compromise, Some think we should
be satisfied with the compromise. We have some redistribution of
income, but not very much, and we have some growth, but the U.S.
growth experience has not been very good either.

I think that this has not been a good compromise. I think we have
managed to select the worst from each side and snatch defeat from the
jaws of victory.

The way I would describe this compromise is starting with this
highly redistributive tax system, we provide incentives in the way of
exceptions from tax for people who do things, like invest. The
structure of this is the people who would otherwise pay most tax get .
the most advantage from the exemption.

Basically, we are creating a system which on the face of it seems
to tax rich people very heavily and then says specifically. rich people,
since we do this through a tax exemption, “we will cut your tax if
vou do things that we want you to do, like buy State and local bonds,
drill oil wells, build machines, things like that.”

One reason to say that this is obviously counterproductive is to
notice that we are concentrating this investment very much on a small
segment of the society. We are basically encouraging rich people to
invest. It is rather like an education policy which decided we will give
full college scholarships to all high school students who have an IQ
of over 130. Pick out the ones who are going to college, and give them
the scholarships. Obviously, this is not going to change our college
edncation system very much.

I think that there 1s an alternative to this way of starting out with
a very progressive system and trying to encourage investment by ex-
ceptions from that. Basically, it would be an effort to think specifically
abou{, devices that encouraged savings and investment by ordinary
people. :

I think there are a lot of things that one can do in this direction. I
will simply deseribe a couple of them in order to emphasize that this
is an approach rather than a highly specific prescription., . .

One a{)prozwh is to adopt a sales tax or a value-added tax that is
specifically a tax on consumption. Most people react to this kind of a
suggestion by saying immediately a sales tax, or value-added tax is
regressive, it hurts the poor. This is rubbish.

You can make the sales tax or value-added tax impact on anybody
you want it to impact on,

For example, to construct a sales tax, or value-added tax that did
not change the progressivity of the present tax system one bit, you
could do the following: provide a refund of the value-added tax paid
on some basic amount of income, such as the income that you would
exempt from income tax.

Above that level, provide that the income tax would be reduced in
each bracket just as much as the sales tax was increased, so that you
still have the same amount of income being paid in each income
bracket, but in every bracket you are telling people that if they save
more, their tax is lower ; if they consume more, their tax is higher.

I imagine there are some people in the world who want a sales tax
because it is regressive. I am not addressing that. I am accepting the
fact that in the politics of our current society we want a system that

corresponds to ability to pay.
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I am simply pointing out to you that you can accomplish this ability
to pay objective and still be concerned with the savings and investment,

Another part of this approach has to do with the corporation in-
come tax. Many other prior witnesses have talked about the double
taxation on dividends. This, to my mind, is an utterly secondary aspect
of the problem of the corporate income tax.

By and large our present corporate income tax is structured so that
it under taxes the investment of rich people and over taxes the invest-
ment of poor people. This comes about because the corporate tax rate
itself, and that is the rate on retained earnings, is lower than the top
bracket rate for individuals.

This is why people organize a corporation in order to save taxes.
This is why you once had subchapter R in the code that permits a
partnership to pay tax like a corporation without having to pay the
70-percent returns that would be applicable to earned income.

Notice for a low-income person who would have a marginal tax rate
of 20 percent or even 0, you say, if you put money into the corporation,
if you buy stock, the return on that money is going to be taxed at 48
percent. That is just a tax at the corporate level and it is going to ap-
ply to the retained earnings of the corporation. The double taxation
of dividends is an aspect of the whole thing that imposes a penalty on
this tax relief, that the investors get through retained earnings. The
proper approach to this is one of the proposals that would look to com-
plete integration of the corporate such as the Carter Commission pro-
posal in Canada in the mid-sixty’s and not simply one that eliminates
the tax on dividends. If you only eliminate the double tax on divi-
dends, you will still have the situation where you are undertaxing high
income investors that are enjoying the retained carnings that would
increase the value of the stock, and you are overtaxing low income
investors. .

I think if you really looked at this clearly you would find areas out-
side of the tax law where our system is presently in a very irrational
way penalizing ordinary low-income people who invest.

It should be obvious that, for low-income people, an important com-
ponent of their savings is deposited in the savings bank and, for heav-
ens sake, we have a law that says you have to limit the return on sav-
ings. We make it miserable for ordinary people to save and some say
turn around separately and see what we can do to make dividends more
attractive.

We offer low-income people a miserable rate of return on Series E
savings bonds and spend all kinds of money telling them to buy this
lousy deal.

We could, in this way, deal with this very serious problem that this
society does want to grow more rapidly. The last portion of my paper
offers some arguments as to why I think we should grow more rapidly.

-I gather from the previous discussion that you are already convinced
on this and that there is no need for me to read that part of the argu-
ment, but notice the typical pattern of testimony that you get here. It
géts rather mixed up, with people who are telling you at the same time
that we want to grow more rapidly, I want you to cut my taxes.

After all, we are not in the situation where any one of us can write
the U.S. law precisely the way we want it. We are dealing with a coun-
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try of over 200 million people and one has to make compromises to get
a government that corresponds to the desires of those people.

That is what taxation with representation is about. I do not want to
tell you that this society would be better off if you cut the taxes on

rofessors—it would, but I am not going to tell you that. I want to put
myself in the position of balancing the interests that you face. We do
have this general concern about redistribution and the way to deal
with this 1s to concern yourself with the savings of ordinary people.

Thank you.

Senator Byro. Thank you, Dr. Brannon.

Would you agree with Mr. Janeway that we ought to allow compa-
nies to immediately deduct the cost of nondiscretionary expenditures
re%uired to comply with the Federal mandated standards?

1r. Brax~oN. No, sir.

I think that the cost of these pollution controls is one of the reasons
why you want to see to it that we have a more adequate level of
savings and investment. Basically, when we say that we ought to

rovide more favorable tax treatment for pollution controls, you are,
1n effect, telling a business if there is some way to produce this product
in a way that does not require pollution controls, you have one sort of
cost reduction. If you can produce it in another way that is basically
dirty and requires a lot of money in pollution control, we will allow
you to write off the investment for pollution control.

You would be in the position of encouraging firms to produce
things in more polluting ways and then incur extra control costs.
Ideally, pollution control ought to be a cost like any other cost, and
if the total burden of it is too heavy, cut business taxes or do other
things to increase savings.

. Senator Byrp. Do you feel that there is a current need to encourage
business investment ?

Mr. BrannoN. Yes.

Senator Byro. What do you feel would be the consequences if the
Congress took no further action in the captial formation area? °

Mr. Brannon. Perhaps the word “need” in the prior sentence was
a little inappropriate. The United States is a very rich country. If we
have less capital formation or if the Congress does not take this
action we will grow a bit more slowly and we will still have full
(famployment whether we grow a little bit more slowly or a little bit

aster.

I think the society would be a little worse off if we did not have
more capital formation, but it is not going to be the end of the world.

Senator Byro. You advocate greater personal savings as a key to
solving the capital investment problems. Is that problem really a
problem of low level of personal savings, or is it a problem of a lack
of confidence by business resulting in the failure to make needed
capital investments?

Mr. Brannon. I do not think that it is a problem of business con-
fidence. On the face of it, we have, at the present time, very high
interest rates, which suggest that there are a lot of people who want
to borrow capital. At present, rates are high so that one cannot say
that there is a great shortage of demand.

Senator Byrp. Senator Packwood ¢
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Sénator Packwoop. I have been reading the Taxation with Rep-
resentation newsletter, which you distributed with your testimony. I
am curious about a couple of things that you mention there. I would
like to ask you about them.

Do you think that generally the depreciation should be based on
replacement costs ¢ :

Ir. BRANNON. I speak for myself on that. »

My own view is that it would be inappropriate to make the correc-
tion ‘only for depreciation. I think that it would be sound income tax
policy to go through a thoroughgoing inflation adjustment which
would correct the basis for depreciation capital gains, and so forth,
and correct the basis for debt. When a borrower pays back inflated
1dollars, he has a considerable gain and the lender has a considerable
088,
If you just make an inflation adjustment for depreciation, to a
very large extent in the building area you will be telling a builder
that he could borrow heavily on the mortgage to get the building.
Then his depreciation adjustment would go up and he would get the
advantage of paying off the mortgage debt with deflated dollars.

All of this is very carefully spelled out in some recent studies of
inflation acjustment, The Brookings volume, edited by Henry Aaron,
discusses this very thoroughly and the suggestion is that, if you had a
thoroughgoing inflation adjustment for both debt and depreciation,
the change in business taxes would not be very great.

Senator Packwoop. I understand your answer, to a grander scale,
is yes. Basically you want to replace current rules with some kind of
depreciation based on replacement costs? 4

Mr. Brannon. Subject to those stipulations.

Senator Packwoop. You are saying you speak for yourself, I ask
your fellow witness if he shares the same view ?

Mr. Reese. We take quite a bit of our advice from Dr. Brannon
and our positions. .

The problem, once you get into any kind of inflationary adjustment,
are you going to do them everywhere and across the board ¢

Senator Packwoop. Let me ask you something. In item No. 7 in your
newsletter, it says you are in favor of realistic depreciation deduc-
tions. What does that mean? :

Mr. Reese. I think in this particular case what we are talking
about, you can see in the area of buildings. Buildings frequently,
when you put them up, do not depreciate over the first 5 or 10
years. In many cases they appreciate. Accelerated depreciation is not
appropriate.

Senator Packwoop. I may be inclined to agree with you, but the
converse of that, those things that depreciate more rapidly than we
now allow, we should change the laws on that also. .

Mr. Reese. I think if somewhere the laws are not currently giving
a good enough depreciation I would agree with that. -

Senator PAckwoob. Is the position of Taxation With Representation
(t)l(;:&depreciabion should roughly be allowed to equal the replacement
Mr. Reese. Noj; that is not what I am saying. I am sorry if I
misunderstood you.



Senator Packwoop. I do not think you misunderstood. Dr. Brannon
shook his head just as you were about to answer.

Mr. Reese. I thought what you meant, if a piece of equipment was
actually depreciating more rapidly than the law was allowing it to
depreciate, if you have a piece of equipment that is going to burn out
in 2 years and the law says it is to be depreciated over a 10-year period,
that, of course, would not be proper to require a company to depreciate
that over a 10-year period when it, in fact, is only going to last
years. :

I am sorry. That is what I thought you were referring to.

Senator Packwoon. If I buy a piece of equipment now for $100 that
will last 10 years. It will ent’up in 10 years, it will cost me $300 to
replace it, roughly the same rate of inflation, doing the same thing.

Do you think I should be allowed to have a depreciation cost of
$300 over 10 years? : .

Mr. Reese. As Dr. Brannon pointed out, if you are going to deal
with that kind of problem, the inflationary problem, you are going to
have to deal with it in all sorts of other areas, otherwise you are going
to be giving a tax break in one situation to solve a problem, but where
there is'an advantage from inflation to a person, you do not deal with
that. Tt is the same sort of problem, I think, that you have in the
capital gains.. -

Senator Packwoon. Let me ask the question again. I agree with Dr.
Brannon that there is no point in allowing the replacement deprecia-
tion costs if vou can use that against inflation to borrow on capital
acquisition. Should not depreciation be roughly equivalent to the
replacement costs?

Mr. Reese. 1 think that we could accept something like Dr. Bran-
non has suggested, so long as it was dealing with it across the board,
and not just 1n individual areas.

Senator Packwoop. Let me ask you another question. The first item
you have on your sheet is tax rate reduction, and you say the lowest
bracket tax' rate should be cut 14 to not more than 8 percent, com-
parable reductions should be made in all other tax brackets. What
should those comparable reductions be?

Mr. Regse. The maximum rate would come down to 50 percent.

Senator Packwoop. What else?

Mr. Reese. From 50 down to 8.

Senator Packwoop. Do you mean to say that the equivalent from
cutting the lowest rate from 14 to 8 would just bring the maximum
down to 50 percent, which is a rate which very few people pay any-
way ? That is your equivalent on the top ?

Mr. ReesE. Yes.

Senator Packwoop. For tax reduction ?

Mr. Reese. Yes.

Senator Packwoon. All right. _

I want to ask one other question. If seems incredible to me. Very
few people pay 70 percent, very few people pay 50 percent now. There
is no tax uction, for all practical purposes, in that kind of a

statement. . . )
Mr. Branwnon. I think you misunderstood his answer. He said the

30 percent tax would be cut also. )
Senator Packwoop. I thought he meant to bring the present 70 per-

cent maximum down to a maximum of 50 percent ¢
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~ " Scénator Byrp. You meant across the board ?

Mr. Reese. Across the board.

Senator Packwoob. Across the board.

What do you mean? .

Mr. Reese. What I meant was that the 70 percent tax bracket that
we currently have would be reduced to 50 percent.

Senator Packwoop. How about. the other tax brackets?

Mr. Reese. All of the other tax brackets would be also reduced
proportionately. , .

Senator PAckwoop. Proportionately to what?

Mr. Reese. Two-sevenths.

Senator Packwoop. Now, can I quote that as the position of Taxa-
tion With Representation ?

Mr. Reese. Yes.

Senator Packwoop. Thank you.

Senator Byrp. Would you yield ?

Senator Packwoop. Yes, .

Senator Byro. So that the committee understands it, Taxation With
Representation favors a maximum tax of 50 percent with a corre-
sponding lowering of all other taxes?

Mr. Reese. Yes.

Senator Byrp. With a two-sevenths reduction down the line?

Mr. Reese. Yes.
We also point out in the rest of the statement that we have to face

the problem of increased deficits. , :

If we continue to have increased deficits, we have to tax people
through inflation. We find that repugnant also.

Senator Packwoop. Let me ask you some questions, if I can. We
always get into this argument about tax loopholes and tax reduction
whenever we have this tax reform battle.”

The position of Taxation with Representation is that all deduc-
tions should be eliminated. You are not talking about gross income,
a simplified tax, are you? = .

Mr. Reese. Legitimate business deductions, certainly.

Senator Packwoop. Let’s talk about personal deductions.

Mr. Reese. Personal deductions, yes.

Senator Packwoop. Which personal deductions should we
eliminate?

"Mr. Reese. I would say practically all of them. I think the pro-
posals in the blueprint for tax reform that was put out by the previous
administration are good agenda for us to look at in thinking about

tax reform. _
- Senator Packwoop., Let me ask you something on personal

deductions——

Mr. Reese. If T just may make a small point, With the correspond-
ing reduction in tax rates——-

Senator Pacewoop. That is what you are going to have to do if
vou are going to get to that two-sevenths reduction. The exclusion of
benefits and allowances—to Armed Forces personnel, would you
eliminate those? '

Mr, Reese. Yes. . ‘

Senator Packwoop. Exclusion of military disability-pensions?

Mr. Reese. Yes.
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SeNaTor ‘Packwoop. Deductibility of nonbusiness State gasoline

taxes?

Mr. ReEsE. Yes. :

Senator Packwoop. Exclusion of scholarships and fellowships?$

Mr. Reese. Yes.

Senator Packwoop. Parental personal exemption for students aged
19 and older?

Mr. Reesk. I believe so.

Senator Packwoop. Deductibility of contributions to educational
institutions? N

Mr. Reese. That is never going to pass, as you know.

Senator Packwoop. Is that your standard of support, whether or
not it will pass? ‘

Mr. Reesk. Those others we have been talking about-——

Senator Packwoop. What I am going to ask is a list of tax expendi-
tures estimates by function. I am going down every one of these that
are personal. Until we got to this one, you said you were going to
eliminate all of them so far. For some reason, you balked at the one
about contributions to educational institutions.

Mr. Reese. The problem there is that there is a philosophical ques-
tion whether this is a consumption item or whether it should be con-
sidered as a nonconsumption item, as Dr. Smith mentioned earlier.

Senator Packwoop. I do not understand what it has to do with the
relevance whether you eliminate it as a deduction or not.

Mr. Reese. If we are talking about taxing people on the basis of
their income and of their ability to pay, the amount of money that
they are contribufing to charity is a question——

S);nator Packwoop. This is educational institutions.

Mr. Reesk. I would say it is a close call.

Senator Packwoop. What about the deductibility of the child and
dependent care expenses?

Mr. Reese. Here you are getting into a question of how the family
should be taxed, the taxing unit, the single, married, all those have to
be taken—- -

Senator Packwoop. Is this a deduction that should be eliminated ?

Mr. ReEsk. Yes, I would say yes, if you deal with the whole ques-
tion of single and married. ' ,

Senator Packwoop. What about the exclusion of employer con-
tributions to medical insurance premiums and medical care? Do you
know what I mean by that? When the employer buys medical insur-
ance on the employees and the cost of the premium is not taxable as

income to the employee. )
Should that be a deduction for the employee? Should that be in-

cluded ¢ V -
Mr. Reese. We could go through every item in the tax expenditure
budget, which I guess is what you are going through.

Senator Packwoop. Yes. o
Mr. Regesk. Tt is really a question of whether we want to eliminate

as many of those as is feasible to reduce tax rates.

Senator Packwoop. Frankly, what burns me--I am de]i;ighted you
are on the record on a couple of these—what burns me is that we go
through tax reform every year and people come in here talking about
the unfairness of the tax code. Close all the loopholes. You leave the
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eople in this country with the impression that if we close all the
oopholes somehow there would be a lot of money to distribute to
everybody else.
hen we start going down the loopholes that we are going to close,
the answer is, “No, I don’t mean that”; “No, I don’t mean that one,”
fllflzll you get down to closing a few loopholes there is not much imoney
eft.
Mr. ReesE. As you notice, I said yes to practically all of them.
Senator Packwoop. I have not gotten to the big ones yet. I want
to go down this list. Those are easy ones, comparatively speaking.
ow about disability insurance benefits under social security, go

you want to tax those?
Mr. Reesk. I am sorry. I would have to look into that more. I am

not familiar with it.

Senator Packwoop. You are on social security. You get injured for
the rest of your life. You get benefits from the social security system.
Should those be taxable?

M. BranNoN. Could T answer that ?

Senator Packwoon. No; I want him to answer, because he is talk-
ing for taxation with representation, but he can look at you.

r. Reese. The question we are talking about here is how to help
disabled people the most——

Senator Packwoop. Do you want to tax the benefits——

Mr. Reesk. If you will let me answer the question.

Senator Packwoop, All right.

Mr. Reese. The question you ask is how best to help disabled peo-

le. Is it to give them a benefit which is of more value to the people
n the highest income bracket or to give peoPle who are in the lowest
income classes, the people who need the help the most, is it to give
them a benefit which wilfhelp them the most ?

The exclusion does not. The exclusion is upside down.

. At the same time, I do not want to be the person who takes some-

thing away from someone who really needs it unless we are, at the

same time, providing something in its place, and I think we have to

think in terms of that, when we talk aﬁout eliminating these tax ex-

. penditures that where there will be a situation where harm will oc-
cur, then there has to be another way of handling these people.’

At the same time, you know, if you have what I admit is an in-
credible, probably impossible, situation or ainusual situation of the
millionaire who is disabled, this is a class of person who would bene-
fit from the situation most. On the other hand, a person who is too
poor to pay taxes, has so little resources, this person is being helped
not at all by any kind of an exclusion.” - A

This is the problem we see with these kinds of tax expenditures.

they are all upside down.
nator Packwoop. Is this one upside down ¢
Mr. Reese. Yes. .
Senator Packwoobn. It is? Should peo({)le be taxed on it, then?
Mr. Rekesk. It should be turned rightside up, yes, A
Senator Packwoop. What does that mean, turned rightside up ¥
Mr. Reese. Yes. The answer to your question is yes, it should be

taxed.

92-201 O - 1717
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Senator Packwoop. It should be taxed. All right.

Social security benefits should be taxed also ¢

Mr. Reksp. I think here it is a question of whether the person has
already been taxed on his portion of whatever goes into the social
security.

. Senator Packweoon. Say that answer to me again.

Mr. Reese. The answer to your question is yes.

Senator Packwoop. I will ask you a couple of more, and then I will
quit. Would you get rid of the additional exemption for the blind ¢

Mr. Reese. Again, are you talking about a millionaire? I am not sure
what Howard Hughes’ condition was toward the end of his life. At the
moment, the law a&?plies equally.

Mr. BrannoN. No, it does not.

Mr. REexse. That is the point. :

Mr. Branwon. This was really what I was trying to make a point
about the topic of the hearing on savings and investment. The way
we do this has helped Keople out of this high income tax. Now what

lqu 3ay is if you are rich, we will give you 70 percent of $750 for being

ind. C .

Sentor Packwonp. All the law does at the moment is say if you are
blind you get an «dditional exemption.

Mr. BrannNoN. That is only valuable if you have income.

Senator Packwoop. I understand that. I want to know if his answer
is that he is going to eliminate it. :

Mr. BranNoN. Yes. :

Senator Packwoop. The last one, would you eliminate the interest
deduction on mortagages, home moitgages?

Mr. Brannon. I would say yes. Also, I would have to follow that
up by sa,{]inﬁ that other types of programs would have to be initiated
to help the homebuilding industry. Again, we have the present situa-
tion where the person borrowing—a situation where the person bor-
rowing $1 million, building a huge home, is going to benefit most by
this. The person earning under $12,000 who is using the standard
deduction is not going to be helped by this kind of program at all.

Senator Packwoop. You think homebuilding and homeownership
would be helped better in this country by direct Government subsidy
than by mortgage interest deduction ¢ .

Mr. Reese. I would say by direct help to people in the FHA loan
programs. That would be a much better way.

Senator Packwoop. I have no further questions.

Thank you for the extra time, Mr. Chairman,

Senator Byrp. Thank you, Senator Packwood.

In reading volume 6, No. 3 dated June 1, 1977, Taxation with Repre-
sentation newsletter, I want to commend your public interest tax-
payers’ lobby for recognizing what many of my colleagues in the Con-
gress do not recognize, namely—and I am quoting from your newslet-
ter—*“A major cause of inflation is excessive Federal budget deficits.”

Then the newsletter goes on to say, “Tax reform cannot be used as
an excuse to add to existing deficits.” T think you are so right.

Also I agree thoroughly with the assertion in this newsletter that
inflation is the cruelest tax of all, and, as the newsletter indicates, a
major cause of inflation is the excessive Government budget deficits.
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I would like to see all the Members of the Congress read this news-
letter of yours in that particular regard. Thank you for your testi-

mox’xxy.
[The prepared statement of Mr. Brannon and newsletter follow.

Oral testimony continues on p. 274.]

STATEMENT OF GERARD M. BRANNON, PROFESSOR OF ECONOMICS,
GEORGETOWN UNIVERSITY

‘Mr. Chairman, The politics of taxation in the U.S. has been a war between
the redistributors and the growthpeople. (Redistributors think that America will
go to hell in a limousine unless we do things to stop the rich from getting richer
while the poor get poorer. Growthpeople think that America will go to hell on
foot unless we do things to increase the reward for thrift and initiative.)

'‘Redistributors win most of the big battles, like progressive income tax rates,
high rates on corporations and taxes on property. Growthpeople win most (but
not all) of the skirmishes, like rapid depreciation, tax exempt interest and in-
vestment credit.

‘(Another team, the Simplifiers, occasionally gets into a fight with one of the
big two. The Simpliflers get creamed every time.)

The big picture of tax politics, today, is a standoff. We have saome redistribu-
tion of income by way of taxes, but not much. We have some growth incentives,
but the U.S. growth rate is not much. This sounds like good old American com-
promise, and, by the ghost of Henry Clay, it should be a happy ending. It's not.

Growthpeople scream about how repressive the tax system is—70 percent rates,
double tax on dividends, 70 percent rates, double tax on savings, etc. ete. The re-
distributors scream about all the rich investors who have slipped out from under
the repression by way of real estate tax shelters, intangible drilling costs, capital
gains, ete. ete,

Instead of constructive synthesis, we have compromised by selecting the worse
from each side. We have managed to snatch defeat from the jaws of victory.

The compromise fatale starts with a highly progressive tax rate schedule and
an anti-business tax structure. Then it cuts loopholes to restore business incen-
tives. This is fatuous, both as equity and as incentive.

A loophole is valuable where the ostensible tax rate is high. Tax breaks on
farm income are pretty useless to dirt farmers. Breaks for shopping centers are
no big deal for middle income investors. It is the investor in the high brackets
who is drawn into agri-business or real estate.

‘While loopholes cancel much of the basic progressivity, they are at the same
time a bad growth policy. Consider a parallel. If we wanted more higher educa-
tion, we could give scholarships of $20,000 a year to high school grads with
IQ’s over 130. This dumb education policy would be just like a tax policy of
incentives by loophole. Both squeeze incentives on a narrow part of the potential
base, the part that likely would have gone to college, or invested, one place or
another anyway.

Recent tax action has been mostly fussing around with this compromise. We
Mmit various tax shelters and impose minimum taxes. At the same time we
create new incentives that pay off mostly for people in high tax brackets.

AN ALTERNATIVE APPROACH

There i8 an alternative to this futility. Various aspects of the alternative are
increasingly discussed by academic economists and there is a chance that they
will have a major impact on the Carter tax program.

The central feature of the alternative approach is to encourage more saving
by low and middle income families. This strategy is fairly obvious when you
recognize that the present compromise 18 a system that discourages saving over
all, then by loopholes, encourages rich people to save and invest.

This statement is not the place to describe in detail the kind of tax law
changes that would implement this strategy.' What can be established here is that
we can simultaneously achieve goals of redistribution and growth, and that

achieving both goals is worthwhile. .

11 de’velop this detail in a forthcoming book “Tax Reform-Justice, Efficlency and
Politics".
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BALES TAX

A simple way to increase saving incentives at all brackets is to convert part of
our income tax into a sales tax. This would tell each family that its tax is lower
if 1t consumes less and taxes are higher if it consumes more.

Most persons will respond that a sales tax is regressive and therefore unac-
cell:g;bllle. If you think about this for a minute you will see as an argument this is
rubbish.

We could in the U.S. replace about half of our fncome tax with a 109 sales
tax (or a value added tax which is just a sophisticated sales tax) without
changing the progressivity of the tax system one bit! All we have to do is
refund the sales tax paid on some basic level of income like the income we
exempt from income tax. (This means the poor come out whole). Then you reduce
the income tax, by different amounts in each bracket, but just enough to offset
the sales tax palid by the average family in that bracket. (This makes everybody
else whole.) At each income level saving is encouraged.

Over half the states already have some technique for refunding sales or
property taxes to poor people. It is obviously a tricky job but we have a lot of
experience on how to handle it. Between welfare, foodstamps and social security,

we already have the channels to make refunds.
INTEGRATION

This shift to a sales tax i{s only one way to make savings more attractive to
low and middle income people. Another is\to integrate the corporate income tax
with the personal income tax. To my mind the most serious problem with the cor-
poration tax is that it overtaxes the corporate income earned on savings of low
and middle income people and it undertaxes the income earned on investment of
high income shareholders.

When the income on a share of stock owned by a retired school teacher pays
a 48 percent corporate tax, there should be a refund when the teacher is only
in the 20 percent rate bracket. If this share is owned by a scion of wealth in the
65 percent bracket there should be more tax to pay.

(If it surprises you that our way of taxing corporations can create tax relief
for wealthy investors, despite the double tax on dividends, just recall those
stories about highly paid entertainers who incorporate themselves to save taxes.
It works.)

These approaches to tax reforms are different from the present game of
creating new tax deductions for savings, like Keogh plans, and IRA’s. Since
these loopholes are deductions against a progressive tax, they are more valuable
for rich savers.

Along with a new tax regime, we would do well to get rid of a number of
other practices that discourage saving by ordinary people. If you think about
it, a very large portion of the savings of ordinary people is in savings accounts

in banks. We have laws limiting the interest return that banks can pay! The
Treasury Department spends millions of dollars every year on advertising to
con ordinary people into buying U.S. Savings Bonds which carry a miserable

" rate of interest.

I think most readers will grant that our laws, including our tax laws, can be
changed so as to increase the rate of saving by low and middle income people.
The other question that should be faced is whether this s a good thing to do.

One easy answer is based on the political analysis with which we started. If we
shifted some savings incentives from rich people to low and middle income people,
we could get more redistribution and just as much growth,

_ The nub of this political answer is my flat prediction that the redistributors
al concern for

don’t have enough political clout to overcome the widespread politic
some growth policy. It was not reactionary Republicans that first pnl)p;)stedtghe
P wWAaSs Kennedy D g P pY 8 _administration

& a2 3 s + [ D118
one of the few tax policies that President Ford and the Congressional Democrats

could agree upon was raising the investment credit.
" fPhere is, in addition, & more upbeat answer than this political one. It is
consistent with the basic desires of the American people that we should have a
higher rate of economic growth, that is, more saving.

1 willingly concede that many social “leads” can be associated with a rapid
rate of growth, urban congestion, pollution, exhaustion of raw materials and
so forth. I would insist, however, that these “bads” are basically associated with

high rates of growth of consumption.
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If we want less pollution this will be achieved by performing our economic
tasks in less polluting ways. Power plants with stack gas cleaners require more
capital than polluting power plants. Sewage treatment plants absgorb more
capital, that is to say, savings. \We can develop energy substitutes for scarce oil
and gas but these take more capital. We can develop mass transit systems but
these also take capital (as we have found, much capital).

I think the path to building a good society is one that is characterized by using
more of our income to provide a more people-oriented capital structure. This
would be a capital structure that calls for less labor time, that is less polluting,
and is less demanding of scarce resources.

We can have such a capital structure which is largely owned by ordinary
people, The political argument about growth policy is as bitter as it is because
of this mistaken view, incorporated in our tax policy, and in much of our
culture, that growth policy means encouraging savings by the rich.

When the savings issues are separated from the distribution of income issues
we can look at many questions more clearly. In December a labor union-sponsored
conference in Rye, N.Y. was highly critical of foreign investment by U.S. multi-
national firms on the ground that this exported productivity increases that could
have been enjoyed by American workers if the investment had taken place here.

This analysis is essentially correct as to its prediction of the effect of invest-
ment, but it is a remarkably selfish policy of take care of ourselves and let
the third world starve. .

I see the selfishness growing out of two circumstances. In the first place
there is a concern about there not being enough capital to go around for both
adequate domestic investment and a decent level of international investment.
Secondly, labor sees investment as something. “they” do, not as something “we"”
do. More savings and investment is not an attractive policy in a total social
system which features savings incentives by loopholes for rich investors. But,
as we have seen, it doesn’t have to be this way.

Another, bogey-man, lurking in this savings question is the largely mistaken
notion that only consumption creates jobs. This is patently nonsense. We can
have jobs making pollution control equipment as well as jobs producing more
dirty power. If one needs a demonstration, for the last quarter century Japan
has maintained a higher savings rate, and less unemployment than the United
States. By all accounts Japan has much pollution, but my argument is that this
is a matter of what we do with our capital. We can grow sensibly.

Basically I see tax reform as a major issue before the Congress because taxes

are damned important. They absorb one-third of the gross income that the
Socialist economy) income

society produces. In a market economy (and even in a
has a great deal to do with our economic activity. We do a lot of things simply
because we get paid to do them, and when the pay isn’t enough we quit or strike.
We buy more of things when the price goes down and less when the price goes up.
It follows that how the government takes this one-third of the income stream,
which incomes it reduces, what prices it drives up, will have a lot to do with
the kind of society we live in. Better tax laws can give us a better society.
Attached is a study I did for the Joint Economic Committee on the Impact of
Federal Taxation on Aggregate Savings and Investment (U.S. Economic_(}rowth
from 1976 to 1986: Prospects, Problems, and Patterns, Volume 3—Capital, pp.

83-44). I ask that it be printed as part of the record.

-
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THE IMPACT ON FEDERAL TAXATION ON AGGREGATE
SAVINGS AND INVESTMENT

By Grrarp M. Branxon*

SuMaary

People who tell you some rate of savings or some rate of economic
wth is “required” are frauds. Whether we should have more, or
ess growth is a matter of choice. Tax policy is 8 way that government
can influence the private decisions which constitute our growth rate.
Heretofore our tax policy has incorporated a number of highly pro-
ive features which could, if allowed to operate, bring about much
income redistribution. The government, Congress and Administration,
have built into this many growth incentive devices nearly all of which
serve to reduce the taxes of the rich, who get the largest tax incentives. -
The paper demonstrates that if the society wants a faster growth
policy it is possible to achieve this without tax policies that undermine
progressivity. The proper direction in which to go is to seek policies
which increase the savings on low and middle income taxpayers.

_ One specific way to change the present tax structure is to change
part of the present income tax into a value added tax or general sales
tax. It is demonstrated that this change does not make the tax system
more regressive, (That the sales tax is regressive is a bit of cultural la%
:hat is emphasized by people who don’t bother to think about the tota

ax system. . -
Another l)mportant way to change the present tax structure is to inte-
gate the corporate income tax with regard to retained earnings. The
widely held view that the only thing wrong with the corporate income
tax is the double taxation of dividends is quite inadequate. The present
treatment of retained earnings under taxes rich investors and over

" taxes poor investors.

Both of these proposals rely on a judgment that a¢ lower wealth
levels savings increase in response to higher rates of return after tax,
We think the inconclusive evidence from studies of the response of
aggregate savings to rate of return pick up an income effect which
operates only on large wealth holders. Raising their rate of return sub-
stantially increases their permanent income and could lead to higher
present consumption. This effect should not operate on people whose
initial wealth is small, ‘ -

A third way to increase savings of low income investors is to con-
vert the Social Security System to more reserve financing vhich would
permit liquidation of some publicly held federal debt with those funds

*Professor of Economice, Georgetown University. T wish to tuank Douglas Brown for
comments on the paper without committing him to the conclusions.

Reprinted from “U.8. Economic Growth From 1976 to 1986: Pros; 5 Problenu,'and Patterns,” Volume 3—Capital,
Joint Economic Committee, November 15, 1976
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going into private investment. Since government will, through taxes,
enjoy a gain from the higher private investment, the rate of return on
reserves held by the Social Security System should be considerably
above the long term government bond rate. .

. This paper does not attempt to recommend particular tax rates. This
is inherently a cooperative enterprise. Other ‘rapers in this series will
offer quantitative estimates on how much additional income will flow
from more investment. " Still others will relate to the response of
savings. Still others will relate to the welfare analysis of exchanging
future income for present consumption. Specific recommendations de-
pend on judgments about these issues. The present paper only demon-
strates that growth can be achieved in ways that do not undercut

progressivity in the tax system. - - :

1. Cuorce

. Thinking about tax policy in relation to a social problem emphasizes
tho dimension of choice. We can invest and grow at one rate or another.
It is certainly not the case that we will achieve happiness at a real
growth rate of 414 percent, and misery at rates of 312 percent or 214
percent. It is not obvious that 414 percent would produce more happi-
ness than 214 percent.! ,

The special insight that the economist shonld contribute to the
analysis of social problems is the clarification of the choices that are
open. Certainlv one of the most dectxtive phrases in common use in
connection with growth policy is the phrase “investment needs.”
Whether the real U.S. GN ?’ in the year 2,000 is two or two and a half
times the present level, we do not expect the United States to dis-
appear. : .
ically, the concept of necessity, or needs, refers to an “if” state-
ment. “If the real GNP in the U.S. in the year 2.000 is to be 256 percent
of the 1976 level, then the geometric mean growth rate over the next
24 vears needs to be 4.0 percent per year.” This is a logically correct
sentence because the mathematics of 4 percent growth rate for 24
years produces an increase of 156 percent. :

In common speech, however. people use the word “needs” without

. §pecifyinfq the if clause, as in “The U.S. needs to grow faster.” There

ic no explanation of what will happen if the U.S. doesn’t grow faster.
The analogy is very close to the notorious use of the absolute compara-
ti;;e in advertising. “This soap is better.” They don’t say better than
what. . - ,

The explanation is that in this common speech “needs” is a hortative
word. It is used by a speaker to encourage the listeners to adopt the
speaker’s viewpoint. Most commonly it is used to cover up the a&ence -
of logical arguments as to why this viewpoint should be adopted.?

Putting aside exhortation. the choice involved in economic growth
policy is that if we devote more resources to growth this year we will

1We sre using the annunl percentage rate of growth as an of hand way of referring to
alternative growth policles in the short run. In the long run it is well known that the

ercentage rate of growth is quite ambiguous. .
P Forn general flrlgcuulon of the use of hortative words see C. Stevemson, Ethice end

Language.
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reduce the consumption (public or private) that we would otherwise
enjoy this year and increase consumption in some future years.?

- Since the whole society will be richer in the future than it is now,
it is not obvious that we should sacrifice more to make our children
richer still. Nor is it obvious that we should not. This is the choice.
Hopefully, other papers in this symposium will give us better infor-
mation on the size of future pay-offs from devoting more resources to
growth, as well as forecasts of the future situation if we don’t grow
f;stpr. The function of such analyses is to lead to a more enlightened
choice. )

The economic insight on choice goes further. It is not the case that
the level of GNP in some future year will alone determine the level of
poverty, or the level of environmental degradation or the level of na-
tional defense. Within a growth nPolicy we can pursue alternative
income distribution policies, or alternative environmental policies.
The important thing 1n studying growth is to find connectons between

wth and income distribution, growth and quality of life and so

orth. There is no reason to expect that these connections are simple;

that is, that more growth necessarily means & more unequal income
distribution or & poorer quality of life.

2. TRE PrESENT 'I:n CHoi1cEs—A CASE OF SCHIZOPHRENIA

The Federal government does not make choices for the society no
matter how severe the level of controls enacted, but it does influence
private choices. (A most interesting current development is the in-
creasing reliance on market mechanisms in the Communist world
which can be seen as a move toward influencing private choice as a
reaction to the failure of exclusive reliance on central plannin .‘}m

Private choices can be influenced by the system of law which defines
private rights and responsibilities in certain ways, and by the system
of governmental regulation o:dparticular activities. Of immediate in-
terest is the fact that in a modern economy where from a quarter to
two-fifths of the GNP is spent by Jzovemment, private choice Is greatly
influenced by government expenditures and taxes. In order to permit
this level of expenditures government must take a large share of private
income, and in so doing it will inevitably bring about large changes in
relative prices. Neutrality in taxation is practically impossible so we
have no alternative but to decide on tax policy in terms of how we
want to influence private choice. 1

In summary fashion we can point out that tax effects can be listed
under. three headings: they involve the short run level of employment
and price stability; they involve the distribution of income; and they
involve the allocation of real resources between alternative uses, saving
and consumption, pollution and anti-pollution, using and conserving
scarce resources and the like. ) ) o

For the present problem the use of tax policy to affect short run
levels of emplovinent and prices is not of prime interest since growth
is primarily a long run issue. (We will have some incidental comments

3 It is irrelevant that we could get greater output by being more eficient. The increased
output from smter efclency could be used for consumption or growth.
sSee, e.g, J. Wilcsynskl, Socialist Economic Developmont Reforme.
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to make on the choice of short run tax policy inst in the li
of our long run analysis.) policy instruments in the light

So far as long run tax policy is concerned most political debate in
the U.S. revolves around income distribution goals and resource allo-
cations relating to economic growth. In capsule fashion, we offer two
Judgments. In the first place, the U.S. has committed itself to a tax
system which, so far as the basic structure and rates are concerned,
is highly redistributive. At the same time, the political consensus
regards this basic system as involving an excessive growth inhibition
and we more or less continually undercut the progressivity of the system
by special treatments to encourage growth.

The balance of this section will elaborate this view of the present
tax system, what we judge to be the schizophrenia of our tax system
which we think underlies what has been called the “impossible dream”
- of tax reform.*

In the first place the present individual income tax system bears
heavily on saving. Whether or not the catch phrase “double taxation
of saving” is appropriate, it is clear that an income tax with no exemp-
tion for saving or for investment income changes the trade-off between
consumption and saving in favor of consumption. With no tax an
individual might be indifferent between consuming income of 100 now
or investing it for 10 years and then consuming 200. Introducing a
59-percent income tax reduces the current consumption alternative to
50, but it reduces the future consumption alternative to 75, since the
taxpayer will have only half as much to invest and it will grow only
half as fast (actually a little less than half as fast).®

1t is somewhat uncertain that a penalty rate on saving will reduce
the aggregate volume of saving. The point at issue is whether the
elasticity of savings with respect to the interest rate is positive, We
think that at this point the evidence is in favor of the proposition .
that the effect of reducing the after tax rate of return on investment
-is to reduce the volume of ‘investment.’ .

In addition to the basic income tax structure with its savings im-
pact. the U.S. tax svstem involves a heavy tax on the corporation which
is the principal vehicle for reinvesting profit income.® A

The principal issne about the effect of the corporation income tax
on saving and investment has to do with the assertion that the corpo-
ration income tax mayv be shifted. To some extent this involves a
definition of shifting. If the corporation tax reduces the level of sav-
ing and investment we would expect that the resulting relative capital
“shortage” would cause the rate of return on capital to be higher,

§J. Pechman and G. Break, Tas Reform—TRe Impossidle Dream, Washington, D.C.,

Brookings, 1974.

¢ A pood discussion of the historical debate in the pubdlic finance literature is provided
by W. Andrews. “A Consumption-Tvpe or Cash Flow Perronal Income Tax" Harvard Law
Reriew, 87 :1118 ,esp. pp. 1113-1128. 1165-1177, (April, 1974). 5

T M. Bozkin, Tazation ﬂnm-g and the Rate of Interest, OTA Paper Nu. 11, Department
of the Treasury, 1976 ; P. David and J. Scadding, “Private Saving: Ultrarationality, Aggre.
sation and ‘Denison’s Law' . .Jowrnal of Politicrl Economy, 1874 : C. Wricht, “Saving and
the Rate of Interest” in A. Harberger and M. Balley eds.. TAe Taration of Income from
Capital, Washington.’ D.C., Brookings, 1969. The view that the interest slasticity of
savines with mret to interest is sero or negative Iz developed by W. Weber ‘“The
Impaet of Interest Rates on Agereeate Consumption”. American Ecomomic Review, Beptem-
har, 1970. and “Interest Rates, Inflation and Consumer Expenditures”, American Ecoromio
Reriew, December. 1975,

$For a general discussion of the unintegrated corporate fncome tax see C. McLure. Jr,
“Tntegration of the Income Taxen: Why and How"', Journal of Corporate Taration 2 :429.
1876:.J. S&hnven and J. Whalley, “A General Eqnilihrinm Csalenlation of the Effects of
{\;g’;renuai ‘Taxation of Income from Capital in the T.8.", Journal of Pud. Econ. 1:281,

‘oo
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which some may choose to call shifting of the corporate tax.® From our
standpoint this process, whatever it is called. is not such as to over-
come the presumption that an extra tax burden on corporate income
reduces the level of investment and growth. '

To argue that the corporate tax is shifted in a way that offsets its
impact on growth and investment, one would have to argue that cor-
porations are able to increase their share of income before tax so that
a decline in the level of investment is foreclosed. We think this is un-
likely.’® Further one would except that even in the shortrun price
shifting model that the decline in demand would reduce the level of
investment.!

Another feature of the U.S. tax system taken as a whole is the heavy
reliance on the property tax which is the mainstay of local finance.
Although this has been popularly regarded as a regressive tax, the con-
temporary view of most public finance economists is that the tax is pri-
marily borne by capital. There is implicit in this problem of property
tax effects the same kind of long run-short run distinction that is in-
volved in the corporation income tax. A tax which reduces the builders
income should reduce the quantity of structures, increase their price in
the long run. From our standpoint this is a reduction in the amount
of capital.’* . : '

Finally we have a highly progressive structure of taxes on property
transfers by death or gift which serve as a penalty on capital and
which probably inhibits capital formation and growth.*s

These four features of the basic U.S. tax system, the double tax on
savings, the unintegrated corporate income tax, the property tax and
the wealth transfer taxes are, we believe, in the tax law because they
are thought to be progressive.** Clearly wealth is more unequally dis-
tributed than income and extra taxes on wealth holding serve to impose
extra, pro, ive taxes on the rich. :

We think that there are other features of U.S. tax law which suggest
that the society has serious reservations about a tax system that Eeara
80 heavily on savings and investment. ‘

Our income tax law is honey-combed with special provisions which
maderate the implication of the basic structure to burden investment.
The list of excepticns hardly needs elaboration. We have low tax rates
on a major tyFe of investment income, capital gains and for a lar,
part of capital appreciation, individual income tax can be completely
avoided by holding an a preciated asset until death. We have an in-
vestment tax credit which rebates part of the tax on capital income

A. Harberger, “The Incidence of the Corporate Income Tax", Josurnal of Politiocal

® See
Eoon. 70 :218. 18
”3«28‘. Gordon, “The Incidence of .t'he (;o?:sr.’;tlon Income Tax in U.8. Maaufacturing

1925-62. 1781, s

1 G. Break, “The Incidence and Ei'onom e Effects of Taxation” in A. Blinder, et al, The
Boenomics ef Pudlio Finanoe, Washington, D.C., Brookings, %

12 For a general discussion of property tax inclidence see H. Aaron *Who Pays the Iro
erty Tax"” Washington, D.C. Brookings 1975. For further discussion of the long run supply
effect on structures see R. Grieson ‘“The Economics of Property Taxes and Land Valuex:
The Elasticitv of Supply of Btructures” .Jowrnal of Urbin Ecomamics 1: 367-81 (1874)
also 8. LeRoy "“Urhan Land Reot and the Incldence of Property Taxes” Journal of Urbaw .
Eoonomira 3 : 167-170 (1076). E :

1 See R. Wagner, Death end Tarzes, American Enterprise Institute, Washington. D.C.,
. 1973, pp. 28-25. For a view that transfer taxex have no net impact on saving, See 8. .

Rickowsky. “The Effect of Saving on the U.S. Estate and Gift Tax"” Appendix F. ia
“C. Shoup Federal Estate and Gift Taxes, Washington, D.C, flzml:lnn. 1966, -

14 This arsertion as Applied to the property tax is doubtful on historical grounds since
that tax has been widely consldered regressive. The progressivity of a property tax cn
capital is, however, part of the modern defense of the tax. See Aaron, op. cit.
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when it is used for more capital formation. Similatly the accelerated
depreciation rules constitute an exception to the income tax on capital.
We have a variety of more specialized tax incentives for particular
kinds of investment, mining, shipbuilding, timber, investment in State
and local bonds, housing, and so forth. :

In addition to direct tax advantages for investing, we provide vari-
ous encouragements for savings, especially through the favorable treat-
ment of pensicn and profit sharing plans and through the favorable
treatment of financial intermediaries.

8. Inzrricrency or Present CHOICES

Our judgment of the present expression of policy choices in the U.S.
tax sﬁrstem is that we are inconsistent between (1) our basic structure,
which puts progressivity above growth as an objective and (2) the
special exceptions within that structure which put growth ahead of
progressivity. ‘

In this sort of a structure we think neither goal is efficiently served.

So far as the progressivity objective is concerned, the approach of
first imposing highly progressive taxes and then allowing relief from
these taxes for investment or for particular forms of savings amounts
to extending a differential subsidy with the biggest subsidy going to the
richest taxpayers, that is the ones who, absent incentive provisions,
~ would be in the highest tax brackets. A

The way in which a provision like accelerated degmcittion_ for real
estate investment works to the advantage of high bracket taxpayers
is well known. This has developed a modest industry of tax shelters
which try to maximize the tax advantages for an investment by
diverting the excess deductions to a high bracket investor.1

It is Jess obvious but still the case that the investment credit as it
is presently designed works to the advantage of the high bracket tax
payer because the credit equivalent to an amount of tax free income is
greater the higher the tax rate of the recipient.'*

The systematic way in which the investment incentive features
in our tax law help high bracket taxpayvers is the basis of the political
movement for tax reform.” In the popular sense “tax reform” is a
liberal program, a major object of which is to make the tax system
more progressive. A standard complaint of the tax reformer is that
the tax system is not finally very progressive.!*

While the tax system fails the designers of the hasic structure in not
being verv progressive. we think that this patch-work approach of
grafting investment incentives on a basic anti-investment structure is
also an inefficient way to improve investment performance.

The defect is involved in the selective character of the investment
incentives. To see that this is inefficient and not just unfair it is neces-
sary to keep in mind the way in which tax incentives work when they
are used to influence market outcomes. :

H

= See 8. Rurrey. Pathweys to Tos Reform, Cambridge, Mass.,, Harvard University Press,
1074, esp. Chapter IV. N «
¥ This feature of the tax credit could be avoided if the credit wére required to he a
deduction from basis. The basis adjustment would “cost” the high bracket taxpayer more.
¥ For a somewhat partisan view of the extent to which these incentives undercut npro-
gressivity ses P. Stera, The Ragc of the Tespeyer, New York, Vintage. Also, Brandon,
Rowe and Stanton, Tas Pelitics, Pan , 197,
“";“See J. Pechmaa and B. Okner Whe Bears ths T'ss Burden, Washington, D.C., Brookings,
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If investment decisions were left to the market place, they would
reflect investor judgments about the probable return on a particular
investment and the cost of capital, (‘The cost of capital is, of course,
the opportunity cost, what can be obtained in alternative employments,
adjusted for risk differentials and so forth). Assume, for simplifica-
tion that investors generally consider that the cost of capital is
10 mnto ‘

f government introduced a universal investment credit of 10 per-
cent, with basis adjustment, this could be described as reducing the
required rate of return to 9 percent.?® It would not turn out that a num-
ber of potential investments with prospective rates of return between
10 percent and 9 percent (averaging 9.5 percent) would move from
the cate, of su ginal into the category of providing at least
the required rate of return.

Consider alternatively that the investment credit is extended not to
all investments, but is extended to about half of the potential invest-
ments at a rate of 20 percent instead of 10 percent. It will develop now
that in the favored class- of investments, projects that previously
offered a Frospective return of 8-10 percent (average 9 percent) will
because of the 20 percent credit meet the standard 10 percent return to
the investor. : \
. Comparing the two results it can be seen that the broad investment
incentive induces new projects which have an average before tax rate

‘of return of 914 percent while the double rate selective credit induces

new investment with an average rate of return of 9 percent, This is a
somewhat oversimplified demonstration that an investment incentive
that is as uniform as possible will be more efficient than a selective
credit per dollar of revenue loss, because the uniform credit being
smaller per project will only induce investments that were close to
the margin of proﬁtabilit{):o start with. A selective credit involving
the same revenue loss will be larger per project and will induce invest-
ments that were to start with further away from the margin of
profitability. )

Essentially the same process occurs when the investment incentives
is limited b; bei;ﬁ applicable only to certain classes of investors, rather
than being {lml to only certain types of investment. The well known
case here is the matter of tax exemption for State and local bond
interest. The nature of tax exemKIt‘ion is to be of maximum advantage
to the highest bracket taxpayer. Any particular investor will have some
sort of Siversiﬁed portfolio objectives and will be increasingly re-
luctant to put s larger and larger s})ort;io»n of investible funds into this
vehicle. In view of the volume of State and local borrowing, the bonds
are sold to marginal investors who get less advantage from tax exemp-
tion than high bracket individuals. The outcome is gituation where a
considerable portion of the Federal revenue loss becomes not an in-
terest saving to states and localities but a windfall gain to rich
investors. ‘ ’ .

There is reason to expect a similar result from, say, accelerated de-
preciation on real estate as a construction incentive. Again assume that
in a free market there would be a marginal return of 10 percent. By

”Pnﬂon%u favestment costing 100 with an expected return of  would bave been
submarginal. The investment credit reduces the investor's cost to 90 and the prospective
return is 10 percent. .
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concentrating incentives on half of the potential investors we could
make investments attractive to them at marginal returns of, say, 6
percent before tax. This would drive investors out of the market when
their bepefit from the accelerated deductions were equivalent to less
than a 4 point improvement in the rate of return.

. On the supply side the inefficiency arises from the amount of reve-
nue loss that must be used up to induce investors to carry unbalanced
portfolios. -

Conceivably. the inefficiencies of selective investment incentives could
be overcome 1f there was evidence that the Congress was giving care-
fully consideration to the external benefits of particular kinds of
investment, It is clear that nothing of the sort occurs in the political
procf:teii and the outcomes are a response to something closely akin to
graft. L

Not the least of the disadvantages of the present schizophrenic tax
policy is the taxpaver demoralization in the face of what 1s a pattern

of political favoritism.
4. AN Erriciext CHOICE SYSTEM

The most striking thing about the schizophrenia of the present tax
‘system is that it is quite unnecessary. The idea that objectives of
progressivity and more saving are contradictory is pure myth.

The archetype of this myth is the old chesnut that a sales tax should
be rejected because it is regressive. This is a pure irrelevancy because
we could enact a sales tax without any change in regressivity. All we
would have to do is refund to each.family the amount of sales tax

ayable on some minimum amount of expenditure, say the level of -
income that we exempt from income tax. At higher levels we could
reduce the income tax in each bracket so as to decrease the income tax
liability by preciselv as much as the sales tax increased the tax burden
at each income bracket.

This makes plain that what is involved in the question of “do we
want & general sales tax, or better a value added tax?” is do we want,
at each income level. to increase the tax burden on families that spend
more than average and reduce the income tax penalty on saving.

We think that it is a viable option for growth policy to bhe oriented
toward increased savings by low and middle income people. We a'so
think that direct incentives for investment are unnecessary provided
that we get an increased flow of savings. Through the mechanism of
interest rate reductions. increased savings have the effect of making
investment more attractive. The investment incentives of lower in-
terest rates have the technical efficiency advantage of pushing invest-
ment at all the margins.

. An increased savings policv targeted at low and middle income
recipients has considerable political viabilitv in the proper sense of
iticat-Tt-is ultimatelv important for the Congress to enact policies
that will be supported by a large portion of the people. The policv
preferences of one or even a few professors are not very important. On
the face of it, things are not working now when we try to make a basic
arti-business tax structure less anti-business with loopholes. (By not

% See P. Stern, op. cit.



266

workeial%i] It tx}:lnea,n they l:im noti. v‘voxiljriniv econom{)clally. It could be
a at they are working politically. You are able to point to sym-
borﬂlthut have great attraotionpf?:r both);ides.) pointtosy

As to the techniques for making savings more attractive to low and
middle income taxpayers, I think of two that are particularly viable.
One of the transfer of part of our income tax into a general tax on con-
sumption such as a sales tax or a tax on value added. There is now an
extensive body of experience with value added taxes in Europe. The
value added tax is in effect very much like a general sales tax but it
tends to be more uniform in application to various kinds of consump-
tion. It would also be reasonably simple to administer. It would be col-
lected by return from businesses and nearly all of the information
needed for the value added return would be information of a type
used for income tax returns.

The unique problem in the value added tax as T have proposed it
would be the necessity for creating a mechanism for refunds. This
problem has already been tackled in about half of our States that
employ the so-called “circuit-breaker,” a device for refunding sales or
f)roperty taxes to poor people. The technical difficulty in this is estab-

ishing contact with those poor people who don’t generally file tax
returns. This sort of thing we do on a large scale already in the food
stamp plan, and the welfare p

The other important technique for making savings more attractive
to low and middle income people is to integrate the corporate and
individual income tax. : :

In the popular view the problem with our corporate income tax is
the double taxation of dividends. It is true that at present the net extra
burden generated by our corporate income tax structure is about

uivalent to the individual income tax on dividends. This was the
thinking behind President Ford’s proposal of last year to eliminate the
double tax on dividends. -~ . o .

From my own viewpoint, there is a more serious defect of the pres-
ent income tax, viz, the way in which it overtaxes the retained earnings
attributable to low income investors and undertaxes the retained earn-
ing attributable to high income investors.

nsider & corporation that pays no dividends. Ostensibly, it is tax-
able at & marginal rate of 48 percent on its income in excess of $50,000.
With the various business investment incentives this effective rate
works out to a little less than 40 percent, so let us specify for discussion
a 40 percent rate. . . .

For a high income taxpayer this amounts to considerable tax relief.
If that taxpayer received business income directly it would be sub-
ject to tax, at the margin, at a rate of 70 percent. If the income is left in
the corporation a rate of only 40 percent applies. It is not economicall
meaningful to say that, because the income has not been distributed,
it is not really the income of the shareholder.

"In-general, the value of corporate shares will reflect at least the
value of retained earnings. The fact of retained earnings represents
a profit that the firm can re-invest to make more profit and further
increase its net worth. Any particular reinvested dollar may be ldter
wiped out by losses but the aggregate business system is eficient and
successes far out weigh losses.



b

267

If it sounds strange to say that the corporate income tax arrange-
ment really helps high income investors, recall that some high salaried
people try to incorporate simply to save taxes.

Now let us look at a low income taxpaver who owns shares in a non-
dividend paying corporation. The individuals own marginal rate may
be. say 20 percent, or even zero. The income retained for this indi-
vidual is, however, taxed at a typical rate of 40 percent. The contrast
is striking. The retained earnings of rich investors are undertaxed
and the retained earnings of low income investors are over taxed.

. (This stark contrast is only moderated if we take into account a
typical dividend policy of 40 percent of the retained earnings. For the
top bracket investor the dividend on 100 of income after 40 percent
tax will be only 24 which if taxable at 70 percent will involve an addi-
tional tax of 17. When this is added to the 40 percent the effective
tax rate is still only 57 percent, which is less than the individual’s 70
percent marginal rate. It is still striking that the corporate tax system
undertaxes rich investors and overtaxes poor investors.)

- The way to reform this system is to move toward a partnership
system of taxing corporations. There should be a withholding tax of
something like 50 percent on corporations. The corporation would
then report to shareholders their share of the retained earnings along
with their share of the tax paid. The shareholders would report income
in the usual way and take credit for the withholding (just like they
take credit for tax withheld on wages.) For low income investors,
there would be a refund of part or all of the corporate tax. For high
income investors there would be additional tax to pay.

It is a problem that in this country there has been inadequate dis-
cussion of the mechanics of full corporate integration. Canada, at
the time of Carter Commission Report in the mid-1960%, doveloped a
fairly complete approach to integration. There has been a limited
amount of discussion of corporate integration with specific reference
tothe U.S. taxlaw.n . o -

A great deal of the discussion over integration in the U.S. has been
directed at what seems to me the limited problem of the high income
investor who may have nearly all his investment in a non-dividend
paying corporation. In this case reporting the share of retained in-
come and taking the credit for the tax paid at the corporate level
would leave a cash problem. The Carter Commission dealt with this
bv reducing the top individual income tax rate to the same level as
the corporate rate. Pechman and Break have pointed out that doing
this in the U.S. would wipe out the gain in progreesivity related to
the corporate tax.* '

The cash problem does not appear to me to be critical. High income
investors would ‘do well to not hold stock in non-dividend paying
corporations. To cover special problems provision could be made for
some stock liquidation (by sale to the corporation) to cover the tax.
The essential case for having integration in the firut place is to avoid
the concentration of wealth that has been abetted heretofore by ar-
rangements that reduce tax on high income investors who are invest-

ing heavily, i.e., accumulating more wealth.

11 See McLure ?. ¢it., also a symposium in the National Tes Journal, 1975,
® Pechman and Brea" =~p. oif., pp. 80-104. Under the Carter Plan this reduction in
rogressivity was removed by other base broadening reforms that affected high income

Ipayers.
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1t is tempting to say that a promising approach to reconciling our
redistributionist and our growth objectives is to enact a progressve
expenditure tax. This approach would directly serve to increase the
concentration of wealth since the tax differential in favor of saving
~becomes enormously high as income levels rise. With sufficiently severe
estate and gift taxes this concentration of wealth reownership may
rove tractable but a more cautious judgement would be to start by
ooking for programs that avoided large savings incentives for the
very wealthy.*® (The same can be said for the devices in the income
tax for allowing deductions for savings, such as Employee Stock
‘Ownership Plans.) :
Rather closely related to the two tax policies that we prefer would be
" the possibility of increasing the savings of low and middle income
g«:ople by shifting to a policy of reserve building within the Social
Security Trust Fund. In this approach the economic function of the
reserve would be to permit the government to liquidate debt held by
the Fublic in the expectation that more of the publicly held debt
would flow into private investment where the rate of return must be
considerably more than the rate on government bonds. OQut of the
extra tax receipts attributable to profits from private investment the
government would be in a position to, and should, credit social security
reserves with more than the market rate on government bonds.

The difference between the normal tax proposals (ef introducin
a consumption tax ahd integrating the corporate tax) and the socia
security reserve suggestion is the degree of influence being exerted.
The tax proposals makes saving more attractive and the social security
proposal is close to compulsory savinlg. 3 .

If it is the case that the interest elasticity of savings is close to
zero, the mere device of reducing tax penalties on savings would have
little to do with increasing the volume of saving. We cited earlier
some recent research that suggests (on the basis of aggregate analysis)
that the savings rate does increase with higher returns. - '

It is more significant for our proposal that increased rates of return
on the savings of low and middle income people should be particularly
effective in increasing savings rates. An increased interest rate has
both an income effect and a price effect. The price effect would tend
to make future consumption more attractive relative to current con-
sumption. This should go in the direction of increasing future con-
sumption and reducing present consumption. The income effect is that
a person’s lifetime income is increased by arise in after tax interest
rates and this income effect is positively related to the amount of cur-
rent wealth and expected future wealth. The general result of the
income effect is to increase the level of permanent income which could
increase consumption in all periods, present and future. An increase
in present consumption is, of course, the same as a decrease in savings.

For a person with much wealth, the income effect could easily offset
the price effect. This may predominate the aggregate studies which
show near-zero™ interest elasticity for savings. Typically low and
middle income people have low wealth levels and for them the income

2 The argument that estate taxation alone is mot a suMclent Protection against very
large progerty concentration 18 made by L. Thurow “Net Wealth Taxes'" National Tar
Journal 23 : 417—423. Thurow's argument would be even stronger in a system that provided

. additional savings rewards. : . .
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effect should not be very strong and an increase after tax return on
savings should have significant effects in increasing savings.

If the voluntary savings effect is weak, however, it would make sense
to rely on the stronger device for increasing savings of low and middle
income people, viz., of higher reserve financing in social security.,

Appexpoy. “How Snocwy THE Tax Law Be Ciaxcep ??

This note explains why we have not answered this question. The
answer depends on— ' ‘
(1) Your growth objective;
(2) The evidence on how more investment would change

wth; an o -
(3 The evidence on how savings would change in response to a
tax differential. .

We submitted an overview of the evidence on (2) and (3) to this
Committee in 1972 (G. Brannon “The Effects of Tax Incentives for
Business Investment : A Survey of the Economic Evidence” Fconom‘es

_of Federal Subsidy Programs Pt. 3 Tax Subsidies pp. 245-268 Joint

onomic Committee). At that time the evidence was Tlite ambign-

cus. Hopefully the present compendium will throw more light on these
questions.

The present paper primarily discusses ways in which the tax system
could be changed to achieve more growth and simultaneously achieve
the distribution goals which the Congress has also sought. It is analo-
gous to a repair job on the steering mechanism on a car. If you want
advice on whether to drive the repaired car to the mountains or the sea-
shore for a vacation, the repair manuals won’t help you; you need other
kinds of advice. The advice about steering mechanisms, the tax law,
which this paper offers stands whether one wants to drive our economic
automobile to the mountains of faster economic growth or to the sea-

shore of zero economic growth.
If one persists in asking our opinion about where we should drive

the car, our personal preference is for a somewhat higher ratio of
investment to GNP and a lower ratio of consumption to GNP provided
it is done in a distribution neutral way. We might favor a lower level
of government expenditures to GNP, qualified by reservations about

which expenditures were cut. ,
In the matter of tax changes, we think that a very large effort should

be put on integrntinﬁ the corporate tax with regard to retained enrn-
ings. We also think that part of the income tax should he converted in a

distribution-neutral way into about a 5% value added tax. To deal -
with long term savings accumulations the taxes at death should be
increnee(f especially on unrealized appreciation. Social Security
involves too many other considerations to specify a particular rate of
reserve accumulation, and this would in any case involve much politi-
cal negotiation. We would only urge that we try to provide more
accumulation than there is now. :

92-201 O - 77 - 18
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 TAXATION WITH REPRESENTATION
" NEWSLETTER

""" A public Interst Taxpayers’ Lobby

: - June 1, 1977

= Ry

TWR MODIFIES PROPOSED
PROGRAM IN RESPONSE TO
MEMBER COMMENTS

Last D« , Taxation with Repr ) asked
for regarding TWR's proposed 1977
program. A large number of letters were received, many
of which have been reproduced in the Newsietter.

All of these have been fully lyzed,
and revisions in the proposed TWR program have been
made accordingly. The revised proposals are longer and
more detailed, but we hope and expect that they will be
more acceptable both to our membership and to

Congress.
These proposals are still in draft form, so additional
and critici would be Current
plans cali for putting the TWR program into final form in
July 1977, for ! to both Congress and the
Treasury. However, because a good deal of work is being
done on the prog currently, will be of
greatest use if they are submitted promptiy.

Revised TWR Program for 1977
(Final Draft)
1. Tax Rate Reduction. Across-the-board reduction of

individual income tax rates is an essantial part of tax
reform and tax simplification. Without rate reduction,

Taxation with Representation believes that — if the
corporate income tax is to be abolished — this step
should be taken openly, through the “front door,” by fully
integl g the corp and individual i taxes
with respect to retained as well as distributed earnings
Taking this route would make it impossible for wealthy
individuals to use corporati as tax ghefters, would
end much of the bias in the present tax system against
saving and invesiment, and would improve economic
efficiency by ending many tax-induced misallocations of
resources. But the present corporate tax system does not
have any of these advantages, and the proposed
deduction for dividends will not attain them

either,

Taxation with Rep 1 therefore opp both

isting P tax foopholes — such as deferral of
tax on foreign earnings, the oil company intangible
drilling deduction, the Domestic [nternational Sales
Corporation (DISC) scheme, the Code’s rapid amortiza-
tion provisions, and the Asset Depreciation Range (ADR)
System -~ and the proposed dividends paid deducti
Back door elimination of the corporate income tax must
be halted. '

ill. An End to the “inflation Tax™. Inflation has been
called “the cruelest tax of a!l." A major cause of Inflation
Is excessive federal budget deficits. Tax reform cannot
be used as an excuse to add to existing deficits.
Accordingly, Taxation with Representation believes that

piviiv in individual i

tax rates and full

taxpayers will fight hard to preserve their tax pref:

and loopholes, thereby making tax reform and
simptification difficult or impossible. Taxation with
Representation therefore urges sharp reductions in
individual Income tax rates. The lowest bracket tax rate
should be cut from 14% to not more than 8%, and
comparable reductions should be made in all other tax
brackets. These reductions should go hand-in-hand with
loophole-closing tax reform.

integl of the corporate and individual income tax
systems must be accompanied by one or more of the
following steps’ .

1. Reductions in federa! spending,

2. Adoption of a consumption tax with progressive
rates, and/or

3. Loophole-closing income tax reform

L. An End to Back Door Etimi P
Income Tax. The proportion of federal revenue raised by
the corporate income tax has been dropping steadily At
the end of Wortd War 11, the corporate income tax raised
almost haif of all federal revenue. But, by 1957 the
corporate tax contributed only 26.5% of the federal
budget recelpts; in 1987, the figure was 22.2%; and in the
current year it is only 16.1%. The Congressional Budget
Oftice predicts that the corporate tax yield will drop even
further, to 13.8% of budget receipts, by 1982. In effect,

Congress has been abolishing the corporate income tax :

“through the back door” by providing corporations with
spacial tax deductions, credits, and ioopholes. A new
deduction for payment of corporate dividends is now
under discussion, which will further undermine the
corporate income tax.

of the C Reductions in federal spending y ions
that can be attributed to greater efficiency in government
tions, are i y highly desirable But Taxation

with Representation believes that it would be unwise to
postpone tax reform initiatives until government
expenditures are reduced — since the wait for significant
expenditure reductions may be very long indeed.

The second alternative invoives adoption of a tax that
has consumption rather than income as its base It would
tax pedple on what they take out of the economy, rather
than on what they contribute through their paid labor.
Some consumption taxes, such as a value added tax, are
fiat-rate levies that fall more heavily on the poor than on
the rich. They are therefore unacceptable. But others, —
such as the cash flow, consumption base tax described
in the U.S. Treasury's “Blueprints for Basic Tax Reform"

(Continued on page 2)
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Revised Program tContinued Irom page 1)
-~ mgke use ©! progressive tax rates and thereby avoid
mis pitfali. Taxation with Representation believes that &

P tax with p rates warzants serious

Corporation (DISC} provisions of the laterna! Revenui
Code. The DISC scheme is 8 tax subsdy for expoters. ©
Iacks any 1usm:ca|ion in an internalional economy
d by floating exchange rates. More than 2

slady if an alternative source of federal is
required 1o prevent inflation.

However, in Taxation with Representation’s view,
loophole-closing income tax reform is the most desirable
method of ending the “inflation tax" attributable to

deficits. This hod can be
supplomenled by a progressive consumption tax if
Congress fails to raise the revenue through income tax
reform that is needed to prevent infiation. But a

ined etfort to achi tax reform should
precede (and aeoompmy) any move 10 8 consumpnon
tax. The most imp of the loop g

tax mforms are the following:

1. Across the-board elimination of capital gains tax

. These p are the prime reason

wh the income tax is so pli They can be safely

elimlnnod it other steps, such as full integration of the

individual and corporale income taxes, are used to
stimulate investment and capitsl formation.

2. Taxation ol unrealized capital gains at death nr gifi.
Present law aliows capital gains taxes to be postponed
for generations — even for centuries. Meanwhile, wage
earners have to pay taxes every payday. Capital gains
shouid be taxed once & generation.

3. Repeal of p ge depleti lor lll miy 3.
Congress has repealed t tfor
approximately 70 large oil hrms, but has leﬁ depletion
intact for hundreds of thousands of other oil and gas
producers and owners. In additi
has also been retained for so-called "hard minerals” such
as coal, sand and gravel, and oysier shells. Billions of
dollars in tax revenue continue to be lost unjustifiably
through percentage depletion.

4. Ending tax exempt bond privileges. Preferential
treatment of state and local bond interest is a major
reason for the failure of wealthy lndmduals and

ax.

biltion dollars annuatly is lost through this loophole, wiik
the lion’s share of the benefits going to the very largest
U.S. corporations. DISC should be prompily repealed

7. Reali deduclii At present, the
deprccuallon d«ﬁcﬂom which can be claimed for tax
purposes bear litile or no relationship to actual physical
iation or ob or to tho amount of

lon claimed for fi ial g purposes.
The unrealistically short dspreciable lives permitied
under the Asset Depreciation Range (ADR) System aré
one major cause of these disparities, as is the use of
depreciation that is faster than straight fine in the case of
buildings. Actual useful life should be the measuring rod
when computing depreciation for tax purposes, and the
reserve uﬁo test should be madc effectiveas s me'um of

n the
case of buudlngs dopreclnhon shouid be computed by
the straight line method. In the case of machinery and

[

q P (but not
the listically short ADR Sy lives) should be the
norm.

8. Repeal of the intangible drilling ded We
should repeal the i gible drilling d ion, which

sllows oil firms to doduct certain of their capital
d of gradually as is the case
with other firms. ngh oil prices provide all the incentive
that firms need to drill for oll, and any addod tax
L ive is fore A, inl
drilling deducti iall from the equlty
of the tax system, by permitting many individuals and
firms with high real lncomu 1o pay little or no tax.

9. Repeal of the live-year nmomnllon provisions of
the Code. At p ., the Code

ides 60-month amor i for mmy types of
spoclal industrial equipment, including poliution control
, coal mining equipment, railroad rolling stock,

commercial banks to pay federal i
the existing tax exemption system is not an efficient wny
to aid states and localities. Prospective repeal of the right
1o issue new tax exempt bonds is the theoretically proper
way to deal with the tax exempt bond problem. But
political realities make this impossible — the political
clout of states and localities is just too great.
C q ly, alternate d-best” reform ap-
proaches must be used.

For example, the taxable bond option, as reported by
the House Ways and Means Committee in 1976, would
give states and localities the option of issuing taxable,
rather than tax exempt bonds, al no added cost to

and other items. These allowances are largely ineffective
in attaining their goals and are a tribute to the lobbying
power of the groups involved, rather than an expression
of effective 1ax policy. They should be repealed.

10. Ending the proliferation ol personal deductions
and credits. Because tax rates are so high, individusls
have strongly supported proposals to grant deducti
exclusions, and credits to individuals in speciai
circumstances. Almost everyone now benefits from a tax
loophole of some sort. But this proliferation of loopholes
has made it necessary to keep tax rates high to make up
the lost revenue. ln effect, the tax benefits from

are d out by high tax rates. Everyone is

themselves. Alternatively, an Urbank type ap
would provide a federal market for state and local
securities; the federal government would then issue
taxable rather than tax exempt bonds to raise the bank's

loan capital. The cost of either of these “second-best”
proposals to the federal government would be small in
comparison with the substantial gain in tax equity that
the proposal would produce.

5. An end to deferral o'? tax on foreign earnings. At

a Iosor because Congress has tried to make everyone a
winner. The only real beneficiaries are the tax
preparation firms, whose services are needed to guide
confused taxpayers through the statutory maze.

The existing system of providing relief from high tax
rates tmough spec:allzod deductions, credits, and
exclusions is bankrupt. it is a prime cause of complexity
in the revenue laws, and it imposes excessive adminis-
trative buvdens on the Internal Revenue Service and

u.s. are able to p
Indeﬁnnoiy any| plymcm of ux on m umlng; o! lorelgn
and

corporations must pay extra taxes ounently to make up
thc revenue loss. The daiarul privvlag'o should be

with
involving blocked cunancy and lomgn losses.
6. Repeal ol the Domestic International Sales

paration costs on individuals and firms.
It can and must be ended.

The right approach is to repeal or restrict deductions
8t the same time that lax rates are sharply reduced.
Otherwise, the enemies of tax reform and tax simplifi-
cation will be able to condemn reform initiatives as
simply 8 device to raise additional government revenue.
The falsity of these charges must be d d by
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legisiative propossis in which curbs on tax deductions
and cuts in tax rates go hand in hand.

to create . The result-is a
massive tax code, wmch no one Iulty understands A
miomny organized system for the adjudication of tax

ludi liate forum for such cases,

IV, improved Texpayer Sevvice
The administration of the Internal Revenue Code needs
to be improved in several ditferent ways: .

1. Taxpayer protection agency. Taxpayer prciection
and service should be assigned to an office other than
the Intemnal Revenue Service. The new office should
carry forward and expand existing IRS taxpayer service

a sing|
lo thorolon lmp«ﬂivo

3. improvements in income averaging. We need to
improve and extend our system of income averaging.
Averaging s designed to prevent the unfairness that
mum when capital gains, or other types of income, are

hed” into a ulnole year, thereby lompomny

programs, testify on behalf of the public at and

deter

Istrative hearings, and be empowered | h 2n Individual into 7 high tax b
l.'?om‘l';!’s mue:‘Tu::nl 'rﬂumnt:., ,f:m:ﬂon: ’;’ :"m 8ul as mlnga now mnd an individual's ability to make
. The main goals of the use of the Qing ique is ly limited by &
i to ordinary t s0n ber of restrictions. Consideration should be given to

agency should be (b, pay
a scale which will make it unnecessary for them to

ize tax return p ion firms, and (b) oversight
ov IRS activities o lmure that the IRS respects the public
and obeys the law.

2. Improved judicial machingry. We need to improve
our system of litigating tax cases, so that judge-made law
can assist in the job of tax simplification. in most areas of
the law, Congress creates broad rules, and isaves it to
the courts to fill in the gaps and apply the rules to
specific cases, But this effective, natura! approach has
been thwarled in the tax area by the splintering of
jurisdiction in tax cases among three different federal
court systems and eleven courts of appeal, with little
Supreme Court supervision.

Consequently, the courts cannot be counted on, at
present, to provide interpretations of the law that will
apply unllormly to all !npayen Thal mukos it necessary
for Cs to prescribe iled tax rules and

adoption of five year block averaging, with the right to
average either forward or backward, together with a
lessening of the dollar and percentage limitations that
now restrict the availability of the averaeging technique.

4. Dividend and interest withholding. We need to
prevent mo widespread tax msion that now orcurs in
with divid and | y

instituting a system of income tax wl(hholdlng on such
payments, just as we now withhold on ordinary wages.
There is no reason why honest taxpayers should pay
hundreds of millions of dollars in extra taxes every year
to make up for taxes that dishonest individuals should
have paid, but didn't. Banks and other payers of
dividends and interest are now fully capable of
withholding on such payments, and any problems for
recipients in low tax brackets can be eliminated quite
easily through use of the Form W-4E, Exemption from
Withholding, or 8 claim for additional withholding
(Continued on page 4)
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‘Revised Program (Continued from page 3;
‘lowances Failure to withhold on dividends and interes:
[1a an invitation 1o dishonesty that should be ended

. ’ 5. A means of reviewing erroneous of illegal IRS
gmuwny rulings. During the past decade, the internat
Service, by or illegal sdministrative
mungs has excused wealthy individuats and firms from
paying billions of dollars in taxes they would otherwise
have owed. That, in itsell, is bad enough. But, even
worse, the IRS has been largely successful in exempting
itself from court review of “giveaway rulings” for the
benefit of special interest claimants. “Glveaway rulings"
are those that /ose revenue, as contrasted with rulings
that raise revenue; revenue raising rulings are already
subject to court review.
Bureaucrats make mlmkes hko avoryono else and
that's why g t agency di
revanue ralsmg rulings — are routinely rcviawod in court.
There is no justification for a ditferent practice in the
case of “giveaway rulings” that lose revenue,
One way 1o insure objective review of giveaway rulings
Is creation of a Taxpayer Protection Agency {see point 1,
lbove) Ano!har ls to give ordinary taxpayers judicial
" to i y rulings in court. in that
way, euoneous mllng: that fose r money will be subjected
to judicial review, just as revenue raising rulings now are.
Alternatively, the staff of the Joint Committee on
Taxation could be expanded to review losing
rulings, so that Congressional oversight of the rulings
process wouid no longer be sporadic and haphazard. in
one or another of these ways, the current practice —
which permits the IRS to give away money with no review
by anyone - must be ended.

6. improved federal-state lax cooperation. The
federal government has done nothing to implement the
provisions of the Revenue Shanng Act of 1872 which
were designed 10 provide federal assistance to state
governments in collecting state income laxes. The
federal collection program was intended to make state
tax return filing easier for individual taxpayers and to
save millions of doflars in state revenue that is now
wasted on dupli tax admini: ion efforts. The
Internal Revenue Service should take steps promptly to
issue the regulations needed to ‘get this program
underway, and should actively cooperate with the states
in their tax administration programs.

In addition, the federal government should help the
states to blish a coherent national policy regarding
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the state ion of i 1 Among ot=e
things. action is needed to p double taxation ofsr e
same Income in different states, due to differences
iaxing formulae, residency rules. and the like Feders
activity in this area shouid involve hisiening, negotiating
and mediating. For the time being, the federal roit
should be to provide a forum in which confticting sta‘e
interests can resolve their d:fferences. At present, 1" ¢

federal government is doing virtualty nothing along these
lines. At a8 minimum, clear responsibility for this wort
should be assigned within the Treasury Department

TAX CUT BILL BECOMES LAW

If you are married and use the standard deduction when
you fill out your tax return, you will probably like the
changes made by the Tax Reduction and Simplification
Act of 1977, which recently became law. But if you are 8
single person earning more than $13,750, the new law will
be hard on your pocketbook. N

The tax cut bill i the deduclion to &
flat $3,200 for married persons, in place of the old
standard deduction which ranged from $2.100 1o $2.800
Single taxpayers will now have a standard deduction of
$2,200, rather than one that ranges from $1,700 to $2,400.
Thus, 2 million single taxpayers.earning more than
$13,750 will find their taxes raised an average of $54 by the
tax “cut” bill.

The flat standard deduction, plus other chi will
aliow taxpayen who take the stundurd deduction to add
up their | ¢ and then | di turn to the tax
tables to ﬁgura out their tax. Most of the sddition,

an quired by this year's tax forms
will therefore bo unnecessary next year.

Bill Adds More Tax Gimmicks

The tax cut bill a'so a ber of p
opposed by Taxation with Representation, especially the
so-cslled “jobs credit.” The credit is so complicated that it
is impossible to d be itad tely here. In general, it
is & prime example of trying todo yood things through the
tax code, and ending up with a subsidy that merely pays
people to do what they were going to do anyway.

Thanks in good part to our efforts, Congress-finally
ehminated the tax shelter aspects of the jobs credit o
which we had objected earier (see the TWR Newsletter
for May 1, 1977). But the credit remains & wasteful tax
gimmick, which is not likely o create many new jobs —
except for tax lawyers and accountants.
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Senator Byrp. The next witness is Dr. Pierre Rinfret, a noted econ-
omist and we are very pleased to have you, Doctor. You were here
several years ago and you testified before another subcommittee that
I was chairman of. I am very pleased to see you today.

I have read your testimony and a good deal of hard work has gone
into its preparation. We are very grateful to you.

* STATEMENT OF PIERRE A. RINFRET, PRESIDENT, RINFRET
ASSOCIATES, NEW YORK, N.Y.

Mr. Rinrrer. Thank you, Senator, for inviting me to testify and for
the privilege and honor of being here with you. I would like to say
good morning to you, sir, and good morning to Senator Packwood.

I have submitted to you, in response to the request of the subcom-
mittee under the Legislative Act of 1946, a written statement of the
work that we have done in regard to your question on incentives to
economic growth.,

What I would like to do is briefly summarize some points that I
have not put in the statement because a brief statement cannot in-
clude everything that we have done or our findings. :

Senator Byrp. Your complete statement will be published, and you
may summarize as you wish.

Mr. RinrFrer. Thank you, Senator.

First of all, what I have attempted to do is concentrate, as per your
request, on several factors which I think are the most important
factors for incentives for economic growth. I have concentrated on,
No. 1. The uncertain principle that applies today in the development
and utilization of capital. : '

S No. 2. What inflation is doing to capital recapture in the United
tates. g

No. 3. The attitude of large business regarding the small business-
man or the small entrepreneur in the United States. 4

I might point out, and I say this intentionally, that the subject of
capital an(f) capital formation is an area in which I probably con-
centrated my professional life for approximately 26 years. The orga-
nization that I was with in 19561 producéd the first comprehensive
sug:rie);:({ capital investment plans of American industry that was ever
produced. :

Five years after that, we innovated the first survey of foreign capi-
tal expenditure plans by private industry and, simultaneously with
that, we developed the first 5-year spending and expansion programs
of the electric and gas utilities of the Unibeg States. ¢

These were, I might point out, a first.

Eight years ago, we instituted the first financing survey of private
capital expenditures in the United States and we innovated the first
pollution control survey of private industry in the United States.

In 1974, in what I think of as a major breakthrough in technical
information, we innovated the first quarterly survey of capacity utili-
zation in the United States.

The reason T an reciting that is that I think I have a very different
view of businessmen than most people do. I have long said to my
professional colleagues that the finest economists in the United States
are not economists, but business leaders, and over the 26 years that I
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have worked with American industry and, I might point out, Amer-
ican labor, the American business leaders are, in fact, superb analysts
of the business economy. They have an uncanny perception of what
lies ahead, not only for their industry, but for the economy. They tend
to be very objective in their evaluations. Some are cold blooded.

Finally, and most discouraging, generally their capabilities and
their knowledge of the American business economy are largel
ignored and, if not ignored, are denigrated. I have always believed,
if you want to know something about industry, we ought to stop doin
academic, intellectual, computerized, mathematical type research an
just go out and talk to the people who are making the decisions.

If you would put me.in a school of cconomics, sir, I would say you
would put me with the institutionalist school that says, why do we
not ask the decisionmakers why and how they make the decisions that
they do. That is what I have done in order to respond to the questions
* that this committee has posed. ~

We have asked industry what they think their problems are, what
they think the solutions might be, and I would like to make a few
points to you which I did not include in my written statement but
which I must admit, also, I am very pleasantly surprised about.

We went out and surveyed approximately 90 major organizations
covering diverse segments of the American economy, covering almost
every major industry in the United States.

We met with the chief executive officer of each organization and
members of his staff. We did this from approximately May 10 to
June 10, 1977, and it was done either by my senior staff or myself.
One of the things I heard most frequently was this: Be reasonable
in your testimony, do not ask for special favors, do not ask for special
treatment. We are targeted enough as it is. Do not ask for anything
special for g)ri vate industry.

Industry’s second point was this: We do not make decisions on
the basis of an investment tax credit or a DISC credit. We make our
investment decisions on the basis of the economic factors, not the tax
treatment. Of course, we take advantage of the tax laws. We would
be foolish not to, but we do not make our decisions on the basis of the
tax laws of the United States.

I must say when I heard this from company after company and
argued it and debated about it, I must admit I was surprised.

would like to pose you a paradox. We could argue that there is a

capital shortage in the United States. We could argue that there is
not a capital shortage. The answer is that there is, and that there is
not. .
If we look at the net cash flow of American industry, that is,
retained earnings plus depreciation going back to 1947, we see that
. from 1947 to approximately 1970 or 1971 American industry spent all
of its cash flow, that is, retained earnings plus depreciation for new
plant and equipment. No question that the two lines over the 22-year
period would go hand in glove, line for line. ‘

Beginning in 1971, cash flow has grown more rapidly than cap-
ital expenditures. Given the results of our own survey of capital
spending plans in 1977, which are very similar to those of the Depart-
ment of Commerce, we came to the conclusion that American industry
in 1977 would spend approximately $139 billion for new plant and
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equipment, a 15_percent increasc over 1976; inflation accounts for ap-
roximately 7 percent of that and approximately 8 percent is a gain
1n what you might call the real volume.

The most fascinating thing about that figure is that it is $40 bil-
lion too low. American industry, we estimate, in 1977, will have ap-
proximately $180 billion of cash flow and "will spend $139 billion
on new plant and equipment. In every year since 1971, cash flow hus
exceeded capital expenditures, and yet we sit here and discuss what
we need to do to get American industry to spend more money for
plant and equipment and why we need to produce more capital forma-
tion in the United States. I su%gest to you it is a paradox, but there
is a very simple resolution of the paradox. The most interesting part
of the paradox is what I consider someé devastating information.

We produce, each quarter, a survey of capacity utilization in this
country. We have just finished our survey for the month of April on
utilization of capacity in American industry. The shocking thing is
that in the month of April 1977, we estimate that manufacturing in-
dustry in the aggregate was operating within 3 percentage points of
its all-time high in 1974, in terms of operations relative to capacity.
We are going to run into shortages very soon in this business cycle.
There are some critical industries already operating above 90 percent
of capacity. In the aggregate, we have problems in manufacturing.

So we have this paradox. Point No. 1, corporations have more ca
flow than capital investment; this year they are accumulating $40 bil-
lion more in cash than they are spending for capital investment.

Point No. 2, they are running out of capacity and they know they
are running out of capacity.

What is holding back investment in American industry ¢

I might say, Senator, that due to you and your committee I have
gained new insight into American business behavior. The response
to the question of what is holding back investment came as a surprise
to us. I think it is a new piece of information and I would suggest to
you that the key element in American industry’s reluctance to invest
in the United States despite available cash flow and shortage of capac-
iSty is something that is in the hands of the Congress of the United

tates. ‘ -

We have, in the United States, what I call the normal run-of-the-
mill business risk. Every businessman is willing to deal with that.
He will take his business risks day to day. Those uncertainties to him
are a certainty. Now he has a new kind of risk, and this new kind of
risk he cannot handle. He does not know what to do about it.

The new kind of risk is what I have labeled the legislative uncer-
tainly. The legislative uncertainty, in fact, deals with what Congress
is doing to American industry. I would like to read you—I will not
read all of them—several quotes from what chief executive officers -
- told us. I might mention that these corporations are giants in Amer-
ican industry. Some of these corporations are so big that they could
be separate countries outside the major economic powers in the world.

The first quote: :

The most important deterrent to investment in our industry is the absence of
stable, realistic regulations. From one year to the next, we do not know what
type of product we will be allowed to build-because of the changing safety,
emissions and fuel economy regulations, many of them conflicting, and many
imposed so late that waste in investment is the inevitable result. The combina-
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tion of regulatory uncertainty and normal markef ‘uncertalnty has led us to defer
all but the most urgent investments.

Senator, I might point out that that is one of the largest corﬁorﬁ-

tions in the world.
The second quote: - -

The problem today is one of uncertainty, particularly over energy. If a com-
pany wants to build a plant today, it does not know how it will be heated. The
company cannot get long-term commitments for electricity. ‘

Third quote:

In 1976, the compdny was interested in a vital nonferrous mineral which is
used in nuclear powerplants This would have been a multimillion-dollar proj-
ect. The company was very interested in this project and a great deal of man-
agement time was spent on it. The project was dropped principally because of
uncertainties over the outlook for nuclear energy.

Fourth quote: :

The environment for investment is becoming Increasingly uncertain, The fu-
ture looks scary. Contributing to this uncertainty are Government regulations.
The Tris case i8.a good example of this. First the Government required that
Tris be used in children’s sleepwear; then it ruled that Tris was unsafe.

Senator, I would suggest to you that the legislative uncertainties
may be one of the dominant reasons why American industry is not
investing its cash flow in the American economy today and I further
suggest to you that this contains three elements. First, there is the
energy uncertainty. A

It 1s forgotten that energy is a major cost of production. There is
no energy policy in the United States. I have not been able to speak
to any so-called authority who knows what is going to happen to petro-
leum prices, natural gas prices, nuclear energy, to pollution laws gov-
erning the mining of coal, to regulations concerning the interstate and
intrastate flow of natural gas, to the electric power available.in the’

Northwest and the Southeast. :
Business cannot plan with any degree of certainty about the future

of the energy industry.

I might parenthetically point out that power authorities in the State
of Washington have indicated to industrial users that within 3 years
théy might not be able to supply them with power for such things as
aluminum production and other large scale uses of power.

Second, there is pollution uncertainty. Pollution controls are an
absolute nightmare to American industry. The regulations change
from one month to the next. The requirements change from one month
to the next. If you put in a series of pollution controls, you do not
k;low whether they will be adequate for new pollution laws that come
along.

Fi%ally, there is the tax uncertainty. I was privileged to be here
when Senator Long discussed the investment tax credit. I think that
that is the absolute classic case of tax uncertainty, but he did not cite
enough cases. :

The investment-tax credit was implemented in 1962. It was sus-

nded by President Johnson in the fall of 1966. It was reinstated

y President Johnson in 1967.

It was repealed by President Nixon in 1969 and it was reinstated

at the request of President Nixon in 1971, but they reinstated it

retroactively.
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Its suspension was called for on more than one occasion by the
Chairman of the Federal Reserve Board in 1972 and 1973, just prior
to the capacity shortage of the United States, and, of course, it has
been debated endlessly ever since 1975. :

Whether or not the investment tax credit is permanent or temporary
or an aberration from the tax code is a question which I think nobody
can answer. . . :

Why is capital formation inadequate? I would suggest to you that
if there is one certainty about the tax laws of the United States it is
that the tax laws will be changed at the next session of Congress. As
long as those tax laws are in the national domain, the only certainty
about tax laws is that they are absolutely, totally uncertain. The only
certainty about energy is the uncertainty about policy and laws; and
the only certainty about pollution control is that the laws are
uncertain. : ‘

Another consideration in capital formation is inflation. I would
like to make a very simple point.

The tax laws of the United States assume price stability. It is that
simple. They assume price stability in the American economy. They
are designed under the concept of price stability and they are totally
inadequate for dealing with an economy in which prices are chang-
ing rapidly and changing at differential rates in every sector of the
society. ’

The Consumer Price Index is frequently used as a measure of in-
flation in the United States. It is totally inadequate.

Corporations, at one stage, were paying twice as much for capital
fom%s in terms of inflation rates as we were paying at the consumer

evel. : :
We have differential changes in the price rates of the different sec-
‘tors of the economy. But inflation has a particularly damaging impact
on capital formation—again, a very simple point. -

Our tax laws are designed to tax revenue, taking advantage of
inflation. A worker who receives an 8 percent increase in his wages
as a result of 8 pergent inflation may be kicked into a higher tax
bracket and he pays a higher income tax. The tax laws, in fact, require
that a corporation or an individual depreciate his assets not on the
basis of increases in prices, but on the basis of historical costs. We
have this dichotomy : Revenues increase because of inflation but the
price of the asset becomes relatively less and less relevant to the cost
of replacement. o, '

I will not quote to you what our respondents said-about the de-

reciation laws or thé depletion laws, I will merely say that anyone
In business knows that in fact these regulations are totally inadequate
for dealing with conditions in modern society. The most difficult thin
of all—and Congress should pay-attention to that—is that the IR
interprets most depreciation laws and most depletion laws in the
toughest manner possible. There are times when we wonder whether
the IRS is not pursuing the intent of Congress. I would say to you
very simply, Senator, that the tax laws favor the destruction of capital
in an inflationary environment. :

Finally, there is the question of capital formation by small busi-
ness. I think this is one of the most fascinating findings in our study
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of American industry. I would like to read a few quotes. These are
from major corporations, giants.

We need to encourage the young fellows who are the entrepreneurs, starting
businesses as we did in 1939, so they will take risks, borrow money, innovate

. and start new ventures.
The young scientists and entrepreneurs who would have started small innova-

tive companies now find it more attractive and secure to seek affiliation with

big, mature companies.
It is important to revert to the earller tradition—and tax code—that permits

entrepreneurs to make money and keep it. Otherwise we will inhibit the growth
of small business, of innovative business and curb the vitality of the free enter-

prise system,

Large business believes that the tax laws should, in fact, be
liberalized to help small business. I might say that that is rather a
striking recommendation, at least to me, from large business, and I
would conclude with one point.

I think the time has come to look at our tax laws in a different way,
in fact, our laws in general. I would suggest to you that we should
institute the concept of what I call the grandfather clause. I do not
see how any American businessman, or anybody else in this country,
can foretell what the tax laws or the pollution laws, or energy laws

: are going to be.

-~—— I think if we want to stimulate. capital investment in the United
States, we ought to institute a grandfather clause that would say that
the tax laws, the pollution laws and the energy laws prevailing at the
time when the investment was made are the laws that would apply
to that investment. That would replace uncertainty with certainty.
I think the concept of constantly changing the law is, in fact, what
is holding back capital investment in the United States.

So I would conclude with one simple thing. The U.S. Government,
Congress, and the President of the United States, needs to replace un-
certainty with certainty and create incentives to growth by restoring
the capital investment incentives to taxpayers who now have virtually
none. g listened to the