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1 EXECUTIVE SESSION
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3 Thursday, April 1, 1982

4 - -

5 United States Senate

6 Committee on Finance

7 Washington, D.C.

8 The committee met, pursuant to notice, at 2:10 Pema in

9ARoom 2221, Dirksen Senate Office Building, the Honorable

10 Robert Dole (chairman of the fuil committee) presiding.

11 Present: Senators Dole, Chafee, Wallop, Symms,

12 Grassley, Long, Byrd,. Bentsen, Matsunaga, Baucus, Boren,

t3 Bradley and Mitchell.

14 Also Present: Robert E. Lighthizer, Chief Counsel;

15 Rodrick DeArment, Deputy Chief Counsel; Rich Belas, Tax

16 Counsel; David Hardee, Minority Tax Counsel; Hafk McConaghy,
17 Chief Counsel, Joint Tax Committee; David Brockway, Joint

18 Tax Committee; John Chapoton, Assistant Secretary of

19 Treésury for Tax Policy.

20 - T -

21 The Chairman: I apologize to those who traveled long
22 distances yesterday to be here at 2:00. We had a very

23 important matter on the floor that we had to dispose of. We
24 had to of necessity cancel. Many had not eaten Yesterday.

25 So we are back today and I want to suggest that ve
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probably will not get a great deal done today, but we hope
tu nave a discussion first of the minimum tax and then the
leasing provisions. First we will have Nr. Belas on the
Finance Committee discussing the minimum tax, and then ve
will have Nr. Chapoton review the Administration's
proposal.

Then on the leasing provision we would like to hear
from the Joint Committee on how leasing works and review a
leasing example, and I am certain there will be questions in
these areas because these are two rather significant
proposals that will help us raise revenue. There is no
doubt in my mind that we are going to have to do a lot of
that. We have to bring the deficits down if interest rates
are going to come down, and we are going to have a very
active mark-up schedule as soon as we return. I will try to
have that in the members’ hands today because people might
have conflicts. We are checking with the members.

We had hoped to be in a position at that time, that the
staff be prepared to give us other options in addition to
the Administration's proposal, and we will go from these two
matters into completed contract, finish the Administration's
proposals, and then take a look at some staff options.

Having said that, unless somebody else would like to
make a statement, f wvould call on Mr. Belas.

Senator Wallop: Mr. Chairman, T have a statement that
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1 I would like tc have inserted in the record. But in

ccceonce, what it Sa¥s is that I do not really feel like

[ ]

3 voting for any increases in taxes until I see some sign that
4 we are going to do something about the entitlement programs
5 and the reduction in spending and some kind of indication

8 that Congress is not going to use what. it raises in revenue
7 to spend on new progranms.

8 What we do not need is a tax increase and no budget

¢ decrease, no consequence for it other than more money

10 drained out of the hands of the taxpayers. And until we see
11 some level of commitment out of here, I just think it is

12 irresponsible to talk about increasing taxes.

13 Senator Bentsen: Hr. Chairman, I would like to put a
14 statement in the record. '

15 The Chairman: Could I just say, in response to Senator
18 Wallop, I certainly share that view and I have made that

17 view known in meetings that I have had in Senator Baker's

18 office. There is no need for this committee to raise more
19 revenue so that other committees can spend more money.

20 I believe we ought to achieve or exceed the President’'s

21 spending reduction goals in this committee, maybe not in the

22 same way, but unless I am mistaken, we will do very well on
23 the spending reduction side. So I share the view expressed
24 by the Senator.

25 Senator Byrd.
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Senator Byrd: What needs to be done is to reduce
Spenuing. Spending is what 1is out of control, totally out
of control. Congress is totally undisciplined and has been.
undisciplined for 20 years. What needs to be done now more
than anything else is to control spending. If we control
spending, the taxes will take care of themselves.

The Chairman: ¥r. Belas.

Mr. Belas: MNr. Chairman, today we have three separate
minimum taxes in the Internal Revenue Code. We have an
add-on minimum tax applicable to corporations, we have a
similar add-on tax applicable to individuals, and we have an
alterpative tax that also is applicable to individuals. I
vill briefly go through each of the three minimum taxes.

On corporations, the so-called add-on tax means that in
addition t> any regular income tax liability a c¢orporation
may have, there is a 15 percent tax on a tax base which
equals the total amount of so-called preference itenms,
reduced by the gr=ater of $10,000 or the full amount regular
tax-liability for the year. Basically, that means ve have a
smaller tax base, and a 15 percent flat rate is applied to
that tax base.

The items that are included in that tax base are
accelerated depreciation on real property over straight line
depreciation, and after a technical correction which is

necessary, it will apﬁly to the ACRS system as well. It
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also applies to percentage depletion to the extent that it
$xTeeds the adjusied basis Of propertiy at the enda of the
year. And it applies to 60-month gquick amortization of
certain property, such as pollution control facilities,
railroad rolling stock, and child care facilities, to the
extent that this quick amortization exceeds depreciation.
Also it applies to the excess of net long-term capital gains
over short-term capital loss.

Finally, with respect to banks, savings and loans and
mutual savings banks, financial institutions, it also
includes as a preference item the excess of the addition to
bad debt reserves over what the bad debt reserve would have
been if it had been maintained on an actual loss experience
basis. Basically, for the financial institution, they have
a method of computing bad debts which may not comport with
reality, and the excess over real experience will be
included as a tax preference item. Basically that is an
add-on tax. It goes into effect no matter what the tax
liability of a corporation is.

In addition to that, we have on individuals two minimum
taxes. The first one is very similar to the add-on tax for
corpbrations. It is a 15 percent tax on preference items,
reduced by the greater of $10,000 or only one-half of the
taxpayer's regular tax liability. On corporations, it is

the amount over the full tax liability.
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They have 3ifferent preference items for individuals as
vell  Thc cams accslerated depiecliation on real property
over straight line depreciation. Also, accelerated
depreciation on leased personal property over straight
line. A percentage depletion, just'as in the corporate
tax. And in addition, we have the amortization, just like
in the corporate tax, and tvo new ones: stock options --
qualified or restricted stock options, not the incentive
stock options that were enacted last year, the amount by
which the fair market value of the shares that were
purchased by the option at the time the option was
exercised, to the extent it exceeds that option price. The
fair market value over the option price is included as a
preference item.

Finally, intangible drilling costs. Intangible
drilling costs are included to the extent they exceed the
taxpayer's net income from oil, gas and geothermal
properties for the year.

Finally, there is an alternative tax that does not
apply to corporations. It only applies to non-corporate
taxpayers. It will apply to a taxpayer if he has a
business, as long as he is not operating in corporate form.

The tax is imposed only to the extent that it exceeds
the sum of the taxpayer's liability and the taxpayer'é

add-on minimum tax. The tax is on a base called alternative
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1 mipimum taxable income. That is gross income minus all your

L}

regulatr deductions, and then you add back certain adjusted
3 itemized deductions and you also add back the capital gains
4 deductiqn, that 60 percent that is not normally taxed.

5 The adjusted itemized deductions are all your itemized

8 deductions except for your state, local and foreign taxes,

7 your medical expenses, your casualty losses, and an estate

8 tax deduction for income in respect to the decedent. And it

9 is only to the extent that those itemized deductions exceed

10 60 percent of your adjusted gross income minus the itenms

11 that are excluded.

12 This tax is not at the 15 percent across the board

13 rate. It applies at a graduated rate: 10 percent on the

14 amount of the base, that alternative minimum taxable inconme

15 base, between $20,000 and $60,000. The first 520,000 is

16 taxfree under the alternative minimum tax. The second

17 $40,000, $20,000 to $60,000, is taxed at a straight 10

18 percent, and the amounts over 360,000 are taxed at 20

19 percent,

20 The Chairman: That is a brief summary of current law?
21 Mr. B2las: That is current lavw.
22 The Chairman: Without any Administration change. -Now

23 we will have Mr. Chapoton address how the Administration
24 proposes to change the corporate minimum tax.

25 ¥r. Chapoton: Mr. Chairman, the Administration's
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proposal would remove altogether the add-on corporate

Minimun tax and suDstitute in 1ts place an alternative
minimum tax, which would be something like but quite
different in scope from the alternative minimum tax that Mr.
Belas described on individuals.

Basically, the principal involved here would be that
each corporation that has current cperating profits or
economic income would be required to pay some rate of tax
currently. The rate would be 15 percent because that is the
current rate of tax. And for that reason, no credit would
be allowed against the alternative minimum tax other than
the foreign tax credit, in an effort to prevent double
taxation of foreign earnings.

Structurally, the tax would be computed by taking the
corporation®s existing taxable income computed under the
normal rules, adding back to existing taxable income the sun
of the corporation's preference items within the year,
taking that total and subtracting from that total $50,000 to
exclude smaller corporations, so that no cerporation whose
restructured income is less than $50,000 would have any tax
under the alternative minimum tax.

After you take the nontaxable income and the sum of the
preferences less $50,000, the resulting item would be your
minimum taxable income base. You would multiply 15 percent

times that, and compare the resulting minimum tax to
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ordinary tax liability, and pay the higher of the two. Your
ordinary tax llapillity would be, as computed under present
law, ordinary tax less all credits, including foreign tax
credit, investment tax credit, energy credits and all other
credits; whereas the minimum tax liability would be
computed, as I stated, less no credifslother than the
foreign tax credit.

As T said, the purpose, the attempt is to design a
System so that a corporate entity cannot utilize preferences
in combination or other provisions in the tax law in
combination to reduce its current tax liability to a rate
below an effective rate of 15 percent.

The preference items are all of the preferences
applicable to corporations under existing law, other than
capital gains preference, because mechanically the way this
alternative minimum tax works, all of capital gains would be
in the base, so it would be taken care of automaticalliy.

You would not have to do a special capital gains preference.

So we will take the preferences applicable under
existing law to the corporations and ve would add the
following preferences. We would add intangible drilling
costs on successful vwells in excess of ﬁ ten-vear
amortization of the IDC costs. That would be an additional
preference. The second additional preference would be

mining, exploration and development costs, which are

ALDERSON REPORTING COMPANY, INC,
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expensed in excess of a ten-year amortization of such

CoSise We would add the lessor's net tax benefits from a
safe harbor lease transaction, so that in effect that would
say that a lessor or buyer of leases, a buyer of credits and
deductions under a leasing transaction, could not use that
transaction to reduce his tax liabilities to a lower
effective rate than 15 percent.

A fourth additional preference would be interest
deducticns by financial institﬁtions on debt utilized to
carry tax exempt obligations: Under the law applicable to
individﬁals, under Section 265(2) of the code, interest on
debt which is used to purchase or carry tax exempt
obligations is not deductible, but financial institutions
are alloved to deduct such interest. They would be allowed
to continue to deduct such interest, but that deduction
would be a prefersnce itam. So once again, this minimum tax
vould state that that deduction of interest relative to tax
exempt income could not be utilized to drop a financial
institution's effective tax liability to lower than 15
percent of its economic income.

The Chairman: If someone could spell out for us on the
blackboard so that we can maybe more Clearly understand what
vould happen under the current law, and the same set of
circumstances under the Adminstration's propesal. We used

to draft Mike Stern all the time. I think maybe he has
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escaped that.

z Would you do 1t for us, NMike?

3 (Lauchter.]

4 The Chairman: We can read your writing, Mike.

5 (Pause.]

8 The Chairman: M¥r. Belas, maybe while Mike is writing

7 that, you could give us -- you have a short example of how
8 it wvorks under current law. Just give us the example yvou

showed me. I think it is short.

L]

10 Nr. Belas: The important thing to note is that the

11 major difference, the differences between the

12 Administration's proposal and the current tax is that the
13 Administration’'s proposal is on a much broader base, and it
14 also is an alternative tax, rather than an add-on tax.

15 To give you an example of how the add-on tax vorks, say
16 You had a corporation that had an income tax liability of
17 328,500 for 1980, and it had tax preferences totalling

18 $80,500, more than the corporate tax. So you take the tax
19 preferences, less exemptions of $28,500, which was the

20 amount of the regular tax liability, and you would ccome out
21 ¥with in excess of $52,000. And that is the amount that is
22 subject to the add-on minimum tax.

23 You multiply that by 15 percent and you come out with
24 $7,800. That just means that your tax liability is

25 increased by that extra $7.,800.

ALDERSON REPORTING COMPANY, INC,
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1 The Chairman: $36,300 rather than $28,500.

nr. Belas: That 1s correct. It is a very simrple tax,

L)

3 but it is on a very minor base. I would hate to say

4 arbitrary base, but it is on specific itéms that were

5 considered to be items that were not considered to be the
6 type of thing that you wanted to allowv a corporatiocn to

7 escape tax on.

8 The Chairman: Are these using different figures or the
9 same?

10 Mr. Belas: These are different figures.

1 . Senator Byrds Is that an example of a corporation or

12 an individual?

13 Mr. Chapoton: That is a corporation, Senator Byrd.
14 ) The Chairman: Run through that.
15 Mr. Chapoton: Okay. What that shows is the

16 corperation has regular taxable income of $20,000 and a 46
17 percent tax rate which we are assuming no surtax exemption.
18 A 46 percent tax rate of $9,200 on that taxable inconme.

19 - Then the third line down, we begin to compute the

20 ninimum tax liability. Taxable income is $20,000 again. We
2t add back to that the preference items, which You have heard
22 described as prefarence income, but it is the sum of the

23 1tems I have listed, and you add the two together and you

24 have $80,000 of preference income and $20,000 of taxable

25 income for a total minimum tax base of $100,000, to apply

ALDERSON REPORTING COMPANY, INC,
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the 15 percent minimum tax rate against that, in order to
CCme up wiiln a mionimum tax of $15,00U. Compare that with
the regular tax liability of $9.,200 and you pay the higher,
which is $15,000.

So that corporation would have tax liability of 315,000
rather than $9,200.

Let me add right now, because it is an important point,
onder our proposal, the difference between $9,200 and
$15,000, or $5,800, would be a credit against normal tax
liability in a later year. It would be a carryover credit,
S0 that a corporation that is subject to the minimum tax for
one or a couple of years and then moved back to the regular
tax system will have no greater total tax liability over the
sum of the years than it would have under the normal tax
system. It simply must pay each year at least 15 percent of
its normal tax liability. And if it is a corporation that

consistently pays lower than a 15 percent effective rate,

then it vould have obviously a total permanent increase in

tax-liability.

The Chairman: What do you include in the preferénce
income? .

¥r. Chapoton: The preference items would be the ones
== I will rup through them very quickly and then we can go

over any that you might want to discuss further. Under

existing lav, a percentage depletion. Five of the
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preferences are under existing law. The percentage
depleticn in excess of Cost of depletion on minerals;
accelerated depreciation on real property in excess of
straight line depreciation over a 1S5-year period;
amortizatiqn of certified pollution control facilities and
amortization of child care facilities, both of which will
phase out shortly, so they are retained for a short periocd
of time but are not really important.

The fifth one is reserve for losses on bad debts of
financial institutions, the statutory reserve in excess of a
Feserve allowved, computed on actual experience. That is
existing law.

Then you add I believe eight additioﬂal—preferences:
intangible drilling expenses in excess of a ten-year
amortizafion of those intangible drilling expenses in
drilling successful oil or gas wells; mining and exploration
develorment costs deducted to the extent they would exceed a
ten-year amortization of those costs; the benefits of a
lessor under a safe harbor leasing transaction; deduction by
financial institutions on debt -- deduction of interest on
debt to carry tax exempt securities by financial
institutions; the deferred DISC income, which is added to a
construction reserve fund or capital construction fund under
the Merchant Marine Act. That income is not taxed, or it

would be a preference under the minimum tax.
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The five-year amortization of motor carrier operating
rights would be an additional preference. The original
issue discount interest in excess of interest that vould bde
computed on the amount actually borrowed -- in other words,
the original issus discount is now being used by a number of
corporations to accelerate very dramatically the interest
deduction on debt, and the acceleration would be a
preference.

And then finally, the deduction on costs in connection
with long-term contracts. This is a correlary to our
proposal on certain period costs under the completed
contract method of accounting. They would be a preference
up until the time a contract was subject to the new
disallowance or deferral rule under the completed contract
proposal that we are making.

The Chairman: What revenue would that raise, if in
fact it were adopted as outlined by the Admipistration?

Br. Chapoton: It would raise I_believe it is $2.3 in
fisc¢al year 83, 34.8 in fiscal 84, $4.5, $3.7 and §3.8 in 87.

Senator Byrd: Could I ask this question? &
corporation borrows money to purchase equipment. 1Is that
consldered a preference item?

Mr. Chapotons No, sir.

Senator Byrd: Now this example that you give there, is

that under existing law?
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Hr. Chapotons No, that is under the proposal. Perhaps
it wguld be helpiul if we shuwed novw that example would
apply under existing law.

Under existing law, the corporation would pay its
normal tax liability of $9,200, plus it would take its total
preferences of $80,000 and subtract $9,200 from that,
leaving a minimum tax base of $70,800, and apply 15 percent
to that base, which would de approximately $1,200. It vould
add that to its normal tax liabilty, so this corporation
would have higher tax liability under the old minimum tax
than under the new minimum tax, which will happen.

The new system, our proposal, would provide that all
corporations must pay some minimum rate of tax, but for
those corporations that are already paying a significant
amount of tax, they would have no add-on tax because they
also have some preference items.

Hr. Belas: Mr. Chairman, one thing that I think should
be emphasized here is that the preference items are much,
much different. So it is kind of oil and water, trying to
compare the two.

The Chairman: I understand that.

Sepator Byrds But under this proposal, or under the
existing law too, perhaps, the corporation that has a
$20,000 taxable income now pays or would Pay under your

proposal $15,000.
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¥r. Chapoton: That is correct.

Seunator Byrds In other words, a taxable income cof
$20,000, the company would pay $15,000 in taxes.

Hr. Chapoton: Senator Byrd, that is correct, but the
assumption that the proposal and indeed the existing minimunm
tax proposal proceeds on is that its economic income is
somewhat higher than $20,000. So looking at §20,000, we
just have to accept the fact that that is not a correct
measure of its income for this purpose, and indeed it is
reporting more income to its stockholders and creditors.

Senator Long: Could I ask this, Mr. Chapoton. If that
preference income you are talking about is an intangible
drilling cost, and I understand that would be included, as
you well know, Mr. Chapoton, when you are drilling wells,
that reduces your tax while you are drilling but at whatever
point you stop drilling, then it all catches up to you and
Yyou really pay a lot of taxes if you are in that business.
You are thoroughly familiar with that, I am sure.

¥r. Chapoton: Yes, sir.

Senator long: So this is a tax deferral, rather than a
tax advantage. Once you stop drilling, the expenses catch
up with you and you owe a great deal of taxes.

Now logically it would seem to me that at that peint,
when you start paying a larger amount of taxes, you would

not be paying the minimum. By rights, that fellow would be
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entitled to the difference between let us say the $9,200 and
the 315,000 and have that refunded to him because at that
point, he is not jgetting any tax advantages. He is paving
You back for the rapid tax vrite-off he had up fronf.

¥r. Chapotons: Yes, Senator Long. That is part of this
proposal. When that taxpayer later had taxable income on
the normal base, then the difference, the $5,800 difference
between §$9,200 and $15,000 would be a credit against his
normal tax liability.

Senator long: So at that point, when he is no longer
doing the drilling, he would then get a credit against what
his ordinary taxes would be?

Mr. Chapoton: That is right. The increase in current
tax liability from the app;ication of the minimum tax would
be a credit, if he moved back on the regular system.

Senator Long: That would be a cfedit against his
ordinary tax liabkility?

¥r. Chapoton: A credit against his ordinary tax
liability, ves, sir.

Senator Long: That seems fair. I am glad you got that
in there.

The Chairman: Senator Bentsen.

Senator Bentsen: Nr. Chairman, my concern with this
approach is that we passed a tax bill where we were trying

to encourage business to make investments in new plants and

ALDERSON REPORTING COMPANY, INC,
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1 new equipment. Of course we have had an interest

2 rate-inaucaa recession that has precluded that fron

3 haprening thus far. But we went all out to try to

4 accomplish it and we passed a tax bill that was 80 percent
5§ for the individual and 20 percent for business.

8 As I have been told on these numbers that have been

7 provided to me, this particular measure would take back 56
8 percent of the tax cuts that we gave for business in this

9 last bill, take back 52 percent of them, and that the ratio
10 would turn more t»> 90 to 10.

11 We put certain things in there which -- you Xnow, they
12 use the language for political reasons nowadays and c¢all it
13 preference income, but we put it in there for an economic
14 objective that we were trying to achieve. That vas a new
15 acceleration of depreciation or whatever other one is listed
18 there, where tﬁere might be an excess.

17 I would rather see us, instead of using a shotgun

18 approach across the board, look at the specifics of the

19 economic objectives that we were seeking. Now one of those
20 that was put into this bill is the so-called safe harbor

21 leasing, which I think is being very much abused and I think
22 destroys confidence in the tax system, the way it is being
23 utilized. I would rather that we took a surgeon's approach
24 to this more than a meatax approach, and that we chose those

25 Specific ones that we did not think were working properly,
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rather than to go back and try to undo some things that I
think were necessary in trying to increase the productivity
of our country.

¥r. Chapoton: Senator Bentsen, I recognize and we have
of course met with numerous groups on this, and those points
have heen made. I think the thing we have to focus on is
that this proposal does not -- well, the add-on minimunm tax
really does reducs directly the benefit of each incentive
deduction or benefit. This only says that they will not be
affected adversely at all unless they are used in
combination, or as to having the effect of reducing your
income ~- through the desirable incentive but reducing your
income tax liabilitf in a particular year to some point that
is considered simply too low, that all entities should pay
some normal rate of tax, some minimum rate of tax on
economic income.

Senator Bentsen: The trouble with that line of
reasoning is we have ourselves a growing industry that we
want to see move and we want to see it -- maybe it is high
technology -- making a major amount of investment in new
equipment, to be more productive and more competitive, and
that is what we were trying to urge them to do. And they in
effect have deferred their profits, but you slap a tax on
them because they have taken too much in the way of purchase

of equipment and trying to do some of the very things we
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1 were talking about them doing.

2 SO0 1t seems quite counterproductive to me. I would

3 rather take on the specifics of those incentives we put in
4 the system that we do not think are applicable any more, or
5 that are not being properly utilized or are being abused.

8 And I get right back to safe harbor leasing.

7 Senator Byrd: Can I ask this question? We changed

8 the depreciation schedule in 1981 to 15 percent the first

9 Year -- on equipment now -- and then 22 percent and then 21
10 percent for the next three years. Is any of that

11 depreciation included in the preference income?

12 Nr. Chapoton: It is not, Senator, except the existing
13 law rule that says accelerated-depreciation on real estate
14 1s retained, so the effect is that depreciation in excess of
16 straight line over 15 years on structures, on buildings,

16 would be a preferance. There could be a slight preference

17 from ACRS on real estate,

18 Senator Byrd: But not depreciation on egquipment?

19 " Mr. Chapoton: HNot depreciation on equipment.

20 Senator Byrd: How about the 10-5-3 on automobiles?

21 ¥r. Chapoton: Three years on automobiles and some RED

29 eguipment, yves.

23 Senator 2Zyrd: And that is not a preference?
24 Mr. Chapoton: That is not a preference.

|
25 The Chairman: Senator Symms.
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‘Senator Symms: Thank you, Mr. Chairman.

1 would like to pursue a little further the juestions
that Senator Bentsen asked about, and really his general
statement about the fact that the business cuts, if we start
tampering with this now, what the impact would be on the
eCONCoMmY.

dhat about the illiquidity out there in the corporate
world? I was told here that Ford MNotor Company, for
example, could not roll over their short-term paper a couple
of veeks ago and had to do some emergency things. You start
tampering, what you are really doing is raising taxes on the
corporate part of this =2conomy by this tax; is that not
really true?

Mr. Chapoton: Well certainly, there is a tax increase
on a part of the corporate community. It is not, and I
should have mentioned this earlier, I do not think it is
correct to view it as contrasted with the ACRS benefits
given last year because most corporations are not affected
by the alternative minimum tax at all. But some are and
those industries which utilize these special incentives in
the tax law, they will have an increase in taxes.

Senator Symms: But is that not going to make, in
addition to that, so what we are talking about is raising
taxes on an illiquid corporate part of our economy, so they

have to go borrow the money then, so we still do not solve
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the interest rate problem.

Yr. Chapotions nmell, Sehator, ve always come about in
that circle. The guestion here I think is whether it makes ;
the corporate income tax more fair and a better tax or not.
It is going to be a tax increase for those companies that
pay more taxes. No doubt about it. They are paying a very
low effective rate of taxes before this.

Senator Symms: Do I understand it right that they are
going to have to have a double calculation? Does this not
make it more complicated?

¥r. Chapoton: Definitely one of the disadvantages of a
minimum tax and this minimum tax is the additional
computation, yves.

Senator Symms: How much extra will it cost the private
sector to do the calculations? Is there any way to estimate
that?

Mr. Chapoton: We have not even made an attempt to
estimate. Let me be candid. It is not so much computing
the tax at the end of the year. It is planning that will be
more difficult, and planning is already difficult under the
tax laws and under other laws, and this will add a definite
element of complexity in tax planning which corporations
must do.

Senator Symms: How much more will it cost Treasury?

Mr. Chapoton: The cost to Treasury would not be

ALOERSON REPORTING CQOMPANY, INC,
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significant.

SShnator Symm5s DOuUtl FUU fhave no idea now much 1t will
cost, though, the private sector? Are they going to spend
31 billion to try to raise §3 billion for the IRS?

¥r. Chapoton: I really cannot say but I cannot believe
that the cost would be anything like §1 billion.

Let me emphasize that tax planning in larger
corporations is already a very sophisticated process, so
additional elements, while undesirable, are probably not
that expensive,.

Senator Symms: Well ¥r, Chairman, I just think I would
like to say, just so that there will not be any surprise to
You as to where I am coming from, but every eccnomist I talk
to tells me that if ve raise taxes right now on our econonmy,
we are just going to be making the same mistakes that were
made in the early 30s when they raised taxes and lengthened
out the recession.

It sesms to me like what we need to do before we start
raising taxes is to cut spending. I would sure like to see
us approach the entitlement programs before we talk about
raising taxes. Now it may be that there may be sone places
that we can do some good and find some accomodation, but I
am sure concerned about this, and I hate to have something,
particularly this minimum tax wvhich seems so unnecessary and

burdensonme. To even be talking about it bothers me because
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I think it does disrupt the thinking of the investment
COmmunity so that they begin to wonder if we are going to
change the rules esvery three sr four months around here.

I 1iken it to that movie Rollerball that was gquite
popular a few years ago where they changed the rules in the
middle of the game all the time. If you can keep up with it
fast enough, maybe you can have some planning. But I would
sure hope that we would just have these sessions and not
vote for any tax increases. Like I say, I do not mind the
hearings, but I sure hate the mark-ups.

Unless we can talk about cutting entitlement spending,
I guess is wherz I am coming from.

The Chairman: I said earlier that we are going to
address the spending cuts in this committee and I think we
will achieve or exceed the President‘s rCecommendations. So
we are just taking up the revenue side first. But every
economist I have talked to said if we do not get deficits
down, interest rates are not coming down. That is the other
sidé of the coin. If we do not do something on the revenue
side to bring down the deficit, as well as the spending
side, I am afraid we have more trouble than we can manage.

No one wants to increase taxes; but I would guess that
there will be some increases. They may not be unanimous
but --

Senator Symms;: MNr. Chairman, I would suggest that
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maybe 1f we could come to some kind of an agreement, and T
think riqoh+t in +thic committces we have Llie area wilere the
deficits are going to have to be narrowed -- social
security, Hedieare, Medicaid, primarily social security.
Without that one, we will never narrow the deficits.

If we could maybe vote a resolution through the
committee that we would agree to a five to one ratio or
something, that for every $5 we cut in spending we will
raise $1 in taxes, then we might have a good ground rule of
where to start. I think that would probably signal the
thing and bring down interest rates if we would do that.
But if we are talking about $1 to §1 --

The Chairman: I think that may be a little on the
heavy side.

Senator Symms: Well, I started at five toc one and I
might settle for four to cne.

The Chairman: That is progress. If we get you down to
one to one, we might be in business.

Are there other guestions on the minimum tax? Senator
Hatsunaqé.

Senator Matsunaga: Nr. Secretary, you quoted figures
as to the projectad increase by application of minimum tax.

I think you said $2.3 billjion. What year would that be for?
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¥r. Chapoton: The tax would be effective January 31,

1982 and the figure I guote, 32.3 Diliion, would be for
fiscal 83.

Senator Yatsunaga: In fiscal 84, $2.87

¥r. Chapoton: $2.6. I am sorry, Senator, ¥$4.8. I anm
SOCTY.,

Senator Matsunaga: $U4.8 for fiscal 84 and 857

Mr. Chapoton: $u4.5. And in 86, $3.7, and in 87, $3.8.

Senator Matsunaga: A1l right. Now, this would be as a
consequence of minimum tax, only on those smaller

corporations?

Mr. Chapoton: No, on all corporations, but smaller
corpeorations there would be a $50,000 exemption, so the
smaller corporation would be exempted from the alternative
minimum tax by that.

Senator Matsunaga: Does this mean that the larger
corporatiosns wouli be paying an additional 15% over --

¥r. Chapoton: It means that any corporation that is
paying an =2ffective rate of tax on this reconstructed income
of lower than 15% would be paying 15%.

Senator ¥atsunagas I see. And nowvw relative to the
preferential income, would each corporation be treated
alike, as to the components of such income? Or would it
differ from industry to industry?

Mr, Chapoton: The preference items wvould be listed, as

ALDERSON REPORTING COMPANY, |NC,
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I have outlined. They are across all corpeorate entities,
but they are certainly heevier iIn certrain inaustries.

Senator Yatsunaga: So as was earlier put to guestion
by Senator Bentsen, you would also include those
preferential items which were intended by Congress as an
incentive for a particular industry?

Mr. Chapoton: That is correct. Yes, sir. The
accelerated cost recovery System, no. But other items are
incentive items, as they are under existing minimum tax.

Senator Yatsunaga: In other words, items which are
included, for example, as incentives for development of
alternative energy would also be included?

¥r. Chapoton: No. The energy credits would not be
alloved to reduce your minimum tax.

Senator Matsunaga: Under your proposal that would not
be allowed at all?

Mr. Chapoton: That would be phased out, and the
credits would not be allowed against the minimum tax
liability. There is no specific preference itenm on the
alternative energy expenses.

Senator Chafee: Nr. Chairman?

The Chairman: Senator Chafee?

Senatsr Chafse: .Mr. Chapoton, it is said that this

minimum tax is heaviest on the capital intensive

industries. Why wouli that be so? And is it so?

ALDERSON REPORTING COMPANY, INC,

400 VIRGINIA AVE.. 5.W.. WASHINGTON. D.C. 20024 (202) 554-2345



10

11

12

13

14

16

16

17

18

19

20

21

22

23

24

25

29

¥r. Chapoton: Let me get a specific answer to that.
It will hit some capital-intensive industries and not
others. But to the extent it does, the main effect is the
fact that the investment tax credit and no credits may
reduce your minimum tax liability. So you could not use
that or any other item to reduce your effective tax rate to
below 157. . .

¥r. McConaghys: I am not sure, Senator, whether it
would just be for capital-intensive industries. Banks, for
instance, some would view as not being too
capital-intensive, and I think that they would be affected
by this. So I am not sure if it is Fjust -- if you can draw
the conclusion that it would be just capital-intensive.

The Chairman: They do not have much tax now as an
effect of that, right?

Mr. McConaghy: That is right.

Senator Byrd: The investment tax credit, is that a
preference item?

Mr. Chapoton: No, it is not a preference itenm,
Senrator, but the investment tax credit, or energy tax
credits =-- no credits would be allowed against a minimum tax
liability.

Senator Byrd: Against minimum tax liability?

¥r. Chapoton: That is correct. So these credits could

net be used to reduce a corporation's tax liability if it
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1 vere under the alternative tax. And indeed, the credit is

2 vue oI tThe 1ters that could obviocusly reduce normal tax

3 liability and bring it to a lower than effective 15% rate.

4 And if that happened., minimum tax liability would kick in.

5 Senator Byrd: Take an example. Suppose a corporation
6 had net taxable income of, say, $100,000, and it had no

7 preference items that you listed, and it had a F100,000

8 investment tax credit. What would be the situation on that?
9 ¥r. Chapoton: It had $100,000 of income; it would have
10 a $15,000 tax liability and an investment tax credit

11 carryover --

12 The Chairman: You could sell your tax credits.

13 Mr. Chapoton: I am sorry. In that case, it would be a
14 $50,000 exemption, but you would up the figure. The result
15 would be the same. There would be a case where the credit
16 ¥vould be disallowed. It would be carried over rather than
17 being allowved to reduce taxable income to below 15%.

i8 Senator Byrd: So it vould be disallowved but it would
19 not be considered a tax preference.

20 Hr. Chapoton: It would not be labeled-a tax

21 preference; it would be deferred, though.

29 Senator Byrd: Thank you.
23 Senator B8radley: Mr. Chapoton, would you say that your
24 Dew list of what is preference income and vhat is not could

25 9enerally be described as base-broadening?
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Mr. Chapoton: I suppose it could, Senator. It
broadens the base of the existing minimum tax, yes. It is
base-broadening, yes.

Senator Bradley: What is the rationale behind that?
The general idea of broadening the base?

Mr. Chapotons Our rationale is an attempt to
reconstruct income closer to an economic income base to see
that a meaningful effective tax rate is paid currently.
Some minimum effective tax rate.

Senator Bradley: And you say that in some cases, that
effective tax rate would be lower than normal, ever?

Mr. Chapoton: This would say that it could not be
lover than 15%. Without this, it could be lower than that,
yes.

Senator Bradley: You have not, in any way, touched

ACRS?

Nr. Chapoton: ACRS is not a preference, but as I wvas
describing to Senator Byrd, the investment tax credit, which
is not technically a part of ACRS but it could not reduce
your tax liability to a lower than 15% rate, so there is an
indirect result on the credit, certainly, on the investment

tax credit.

Senator Bradley: Would that, as you know it, eliminate
the possibility of a negative tax rate for most categories

of assets?
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Mr. Chapoton: I think that that is a separate question
because 1 think that calculation You are discussing is
3 usually made on an asset-by-asset basis, so this would not
4 affect that directly. It could. It could in a particular
5 case, but in scme cases it would not.
6 Senator Bradley: Thank you, Mr. Chairman.
7 The Chairman: If there are no other questions on the
8 minimum tax, we would like to move on to the leasing
9 provision. Might say there will be some additional options
10 on the minimum tax which we will discuss at a later meeting.
11 But ve would like to hear the joint committee’'s reviw
12 of how leasing works and the review of a leasing example at
13 this time. Xr. McConaghy?
14 Mr. McConaghy: Mr. Chairman, prior to the changes made
15 by ERDA, ve had really some different rules that were
18 somewhat complex and uncertain applying to when something
17 was a lease and when it was a conditional sale, or financing
18 arrangments.
19 '~ Generally in the tax laws, depreciation and the
20 investment tax credit follow ownership of the property. If
21 a transaction in substance is characterized as a lease, then
22 the lessor, vho would be treated as the owner, gets the-
23 depreciation and the investment tax credit. If it is -
24 treated as a conditional sale or a financing technique,

25 then, of course, that lessee/user would be the person who
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gets the investment tax credit and depreciation.

5u prior to any change, there were a number of factors
that were looked at. The law, I think, was somewhat unclear
from the cases. The Service took a position in its private
rulings that you look at certain guidelines or factors, and
those factors included things like was there an economic
profit absent the tax benefits; did the lessor have a 20%
minimum at risk; did the lessee have the right to purchase
the property at the end of the term at less than fair market
value; the lessee must not have been able to have an
investment in the lease and must not lend any of the
purchase costs to the owner; and the use of the property at
the end of thes tarm of the lease by a person other than that
lessor must be commercially feasible.

I think most people would view those as factors that
were at least designed to try to determine what the
substance of the transaction wvas.

In ERDA, ve adopted or changed those rules. We really
overrode those rules and provided a safe harbor that would
reaily guarantee vwhen a transaction would be treated as a
lease rather than a financing arrangement or a conditional
sale, even though it did not comply with the old IRS
guidelines or some of the criteria that the courts imposed.

Essentially, those criteria were somewhat simple. The

parties to the agreement must elect to treat it as a lease.
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We alloved it only where the nominal lessor -- that is a
P&T50n WiG i1s uot the user but was a corporation -- we did
not-let individuals, in effect, buy or transfer and get the
benefit of transferring those tax benefits. We dropped the
minimum at-risk investment ani said that the lessor must
have a minimum at-risk investment of at least 10%. The old
rule was 20%.

We put some rules in on how long that lease term could
be, and wve applied it to what we call qualified lease
property, which is really new Section 38 property; that
being tangible property that is eligible for depreciation or
the investment tax credit.

That really permitted two or three things. Cne, it
made it easier essentially to transfer the benefits from
depreciation and the benefits from the investment tax credit
prior to what we did in ERDA. It was clear that those
benefits still could be transferred. However, negative
benefits, in effect, or benefits more generous than
expensing zould not have‘been transferred, and it provided
some certainty. But essentially, I think it was designed to
take some 5f the benefits that could not be used by what we
did in depreciation in the ITC, and permit them to be |
transferred to someone else.

Now, we have an example which I think is fairly

typical. It is an example which should be passed out that
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explains what vwe see as the typical transaction after
luuking at many of the lease transactions that have occurred.

We and the Treasury are analyzing those returns. There
are some 20,000 returns and ve are not finished doing that.
We hope to be able to have something out when you ceme back
from the Easter recess, but we find that this is fairly
typical of vhat we see.

Essentially, it starts out with two corporations. One
is a corporation that really is what we will commonly refer
to, I guess, from now on as a loss company or a company that
is really not paying income tax liability. Another company
which is a profitable company, and it expects to have and
does have taxable income and is paying, let us say, the
maximum U46% rate.

So the company which is the ioss company -- and we will
say that is ¥ in this examéle -- essentially needs
equipment, needg to purchase it. It cannot use the tax
benefits from the purchase of that equipment because it has
no tax liability. So in the typical kind of agreement, that
company, X, would purchase equipment, and we are going to
use five year recovery class eguipment, for $1 million.

That same loss company, X, of course, cannot use the same
tax benefits that would flow from depreciation or the
investment tax credit. Under safe harbor leasing, it would

first sell the asset to the profit company and here it would
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sell it for a million dollars.

That profit -company -- and this is what the market
shows -- would pay for those tax benefits. Essentially, a
down payment of $214,000 in cash, and it would give a note
for the balance. In this case, the note would be the
difference between a million and $214,000, which is
$786,000. So the loss company sells the asset to the profit
company, and the profit company is willing to pay $214,000
in cash, and it would give, to pay for the rest of the
asset, a non-recourse note for the balance which is 3786,006.

Let us assume today in this market that notige for nine
Years, the longest term possible, 17% annual interest and it
is paid in equal installments of F176,600. Under the
Statute it does reguire that there be a level payment
schedule for that locan.

The next step to accomplish the transfer essentially of
those benefits would be that Y -~ and Y is the profit
company -- it turns around and leases the equipment back to
X. "After all, X is the one that really wants to use the
equipment. It leases it back to the loss company for the
g€xact term, nine years, and it charges rental for that,
exactly equivalent to its installment payments under its
note, so it would charge rental of $176,676, and that would
exactly offset the debt service that it has to pay under the

note. And so those two would wash. That is what You really
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end up with. The only money that really has changed hands

cetveen X, again tne 1085 cumpany, and T is $21i6,000, and
that has been paid to that loss company.
|
|

" Now, at the end of the lease term, the arrangement we
see at least is that the profit company -- in this case, Y
== would s=211 that equipment to the loss company for a

dollar. Essentially, that is put in the lease agreement
before the enter into it. Let us assume that in this case,
there are third party fees, meaning there are fees paid %o

people other than the lessor and the lessee; that those fees

|
|
\
are 34800 and that they are split evenly so that the profit
company pays Jp2U00 and the loss company pays $2400.
Essentially, those are fees to consummate the deal.

The result really is that the loss company has
purchased the §1 million asset and its net cost really is
$788,400. The profit company essentially has purchased for
$216,400 tax savings worth $277,500. That is essentially
the discounted value of the depreciation and the investment
tax-credit. Now, the profit company obviously will enter
into this because it has paid essentially $214,000
essentially to get tax deductions that are worth $277,500.

The second page of this, which we can just kxind of
glance at, kind of gives the substance of this transaction

and that is, this is the huyer of the tax benefits, this is

a profitable company, would he buy essentially those
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tax benefits? In the case ve see, of course, they do.
They will have depreciation deductions in the first five
Years, such as Senator Byr? indicated, under the five-vear
schedule of 157, 21% and so forth.

They will end up paying interest on the note they give
back to the lessee. There are some amortized fees. If they
do receive rental income, then the sum and substance of the
transaction is that the buyer of the benefits ends up with
tax deductions. In the last column, in the first five
years, it has som2 positive change in tax. In the next five
years -- and if you add up the present value of those tax
changes, it has resulted in a reduction of $277,500 for the
buyer of the tax benefits. That is assuming, of course, a
12% discount rate.

So this ve see as essentially the typical kind of a
transaction. Sc¢ far, of that revenue loss of $277,500, the
vay it would break out in this example is that the seller of
the tax benefits -- which is the non-profitable company =--
would gain $2171,600 or about 76% of that revenue. The buyer
wvould gain $61,000 or 22% and third parties would gain $4800
or about 1.7%Z. That is our average of the transactions that
we have, based on the tapes that we have so far which
illustrate that there vill bde a total of 20,000 forms that
we will have received.

The Chairmans Senator Byrd Jjust established the
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1 revenue loss of this program. Are those figures still the

Same, dre. Chapoton, the revenue loss figures, what the

[ %]

3 Treasury now indicates that the revenue loss is?

4 Mr. Chapoton: -The revenue loss figures wWwe are

5 estimating would be $3.2 billion in 1982, below $50 million
6 in 1981, $3.2 in 82, $3.8 in 83, $5.4 in 84,

7 The Chairman: Are these in line with the original

8 estimates?

9 Mr. Chapoton: Yes, they are the original estimates.
10 On the data we have received so far, the only thing we have
11 been able to tell is that the total volume is consistent

12 with our revenue estimates, but we are analyzing further the
13 particular lease transactions and will be able to determine
14 vith more certainty how close our revenue estimates are,

15 But of this total volume of safe harbor leasing, the

16 original estimates were guite close.

17 The Chairman: Senatory Byrd?

18 Senator Byrd: On this, you say Y purchases equipment
19 for 'a million d4o0llars. Who puts up the million dollars?

20 Br. ¥cConaghy: Well, X does, Senator Byrd, and then it

21 turns around and sells immediately. It, X, is a

22 nonp-profitable company that needs that equipment and its
23 business will be the user. But essentially, it cannot use
24 the tax benefit, so it will put up that money, essentially

25 turn right around and sell it to a profitable company for
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cash, plus a non-recourse loan for the rest of the payment.

Senator Eyrd: Is 1t correct that they pay a million
dollars in cash. Now, they get back --

Mr. ¥cConaghy: No, not in cash. To the seller of the
equipment, that is right.

Senator Byrd: X is the corperation that does not
expect to make a profit?

Mr. McConaghy: That is right.

Senator Byrds: It pays a million dollars for the piece
of equipment; then it sells that million dollar piece of
equipment and gets $214,000 for it.

¥r. McComaghy: That is correct.

Senator Byrd: And a note for the rest.

Mr. McConaghys: That is correct.

Senator Byrd: So they would then recoup that $700,000
and some over a period of nine years. They would not get it
back immediately; they would get it back over a pericd of
nine years.

¥r. McConaghy: That is right. They, however, would

have to pay rent for using that piece of equipment.

ALDERSON REPCORTING COMPANY, INC,
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1 Senator B8yrd: That is how they get it back?

z ir. izConagny: JYes, and that would cancel out exactly
3 the payments on the note from the profitable company to the
4 non-profitable company.

5 Senator Byrd: What I am trying to get clear is, do

6 they have to actually put out a amillion dollars?

7 Mr. McConaghy:s No.

8 Senator Byrd: If they go out on the open market and

9 buy a piece of equipment for a million dollars, somecne has
10 to pay for it.

1 ¥r. McConaghy: To a person who constructs the

12 equipment, that person is going to end up probably getting
13 cash of a million dollars. The non-profitable company will
14 go out and finance the purchase of that equipment. It will
15 pay whatever down payment it has and finance the balance of

16 1t, and it will turn around and sell that to the profitable

17 company, raceive a down payment from it of cash, plus take
18 back a non-recourse note.

19 " It, then, th2 ussr has to pay rent for using the

20 equipment, but the buyer, the profitable company, will have
21 to pay level payments for the balance of the note.

22 Mr. Chapoton: ~ Senator, the net result to the user, the
23 lessee, is for a million dollar piece of eguipment you pay
24 $788,000, and the lease transaction gives hinm up front a

25 portion of the tax benefits that uould_be earned over the
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useful life of that property, in this case of $277,000. <o
That 15 Lhe cust.

Senator Byrd: Thank you.

Mr. McConaghys On the transfer of that, meaning when
the loss company sells the equipment to the profitable
company ani then the profitable company leases it back under
the safe harbor rules, essentially that is somevhat of a
paper transaction and the ownership itself can and does end
up with a non-profitable lessee.

Senator Byrd: But what is not a paper transaction, as

I visualize it, is someone has to pay a million dollars for

the eguipment to get it in the first place, is that not

correct?

Mr. McConaghy: That is correct.

Senator Byrd: And that would be the unprofitable
company that assumes that obligation.

Mr. McConaghy: That is correct.

The Chairman: Have you found any cases that are not
turning out the way you anticipated, as you review the
20,000? T mean, is it working like the Treasury thought it
would?

ir. Chapoton: We are still looking at it, but
basically I think it is correct to say it is working like we
thought it would. That is, the transactions are certainly

being done, the eguipment is being purchased, and the costs,
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a portion of the present value of the future tax benefits,
are belilng realizel Dy the users ot aquipment, the lessees.
And those tax benefits would not be available to then
outside of leasing.

That is the basic structure.

The Chairman: I read today that Mr. Weidenbaum is
indicating st-ong support for leasing. I assume that is the
Administration's position?

Mr. Chapoton: Nr. Chairman, we want to look very
closely at this data. It requires a lot of analysis. The
Joint Committee staff is doing it and ve are doing it. So I
think at this time let us look at that. We still have been
supportive and there is no reason to back up on cur support
yet, but we do want to lcok at the data thoroughly.

Senator Long: Let me ask one or two questions. 1In
1982 how mucch do you think the investment tax credit plus
the ACRS is costing the Treasury in terms of revenue? 1In
other words, assuming that you did not have those, how much
additional revenue would you have flowing into the Treasury
other than this leasing?

I see it is $3.2 billion on leasing. The investment
tax credit and the'ACRS, how much are they accounting for in
those years, '82, °"83 and '8u47?

Mr. McConaghy: Senator Long, the investment credit

itself presently is about $20 billion.

ALDERSON REPORTING COMPANY, INGC,
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1 ¥r. Chapoton: Senator, I can give you the figure

¢ reaaily on what the changes in '81 cost, but I do not have
3 available what the credit cost by itself.

4 ¥r. McConaghy: We have the increased estimates on the
5 capital cost recovery provisions, Senator Long. But if you
6 want the total figures on what essentially the revenue is

7 from all of the ITC and the depreciation, it would take a

8 couple of ninutes to get that for 1982.

9 Senator Long: I would not think it would take long for
10 You to give us an educated guess as to what the accelerated
11 depreciation and the ~- I guess for my purposes it is really
12 worth thinking about all depreciation. What dees that

13 cost?

14 Rasically we are talking about being able to sell

15 depreciation. We are talking about being able to sell

16 depreciation, plus sell the investment tax credit. That is
17 what we ar= talking about. We are talking about a situation
18 where some get it and some do not.

19 " Now, it is worth thinking in terms of how much will

20 that cost the treasury? The $20 billion for investment tax
21 credit -- take just the accelerated depreciation. How much
22 did that cost the treasury? Add all of it, all of the

23 accelerated depreciation, what we had before plus what we

24 have added on now.

25 Mr. McConaghy: We will have that for you in a minute.
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de are just adding up the pieces.

Tire Chiairman: #Wnile they are adding that up, could I
ask, Mr. Chapoton, were the results in the GE transaction,
those could have been anticipated? That is no problem for
Treasury?

Mr. Chapoton: Well, Senator, all we know about that
transaction, 1l1l I know about it specifically is what I read
in the newspapers. I guess it should not surprise one if
you have this in the law, because it was a case where GE
paid, I think the estimates were, $300 or $400 million for
these benefits. So it got a return on that $300 or 3400
million investment.

I understand, and I understand this from just
discussions, not from seeing any figures, that net cash in
last year that GE was behind, that is it certainly paid more
in dollars than it got in tax benefits in that year. 5S¢ the
benefit to GE will come in tax benefits in later years,
which presumably, if things go as planned, would result in
$300 or $400 million, resulting in a return on its
investment.

Senator Long: You can give me the rest of it when you
can get it. But here is the point I am getting to. When
one talks about reducing the tax liability, let us say, for
General Elactric and IB¥, as a2 practical matter the tax

liabilities have not been reduced any more than it would
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1 reduce their tax liability if they took some of their money

Z and bought a tax anticipation certificate, and then when

3 their tax came due they just handed you the tax anticipaticn

4 certificate as part of the consideration that they were

5 using, along with cash, to pay for their taxes.

6 Because if they owe $345 million in taxes and they buy
7 =— i1f they buy someone else's credits, it really wvorks out
8 about the same as it would if they were buying a tax

9 anticipation certificate. Then they are buying something
10 that they could use to help pay taxes with, but it does not

11 reduce their tax liability.

12 Mr. Chapoton: Technically, it reduces the amount they |
13 would write as a check to the U.S. Government. Instead,

14 they write a part of that check to someone else, that is

15 correct. I would agree, it is exactly comparable to sone

16 sort of tax anticipation certificate.

17 Senator Longs And so now, it seems to me that to a

18 considerable degree the merits of this proposition were

19 prejudiced by the fact that in putting it into effect this
20 thing was calculated as though GE had reduced their tax

21 liability from $345 million, let us say, down to $us

22 million, something like that, by buying these certificates.
23 As a practical matter, it seems to me that, talking

24 about it more in advance, we should have written this so

25 that the tax liability, the $345 million, that is the taxes
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they pay, and then below that they can write how they paid
ii, wihether it was all in cash or buying tax credits from
other people or w#hat.

But insofar as they are buying these tax credits from
others, they are paying money for that, that they are out of
pocket for that. And when you look at what GE or IBNM make
out of it, I think people are overlooking what they could
have made with ths same money if they had Just bought a
bond, any bond, corporate bond, federal bond, bought a bond
or bought money market certificates.

That has not apparently been taken into account when
You hear those figures as to what the profit company is
making out of this compared to the losing company, because
if you take that into account tLe profit company is not
making much, nothing like 17 percent, for example, over and
above the interest on the money.

¥r. Chapoton: That is correct. I think that is a
correct amalysis, and that is what ve are trying to examine
in a lot more detail. The profit company is making a return
on its investment or it would no£ otherwise make the
investnment.

There is a lot of discussion on whether the retufn-is
unreasonably high for one reason or another. It would bde
hard to believe that it is unreasonably high if the

marketplace is workiny correctly.
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Senator Long: Well, Dr. Morton Feldstein has been a

J

very competent and abls witness Lefore ihiis Cummittee. He
just pointed out to me in an informal conversation that it
is made to look as though the profit companies are making a
lot more out of this than is the case by the fact that you
are not looking at the interest that their money would have
earned if, instead of buying someone's investment tax
credit, they had just bought a piece a piece of commercial
paper out there on the market and collected their interest
on that money as part of the overall transaction.

The Chairman: Are they not getting a better return on
their money?

Mr. Chapoton: Tha; is what we are trying to see. Not
necessarily. I have heard it suggested that some-of them

are getting a smaller return than they would obtain from

other comparable investments.

The Chairman: Does the Joint Committee agree with
that?

¥r. ¥cConaghy: We are also doing some work on that,
Senator Dole. But in the example, for instance, we have

assumed the 12 percent return, and of course the buyer gets
that additional amount on top of the 12 percent return.
There are some other things that have to be cranked in, but
certainly we will try to provide that return.

Senator Byrd: Just for clarification, I thought that
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LT, Hclonagiiys Ho, Sepator Byrd. What I was saying
was that of that revenue essentially, the revenue loss fron
that transaction, 22 percent of the revenue loss --

Senator Byrd: 22 percent of the revenue loss came from
the profitable company?

¥r. McConaghy: Went to the profitable company, 76
percent to the non-profitable company, and 2 percent to
outside parties,

Senatosr long, we do have those figuyres.

Senator Long: To properly analyze that, you have to
reduce that 22 percent by what they could have made if they
had taken their money over the period that this transaction
is taking place and simply put it in commercial papere.

¥r. McConaghy: That is correct, and that is what we
are in the process of doing, Senator Long. And we will
publish that data. We will try to tell you exactly what
that rate of return is and --

Senator Long: Up until recently you could get 16 or 17
percent in the money market, for example.

Mr. McConaghy: Using -- this is using the 12 percent
after-tax discount, and there would certainly be a higher
return to the buyer than the 16 or 17 percent,.Senator
Long. We will try to provide that.

Senator long: So the 22 percent comes down by more
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than 50 percent.

ir. Chapoton: 1 think the 22 -- we are not talking
about the same thing.

Senator Long: If you are talking about what General
Electric is making out of it or what IBM is making out of
it, my impression is that it is more like § percent than it
is 22 when ycu look at what the interest on the money would
be and that type 9f thing, the interest on the money during
the payoff period and considerations of that sort. It is
nothing like the gross figure that You can come up with.

¥r. McConaghy: Senator Long, what really would be
happening here is that the buyer would be getting a 12
percent after-tax return plus 360,000. Now, if it were in a
U6 percent tax bracket, that 12 percent after-tax return is
obviously somewhere around 22 to 23 percent pre-tax, plus
$60,000.

But to be able to crank all the things in, which we
shall do, ve will have it for you.

Senator Long: Do you have the figure that You started
to give, the cost of the accelerated depreciation?

¥r. McConaghy: Yes. For 1983 we show about $18
billion for accelerated depreciation, about $20 billion. in
investment tax credit. And then we have safe harbor
leasing, which we have another $2.2 billion in accelerated

depreciation and about $1.4 billion of investment tax
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the investmeni Lax credit would be $31.4 billion
and accelerated depreciation $17.2 billion, taking into
account the ITC and accelerated depreciation and safe
hartor.

Senator Long: The point that gets me to is this. What
you have here with safe harbor leasing is to permit all the
companies that earn an investment tax credit by making the
investment and the companies that earn the right to
accelerate depreciation by buying the equipment, all of
which we are trying to encourage to make the economy expand,
all those compani=s that participate in that being permitted
to sell their tax credits and their accelerated
depreciation, in many instances that is the difference
between making it and not making it.

Now, those are the people who need it. Now, on the
other hand you are coming up with -- here is an item that
costs about ten percent of what the investment tax credit
and-the accelerated depreciation is costing, and to deny
that to these companies involved is a matter of putting a
tax subsidy on a basis that those who need it the most do

not get it and those who need it the least do get it, and

that is totally contrary to any theory 1 have ever seen in
oy life.
A subsidy is supposed to help the guy that needs it the
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worst first, and the people that need it the least are

———————— -

SUppeSSd Lo get it ihe last. And to repeal this would do

just exactly the opposite, and to me that is totally

unfair.
Furthermore, when you talk about the saving, I am tolad
== and the more I think about it, I believe this is correct

-— that you do not have $3.8 biliion you are going to pick
up, for a reason. These companies are going teo merge. They
are going to sell out. They are going to do whatever they
can to survive or to sell what they have left, including
those tax credits, to someone, even if they have to selil
them the whole company in order to take advantage of
whatever assets they have.

And those tax credits are assets and those deductions
are agsets if they move timely. So to a large extent I am
told that these beople are going to find ways to use these
tax credits and deductions, except it is going to happen in
a less desirable way -- mergers, which tend te reduce
competition, and matters of that sort.

Now, that is bad for the economy, M¥r. Chapoton. Are
you not interested in continuing as much competition out
there in the free marketplace as you can?

Mr. Chapoton: Yes, Senator, that is a very real
concern, and it is indeed the principal concern that gave

rise to our proposing the safe harbor leasing. That is,
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that these benefits will not be allowed to lie on the table

¥iil be utilized either througn mergers

be

ST Gisappeai.e Tue
or through the old law leasing rules, which are less
efficient.

So some system we felt needed to be designed to allow
some slippage, some passage of those benefits in the system
in the most efficient way ﬁossible. That is the purpose of
safe harbor leasing, and those problems will indeed be
brought back to the table if safe harbor leasing is

repealed.

Senator Long: That is why it seems to me that if you
are thinking in terms of tax uniformity, which I think is a
crucial principle to taxation, tax uniformity, tax fairness,
tax equity, all of that dictates just what you have been
supporting up until now, Mr. Chapoton, with regard toc the
safe harbor leasing.

Now, there are a lot of people that might not
understand that. I see ¥r. Herblock with his cartoons
saying -- looking as though it is a joke, that poor people
go up to the Treasury and they want to sell their deductions
and cannot do it.

We started out giving them a better deal than this. with
the earned income credit. They got a refundable tax credit
for 100 cents on the dollar to the extent that ve provided

for them, and we are rather proud of doing that. I had
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something to do with it. I am rather proud of that.

M.
z

-
MO W

i3 the same principile. We did not start out
applying that principle to the benefit of the rich; we
started out using it for the benefit of thé poor.

And just in terms of what you are trying to achieve, I
think that the leasing makes all the sense in the world. I
have said many times, I prefer to do it the same way we do
it for the poor, do it as a refundable tax credit. But I am
told that there were other problems, that it would be
difficult to administer, it would be more difficuylt to keep
up with the small companies and all.

At least the leasing provision seems to be a
self-policing kind of thing, because the profit company pas
the burden of watching the non-profitable company to see
that they really earn their credits. So that has an
advantage in that respect.

Mr. Chapoton: That is correct.

Senator Byrd: But to me, I think it would be a
mistake, and in my judgment even an injustice, to take the
leasing away from the companies that need it. What is
Eastern Airlipnes going to do, for example, if we do this to
them? They would have to merge with someone or they are
going to be in a very serious circumstance trying to fly
their airplanes. Is that correct or not?

¥r. Chapoton: I believe they have stated that, and I
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Cepeat, those situations will have to be examined very

closely if there is any seriuus cutback on safe harbor

leasing.
Senator Long: I vwas one of those that voted to save
the Chrysler Corporation. We put taxpayers' money right

into it. And it seems to me between keeping Chrysler afloat
and helping Chrysler to move ahead, it is better to let thenm
sell their tax credits than to have to put more federal
funds directly into it.

And with regard to these other companies, as between
forcing the company to merge in order to use something that
is rightfully theirs and letting them sell their tax
credits, I think it would be better to let them sell the
credit. So it seems to me that this is a good proposal
compared to the alternative. If the alternative is to deny

it to those who need it the most, I think it is a good

proposal.
Mr. Chapoton: That is the purpese, to egualize the
cost of equipment to all companies. That is the purpose of

safe harbor leasing.

The Chairman: Senator Chafee, I am going to have to
leave, and maybe you could close the meeting. I will say as
I leave that we will be looking at some modifications of
this proposal. I guess there are several options, one being

repeal, another being refundability, another one being a
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number of modifications in the effective date.

Soae sugygesi Jahualy, some have suggested February
19th, at least on2 person I know of., And as far as I know
that date has not been changed. I have had a lot of phone
calls saying -- I was going to have a pres§ conference wvwith
Don Regan and announce a new date. He has not called ne.

But T think Senator Long makes some good points. There
are ways wve can take care of mergers, that we can discourage
those without keeping this program in full force. But it is
a2 problem we are going to have to deal with.

We hope that‘today we have outlined some areas that
will keep members busy during the recess, s¢ that we can
make some decisions as soon as we come back. Having said

that, Senator Chafee and then Senator Matsunaga.
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Senatosr Chafee: Thank you, ¥r. Chairman.

Yr. Chapotion, it seems Lo me the prublem here is that
not the lessee in which Eastern is going to buy the Boeing
aircraft -- and that is splendid, that does exactly what we
are trying to do under the accelerated cost reduction system
and under the safe harbor leasing -- but the problem comes
with the parception of the lessor.

And so what are some suggestions which you might have
as regards that perception? Somehow to have a company
purchase -- if someone is going to sell them, you have to

have someone there to buy thenm, obviously -- howvever, to

have somecne bhuy them and then end up with no taxes
obviously has an adverse public perception to it.
Now what do you propose? What might we do? Not permit ‘
such purchases to bring a corporation's tax liability down
to zero? Would that be covered by your minimum tax? %
¥r. Chapoton: That is what I was going to say. That ;
is covered by our minimum tax. So if the minimum tax we

propose vwere in place, it would require that a corporation

that engages in safe harbor leasing from the lessor's

standpoint have some tax liability. It could not use this

benefit, the benefits acquired through the lease, to reduce
its effective rate to lower than 15 percent. So it would
put a floor on the tax liability.

Senator Chafee: Therefore, they would not buy any tax
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“r. Cnapoton: They vwould stop sooner.

Senator Chafee: We had testimony here that there are
plenty of buyers out there, so it would really are not
affect the situation dramatically.

¥r. Chapoton: That is important, too. It is important

i
that for this to vork efficiently, there has to be an ample ‘
supply of buyers out there, ves.
Senator Chafee: Well, do you have any legislation, ‘
your way of treating it would be through the minimum tax
rather than any specific legislation saying that you could
not buy any more than to bring your tax down below a certain
amount?
Mr. Chapoton: That would really be the same effect.
Senator Chaf=e: All right. Thank you.

Senator Matsunaga: MNr. Chapoton, the Treasury is not

proposing a repeal of the safe harbor lease-back provision,

is it?
¥r. Chapoton: Absolutely not. No, sir.
Senator'ﬂatsunagg: Now, the question, I suppose, as to
wvhether there should be repeal or modification could be

based on-abuse of the safe harbor leasing provisions. Now,
from the point of view of the Treasury, have you seen any
abuse of that provision?

Mr., Chapoton: Senator, I would like to avoid answering
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that too specifically, because we want to review the exact
racts. We read in the newspapers a lot of alleged abuses.
We now have good information.

I think it is sometimes perceived as an abuse if the
lessee is in a different rate of tax, paying a different
rate of tax than a lessor. It is sometimes suggested that
there might be an abuse where the taxpayer has current
profitability but no tax liability.

Senator Matsunaga: Let me put it this way. If that
were an abuse, that makes it a little difficult. TIs the
safe harbor leasing provision working as you had
anticipated, or is it working as though you have lost
control over it?

Mr. Chapoton: Clearly, it is not out of control, which
¥as suggested earlier on. That we know by the total volume
that we have pickad up in our survey or in the Internal
Revenue forms that have come in as compared to our estimate
of the total volume of safe harbor leasing.

But we need to study the figures a lot more to see if
it is vworking exactly as ve planned. Certainly. it is
working. Certainly, there is a high degree of efficiency in
some of the transactions, a low degree of efficiency in- some
others. We need to see why that is. We Jjust need to do a
lot more analysis. It is very complicated.

Senator ¥atsunaga: I suppose the bottom-line gquestion
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would e, have you lost by way of revenues more than you had
anticipated or Just about whai you had expected?

4r. Chapoton: RAll indications so far are just about
what we had expected, but we will know more about that.

Senator Matsunaga: ¥hen will you know?

¥r. Chapotons Within the next 2 weeks. We have more
information now, and we are running through the tapes. Ne
will have more information in the next couple of weeks.

Senator Byrds <Could I ask just one gquestion?

Mr. M¥cConaghy, does the staff have any
recommendations? I understand you have been working on
this. Do ycu have any recommendations as to how this might )
be modified?

¥r. McGonaghy: We do not yet, Senator Byrd. But
perhaps we will be able to make those recommendations after
the Eastér recess.

Senator Byrd: Thank you.

Senator Grassley: I have a point I would like to bring
up that does not deal with just the selling of the credits,
but it does deal with some changes we made in the last lavw.
Anil I am not really addressing these to the administration,
since you are not suggeting any changes in the law. But I
would like to havs you be aware of it just in case it does

come up for discussion with regard to any changes we do nake

in the law.
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That deals with the subject of our retaining the fixed
purcnase price when a lease is signed as opposed to the old
law where there had to be a fair market value determination
if there was going to be a purchase of that piece of
equipment.

Now, these changes had been made, and it is wvorking
vell. And there are people now beginning to make use of
these changes in the leasing law. And to the extent to
which we are talking about repealing safe harbor leasing,
these could be lost in the shuffle when actually there is
not any abuse of this progranm.

So I would like to know how you might look at that in
the case that you might consent later on to some change in
the leasing law and whether or not you would see anything
wrong if w2 would single this out and not change the changes
that vere made in the last law. Either one of You.

Hr. Chapoton: Senator, if safe harbor leasing were
repealed tomorrow, that would be a principal problem we
would have, because you would then fall back, without safe
harbor leasing we are under the old leasing rules. One of
the rules was there had to be a fair market value; the
purchase could not be any greater benefit to the lessee than
a fair market value purchase option at the end of the term
of the lease. That caused a lot of problems.

That resulted in the airlines purchasing back their
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1 airplanes at the end of a 15-year lease at the increased

vaiue tipat the guipment nad at that time. That vas a real

[ 3]

3 problenm.

4 ‘ On the other hand, that was also the factor of the old
§ rules which gave economic substance, if you will, to the

6 lease transaction.

7 All I can say is that if safe harbor leasing is

8 dramatically cut back, that will be a principal problenm

9 which this committee will have to address.

10 Mr. McGonaghys I think, Senator Grassley, as Nr.

11 Chapoton says, if it were repealed, I think that would be a
12 problem. I think certainly your suggestion of saying that
13 1f you determine fair market value at the time you went into
14 the transaction, then that would satisfy essentially the

16 requirement that was contained in the old rules. Scmething
16 like that certainly could be looked at.

17 Senator Grassleys Okay. Well, at this point, since

18 August, when the law vent into effect, we have not noted any
19 abuse of these provisions. And I know the term "abuse" is a
20 questionable term to use because it depends upon whom we are
21 looking at and what good we attempted to accomplish,.

But at least we have not sSeen people reduce their taxes

8

23 down to practically nothing as a result of this provision in
24 the lav. So there has not been abuse in that fashion;

95 right?
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Hr. McGonaghys: Well, we are still looking at that,
Senator Grassiey, and it is difficult to ansver. .We do see
transactions which are essentially between the parent and
subsidiary, they are filing consolidated returns.

We are analyzing those to see if it is a guestion of
the net income limitation on depletion or essentially
foreign tax credit or why they are entering intoc a lease
betveen the parent and sub. And I do not think we are
prepared to really give you an ansver to that yet.

_ Senator Grassley: Thank you. The meeting is
adjourned.

[Wher2upon, at 3:55 p.m., the Committee was

adjourned.]
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STATEMENT BY SENATOR MALCOLM WALLOP
BEFORE THE SENATE COMMITTEF ON FINANCE

APRIL 1, 1982

As we begin this mark-up this afternoon, I'feel compelled to

make a few comments to bring into perspective my conviction on how

Gkl (s :ﬁwr"(vh&h’ Z
I feel we should proceed as we begin to cons1der the Administation's

budget proposals and some of our own as well.
As a preliminary matter, I am absolutely amazed by the attention
this Congress seems to pay to the budget deficit projections. Trying

to decide which numbers we should be using, is sort of like deciding
Bnbt-

whether, given the choice, I wou]d rather have~ﬁ¥§£§;§ or theff1u

I don't want either one, but in ba%ﬁ caseﬁ there is no doubt I'm

sick. This budget deficit projections game we seem to have a preoccu-

)
. . E-" (JM d‘-l .
pation with is ridiculous - i - e whose figure we

]

adoptl; it will be wrong. The pure fact of the matter is that any
deficit is too high, and our efforts must be focused on how we are
going to reduce it.

What distresses me even more about the exercise we have been
going through the last couple of months are the indications I am
seeing that the Congress has really not changed all that much from
just a few short years ago. If there is a way to reduce expendithres |
or raise revenues in one place, someone else has two ideas of whére
we can spend it in another. It is something I will have no"part'of.

If we are really serious about making budget cuts and about Tooking

at entitlement spending, as I think we have to be - we must do so




with the thought in mind that the money saved will reduce the daficit
and not pay for another program somewhere else in the budget. Be
assured that I will vote for no tax increase until we commit to
expenditure cuts. And just as certainly, I will not vote to raise
new revenue, new taxes, to give this Congress more money to spend
with its accustomed blank check::/#"-‘—ﬂ'té"f—‘f an b{ loone prene pic I

We took;z;; first step last year. We did reduce the rate of
growth in government spending. Now, we have got to have the courage
to take the next step, and take it soon. If we'don't, the numbers
which are really important - the unemployed, the housing stafts, the
growth in GNP, and business failures, can do nothing but get worse.
Worse not because we have a $100 billion dollar deficit, but because
our businesses - our people will not have the confidence that this
Congress is serious about bringing government spending under control.
It is the cloud of uncertainty which is strangling this country, and
it is time we did something about it.

We can talk of raising revenues until we take it all and parcel
out our idea of largesse from one end of the country to the other, -
and guess what - we would still deficit spend 'unless we stop buying

our reelection with promises of universal Valhalla.




