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REVENUE ACT OF 1978

AUGUST 17, 1078

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

The committee met, pursuant to notice, at 10:05-a.m. in room 2221,
Dirksen Senate Office Building, Hon. Russell B. Long (chairman of
the committee) presiding. )

Present : Senators Lon{;, Talmadge, Ribicoff, Byrd, Jr., of Virginia,
Nelson, Bentsen, Haskell, Hathaway, Curtis, Hansen, Dole, Pack-
wood, Roth, Jr., Laxalt, and Danforth.

[The 1?ress releases announcing these hearings and the bill H.R.
13511 follow:]

Press RELEASE OF COMMITTEE ON FINANCE U.S. SENATE
AvausT 2, 1978.
FINANCE OOMMITTEE ANNOUNOES HEARINGS ON TAX OUT BILL

The Honorable Russell B. Long (D., La.), Chairman, today announced that the
Committee on Finance will hold hearings on the President’s tax cut bill begin-
ning August 21. Aithough the House has not yet completed work on this bill,
in view of the shortness of time and in anticipation of House passage of that
measure by mid-August, hearings are now being set.

The hearings will begin at 10:00 A.M. in Room 2221 of the Dirksen Senate Office
Building

The Chairman noted that hearings have previously been held on the subjects
of capital gains tax cuts, the Roth-Kemp income tax cut bill, the jobs tax credit,
indexing of the tax system, and Employee S8tock Ownership Plans. He pointed
out that testimony presented at the earlier hearings is a part of the record, and
expressed his hope that testimony presented at the upcoming hearings would not
duplicate the information previously submitted concerning these issues.
~ Witnesses who desire to testify at the hearings should submit a written
request to Michael Stern, 8Staff Director, Committee on Finance, Room 2227
Dirksen Senate Office Building, Washington, D.C. 20510 by no later than the
close of business on August 14, 1978.

Legislative Reorganization Act.—Senator Long stated that the Leglslative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committee of Congress “to file in advance written statements of their pro-
posed testi'mony, and to Hmit their oral presentations to brief summaries of their
argument.’

Witnesses scheduled to testify should limit their testimony to these tax sec-
tions of the Act and should comply with the following rules:

(1) A copy of the statement must be flled by noon the day before the
day the witness 18 scheduled to testity.

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

(8) The written statements must be typed on letter-size paper (not legal
size) and at least 76 copies must be submitted by the close of business the
day before the witness is scheduled to testify.

(1)
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(4) Witnesses are not to read their written statement to the Committee,
but are to confine thefr ten-minute oral presentations to a summary of the
points included in the statement.

(5) Not more than ten minutes will be allowed for oral presentation,

Written Testimony.—Senator Iong stated that the Committee would be
pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion
in the record should be typewritten, not more than 25 double-spaced pages in
length and mailed with five (8) copies by September 6, 1978, to Michael Stern,
Staff Director, Committee on Finance, Room 2227 Dirksen Senate Office Build-
ing, Washington, D.C, 20510.

PrESS RELEASE oF U.S. SENATE COMMITTEE ON FINANCE
AvcusT 11, 1978.

FINANCE COMMITTEE TO HEAR S8ECRETARY BLUMENTHAL ON TAX CUT LEGISLATION

The Honorable Russell B. Long (D., La.), Chairman, today announced that
the Committee on Finance will hold a hearing on Thursday, August 17, 1978,
at which the Honorable W. Michael Blumenthal, Secretary of the Treasury, will
appear to present the views of the Administration on the tax cut legislation
(H.R. 13511), which has now been passed by the House of Representatives. The
hearin(i):o will be held in Room 2221 Dirksen Senate Office Building and will begin
at 10:00 a.m.

The Chairman noted that this hearing to receive testimony from Secretary
Blumenthal is in addition to the previously announced hearings on the tax cut
bill, which are scheduled to begin on August 21. Information concerning those
hearings is contained in Press Release #56, issued on August 2, 1978, A copy of
that press release may be obtained from the Committee office, 2227 Dirksen
Senate Office Building.

Press RELEASE OF U.S. SENATE COMMITTEE ON FINANCE

AvgusTt 24, 1978,

FINANCE COMMITTTEE TO HEAR FEDERAL RESERVE BOARD CHAIRMAN MILLER
ON TAX CUT BILL

The Honorable Russell B, Long (D., La.), Chairman of the Committee on
Finance, announced today that the Committee would extend for one day its
hearings on H.R, 13511, the House-passed tax reduction bill, in order to hear
the Honorable G. William Miller, Chairman of the Board of Governors of the
Federal Reserve System. The hearing will begin at 10:00 a.m. Wednesday,
September 8, 1978 in Room 2221 Dirksen Senate Office Building.
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IN THE SENATE OF THE UNITED BTATES

Avgusr 14 (legislative day, Mar 17), 1978
Read twice and referred to the Committee on Finance

AN ACT
To amend the Internal Revenue Code of 1854 to reduce income
taxes, and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress. assembled,
SECTION 1. SHORT TITLE; TABLE OF CONTENTS,

(a) SHORT TrTLE.—~This Act may be cited as the “Rev-
enue Act of 1978”, ‘

a
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(b) TaBLE OF CONTENTS.—

Sec. 1. Short title; table of contents.
Sec. 2. Amendment of 1954 Code.

TITLE I—PROVISIONS PRIMARILY AFFECTING
INDIVIDUAL INCOME TAX

Subtitle A—Tax Reductions and Extensions

Sec. 101, Widening of brackets; rate cuts in certain brackets; increase
in zero bracket amounts.

Sec. 102. Personal exemptions increased to $1,000.

Sec 103. Earned income credit made permanent.

Sec. 104. Simplification of the earned income tax credit.

Sec. 105. Application of certain changes in the case of fiscal year tax-
payers.

Subtitle B—Itemized Deductions

Sec. 111, Repeal of deduction for State and local taxes on gasoline and
other motor fuels.

Sec. 112. Revision of deduction for medical, dental, etc., expenses.

Sec. 118. Repeal of deduction for political contributions.

Sec. 114. Taxation of unemployment compensation benefits at certain
income levels.

Sec. 115, Effective date.

Subtitle C—Deferred Compensation

Sec. 12], Deferred compensation plans with respect to service for State
and local governments.

Sec. 122. Certain private deferred compensation plans.

Sec. 128. Clarification of deductibility of payments of deferred compen-
sation, ete., to independent contractors,

Sec. 124. Twax treatment of cafeteria plans.

Sec. 125. Administration of 1954 Codo in the case of certain cash or de-
ferred arrangements.

TITLE II—-TAX SHELTER PROVISIONS
Subtitle A—Provisions Related to at Risk Rules

Sec. 201, Extension of section 463 st risk rules to all activities other than
real estate,

Sec. 202, Extension of at risk provisions to cloeely held corporations,

Sec. 208. Recapture of losses where amount at risk is less than zero.

See. 204, Effective dates.

o Subtitle B—Partnership Provxslons

" Beo. 811, Penalty for failure to file partnerslup return.
Sec. 212. Extension of statute of limitations in the case of putnonlnp
itema.

'l‘lTLE III-PROVISIONS PRIMARILY AFFECTING

=0 BUSINESS INCOME TAX

Suttitle A—Corporate Rate Reduchons
Sec. 301. Corporate rate reductions. ’
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TITLE III—PROVISIONS PRIMARILY AFFECTING
BUSINESS INCOME TAX—Continued

Subtitle B—Credits o

Sec. 311, 10-percent investment tax credit and $100,000 limitation on
used property made permanent,

Sec. 812. Increase in limitation on investment credit to 90 percent of tax
liability.

Sec. 313, Investment credit for pollution control facilities. -

Sec. 314. Investment credit allowed for certain rehabilitated buildings.

Sec, 815. Targeted jobe credit.

Subtitle C—Miscellancous Provisions

. Increase in limit on small issuea of IDB’s to $10,000,000. ;
. Three-year extension of provision for 60-month depreciation of
expenditures to rehabilitate low-income rental housing. ..

Subtitle D—Smail Business Provisions

Part I—Provisions Revating 10 SuncHarmer S

. Subchapter S corporations allowed 15 shareholders.

. Permitted shareholders of subchapter S corporations.

. Extension of period for making subchapter S elections.
: Effective date.:

Paxr II—Orzr Provisions

Sec. 835. Small business corporation stock.
Sec. 836, Special depreciation rules for small b\unneas.

Subtitle E—Awount.mg Provisions

Sec. 341. Treatment of certain cloee,ly held farm oorpontion.s for pur
. poses of rule requmng accrual accounting.
Sec. 843. Accounting for growing crops.

« TITLE IV—CAPITAL GAINS"

Sec. 401. Repeal of alternative tax on capital gains of individuals.
Seo. 402. Removal of capital gaina from items of tax preference for pur-
of minimum and maximum tax.

" Sec. 408. Separate minimum tax on capital gains. )

Sec. 404, Indenngofwmnunu for purpo-uof determining gain or
loss.

Sec. 405. One-time exclusion of gain from sale of principal mdenee.

Sec. 406. Waiver of certain 18-month rules of section 1034 when sale of
residence is connected with commencing work at new place.

Sec. 407, Study of effects of chmgumtheuxmummtofupmlgtm
on dlmnlntmg investment and economic grdwth

£E
g8
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SBC. 2. MNDMENT OF 1954 CODE.
Except as otherwise expressly provided, whenever in

this Act an amendment or repeal is expressed in terms of



1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16

4
an amendment to, or repeal of, a section or other provision,
the reference shall be considered to be made to a section or

other provision of the Internal Revenue Code of 1954.

+'TITLE I—PROVISIONS PRIMARILY

AFFECTING INDIVIDUAL IN-
COME TAX
Subtitle A—Tax Reductions and

Extensions
SEC. 101. WIDENING OF BRACKETS; RATE CUTS IN CER-

TAIN BRACKETS; INCREASE IN ZERO BRACKET
AMOUNTS.

(s) Rare REDpUCTION.—Section 1 (relating to tax
imposed) is amended to read as follows:
“SECTION 1. TAX IMPOSED.

“(a) MAreIED INDIVIDUALS FILING JOINT RRTURKS
AND SURVIVING SPoUSES.—There is hereby imposed on
the taxable income of—

“(1) every married individual (as defined in sec-
tion 143) who makes a single return jointly with his
sp-ouse under section 6013, and

“{(2) every surviving spouse (as defined in section
2(a)),

a tax determined in accordance with the following tables
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“H tha taxable income in0 The: taxdst
Not over $3,400 No tax.
Over $3,400 but not over $4,480. ... 14% of tin excees ovar $3,400.
Over $4,460 but not over $5,520______ $148.40, plus 18% of excess
over $4,460,
Over $5,520 but not over $8,580_..... $307.40, plus 16% of excess
over $5,520..
Over $8,580 but not over $7,640______ $477, plus 179’ of excees over
$8,580, -
Over $7,640 but not over $11,800_____ $657.20, plus 18% of excess
. over. $7,640.
Over $11,880 but not over $16,120_.._ $1,420.40, plus 21% of excess
over $11,880,
Over $16,120 but not over $20,360_... $2,310.80, plus 24% of excess
over $16,120,
Over $20,360 but not over $24,600___. $3,328.40, plus 28% of excess
' over $20,360.
Over $24,600 but not over $28,840____ $4,515.60, plus 32% of excess
over $24,600.
Over $28,840 but not over $33,080_._. $5,872.40, plys 86% of excess
aver $28,84Q.
Over $33,080 but not over $37,320.... $7,398.80, plus 39% of excess
over $38,080,
Over $37,320 but not over $41,560___ $9,052.40, plus 42% of excess
over $37,320.
Over $41,560 but not over $45,800_._. $10,833.20, plus 45% of excess
over $41,560,
Over $45,800 but not over $50,040.... $12,741.20, plus 48% of excess
over $45.800,
Over $50,040 but not over $58,520_... $14,776.40, plus 50% of excess
over 50,040,
Over $58,520 but not over $71,240.._. $19,016.40, plys 58% of excees
: over $858,520.
Over $71240 but not over $83,960.... $25,758, plus 55% of excees
over §71.240.
Over $83,960 but not over $96,680_... $32,754, plua 58% of excess
" over $83,060.
Over $96,680 but not over $100,400... $40,131.60, plus 60% of excess
over $06,680.
Over $100,400 but not over $180,600.. $47,763.60, plus 62% of excees
over $106,400.
Over $180,600 but not over $151,800..  $60,907.60, plus 64% of excens
over $180,600,
Over $151,800 but not over $173,000.. $74,475.60, plus 66% of excess
over $151,800.
Over $173,000 but not over $194,200_.  $88,467.60, plus 68% of excees
over $173,000,
Over $194,200 but not over $215,400.. $102,883.60, plus 60% of ex-.
) : cees over $194,200,
Over 215,400, ---- $117,511.60, plus 70% of ex-

cess over §215,400.
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“(b) Heaps or Housenoup8.—There is hereby im-

posed on the taxable income of every individual who is the
head of a household (as defined in section 2(b)) a tax

determined in accordance with the following table:

“If the taxable income is: The tax is:
Not over $2,300_ . __ . ___._____ Notax.
Over $2,300 but not over $3,360_.___. 14% of the excess over $2,300,

Over $3,360 but not over $4,420______
Over $4,420 but not over $6,540__.___
Over $6,640 but not over $8,660______
Over $8,660 but not over $10,780_.__.
Over $10,780 but not over $12,900..___
Over $12,900 but not over $15,020.___
Over $15,020 but not over $17,140____
QOver $17,140 but not over $19,260.___
Over $19,260 but not over $21,380____
Over $21,380 but not over $23,500____
Over $23,500 but not over $25,626__--
Over $25,620 but not over $27,740_ .
Over $27,740 but not over $29,860____
Over $20,860 but not over $31,980__.__
Over $31,080 but not over $36,220___.
Over $36,220 but not over $40,460____
Over $40,460 but not over $42,580..__
Over $42,580 bt not over $44,700___.
Over $44,700 but not over $48,840____

Over $:5,940 but not over $55,300. ...

$148.40, plus 16% of excess
over $3,360.

$318, plus 17% of excess over
$4,420.

$678.40, plus 18% of excess
over $6,540.

$1,060, plus 20% of excess
over $8,660.

$1484, plus 22% of excess
over $10,780.

$1,950.40, plus 25% of excess
over $12,900.

$2,480.40, plus 27% of cxcess
over $15,020.

$3,052.80, plus 289 of excess
over $17,140,

$3,646.40, plus 319 of excess
over $19,260.

$4,303.60, plus 82% of cxcess
over $21,380.

$4,982, plus 85% of excess
over $28,500.

$5,724, plus 36% of excess
over $25,620.

$6,487.20, plus 38% of excess
over $27,740.

$7,292.80, plus 41% of excess
over $29,860.

$8,162, plus 429 of excess
over $31,980,

$9,942.80, plus 45% of excess
over $36,220.

$11,850.80, plus 489 of excess
over $40,460.

$12,868.40, plus 51% of excess
over $42,580.

$13,049.60, plus 529% of excess
over $44,700.

$16,154.40, plus 55% of excess
ovar $48,940.
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“It the taxable fncome is:
Over $55,300 but not over $57,420__...

Over $57,420 but not over $70,140....
Over $70,140 but not over $76,500.._.
Over $76,5800 but not over $82,860_...
Over $82,860 but not over $87,100.___
Over $87,100 but not over $95,580. .-
Over $93,680 but not over $108,300.....
Over $108,300 but not over $129,500_.
Over $129,500 but not over $150,700__
Over $150,700 but not over $171,900._
Over $171,000 but not over $193,100__

Over $193,100. .. Zoo oo

The fax is:

$19,862.40, plus 56% of excess
over $55,300.

$20,839.60, plus 58% of excess
over $57,420.

$28,217.20, plus 59% of excess
over $70,140.

$31,969.60, plus 61% of excess
over $76,500,

$35,840.20, plus 62% of excess
over $82,860.

$38,478, plus 63% of excess
over $87,100.

$43,820.40, plus 64 % of excess
over $95,5680.

$51,961.20, plus 66% of excess
over $108,300.

$05,953.20, plus 677 of cxcess
over $129,500.

$80,157.20, plus 68% of excess
over $150,700.

$04,573.20, plus 69% of excess
over $171,900.

$109,201.20, plus 70% of cx-
cess over $193,100,

“(c) UNMARRIED INDIVIDUALS (OTHER THAN SUB-

VIVING SPoUSES AND Ipaps oF HousgHoLps).—There

is hereby imposcd on the taxable income of every individual

(other than a surviving spouse as defined in section 2 (a)
or the head of a household as defined in section 2 (b)) who
is not a married individual (as defined in section 143) a tax

determined in accordance with the following table:

“If the taxable income is: The tax Is:
Not over $2,300...... mcmmmmc————— No tax.
Over $2,300 Lut not over $2,830______ 14% of the excess over $2,300.
Over $2,830 but not over $3,360..____ $74.20, plus 15% of excess
over $2,830,
Over $3,360 but not over $3,800_.._.. $153.70, plus 16% of excess

Over $3,800 but not over $4,420______

Over $1,420 but not over $6,540._.___

over $3,360.

$238.50, plus 17% of excess
ove: $3,890.

$328.60, plus 18% of excess
over $4,420,
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“It the taxable ineome is:

10

Over $6,540 but not over $3,660.__._.
Over $8,660 but not over $10,780. ..
Over $10,780 but not over $12,000.._.
Over $18,900 but not over $15,020_ .__
Over $15,020 but not over $17,140._..
Over $17,140 but not over $19,260____
Over $191260 but not over $21380. ...
Over $21,380 but net over $23,500__ .
Over $23,500 but not over $25,820. ...
Over $25,620 but not over $29,860_ ...
Over $29,860 but not over $36,290.___
Over $36,220 but not over $42,580___.
Over $42,580 but not over $48,040_._..
Over $48,940 but not over $35,300_ .
Over $55,300 but not over $65,900___.
Over $65,900 but not over $78,500__.-
Over $76,500 but not over $87,100_. ..
Over $87,100 but not over $97,700.___
Over $07,700 but not over $108,300._.

Over $108,800_ «ncmmcemeomecemmane

The tax is:

$710.20, plus 19% of excess
over $8,540.

$1,113, plus 21% of excems
over $8,660.

$1,558.20, plus 24% of excess
over $10,780.

$2,087, plus 21% of excess
over $12,900.

$2,089.40, plus 20% of excess
over $15,020.

$3,254.20, plus 31% of excess
over $17,140,

$3,011.40, plus 34% of excess
over $19,260.

$4,632.20, plus 36% of excess
over $21,380,

$5,395.40, plus 38% of excess
over $23,600,

$6,201, plus 40% of excess
over $25,620.

$7.897, plus 45% of excess
over $29,860.

$10,759, plus 50% of excese
over $36,220.

$13,089, plus 85% of excess
over X

$17,437, plus 60% of excess
over $48,940,

$21,253, plus 62% of excess
over $55,300.

$27,825, plus 84% of excess
over $85,900,

$34,009, plus 66% of exceas
over $76500. —

$41,605, plus 68% of exceas
over $87,100.

$48,818, plus 69% of excess
over $97,700.

$56,127, plus T0% of excess
over $108,300.

“(d) MagriED INDIVIDUALS FiLING BEPARATE RN-

tURNS.—There is hereby imposed on the taxable income of
every married individual (as defined in section 143) who
does not make a single return jointly with his spouse under
section 6013 a tax determined in accordance with the fol-

lowing table:
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“If the taxable income is: The tax la:

Not over $1,700. .o eaaoa No tax.

Over $1,700 but not over $2230___._. 14% of the excess over $1,700,

Over $2,230 but not over $2,760_.___. $74.20, plus 15% of excese
over $2,230.

Over $2,7¢0 but not over $3,200______ $153.70, plus 16% of excess
over $2,760.

Over $3,2900 but not over $3,820._____ $238.50, plus 17% of excess
over $3,290.

Over $3,820 but not over $5,040._____ $328.60, plus 18% of excess
over $3,820,

Over $5,940 but not over $8,060__._... $710.20, plus 21% of excess
over $5,940,

Over $8,060 but not over $10,180___.. $1,155.40, plus 24% of excess
over $8,060,

Over $10,180 but not over $12,300_____ $1,604.20, plus 28% of excess
over $10,180.

Over $19,300 but not over $14,420_____ $2,257.80, plus 82% of excess
over $12,300.

Over $14,490 but not over $16,540_ ... $2,936.20, plus 36% of excess
over $14,420.

Over $16,540 but not over $18,660. ... $3,600.40, plus 89% of excess
over $16,540.

Over $18,680 but not over $20,780...... $4,526.20, plus 42% of excess
over $18,660.

Over $20,780 but not over $23.900. ... $5,416.60, plus 45% of excess
over $20,780,

Over $22,000 but not over $25,020... ... $6,370.60, plus 48% of excess
over $22,900.

Over $25,020 but not over $20,260.. .. $7,388.20, plus 50% of exceea
over $25,020.

Over $29,260 but not over $35,620_._._ $9,508.20, plus 53% of excess
over $20,260.

Over $85,620 but not over $41,880_____ $12,879, plus 65% of excess
over $35,820,

Over $41,980 but not over $48340_____ $18377, plus 58% of excess
over $41,080.

Over $48,340 but not over $34,700.___. $20,065.80, plus 60% of excese
over $48,340.

Over $54,700 but not over $65,300_____ $23,881.80, plus 62% of excess

. over $54,700.

Over $65,300 but not over $75,900_____ $30,458.50, plus 64% of excess
over $65,300.

Over $75,900 but not over $86,500___.. $37,237.80, plus 66% of excess
over $75,900.

Over $86,500 but not over $97,100..._ $44,233.80, plns 88% of excess
over $86,500.

Over $97,100 but not over $107,700___.  $51,441.80, plus 89% of excess
over $97,100.

Over $107,700_ o emmmcmmemcmceee $58,755.80, plus 70% of excess

over $107,700.
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1 “(e) EsraTes AND TRUSTS.—There is hereby imposed
2 on the taxable income of every estate and trust taxable under
3 this subsection a tax determined in accordance with the fol-

4 lowing table:
“If the taxable income is: The tax ia:
Not over $530... oo 14% of the taxsble income.
Over $530 but not over $1,060_....._. $74.20,- plus 15% of excess
over $530.
Over $1,060 but not over $1,590______ $153.70, plus 16% of excess
over $1,060,
Over $1,590 but not over $2,120__.___ $238.50, plus 17% of excess
. over $1,590.
Over $2,120 but not over $4,240__._.. $328.60, plus 18% of excess
over $2,120.
Over $4,240 but not over $6,360_ ... $710.20, plus 21% of excess
over $4,240, -
Over $6,360 but not over $8,480_ ... $1,155.40, plus 24% of excess
over $6,860,
Over $8,480 but not over $10,600_.__. $1,664.20, plus 28% of excess
over $8,480.
Over $10,600 but not over $12,720.... $2,257.80, plus 32% of excess
over $10,600.
- Qver $12,720 but not over $14,840____ $2,936.20, plus 36% of excess
over $12,720.
QOver $14,840 but not over $16,960__.. $3,69940, plus 30% of excess
over $14,840.
Over $16,960 but not over $19,080__.. $4,526.20, plus 42% of excoss
. over $16,960.
Over $19,080 but not over $21,200.... $5,416.60, plus 45% of excess
. over $19,080.
Over $21200 but not over $23,320.... $6,370.80, plus 48% of excees
over $21,200,
Over $23,320 but not over §27,560_... $7,388.20, plus 50% of excess
over $28,820.
Over $27,560 but not over $33,920._.. $9,508.20, plus 33% of excees
. over ,
Over $33,920 but not over $40,280_... $12,879, plus 556% of excess
over $38,920.
Over $40,280 but not over $46,640._.. $16,377, plus 58% of excess
T over $40,280,
Over $46,640 but not over $53,000_... $20,085.80, plus 60% of axcoss
over $46,640.
Over $53,000 but not over $63,600.... $28,881.80, plus 62% of excess
over $53,000.
Over $63,600 but not over $74,200_._. $30,453.80, plus 64% of excess
over $63,600.

Over $74,900 but not over $34,800__.. $37,257.80, plus 66% of excess
over $74,900.
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“If the taxable income is: The tax is:

Over $84,800 but not over $95,400_... $44,283.80, plus 68% of excees
over

Over $95,400 but not over $106,000... $51,441.80, plue 69% of excess
over $05,400.

Over $108,000. ..o cccacann $58,755.80, plus 70% of excess

. . over $106,000,” '

1 (b) INCREASE IN ZERO BRAOKET AMOUNT.—Sub-
o section (d) of section 63 (defining zero bracket amount) is
g smended—

4 (1) by striking out “$3,200” and inserting in lieu
5 - thereof “$3,400”,

6 (2) by striking out “$2,200” and inserting in lieu
7 .thereof “$2,300”’, and ,
8 (8) by striking out “$1,600” and inserting in lieu
9 thereof “$1,700”. , .
10 (o) - Fruine REQUIREMENTS.—Paragraph (1) of sec-
11 tion 6012 (a) (relating to persons required to make returns

12 of income) is amended—

13 (1) by striking out “$2,950” and inserting in lien
14 thereof “$3,050”, |

15 (2) by striking out “$3,950" and inserting in lieu
16 thereof “$4,150”, and

17 . (8) by striking out “$4,700” and inserting in lien
18 . thereof “$4,900”.

19 . . (d) THOHNIOAL AMBNDMENTS.—- -

20 . (1).Bubparagraph (C). of section 402 (e) (1) (ro-

2 lating to tax on lump sum distributions) is amended by

32-8330-78 -2
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striking out “$2,200” and inserting in lieu thereof
“$2,300".
" (2) Paragraph (3) of section 1302 (b) (relating
to transitional rule for determining base period income)
is amended to read as follows:

“(3) TRANSITIONAL RULE FOR DETEBMINING
BASE PERIOD INCOMR.—The base period income (deter-
mined under paragraph (2)) for any taxable year begin-
ning before January 1, 1977, shall be increased by—

“(A) $3,200 in the case of a joint return or &

surviving spouse (as defined in section 2(a})),

“(B) $2,200 in the case of an individual who
is not married (within the meaning of section 148).--
and is not a surviving spouse (as so defined), or
“(C) $1,600 in the case of & married individ-
ual (within the meaning of section' 143) filing
separate return. )
For purposes of this paragraph, filing status shiall be de-
termined as of the computation year.”
(e) WrrBHOLDING AMBNDMENTS.—

(1) WrrHEEOLDING TABLES.—~Subsection (a) of .
section 3402 (relating to requirement of withholding)
is amended by striking out the second and third sen-
tences and inserting in lieu thereof the following new
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sentence: “With respect to wages paid after Decem-
ber 31, 1978, the tables 8o prescribed shall be the same

-a8 the . tables prescribed ander this subsection which

were ia -.effect on January 1, 1995, exeept that.such
tables shall be modified to the extent.neeessary: to reflect
the amendments made by :sections 101 and.102 of the

. {Tax-Bednotion and Simplifiation Aot of 1977 and the

amendments made by -section 101 of the Revenue Act

-of 1978.”

(2) WITHHOLDING ALLOWANCHS. BASED ON ITEM-
IZED DEDUCTIONS—Subparsgraph {(B) 'of section
3402:(m) (1) (relatmg to withhalding allewances based
on itemized deductions) is amended— |

(A) by striking ont -“#$3,200” :and inserting
in lieu thereof “‘$3,400”, and '
(B) by striking out “$2,200” and inserting i
- lieu thereof “$2,800”.
(f) ErreoTIVE DATES.—

(1) IN GENERAL.—The amentdments made by sub-
sections (a), (b}, (o), xrd 1(d) aball apply to taxable
years begmning after Decernber 31, 1878,

42) - WIrHHOLDING :AMBMDMENTS.+~The. amend-
nesnts made by sbesetion: (e). shall: apply: to'vemunera-
tion paid after December:31; 1878.
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SEC. 162 PERSONAL EXEMPTIONS INCREASED TO $1,000.
(a) GRNERAL RULR.—Section 151 (relating to allow-
ance of deductions for persondl exemptions) is amended
by striking out “8750” each place it sppears and inserting
in lieu thereof “$1,000”. o
'(b) FrLING REQUIRRMENTS.—

(1) Paragraph (1) of section 6012 (8) (relating
to persons required to make returns of income), as
amended by section 101 (¢) of this Act; is amended by
striking out “$750”, “$3,050”, “$4,150”, and “$4,900”
each place they appear and imserting in lieu thereof
“$1,000”, “$3,300”, “$4,400”, and “$5,400”, re-
gpectively.

(2) Bubparagraph (A) of section 6013 (b) (3)
(releting to assessment and collection in the case of

" certam ‘returns of husband and wife) is amended by
striking out “$750” azid “$1,500” each place they ap-
pear and inserting in lien thereof “$1,000” and “$2,-

000", respectively.

(c) WITHHOLDING REQUIREMBENTS,—

(1) Paragraph (1) of section 3402 (b) (relating
to percentage method of withholding income tax at
source) is amended by striking out the table and in-
serting in lien thereof the following:
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. “Percentage Method Withholding Table
c Amount of one
“Payroll period wit:;ddiu
exemption
Weekly oo oo e mccmcmemmmaae $19.98
Biweekly - . oceieeaaaes - 88.46
Semimonthly « el 41.66
Monthly -l . 88.88
QUALtET]Y e e 250. 00
Semiannual e ] 500. 00
Annual e cmmeaccm e e 1,000. 00
Daily or miscellaneous (per day of such period) c e cc v ] 2.747,

(2) Paragraph (1) of section 3402 (m)

( relatiné

to - withholding allowances based on itemized deduc-
tions) is amended by striking out “$750” and insert-

ing in lieu thereof “$1,000”.
(d) E¥Frorive DATES.—

(1) IN GENERAL.—The amendments made by sub-

sections (a) and (b) shall apply to taxable years be-

ginning after December 31, 1978.

(2) WITHHOLDING AMBNDMENTS.—The amend-

ments made by subsection (o) shall apply with respect

to remuneration paid after December 31, 1978,

SEC. 103. EARNED INCOME CREDIT MADE PERMANENT.
(a) GENERAL RULE.~8ubsection (b) of section 209
of the Tax Reduction Act of 1975 is amended by striking

out “, and before January 1, 1979”.

(b) TeCHNICAL AMERNDMENT.—The second sentence
of section 401 (e) of the Tax Reform Act of 1976 (as
a@ded by section 108 of the Tax Reduction and Simplifica-
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tion Act of 1977) is amended by striking out “, and shall
cease to apply to taxable years beginning after December
81, 1978".

SEC. 104, SIMPLIFICATION A(_)I‘ THE EARNED INCOME TAX
CREDIT. .

{a) RevisioON or THR LiMITATION.—Subsection (ﬂ)
of section 43 (relating to earned income credit) is amended
to read as follows: ’

“(b) LaMrraTION.—The amount of the eredit allowable
to a taxpayer under-smbsection {a) 'for any taxable year
shall not exceed the excess (if any)-of—

“(1) 8400, over - ' i '

" ‘£(2) '10 'percent -of so mueh of the sdjusted gross

~ +itioome (or, if greater, the 'earmed income) " ¢f the tax-
payer for the taxable year as exceeds $4,000.” =
- (b) AxouxT or CrEpIT To BE DETERMINED UNDER
Tasras.—Bection 43 is amended by adding &t ‘the end
thereof the foHowing new sabsection:
‘“(f) AMOUNT oF OREDIT To Br- DETERMINED UNDER
TasrEs.— : "
“(1) IN GENERAL—The amount of the credit al-
lowed by this seetion 'shell-be determined under:tables
~ 'prescribed'by the ‘Beeretary.

#(2) REQUMREMBNTS ‘FORB TABLES.—The ttbles
" 'prescribod under paragraph ‘(1) ‘shall reflect the ‘provi-
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sions of subsections (a) and (b) and shall have income

brackets of not greater than $50 each— N
“(A) for earned income between 0 and $8,000,

and ) :
“(B) for adjusted gross income between $4,000

" and '$8,000.” : 5
(o) ExcLumaBLE EARNED INcOoME TAKEN INTO Ac-
COUNT.—Subparagraph (B) of section 44 (¢) (2) (defising

‘earned income) is amended by striking out clause (i) and

by redesignating clauses (i), (iii), and (iv) as clauses §i),
(i}, and (iii), respectively. o '

. (d) DeriNiTiON oF ELiaiBLE INDIVIDUAL.—Para-
graph (1) of section 43 (c) (defining eligible individual)-is
amended to read as follows: . ‘ 1 34

“(1) BLIGIBLE INDIVIDUAL,— a1
*“(A) IN eENERAL.—The term ‘eligible indi-
vidual’ mearis an individual who, for tho taxshle

- year— ‘ o el
" “(i) is married (within the meaning of
section 143) and is entitled to a deductinn
under Mion 151 for a child. {within the mesp-

ing'of section 1561 (e) (8) ), - L
“(ii) is & surviving spouse (as determiged

under seetion 2 (a) ), or D 1
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nigred v i b (i) ds 8 head of & household (as deter-
2 inined under subsection  (b) of section 2 with-

Ming w2 fowe v out regard to snbpardgrtphs (A) (ii) and (B)
4 of paragraph (1) of such subsection).
vt et ond(B) OEILD MUST RESIDE WITH TAXPAYER
6 IN THE UNITED STATES.»~An individual shall be
vig v} o ootrtated. a9 isatisfying -clause : (i) of shbparagraph
s aigiehi (4 ((A)ionly if the ¢hild hes thesame principal place
{9 (i} wr'rof abpde'ns the ihdividual and such dbbde is in.the
\jo -1 - Uniited Stafes. An: individual shall b trested as
11 satisfying clause i(ii}- -or (iii) of subparagraph
aag! i 4A) only ifi the household: in .question is in the
G q@arbivio URited Btateal ) - it . 0 L
14 “(C) INDIVIDUAL ENTITLED TO ‘BXOLUDA
15 INCOMB: UDER ‘SROTION:.911 iKOY ELIGIBLE: 1N-
-ip@ iivily DIVIDUAL—/Phe' term ‘dligible individual’ does Bot
/4@y 1 winddde hn'individual who, for the taxable year, is
18 entitled to exclude any amount from gross income
toggs e itndet ‘section 911+ (relating to earned income from
vl b v «solmbes.without the Uited ‘States) or section ‘931
-vggi. bt i pelatihig to inoomeé from ‘sources within the pogses-
22 sions. of ¢he' Unlitdd: States).” :
'vgguiies'(e): BresoTive DATE ~The amendments made bytlns
24 section shall apply td taxable'years. beginning after Decem-
25 ber 81, 1978. } . -
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SEC.'106. APPLICATION .OF CERTAIN CHANGES IN THE
© CASE OF FISCAL YEAR TAXPAYERS,

Section 21 (relating to effects of chdnges ii rate of tax)
is amended by adding at the end therédf the following new
subsection: " SR

“(f) CHANGES'MADE BY REVENUE AcT OF 1978
In applying subsection (a) to a taxable year which is riot
a calendar year— sl

“(1) the amendments rﬁade‘by sections 101, 102,
and 301 of the Revenue Act of 1978 (and no othér
amendments made by suchi Act), and :

- “(2) the expifatidn of section 42 (relating to gen-
eral tax credit), ' ‘ '
shall be treated as & change in a rate of tax.” .
Subtitle B—Itemized Deductions
SEC. 111. REPEAL OF DEDUCTION FOR STATE AND LOCAL
TAXES ON -GASOLINE AND OTHER MOTOR

" fuRLs. 0 0 v T 0L

(a) REPRAL.—Paragraph (5) of section 164 (a) (relat-
ing to deduction for taxes) is hereby topealed” e

(b) CoNFoRMING AMENDMENTS~' ~ '

(1) The heading of paragraph '(5) of section 164
(b) is amended by ‘sh:iking' it " “AND ' ‘GANOLINE

AT A VLN R ORI A

TAXES" .

’ . o ceoL
. e . .
! n ., A N T LI
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(2) The text of such paragraph (5) is amended by
striking out “or of dy tax on the sale of gasoline, diesel
fuel, or other motor fuel”.
SEC. 112 REVISION OF DEDUCTION FOR Smmcm-ni:n-
TAL, ETC., EXPENSES.

{a) IN GENERAL.—Subsections (a) and (b) of sec-
tion 213 (relating to medical, dental, etec., expenses) are
amended to read as follows: |

“(a) ALLOWANCE OF DrpuoTiON.—There shall be
allowed as a deduction the expenses paid during the taxable
year, not compensated for by insurance or otherwise, for
medical care of the taxpayer, his spouse, or & dependent (as
defined in section 152), to the u@t that such expenses
exct;ed 3 percent of adjusted gross income.

. “(b), LnaraTioN WiTH RESPECT 10 MEDICINR AND
DQUGS.;An samount paid during the taxable year for medi-
eine or & drug shall be taken into account under subsection
(a) only if such medicine or drug is a prescribed drug or is
insalin.”

(b) DrrFINITION OF PRESCBIBED DRUG.—Subsection

(e) of section 213 is amended by redesignating paragraphs
(2), (8), aad -(4) as paragraphs {4), (5), and (6), re-
spectively, and by inserting after paragraph (1) the follow-
ing new paragraphs: o

“(2) Prescrisep DRUG.—The term ‘prescribed
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drug’ means a drog or biological which requires a pre-

‘scription of a physician for its use by an individoal,

“(8) PuysroraN.—The term ‘physician’ has the
me&ning given to such term by section 1861 {r) of the
Social Security Act (42 US.C. 1395x(r)) ; except
that, in the case of a doctor of dentlstry or of dental or
oral surgery, section 1861 (r) (2) shall be applied withs
out the limitations contained in clauses (A), (B), and
(C) thereof.” ' v
(¢) CONFORMING AMENDMENTS.— | "

(1) Paragraph (5) of section 213 (e) (as redesig- -

- nated by subsection (b)) is amended by striking out

“paragraph (2)” and ingerting in lieu thereof “para-
graph (4)". o -

(2) Subsections (), (e), and (f) of section 213
are redesignated as subsections {c¢), (d), and (e),
respectively. |

{8) Subsection (b) of section 105 is amended by
striking out “section 213 (e)” und inserting in liew”
thereof “‘section 213 (d) ” =

SEC. 118. REPEAL OF DEDUCTION FOR POLITICAL CON-

TRIBUTIONS.
() REPRAL—Bection 218 (relating to deduction for

o4 contributions to candidates for public office and newsletter -
o5 funds) is hereby repealed.
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(b) CONFORMING- AMENDMENTS.~—
—_{1) The table of seotions for part VII of subchap-
ter B of chapter 1 (relating to additional itemized de-
ductions for individuals) is amended by striking out the
item relating to section 218.
(2) Bection 642 (relating to special rules for credits
-and deductions of estates and trusts) is amended by
 striking out subsection (i) and by redesignating subsec-
tions (j) and (k) as subsections (i) and (j), respec-
tively. ‘ '
SEC. 114. TAXATION OF UNEMPLOYMENT COMPENSATION
| BENEFITS AT CERTAIN INCOME LEVELS,

. (8) Iﬁcmsmxm Gross INCOME.—Part II of sub-
chapter B of chapter 1 (relating to amounts specifically in-
cluded in gross income) is amended by adding at the end
thereof the following new section:

“SEC. 85. UNEMPLOYMENT COMPENSATION. :

_oe -%(s) IN GENERAL.—]f the sumj_forthe taxable year of

the adjusted gross income of the taxpayer (determined with-
out regard to this section and without regard to section 105
(d)) and the unemployment compensation exceeds the base

amount, gross income for the taxable year inoludes unem-

-ployment - compensation in an amount equal to the lesser

of—
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“(1) ‘one-half of the amiount of the excess of such

PR Gt

" 'sum over the base amount, ¢¢
“(2). the amount of the unemployment

y R

 compensation. -
“(b) Base AMOUNT DEFINED.—For Phrpbsés df this

section, the term ‘base amount’ heang~~ * ™' * ¥ 7T

"' (1) except as pmﬁded i’ pmgraphs (2) a.m}'

{3) ) 020 000, ol
“(2) $25,000, in the case of a joint retiirn under
¢ sefion @088, 6 i oL 0 nliiidng
"“(3) zero, in the case of & taxpayer who—

“(A) is marriéd at the ‘close of the taxable
year (within the meaning ‘6f section 143) but does’
not 'file o joint return'for suck year, and ' '

“(B)’ does nbt Yive upm Yfrom hns spousé 'at
all times durmg the taxablé y year . -

“(c) UNEMPLOYMENT COMBRNSATION 'DEFINED—

“For purposes of this séction, the termi *fineriployment ‘com-

'pensation’ means any amount teceived under a law of the

United States or of a State which is‘in the nature of unem-
ployment compensation.” S
».(b) CLERICAL AMENDMENT—The: table 6f sections

for part IT of subchapter B of chapter 1'is a.mended by addmg

"at the end thereof the followmg new xwm
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“Sec. 85 Usemployment compentstion.”
(¢) ErFecTIvVE DATS.~The amendments made by this
section shall apply to payments of unemployment compensa-
tion' made after December 31, 1978, in taxable years ending

- after such date.

SEC. 115. EFFECTIYE DATE.

. Bxoept as otherwise provided, the amendments made by
this subtitle shall apply to taxable _years beginning after
December 31, 1978,

Subtitle C—Deferred Compensation

SEC. 121, DEFERRED COMPENSATION PLANS WITH RE-

spﬁc'r TO SERVICE FOR STATE AND LOCAL
GOVERNMENTS.

(a) IN GENERAL.—Babpast B of part IT of subchapter

- E of chapter 1 (relating to taxable years for which gross

income included) is amended by adding at the end thereof

. the following new section:
. “SEC. 457, DEFERRED COMPENSATION PLANS WITH RE-
.} .. - . SPECT TO SERVICE FOR STATE ANDP LOCAL

- GOVERNMENTS.

“(a) YEAR oF INCLUSION IN (2088 INCOME.—In the - -

. ase of o, participant in sa eligible State deferred compensa-
- tien plang any amount of compensation deferred under the

plan, and any income sttributable to the amounts so deferred,
shall be includible in gross income only for the taxable year
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1 in which such compensation or other income is paid or other-
o wise made availsble to the participant or other beneficiary.
3 “(b) EwiomsLe 87ATE DERFERRRD COMPENSATION
) 4 Puax Dervep.—For porposes of this section, the term

5 ‘eiigible State deferred compensation plan’ means a plan

g established and maintained by a State—

7 *(1) in which only individuals who perform serv-

8 ice for the State may be participants,

9 “(2) which provides that (except as provided in
10  paragraph (3)) not to exceed the lesser of— -
1 “(A) $7,500, or '

12 “(B) 33} percent of the participant’s includi-
13 ble compensation, '

14 ' may be deferred under the plan for any taxable year,
15 “(3) which may provide that, for 1 or more of the
16 participant’s last 3 taxable years ending before he attains
17 normal retirement age under the plan, the oeiling set
18 forth in paragraph (2) shall be the lesser of—

19 “(A) $15,000, or’

20 “(B) the sum of—

21 “(i) the plan ceiling established for pur-
22 poses of paragraph (2) for the taxable year,
22 (determined without regard to this paragraph),
2 plus
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v X(ii). 86 much of the plan ceiling éstablished
for purpesds‘of-paragraph. (2] for taxable years
before the taxable year:as. has not theretofore

« ", been.used. under paragraph- (2)- or this para-
“(4) which provides that, exocept. in' the case of
individuals fird¢ performing service for the)State and in
the case of new plans, compensation will be deferred for

- any plan jyear only if an'dgreement providing for such

deferral has been entered into before the békinning of
such year,

“(5) which provides- tha} amounts payable under
the plan will be made available to participants or
other beneficiaties fiot ebrliet thah when the participant
is separated from setvice with the Biete, Yetires in ac-
oordance with a retirement plan of the Btate, dies, or is

- faced by an unforeseeable emergency (determined in the

manner prescribed by the Secretary by regulations), and -
“(6) which provides that—i
“(A) all amounts of compensation deferred
under the plan,
“(B) all property snd rights purchased with-
such amounts, and
“{(C) all income sitributable to such amounts, "’

property, or rights,
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1 . shall yemain (until made available to the participant of
g- »- other-beneficiary), solely the property and rights of the
3  State,, available for the State’s use for whatever pur-
4 poses it desires, but subject to the claims of the Btate’s
50’1 - gengrel grediters. ., e g

¢ A plan which is administered in a manner which is incon-
7. sistent with.the, requirements of any of the; preceding para-
g - graphs shall he treated as not meeting the requirements
g -of avch paragraph effective with respedt to; the: first plan
10 year beginning more than 180 days after .the' date of.
11::. potification by the Secretary wof the inconsistency and failure ,
12~ by the Btate. (before .the.first. day" of such plan.year) to
13 remove the inconsistency. , - .. . ..

14 .1 “(e)"INDIVIDUALS WHO ARB PARTIOIPANTS IN Moza
15 THANONEPraN~ ~ . .

16 “(1) IN GENERAL.~The maximum ‘amdunt of the
17-- - ‘comipensation:of any one-individual ‘which may be de-
18 * - ferred under subsection (a) fof any taxable year shall
19,1 v, Mot exoebd ‘$7,500: ‘(a8  modified by any. adiﬁscment-
20 provided under subsection (b) (8))..+ " .

21 . - 7 “(2) COORDINATION WITH SROTION 403 (b).—In
22 . -spplying paragraph (1) of this subsection' and para-
23 - graphs (2) and' (8).of subsection- (b), an ‘amount .
24 - exclided for any taxablé year under section 403 (b) shall
25 be treatéd as an amount deferred under subsection (a).

33-833 O+~ 78 -3
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In applying clause (ii) of section 403 (b) (2) (A), any
amournt deferred under subsection (a) for any year of
service shall be taken into account as if described in such
clause. | -

“(d) OTEER DEFINITIONS AND SPROIAL Ruvrse.—For

purposes of this section—

“(1) StAtE~The term ‘State’ means a State,
» political subdivision of a State, and an agenoy or
instrumentality of a State or political subdivision of a
Btate.

“(2) PERFORMANCE OF SERVIOE.—The perform-
ance of service includes performance of service as an
independent contractor.

“(8) ParTIOIPANT.~The term ‘participant means
an individual who is eligible to .defer compensation
under the plan.

" “(4) BeNBFIOIARY.~The term ‘beneficiary’ means

8 beneficiary of the participant, his estate, or any other
person whose interest in the plan is derived from the
participant.

“(5) INCLUDIBLE COMPENSATION.—The term
‘includible compensation’ means compensation for serv-
fce performed for the State which (tsking inte account
the provisions of this section but not taking into account

section 403 (b) ) is currently includible in gross income.
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“(6) Couym;wnox TAKEN INTO ACCOUNT AT
PRESBNT VALUB.—Compensatioa shall be taken into
sooount at its present value. B

“(7) COMMUNITY PROPERTY LAWS.—The a.;nount
of includible compeasation shall be determined without
regard to any commanity property laws.

“(8) INCOME ATTRIBUTABLE.—(hins from the
disposition of property shall be treated s income at-
tributable to such preperty.

“(9) SEOTION TO APPLY TO RURAL ELEOCTRIO

. COOPRRATIVES.— .

“(A) Is GRNERAL.—This seetion shall apply
with respect to any participant i» a plan of a rural
electric -cooperative in the same manner and to the
same extent as if such plan were a plan of a State.

“(B) RURAL ELECTRIC OOOPEBATIVE DE-
FINED.—For purposes of subparagraph (A), the
term ‘rural electric cooperstive’ means—

| “(i) any organization described in section

501 (o) (1¥2) which is exempt from tax under

section 501 (a) and which is engaged primarily

in providiﬁg electric service, and
“(ii} any organization described in section

501 (c) (6) which is exempt from tax under
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section 501 (a) and all' the members of which

are organizations described in clanse (i).
“(e}) Tax TREATMENT OF PARTIOIPANTS WHERE
PLAN OB ARRANGEMENT OF STATE 18 Nor ELIGIBLE.—
" “(1) IN GENERAL.—In the case of a plan of a
State providing for a deferral of ‘cémpensation, if such
_ plan is not an eligible State deferred compensation plan,

then— R

“(A) the-oco:npensation shall be included in
the gross income of the parficipant or beneficiary
for the first taxable yéar in which there is no
substantial risk of forfeiture of the rights to such
compensation, and :

“(B) the tax treatment of any amount made
available under the plan to a participant or bene-
ficiary shall be determined under section 72 (relat-
ing to annuities, etc.) .

(2 ExcEPTIONS.—Paragraph’ (1) shall not ap-

plyto— S

“(A) aplin described it section 401 (a) which
includes a trust exempt from tax under section
501 (a), R

“(B) an annuity plan or contract described in

section 403, -
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1 -“(C) a qualiﬁed Bond purchase plan desoribed
o in section 405 (a) , - o
3 “{D) that portion of any plan which consists of
4 a transfer of property described in sestion 83 (deter-
5 mined without regard to subsection (e) thereof),
C T “(E) that portion of any plan'which consists of
8 a trust to which section 402(b) Applies.
9 “(8) DmrINTTIONS.—For purposes of paragraph
0o M=
1 “{A) PLAN INCLUDES ARRANGEMENTS,
12 216.~The 'term' ‘plan’ inéludes any agreement. or
13 "arrangement, -
14 " - “(B) SUBSTANTIAL BISK OF FORPEITURE.—
15 Theé rights of a person to compehsation are subjeot
16 " ‘to & ‘stbstantial risk of fotfeiture if such person’s
17 righté to such compensation are conditioned upon
18 the fature performance of snbstantml services by any
‘19 ' individual”
20 ¢ (b) CuERIoAL, AMENDMENT.~The table of sections for
21" such subpirt B is amanded by aadmg at the end thereof the
22 following:- . '

" “See. 487, Deferred cempensstion plans with respect to
. urvweforsuutndloe‘lgovemmu.”

Y
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(¢c) EFFROTIVE DATE.—

(1) IN GENERAL.—The amendments made by this
section shall apply to taxable years beginning after
December 81, 1978.

(2) TRANSITIONAL RULES.—

(A) IN GENERAL.—In the case of any taxable
year beginning Wr Deoemberﬂsl, 1978, and be-

fore January 1, 1982—
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- . (i) any emount of compensation deferred
under a plan of a State providing for a deferral
of compensatien (other than a plan described in
section 457 (e) (2) of the Internal Revenue
Code of 1954), and any income attributable to
the amounts so deferred, shall be includible in
gross income only for the taxable year in which
such compensation or other income is paid or
otherwise made available to the participant or
other beneficiary, but

(ii) the maximum amount of the compensa~
tion of any one individual which may be ex-
cluded from gross income by reason of clause

(i) and by reason of section 457'(a) of such
Code for any such taxable year shall not exceed
the lesser of—

(I) 87,500, or
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. @raph (3) of section 457 (b) of such Code.
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(II) 88% percent of the participant’s
includible compensation. - oo
(B) APPLIOATION OF OATCH-UP PROVISIONS

IN OBRTAIN OASES.—If, in the case of any partici-

pant for any taxable year, all of the plans are eligi-

ble State deferred compensation plans, then clause
(i) of subparagraph (A) of this paragraph shall
be applied with the modification provided by para-

(C) APPLICATION OF CERTAIN OCOORDINA-
TION PROVISIONS.—In applying olmse (ii) of sub-
paragraph (A) of this paragraph and section 408

© (b) (2) (A) (ii) of such Code, rules similar to the

rules of section 457 (c) (2) of such Code shall
apply.

(D) MEANING OF TERMS.—Exocept as other-
wise provided in this paragraph, terms used in this
paragraph shall have the same meaning as when
used in seotion 457 of such Code, '

SEC. 122 CERTAIN PRIVATE DEFERRED COMPENSATION

PLANS.

(s) GmwmrArL Rurm.—The taxable year of inclusion

23 in gross income of any amount covered by & private deferred
24 ocompensation plan shall be determined in acoordance with

i
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1 the principles set forth in regulhtions, rulings, and judicisl
o decisions relating to deferred compensation which were in

g effect on February 1, 1078 ./ v vie/ »7;
g . (b) PrivaT® DEFARERD -COMPENSATION PLAN Dg-
5 FINBD.— |, . i woi o ol e .
.+ {1)-IN GENRRAL.—~For parposes of this section, the
" . term ffprivate. deferred: compensation plan” means a

.plan, agreemént, of arrangement—- ;.

+ -« (A) where the person ‘for whom the service

(=] [« -] L -

19 ‘- ' is'performed: is-not & Staté/(within the meaning of
11~ -+ . - paragraph (1). of section 45T (d) ‘of the Internsl-

12 Revenue-Code of 1954)/ and inot:an: organization
18"+ - i twhith isiextmpt from itax’ under ‘séction 501 of
14 . ) such Qode,and: %+, i o b b e
15 (B) under which the payment;or otherwise
16 . making-availuble of compdfisation is deferred.

1T ..« (2) CERTAIN PLANS EXCLUDED.—~Paragraph (1)‘
18 shall not applytossst . o0 i g,

19 (A)’ & pl&n:descried it seotion 401 (a) of the
20 .. Internal ‘Revetne Codet'of 1934 ‘whidh' Inchites &
21 trust exempt from tax under’ &ection 501 (a) of
22 -7 . guch Code, 1t ~ 1~ i1 tomrnd i) L
3, s (BY ‘an ennuity plan’ of eonteact ‘descidbed in

2. .1 section 408:of suth Cedejril- b v i crn B
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'1.-..).“ [UNANT ',;5(0)‘ ai'quﬂiﬁdd b'()l\d}ﬁt(ﬂ)&l& ,plan deSOﬁbO'd
2 in section 405 (a) of sech Gode,iviina wibh

-gh o o1 (D) thatportion vE ary:iplan-'which consists
i, i wof; & yreimsfer.of (prdpesty. desoribed : ini! section 83
5 o i+ o (determined : without nvégard:: fo: subsection (e)
g . -vpuoshereof) of sush Codejand {ni! i v i
g e e o 4 EJothat portion .ofiBnyt pldii: which' consists
8. u% . of a rust,so-wehich section 40B)(b) «of such Code
9. v - ApPUeBIns o i ina e |l oo _
10 () EFPECtIVE-DATB~This section'shall apply to tax-
11 abld yoars/ehding on or after Februnry #,.1978. ¢
19 8EC. 1128 CLARIRICATION. OF ,DEDUCTIBILITY. OF PAY-
13idist v [ MENTS; OR; DEFEARBD, COMPENSATION, ETC..
W fy i’ om0 INDEBENDBNT:: CONTRACTORS. - .
18 ! ofe)  IniGRNERAL s4Section: 404 /(reluting to deduction
16" foi,contributicis ofi an! employbnito an. praployees’ trust or
17 annuity plan and compensation” imdet ai-deferred-payment
18 plan) /is emoaded by, insettingt’aftet:subsbotion. (o). the
19 i followitiy néw dabsectiohfl 1.1 _r/uav o o1 (4]
20 10 (d) DRDVOBIMILITY OM i DX MBNTS OF  DEFERRED
912 QEMEENSATION) BTG, 190 INDEPENDANT JONTRAOTORS.~
22 :1f &-plan would ‘e ' desestibid tintso-much’ of subsection (a)
23 as precedes paregraph (17 theraofi:as shodified 'by sub--
24.i18ection (1)), but, for e, fdet thas therd is no employer-
26 .cemplayée zelptiahihip, thelcentribhtidng or compenshbion—r-
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“(1) shall not be deductible by the payor thereof

under section ~162 or 212, but '
“¥(2) shall (if they would be deductible under
" section 162 or 212 but for paragraph (1) ) be deductible
under this subsection for the taxable year in which an
amount atéributable to the Gontribution or compensation
is includible in the groes income of the persons partici-
pating in the plan, but, in the case of a plan in which
more than 1 person parﬁdpates,—}mly if separate acoounts

are maintained for each such person.”

(b) CLARIFICATION OF BROTION 404 (b) .—Subseotion
(b) of section 404 (relating to method of oontributions,
oto., having the effect of & plan) is amended by striking
out “‘similar plan” and inserting in lieu thereof “other plan”.
" (¢) Errrorive DATR.—The amendments made by this
section shall apply to deductions for taxable years beginning’

- after December 31, 1978.

SEC. 124 TAX TREATMENT OF CAFETERIA PLANS.

(a) IN GENERAL.—Part ITI of subchapter B of chapter
1 (relating to items specifically excluded from gross income)
is amended by redesignating section 124 as section 125 and
by inserting after section 128 the following new section: . -
“SEC. 124, CAFETERIA PLANS. : ‘

“(a) IN GBNERAL.—Except as provided in subsection.
(b), no amount shall be included in the gross inpome of &
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1 Darticipant in a cafeteria plan solely by reason of the fact
o that, under the plan, the participant may choose among the
g benefits of the plan. S _
4 “(b) ExoeprioN Por HiorLY COMPENSATED PAR-
5 TIOIPANTS WHERE PLAN I8 DISCRIMINATORY.—

6 “(1) I~ geNBRAL.~In the oase of a highly com-
7 pensated participant, subsection (a) shall not apply to
P any benefit attributable to » plan year for which the
9

plan discriminates in favor of—
10 “(A) kighly compensated individuals as to
11~ eligibility to participate, or . . N
.12 “(B) highly compensated participants as to
18 oontributions or benefits.
14 -“(2) YRAR OF INOLUBION.—For ‘purposes of de-

15  termining the taxable year of inclusion, any benefit de-
16 .seribed in paragraph (1) shall be treated as received
17 or accrued in the participant’s taxable year in which
18 the plan year ends.

19 “(c) DISCRIMINATION A8 TO BENBFITS 0B CON-
90 TRIBUTIONS.—For purposes of subparagraph (B) of sub-
o1 section (b) (1), a cafeteria plan does not digcriminate where
29" nontaxable benefits and total benefits (or employer contribu-
og tions allocable to nontaxable benefits and employer contribu-
94 tions for total benefits) do not discriminate in favor of highly
25

‘compensated participants. -
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1 “(d) CargTeRda- PoN Der1NED.—For purposes ;of
g thissection= <~ nrriiiis et byl Tt
3 “(1) IN GENERAL.—The ! thtift''‘‘cafetéria'plan’
4 meats a plah unider'which— />

5 “(A) “all"patticipants are'employees; ahd

6 L “(B) -the partidipants 'may dhcose among 2 or
7' © More bmeﬁt! L LTIV """""""f

g  The benefits: which'may 'be ‘chosen may be nontaxable
9 benefits or cash, property; or other taxable benefits.

10 ° - ‘(%) DerErEEp OOMPENSATION PLANS BX-
11 CLUDED.—The termy‘cafeteria* plar*does not include any
12 " plan ‘which' provides for déferréd comjensation. o
13 “(e) HiGHLY COMPENBATED PARTIOIPANT AND IN-
14 DIVIDUAL DEFINED:-<For'parposés/of this-section— ot
15 © %(1) ‘HIGHLY DOMPENSATED PARTIOYPANT.—The

‘16 . terth ‘highly! compenshted"pamdpantf thean's a partiei-

17 pant who ig-= - " Tt T el T

18 “(A) an officer, b ..vn o sl 4
19 ¢ -+t “(B) 4 sharehoMer, ' s T t
@ " +*(C)kighly compensated,’or |

21 R (-D)-a-épou'he or dependent ' (within the mean-
2 - ing--of section152) - of 4n individual described in
o -obpaigrapl (4); (B) or (O). " "

% © “(2) H16HLY: COMPENSATED 'INDIVIDUAY.~-The
25 term ‘highly compensated-individaul: nveans an ndivid-
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g%t - ludl who-is debéribed iiri subparagraph (A), (B), (0),
g ! +dr (D) of pdragraph (1), 1 oo ‘

ny el (£} NeNTamapu® . Benprir' DrFINEp.—For pur-
"4~ poses of this seetion, the term. 'nontamlbe benefit’ means any
i 'benefit which; with theapplioation of subsection (a), is pot

¢ includible in the gross:incomeof the employeb.:
rqtrun(g) SPROIAL RULRS.—~ vt o -
gt e - of4{1 ). COLLEOTIVELY ‘BARGAINEP PLAN:NOT OQN-
tgl!; ¢SIDERED-DISORIMINATORY: K ox ‘parpeses-of this seo-
‘30 .- tiom; s plimy shall mot bé treathd' as discriminatory if the
1 plan is maintained under an agreement whicli-the Secre-
brgli - tary finds to- be & .collestive: bargaining agreement be-
1% -t!) twpen . employed - repiresentatives: ;and 1ione or more
4. () -employerd, . v-iic vt vy openy ()

15 . “(2) Heaurn BENEFITS.—For (purposes of schb-

+16¢;n.» paragraph (B)of gabsection i{b) (1), & cafeteria plan
-3 i) iivwhrich sprovides: health: benefits: shall not be treated as
«18: ' -5 disoriminatory. lf-*-'; ai e ety
g Frie sl ol 9 A)" ooptribations on ‘bebalf of each partigi-
‘9§ =i v+ .o pant'imolude an-amount which— -

21 “(i) equals 100 peroent of the cost of the
T SRR L 'riaalth,«beneﬁt/odwma’under the plan of the
~gg: |- \i) v lmijority ofithe highly cémpensated pamclpqnu

ag] ' ui o i dimilarly sitnated, oz v i
g ' ot (i) equals or-exceeds 75 percent ol the
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cost of the health benefit eoverage of the partio-
ipant (similarly situsted) having the highest
health benefit coverage under the plan, and
“(B) contributions or benefits in excess of
those desoribed in subparagraph (A) bear a uniform
relationship to compensation. )
“(3) OCBBTAIN PARTICIPATION BLIGIBILITY
RULES NOT TREATED AS DISCRIMINATORY.—For pur-
poses of subparagraph (A) of subsection (b) (1), s

~ classification shall not be treated as discriminatory if the

plan— ‘ - Iy
“(A) benefits a group of employees described
in subparagraph (B) of section 410(b) (1), end
“(B) meets the requirements of clauses (i) and
(i) =

“(i) No employee is required to complete
more than 3 years of employment with the em-
pl;;'er or employers maintaining the plan as s
condition of participation in the plan, and .the
service requirement for each employee is the
same.

“(ii) Any employee who has satisfied the
empioyment reqnirement of olause (i) and who
is otherwise entitled to participate in the plan
commenoes paﬁicﬁfsﬁon no later than the first
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day of the first plan year beginning after the
date the service requirement was satisfied unless
the employee was separated from service be-

fore the first day of that plan year.
“(4) CERTAIN CONTROLLED GROUPS.—AIll em-
- ployees who are treated as employed by a single
employer under subsection (b) or (o) of section 414
shall be treated as employed by a single employer for

purposes of this section.

“(h) ReeurATIONS.—The Secretary shall prescribe

. such regulations as may be necessary to carry out the provi-

sions of this section.”

(b) CrericAL AMENDMENT.—The table of sections for
part IH of subchapter B of chapter 1 is amended by strik-
ing out the item relating to section 124 and inserting in lieu
thereof the following :

“Sec. 124. Cafeteria plans.
“Sec. 125. Croes references to other Acts.”

(c) ErreoTIVE DATE.—The amendments made by this
section shall apply to taxable years beginning after Decem-
ber 31, 1978. )

SEC. 125. ADMINISTRATION OF 164 CODE IN THE CASE
OF CERTAIN CASH OR DEFERRED ARRANGE-
MENTS.

(a) GeNRRAL RULB.—In the case of any qualified

cash or deferred arrangement under a profit-sharing plan,
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4
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6
7
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9

10
1
12
13
14
15
16
17

22
23
24
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the Internal Revenue Code of 1954 shall be administered
in & manner consistent with— .

(1) Revenue Ruling 56-497 (1956-2 C.B. 284),

(2) Revenue Ruling 63-180 (1963-2 C.B. 189),
and , :

" (3) Revenue Ruling 68-89 (1968-1 C.B. 402).

(b) QuALIFIED CASH OR DEFERRED ARRANGEMENT
DeFINED.—For purposes of this section—

{1) IN GENERAL.—The term “qualified cash or de-
ferred arrangement” means any arrangement under
which & contribution is made by an'employer to a trust
on bebalf of an employee only if the employee elects not _
to receive such contribution from the employer in cash.

(2) ExceprioN.—The term “qualified cash or de-
ferred arrangement” does not include an arrangement tif-
der which the contribution by the efaployer to the trust s
made in return for a reduction in the basic or regular
compensation of the employee or in lieu of an increase
in such compensation.. . " ., .. .,

(c) ProriT-SHARING PLAN DEFINED.—For purposes
of this section, the term “profit-sharing plan” includes a stock
bonus plan. .

(d) ErrecTive DATE.—This section shall apply. to
taxable years beginning after December 81, 1977.
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'y TITLE 1I-TAX SHELTER PROVI-
g | SIONS
“s '~ Subtitle A~Provisions Related To At
F Risk Rules
’ '5" SEC. 201, EXTENSION OF SECTION 465 AT RISK RULES TO
‘e ALL ACTIVITIES OTHER THAN REAL ESTATE.
7 : '(a) ExXTENSION.—Bubsection (o) of section 465 (re-

's ‘lating to activities to which section applies) is amended by
9 adding at the end thereof the following new paragraph:

10 “(3) EXTENSION TO OTHER ACTIVITIES. —

11 © “(A) IN GENERAL.—In the case of taxable
2" years beginning after December 31, 1978, this sec-
g tion also applies to each activity—

14 “(i) engaged in by the taxpayer in carry-
15 ‘ ing on & trade or business or for the production
€ of income, and B

1 “(ii) which is"tot desoribad in paragraph
18 (1).

19 ““(B) AGGREGATION OF AOCTIVITIRS WHEBE
20 TAXPAYER ACTIVELY PARTIOIPATES IN MANAGE-
21 MENT OF TRADE OB BUSINESS,—Except as provided
22 in subparagraph (O), for purposes of this section,
23 " activities described in. subparagraph (A) which
% constitute a trade or business shall be treated as 1
25 activity if—

32-8330-~78 - 4
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“(i) the taxpayer actively participates in
the management of such trade or business,»ior
“(ii) such trade or businees is carried on

by a partnership or electing small business cor-

poration (as defined in seotion 1371(b)) and

65 peroent or more of the losses for the taxable

year is allocable to persons who actively par-

ticipate in the management of the trade or

business. ‘

“(C) AGGREGATION OB SEPARATION OF AC-
TIVITIES UNDER REGULATIONS.—The Secretary
shall prescribe regulations under which activities
described in subparagraph (A) shall be aggregoted
or treated as separate activities.

“(D) EXOLUSION FOR REAL PROPERTY.—In
the case of activities described in subparagraph (A),
the holding of real property (other than mineral
property) shall be treated as a separate activity, and
subsection (a) shall not apply to losses from such
activity. For purposes of the preceding sentence,
personal property and services which are incidental
to making real property available as living accommeo-
dations shall be treated as part of the activity. of
holding such real property.
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“(E) APPLICATION OF SUBSEOTION (b)
(9)—~In the case of an activity described in sub-
parsgraph (A), subsection (b) (3) shall apply
only to the extent provided in regulations prescribed

by the Secretary.”
(b) REPEAL OF BEOTION 704 (d) AT Risk RULES.—
(1) IN GENERAL.~Subsection (d) of section 704

s amended by strikihg out the last' 2 sentences.

(2) - TRANSITIONAL RULE.—In the case of a logs

" which was not allowed for any taxable year by reason of
- the last 2 sentences of section 704 (d) of the Internsl

Revenue Code of 1954 (as in effect before the date of

- the enactment of this Act), such loss.shall be treated as
a deduction (subject_to goction 465 (a) of such Code):

for the first taxable year beginning after Decémber 31,

1978, ° ~ T
« fo) OLERIOAL AMBNDMENTS.—

(1) The heading of section 465 is amended to read

- asfollows: - . - .~ : L

20 : “SEC.. 465. DEDUCTIONS LIMITED TO AMOUNT AT RISK.”

i

"+, {B) The table of sections for subpart O of part II of

23 . ‘gubchapter B of chapter 1 is amended by striking out

23
24

“in case of ocertein ictivitis” in the item relaling fo
section 465.
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3 SEC. 202 EXTENSION. OF AT RISK PROVISIONS TO
2 CLOSELY HELD CORPORATIONS.

3 Bubsection (a) of section 465 (relating to deductions
4 limited to amount at risk) is amended to read as follows:

5 “(a) LIMITATION TO AMOUNT AT RISK.—

6 ‘(1) IN GENERAL.—In the case of—

. “(A) an individual,

8 “(B) an electing small business corporation
9 (as defined in section 1371 (b) ), and

10 “(C) a corporation with respect to which the
11 stock ownership requirement of paragraph (2) of
12 gsection 542 (a) is met, |

13 engaged in an activity to which this section applies, any~
14 loss from such activity for the taxable year shall be
15 allowed only to the extent of the aggregate amount with
. 16 respect to which the taxpayer is at risk (within the
17 meaning of subsection (b)) for such activity at the
18 close of the taxable year.

19 “(2) DEDUOTION IN BUCCEEDING YEAR.—Any
20 loss from an activity to which this seotion applies not
21 allowed under this section for the taxable year shall
22 be treated as a deduction allocable to such activity in the
23 first succeeding taxable year.” |
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. SBEC. 208. RECAPTURE OF LOSSES: WHERE AMOUNT AT

RISK IS LESS THAN ZERO.
Section 465 (relating to deductions limited to amount at
risk) is amended by adding at the end thereof the following
new subsection:

““(e) RrOAPTURE OF LOSSES WHRRE AMOUNT AT

RisK Is Lias THAN ZERO.—

. “(1) In GENRRAL.—If zero exoceds the amount
. ~which the taxpayer is at risk in any activity at the
: elose of any taxable year— - )
““(A) the taxpayer shall include in his gross .
-+, . income for such taxable year (as income from such
activity) an amount equal to such excess, and
“(B) an amount equal to the amount so in-
.+, . -cluded in- gross inoome shall be treated as a deduc-
.tion allocable to such activity for the first suoceed-
ing taxable year.
~ “(2) LaMrraTioN.—The excess referred to in para-
graph (1) shall not exceed—
“(A); the aggregate amount of the reductions
- required by subsection (b) (5) with respeot to the

*,° , activity for all prior taxable years, reduced by

. . “(B) the amounts previously included in gross
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income with respect to such activity under this sub-
section.”
SEC. 204. EFFECTIVE DATES.

(a) In GBNERAL.—The amendments made by this sub-
title shall apply to taxable years beginning after Decern-
bgr 81, 1978.

(b) TrRANBITIONAL RULE FoR REOAPTURE PROVI-
81I0NS.—If the amount which the taxpayer is at risk in any
activity as of the close of the taxpayer’s last taxable year
beginning before January 1, 1979, is less than zero, section
465(e) (1) of the Internal Revenue Code of 1954 (as
added by section 203 of this Act) shall be applied with
respect to such activity of the taxpayer by substituting such
negative amount for zero.

Subtitle B—Partnership Provisions
SEC. 211. PENALTY FOR FAILURE TO FILE PARTNERSHIP
RETURN.

(a) GBNERAL RULE.—Subchapter B of chapter 68
(relating to assessable penalties) is amended by adding at
the end thereof the following new section:

“SEC. 66%8. FAILURE TO FILE PARTNERSHIP RETURN. '~

“(a) GeNBRAL RULB.—In addition to the penalty im-
posed by section 7203 (relating to willful failure to file
return, supply information, or pay tax), if any partnership
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required to file a return under section 6031 for any taxable
year— ) ‘
“(1) fails to file such return at the time presoribed
therefor (determined with regard to any extension of
time for filing) , or o '
“(2) files & retarn which fails to show the in-
formation required under section 6031, :
such partnership shall be liable for & penalty’ deterfnined
under subsection (b) for each month (or fraction thereof)
during which such failaré continues (but nét to bxoeed 5
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months), unless it is shown that sach failure is due’th rea-
- gonable cause. - | ' ;
“(b) AMoUNT Pre MoxTH.—For purposes- of snbsec-

nr

any month is the product of— B
“(1) $50, multiplied by

“(2) the number of persons who were partuers in
the partnership during any part of the taxable year. '’
“(q) ASSESSMENT OF PENALTY.—The penalty imposed

(" tion (a), the amount determined under thié sublection for

by subsection (a) shall be assessed sgainst the partnership.
“(d) DerromeNoY Prooepures Nor To APpLY.—
, Subchapter B of chapter 63 (relating to deficiency procd~

53~ dures for income, estate, gift, and ocertain excise taxes)

. .shall not apply in respect of the assessment or collection of
any penalty imposed by subsection (a).” B
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(b) CrerroAL AMENDMENT.—The table of sections for
subohapter B of chapter 68 is amended by adding at the
end thereof the following new item: N

“Seq, 6698. Failure to file partnerehip return.”

(o) ErrrorIvE DatB—The amendments made by this
section shall apply with respect to returns for taxable years
beginning after December 31, 1978.

SEC, 212, EXTENSION OF STATUTE OF LIMITATIONS IN
~ THE CASE OF PARTNERSHIP ITEMS,

(s) ASSESSMENT OF DEFIOIENOIES.—Section 6501
(relating to limitations on assessment and collection) is
amended by adding at the end thereof the following new
sabsection:

“(q) BeeOIAL RULES FOR PARTNERSHIF ITEMB OF
FEDERALLY RRGISTERED PARTNERSHIPS.—

“{1) IN GENERAL.~In the case of any tax imposed
by subtitle A with respect to any person, the period for
assesging a deficiency attributable to any partunership
item of a federally registered partnership shall not expire
before the later of—

“(A) the date which is 4 years after the date
on which the partnership retarn for the partnership
taxable year in which the item arose was filed (or, if
later, the date prescribed for filing the return), or

“(B) if the name or address of such person
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1 does not appear on the partnership return, the date
9 which is 1 year after the date on which such in-
3 formation is furnished to the Secretary in such man-
4 ner and at such place as he may prescribe by regu-
5 lations.
6 “(2) PARTNERSHIP ITEM DRFINED.—For purposes
7 of this subsection, the term ‘partnership item’ means—
8 “(A) any item required to be taken into ao-
9 count for the partnership taxable year under any
10 . provision of subchapter K of chapter 1 to the extent
1 " that regulations prescribed by the Secretary provide
12 that for purposes of this subtitle such item is more
13 appropriately determined at the partnership level
11 than at the partner level, and
16 " “(B) any other item to the extent affected by
16 an item described in subparagraph (A).
17 %(3) EXTENSION BY AGEBRBMRENT.—The exten-
18 sions referred to in subsection (o) (4), insofar as they
19 relate to partnership items, may, with respect to any
20 person, be consented to—
21! “(A) except to the extent the Becretary is
99 otherwise notified by the partnership, by a general
23 ~ partaer of the partnership, or ’

o4 “(B) by any person authorized to do so by the
25 partnership in writing. o
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“(4) FEDERALLY RBGISTERRD PARTNERSHIP.—
For purposes of this subsection, the term ‘federally reg-
istered partnership’ means, with respeot to any partner-

. ship taxable year, any partnership—

“(A) interests in which have been offered for

sale st any time during such taxable year or a

prior taxable year in any offering required to be

registered with the Securities and Exchange Com-.
mission, or

““(B) which, at any time during sach taxable
year or a prior taxable year, was subject to the
annual reporting requirementa of the Seourities and

Exchange Commission.”

(b) OREDITS AND REFUNDS.—

(1) IN GBNERAL~—Section 6511 (relating to lim-
itations on aredit or refund) is amended by redesignating
subsection (g) as subsection (h) and by inserting after
subsection (f) the following new subsection:

“(g) 8erorar, RuLB FoR PARTNERSHIP ITBMS OF

FEOERALLY RRGISTERED PARTNRRSHIPS.—

“(1) I¥ GENERAL.—In the case of any tax im-
posed by subtitle A with respect to any person, the
period for filing a claim for aredit or refund of any over-

~ payment attributable to any partnership item of a feder-
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ally registered partnership shall not expire before the
later of—

“(A) the date which is 4 years after the date
prescribed by law (including extensions thereof) for
filing the partnership return for the partnership tax-
able year in which the item arose, or

“(B) it an agreement under the provisions of
section 6501 (c) (4) extending the period for the
assessment of any deficiency attributable to such
partnership item is made before the date specified in
subparagraph (A), the date 6 months after the
expiration of such extension,

In any case to which the preceding sentence applies,
the amount of the credit or refund may exceed the por-
tion of the tax paid within the period provided in sub--
section (b) (2) or (c), whichever is applicable.

“(2) DermrTIONS.—For purposes of this subsec-
tion, the terms ‘partnership item’ and “federally regis-
tered partnership’ have the same meanings as such terms
im.ve when used in section 6501 (q) .”

(2) TROHNICAL AMENDMENT.—Paragraph (2) of
section 6512 (b) (relating to overpayment determined
by Tax Court) is amended by striking out “(c), or
(d) ” each place it appears and inserting in lieu thereof
“(o), {d),or (g)". '
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() ErrecTIVE DATE.—The amendments made by this
section shall apply to partnership items arising in partner-
ship taxable years beginning after December 31, 1978.
TITLE III—-PROVISIONS PRIMARILY

AFFECTING BUSINESS INCOME
Subtitle A—Corporate Rate Reductions
SEC. %01. CORPORATE RATE REDUCTIONS..

(s) Ix GENBRAL—~SBection 11 (relating to the tax
imposed on corporations) is amended to read as follows: .
“SEC. 1L TAX IMPOSED. ) '

‘““(a) CORPORATIONS IN GENERAL.—A tax is hereby
imposed for each taxable year on' the taxable income. of every
ocorporation. N ’

“(b) AmouNT OoF TAXx.—The amount of the tax im-

posed by subsection (a) shall be the sum of— .
“(1) 17 percent of 50 much of the taxable income

as does not exoeed $25,000; .

“(2) 20 peroent of 8o much of the taxable income

as exoeods $25,000 but does not exe;sed $50,000;
“(3) 80 percent of so much of the taxable income
as excoeds $50,000 but does not exoeed $75,000;
““(4) 40 peroent of so much of the taxable inoome
as exoeeds $75,000 but does not exceed $100,000; pius
‘“(5) 46 percent of so much of the taxable income
as exoeeds $100,000,
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“(¢) ExorPTIONS.—Subsection (8) shall not apply to

a corporation subject to a tax imposed by—

“(1) section 594 (relating to mutual savings banks
conducting life insurance business) ,

“(2) subchapter L (sec. 801 and following, relating
to insurance companies) , or '

“(8) subchapter M (sec. 851 and following, relat-
ing to regulated investment companies and real estate

-investment trusts) .

“({d) ForrioN CORPORATIONS.—In the .case of a

foreign corporation, the tax imposed by subsection (a) shall
apply only as provided by section 882.”

(b) CoNPORMING AMENDMENTS.—

(1) CROSS REFERENOES RBLATING TO OORPORA-
TIONS.—Paragraph (7) of section 12 (relating to cross
references relating to tax on corporations) is amended

to read as follows:

#(7) For limitation on benefits of graduated rate
schedule provided in section 11(b), see section 1551.”

(2) DIVIDENDS RECEIVED ON CERTAIN PEBFERRED
8TOCK.—Subparagraph (B) of section 244 (a) (2) (re-
lating to dividends received on certain preferred stock)
is amended by striking out “the sum of the normal tax
rate and the surtax rate for the taxable year presoribed
by seotion 11” and inserting in lieu thereof “the high-
est rate of tax specified in section 11 (b) ”.
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(3) DIVIDBNDS PAID ON CRETAIN PREFERRED

STOCK OF PUBLIO UTILITIES.—Subparagraph (B) of

" - _sbotion 247 (s) (2) (relating to dividends paid on cer-

tain preferred stock of public utilities) is amended by

.- striking out “the sum of the normal tax rate and the

surtax rate for the taxable year specified in section 11”
and inserting in lieu thereof “the highest rate of tax

* specified in section 11 (b)”.

(4) TAX ON UNRELATED BUSINESS INCOMB OF
CHARITABLE, BTO., ORGANIZATIONS.—

(A) IMPOSITION OF TAX —Paragraph (1) of
section 511 (a) (relating to charitable, eto., organi-
zations taxable at corporation rates) is amended by
striking out “a normal tax and a surtax” anci insert-
ing in lieu thereof “a tax”. -

(B) OBGANIZATIONS SUBJROT TO TAX.—
Paragraph (2) of seotion 511 (a) is amended by
striking out “‘taxes” each place it appears and in-
serting in lien thereof “tax”.

... (5) POLITICAL ORGANIZATIONS.—Paragraph (1)
of section 527 (b) (relating to tax imposed) is amended

.. toread as follows:

“(1) IN GBNERAL.—A tax is hereby imposed for

~each taxable year on the political organization taxable

income of every political organization. Such tax shall be



@ ® D U A 0 DD

I O Y <
2 & =2 B b & 8

18

59

b7
computed by multiplying the pélitical orgahization tax-

. able income by the highest rate-of tax- specified in sec-
tlbn 11 (b) Mo N !‘-,"‘ e s' .ot st

(6) HOMBOWNERS ASSO(TATIONS.—Paragraph (1)
of section 528 (b) (relating to tax imposed) is amended
toread as follows: <~ ~ -z . .,

“(1) IN GBRNERAL.—A tax is.hereby inrposed for
eachl taxable year. on tle’'homeownels association tax-
able income of every homeowners:association. Such tax
shall be ‘demputed. by muktiplyiig' the homeowners as-
sociation taxable income by’ the highest rate of tax

. specified in section 11 (b).”" °

(7) LIFE INBURANCE COMPANEES.—Paragraph
(1) of section 802(a) (relatmg to.tax imposed) is

" amended by etriking out “‘a normal tax and surtax” and

inserting in lien thereof “s tax”.
~ (8) MUTUAL INSUBANO® COMPANIES.—
(A) IN GENERAL.—Subsection {2) of section
821 (relating to tax on mutual insurance companies
00 wlnch part 1L ;pphes) is amended to read as

follows:

" 4(s) Imposrrion o¥ TAX.—

(1) IN GBNIRAL.—A tax is hereby imposed for
each taxable year on the mutnal'insurance company

taxable income of every mutual insurance compa;
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(other than s life insurance company and other than a
fire, flood, or marine insurance compeny subject to the
tax imposed by seotion 831). Buch tax shall be ocom-
puted by multiplying the mutual insurance compeny
taxable income by the rates provided in section 11 (b).

“(2) OAP ON TAX WHERE INOOME IS LRSS THAN
$13,000.—The tax imposed by paragraph (1) shall not
exoced 84 percent of the amount by which the mutaal
insurance company taxable income exceeds $8,000.”

(B) SmaAry, coMPANINS.—Parsgraph (1) of
soction 821 (o) (relating to alternative tax for
certam small companies) is amended to read as
follows:

“(1) IMPOSITION OF TAX.~—

“(A) IN eaNBRAL.—There is hereby imposed
for each taxable year on the income of every mutual
insurance company to which this subsection applies
s tax (which shall be in lieu of the tax imposed by
subsection (s)). Buch tax shall be computed by
multiplying the taxable investment income by the
rates provided in eection 11 (b).

“(B) CAP WHERE INCOMS IS LBSS THAN
$6,000.—The tax imposed by mbl;ngnph (A)
shall not exoeed 34 percent of the amount by which
the taxable investment income exoeeds $8,000.”
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(9) ELROTION BY MUTUAL INSURANOCR OOM-
PANY WHICH I8 A RECIPROCAL.—Paragraph (1) of
section 826 (¢) (relating to exoeption) is amended to
read as follows: '

“(1) is subject to the tax imposed by section 11;”.

(10) REGULATED INVESTMENT OOMPANIRS—
Paragraph (1) of sectiqn 852 (b) (relating to method
of taxation of companies and sharcholders) is amended
to read as follows:

“(1) IMPOSITION OF TAX ON REGULATED INVEST-
MENT OOMPANIBS.—There is hereby imposed for each
taxable year upon the investment company taxable in-
oome of every regulated investment company a tax com-
puted as provided in section 11, as though the investment
oompany taxable income were the taxable income

~ referred to in section 11.”

(11) REAL ESTATE INVBSTMENT TRUSTS.—Para-
graph (1) of section 857 (b) (relating to imposition of
normal tax and surtax on real estate investment trusts)
is amended to read as follows:

“(1) IMPOBITION OF TAX ON BEAL ESTATE IN-
VESTMENT TRUSTS.—There is hereby imposed for each
taxable year on the real estate investment trust taxable
income of every real estate investment trust'a. tax com-
puted as provided in section 11, as though the real

32-8830-73 -3
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estate investment trust taxable income were the taxable
income referred to in section 11.”

(12) TAX ON INCOME OF FOREIGN COBPORATIONS
CONNECTED WITH UNITED STATES BUSINESS.—The
heading of subsection (a) of section 882 (relating to
tax on income of foreign corporations connected with
United States business) and the heading of paragraph
(1) of such subsection are amended to read as follows:
“(a) IMpoSITION OF TAX,— .

“(1) IN GENEBAL—", -

(13) FomrIGN TAX CREDIT.—Paragraph (2) of
section 907 (a) (relating to reduction in amount al-
lowed as foreign tax under section 901) is amended to
read as follows:

“(2) the percentage which is equal to the highest
rate of tax specified in section 11 (b).”

(14) SPROIAL DEDUCTION FORE WESTERN HEMI-
SPHEKRE TRADE CORPORATION.—Subparagraph (B) of
section 922(a) (2) (relating te general rule) is
amended by striking out “the sum of the normal tax
rate and the surtax rate for the taxable year prescribed
by section 11” and inserting in lien thereof ““the highest
rate of tax specified in section 11 (b).”

(15) ELEOTION BY INDIVIDUALS TO BE SUB-

JECT TO TAX AT CORPORATE BATES.—Subsection (o)
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of section 962 (relating to surtax exemption with respect
to individuals subject to tax at corporate rates) is
amended to read as follows:

“(c) Pro RATION OF EACH SROTION 11 BRACKET
Auo.UN'r.-—For purposes of applying subsection (s) (1),
the amount in each taxable income bracket in the tax table
in section 11 (b) shall not exceed an amount which bears
the same ratio to such bracket amount as the amount in-
cluded in the gross income of the United States shareholder
under section 951 (a) for the taxable year bears to such
shareholder’s pro rata share of the earnings and profits for
the taxable year of all controlled foreign corporations with
respect to which such shareholder includes any amount in
grose income under section 951 (a).”

(16) TERATMENT OF RECOVERIES OF FOREIGN EX-

PROPRIATION LOSSES.—Paragraph (4) of section 1851

(d) (relating to adjustment for prior tax benefits) is

amended to read as follows:

“(4) SUBSTITUTION OF OURBENT TAX BATE.—

For purposes of this subsection, the rates of tax specified

in section 11 (b) for the taxable year of the recovery

shall be treated as having been in offect for all prior tax-
able years.”
(17) AMENDMENTS OF S8ECTION 1551.—
(A) Bubeection (a) of section 1551 (relating



8O

Y

© 0O 9 o

10
11
12

13
14

15
16
17
18
19

20
21
22

64

62
to disallowance of surtax exemption and accumu-
lated earnings credit) is amended—

(i) by striiing out “disallow the surtax
exemption (as defined in section 11 (d) )’ and
inserting in lieu thereof ‘“‘disallow the benefits
of the rates contained in section 11(b) which
are lower than the highest rate specified in such
section”’, and

(ii) by striking out “such exemption or”
and inserting in lieu thereof “‘such benefits or”.
(B) The section heading of section 1551 is

amended to read as follows:

“SEC. 1551. DISALLOWANCE OF THE BENEFITS OF THE

GRADUATED CORPORATE RATES AND AC-

CUMULATED EARNINGS CREDIT.”

(O) The table of sections for part I of sub-
chapter B of chapter 6 is amended by striking out
the item relating to section- 1551 and inserting in
liea thereof the following new item:

“Sec, 1661, Disallowanoce of the benefits of the graduated
corporate rates and accumulated earnings
credit.”

(18) LIMITATIONS ON CERTAIN MULTIPLE TAX
BENFFITS IN TIIE CASE OF CERTAIN CONTROLLED

OCORPORATIONS,~-
(A) IN GENERAL.—Subsection (a) of section
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1661 (relating to limitations on ocertain multiple

tax benefits in the case of certain controlled corpo-

rations) is amended— .

(i) by striking out paragraph (1) and in-
serting in lieu thereof the following:

*(1) amounts in each taxable inoome bracket in
the tax table in section 11 (b) which do not aggregate
more than the maximum amount in such bracket to
which a corporation which is not a component member
of a controlled group is entitled,”,

(ii) by striking out “amount”’ each place
it appears in the second sentence and inserting
in lien thereof “amounts”, and .
(iii) by striking out the last sentence,
(B) OERTAIN SHORT TAXABLE YEARS.—Para-
- graph (1) of section 1561 (b) (relating to certain
short taxable years) is amended to read as follows:

“(1) the amount in each taxable income bracket in
the tax table in section 11 (b),”.

(19) REPEAL OF OERTAIN OBSOLETE PROVI-
BIONS.—

(A) Subsection (o) of section 6154 (defining

estimated tax) is amended to read as follows: .
(o) EerrMATED TAx DEFINED.—For purposes of this
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-y fitle, in the case of & corporation the term ‘estimated tax’
o means the excess of—'

“(1) the amount which the corporation estimates

oo

4 as the amount of the income tax imposed by section 11

[#]

or 1201 (a), or subchapter L iof.chapter 1, whichever

is applicable, over .

6
7 “{2) the amount which the corporation estimates as
s  the sum of the oredits against tax prov1ded by part IV
9 of subchapter A of chapter 1.”
10 (B) Subsection (e) of section 8655 (defining
1 tax) is amended to read as follows:
12 “(e) DErmNITION -OF Tax.—For purposes of subseo-

13 tions (b) and (d), the term ‘tex’ means the excess of—

14 + “(1) the tax imposed by section 11 or 1201 (a), or
15 subchapter Ir of chapter 1, whichever is applicable, over
16 “(2) the credits against tax provuied by part IV
17 " of subchapter A of chapter 1.”

13‘. . (o) ErreoTIVE DATE.—~The amendments made by this
19 section shall apply to taxable years beginning. after Decem-
90 ber 31, 1978. .

21 Subtitle B—Credits

92 SEC. 3L 10PERCENT INVESTMENT TAX CREDIT AND
93 $100,000 LIMITATION ON USED PROPERTY
o4 MADE PERMANENT, -

o5 (s) 10-PRRCENT INVRSTMENT TAX CREDIT.—Pars-
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4 8meph (2) of section 46 (a) (relating to amount of credit
o for current taxable year) is amended—

w
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(1) by striking out “, and before January 1, 1981”
in clanses (i) and (iii) of subparagraph (D),

(2) by striking out “, and before January 1, 1981,
and placed in service by the taxpayer before January 1,
1981” in clause (ii) of subparagraph (D), and

(3) by adding at the end thereof the following new
subparagraph:

“(E) SPECIAL RULR FOR SUBPARAGRAPH
@).—For purposes of applying subparagraph (B),
sabporagraph (D) shall be applied—

“(i) by inserting ‘and before January 1,

1981,” after ‘1975, the second place it-appears

in clause (i) and where it appears in clause

(iii), and
“(ii) by inserting ‘suid before January 1,

1981, and placed in service by the taxpayer

before January 1, 1981,” after ‘1975, in clause

(ii).”

(b) $100,000 LimrrarioN oN Usip PROPERTY.—

22 Paragraph (2) of section 301 (c) of the Tax Reduction Act
23 of 1975 (relating to effective date for inmcrease of dollar:
24 limitation on used property) is amended by striking out “,
25 and before January 1, 1981”. '
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SEC. 312 INCREASE IN LIMITATION ON INVESTMENT

CREDIT TO 9% PERCENT OF TAX LIABILITY,

(a) INCBEASE IN GENERBAL LIMITATION.—Paragraph

(3) of section 46(a) (relating to amount of credit) is

amended to read as follows:

“(3) LIMITATION BASED ON AMOUNT OF TAX.—
Notwithstanding paragraph (1), the credit allowed by
section 38 for the taxable year shall not exceed—

“(A) so much of the liability for tax for the
taxable year as does not exceed $25,000, plus

“(B) the following percentage of so much
of the liability for tax for the taxable year as

exceeds $25,000:
“If the taxable year
endsin:

The percentage is
1979 ———— ~—- —— 60
1080 o cececmcccanncccacrnc e 70
1881 . ——- - 80
1082 or thereafter .. acacccacmcaccccaccaan- 90"

(b) SpeciaL RULEs FOR CERTAIN UTILITIES, RAIL-

ROADS, AND AIRLINES,—

(1) UriniTies.—Paragraph (7) of section 46 (a)
{relating to alternative limitation in the case of cer-
tain utilities) is amended to read as follows:

“(7) ALTERNATIVE LIMITATION IN THE OCASB
OF CERTAIN UTILITIES.—

“(A) IN gENERAL~If, for the taxable year

ending in 1979—
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“(i) the amount of the qualified invest-
ment of the taxpayer which is attributable to
public utility property is 25 percent or more
of his aggregate qualified investment, and
“(ii) the application of this paragraph re-
sults in & percentage higher than 60 percent,
then subparagraph (B) of paragraph (3) of this
subsection shall be applied by substituting for ‘60
percent’ the taxpayer’s applicable percentage for
such year.

“(B) ArPLICABLE PERCENTAGE.—The appli-
cable percentage for any taxpayer for any taxable
year ending in 1979 is—

“(i) 50 percent, plus
“(ii) that portion of 20 pércent which the
taxpayer's amount of qualified investment
which is public utility property bears to his ag-
gregate qualified investment.
If the proportion referred to in clause (ii) is 75

* percent or more, the applicable percentage of the

taxpayer for the year shall be 70 percent.

“(C) PUBLIC UTILITY PROPERTY DEFINED,—
For purposes of this paragraph, the term ‘publio
utility property’ has the meaning given to such term
by the first sentence of subsection (c) (3) (B).”
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(2) ALTERNATIVE LIMITATION IN THE CASE OF
OERTAIN RATILROADS AND ‘mn.mm.—Subsection (a)
of section 46 is amended by striking out paragraphs (8)
and (9) and by inserting in lieu thereof the following
new paragraph:

“(8) ALTERNATIVE LIMITATION IN THE OASE OF
OERTAIN RAILROADS AND AIRLINES.—

“(A) IN -GENERAL—If, for a taxable year

ending in 1979 or 1980—

“(i) the amount of the qualified investment
of the taxpayer which is attributable to railroad
property or to airline property, as the case may
be, i3 25 percent or more of his aggregate quali-
fied investment, and

“(ii) the application of this paragraph re-
sults ig; i)ercentage higher than 60 percent
{70 percent in the caso of a taxable year end-
ing in 1980), '

then subparagraph (B) of paragraph (3) of this
subsection shall be applied by substituting for ‘60
percent’ (‘70 percent’ in the case of a taxable year
ending in 1980) the taxpayer’s applicable percent-
age for such year.

“(B) APPLICABLE PEROENTAGE.—The appli-
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cable percentage of any taxpayer for any taxable
year under this paragraph is—
== “(i) 50 percent, plus
“]ii) that portioil of the tentative per-
centage for the taxable year which the taxpay-
er's amount of qualified investment which is
railroad property or airline property (as the
case may be) bears to his aggregate qualified
investment. -
If the proportion referred to in clause (i) -is 7B
percent or more, the applicable percentage of the
taxpayer for the taxable year shall be 90 percent
(80 percent in the case of a taxable year ending
in 1980). |
“(C) TENTATIVE PERCENTAGE—For pur-
poses of subparagraph (B), the tentative percent-
age shall be determined under the following table:

“If the taxable year The tentative percentage is:
ends in:
1079 e ccccenc e a—an 40
1080 . - - ———- 30

“(D) RAILROAD PROPERTY DBFINED—For
purposes of this paragraph, the term ‘rsilroad
property’ means section 38 propertjr used by the
taxpayer directly in connection with the trade or
business camed on by the taxpayer of operating a
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railroad (including a railroad switching or terminal

company). '

“(E) AIRLINE PROPERTY DEFINED.—For pur-
poses of this paragraph, the term ‘airline property’
means section 38 property used by the taxpayer
directly in connection with the trade or business
carried on by the taxpayer of the furnishing or
sale of transportation as a common carrier by air
subject to the jurisdiction of the Civil Aeronautics
Board or the Federal Aviation Administration.”

(¢) REPEAL OF CERTAIN OBSOLETE PROVISIONS.—

(1) Subsections (h), (i), and (j) of section 48
and sections 49 and 50 are hereby repealed.

(2) Paragraphs (1) and fé) of section 46 (f)
and subparagraph (B) of section 48 (a) (7) a;'e each
amended by striking out “described in section 50”.
 (3) Subparagraph (A) of section 48 (a) (7) is
amended by striking out *({other than pre-termination
property) .

(4) Bubsection (i) of section 167 is hereby re-
pealed.

(5) The table of sections for subpart B of part IV
of subchapter A of chapter 1 is amended by striking
out the items relating to sections 49 and 50.

(d) ErFECTIVE DATE.—The amendments made by
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1 this section shall apply to taxable years ending after De-
a cember 31, 1978.
g SEC. 313 INVESTMENT CREDIT FOR POLLUTION CONTROL
4 FACILITIES.
5 (a) IN GeNERAL.—Paragraph (5) of section 48 (o)
¢ (relating to applicable percentage in the case of certain pol-
'nlution control facilities) is amended to read as follows:

8 “(5) APPLIOABLE PEROENTAGRE IN THE CASE OF
9 OERTAIN POLLUTION CONTROL FACILITIRS.—

10 “(A) IN oENERAL.—Notwithstanding para-
1 graph (2), in the case of property—

12 “(i) with respect to which an election
13 under section 169 applics, and
14 “(ii) the useful life of which (determined
15 without regard to section 169) is not less than
16 b years,

17 100 percent shall be the applicable percentage for
18 purposes of applying paragraph (1) with respect
19 ~ to 50 much of the adjusted basis of the property as
20 (after the application of section 169 (f) ) constitutes
01 the amortizable basis for purposes of seotion 169.
22 “(B) SPECIAL RULE WHERE PROPERTY IS
23 FINANCED BY \NDUSTRIAL DEVELOPMANT BONDS.— ]
% "To the extent that any property is financed by the
25 proceeds of an industrial development bond (within
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the meaning of section 103 (b) (2)) the interest
on which is exempt from tax under ;ecﬁon 103,
subparagraph (A) shall be applied by substituting
‘50 percent’ for ‘100 percent’.”

W N e

(b) Errecrive DATE.—The amendment made by
subsection (a) shallapply to—
(1) property acquired by the taxpayer after De-
cember 31, 1978, and

© o -2 o o

(2) property the construction, reconstruction, or
10 erection of which was completed by the taxpayer after
1 December 31, 1978 (but only to the extent of the basis
12 thereof attributable to construction, reconstruction, or
13 erection after such date) .

14 SECv 814. INVESTMENT CREDIT ALLOWED FOR CERTAIN
15 REHABILITATED BUILDINGS.

16 (a) In GENERAL.—i’;ragraph (1) of section 48 (a)
17 (defining section 38 property) is amended by striking out
18 the period at the end of subparagraph (C) and by inserting
19 in liea thereof “; or” and the following new subparagraph:

20 “(D) in the case of a qualified rehabilitated
21 building, that portion of the basis which is attribut-
22 able to qualified rehabilitation expenditures (within
23 the meaning of subsection (g)).”

24 (b) QuarrFiEp REHABILITATED BulLpiNes DEk-
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1 FINED.—Bection 48 is amended by inserting after subsection
g (f) the following new subsection: 7
3 “{g) BpeciAL RULES FOB QUALIFIED REHABILI-
4 TATED BurpiNes.—For purposes of this subpart—
5 “(1) QUALIFIED REHABILITATED BUILDING DE-
6 FINED.—
7 “(A) IN GENERAL.—~The term ‘qualified re-
8 . habilitated building’ means apy building (and its
9 structural components) —.
10 ‘“(i) which has been rehabilitated,
11 “(ii) which was placed in service before'
12 the beginning of the rehabilitation, and
13 “(iii) 75 percent or more of the existing
14 external walls of which are retained in place as
15 external walls in the rehabilitation process.
16 “(B) 5 YEARS MUST HAVE ELAPSED SINCE
17 . CONSTRUOTION OR PRIOR REHABILITATION.—A
.18 building shall not be a qualified rehabilitated build-
19 ing unless there is a period of at least 5 years
20 " between— -
21 “(i) the date the physical work on this re-
22 habilitation of the building began, and
23 “(ii) the later of—
24 “(I) the date such building was first

25 placed in service, or
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4
“(II) the date such building was
placed in service in connection with a prior
rehabilitation with respect to which a credit
was allowed by reason of subsection (a)
(1) (D).

“(C) MAJOBR PORTION TREATED AS SEPA-
RATE BUILDING IN CERTAIN CASES.—Where there
is a separate rehabilitation of a major portion of s
building, such major portion shall be treated as a
separate building.

“(D) REHABILITATION INCLUDES RECON-
BTRUOTION.—Reha*'litation includes reconstruc-
tion.

“(2) QUALIFIED REHABILITATION EXPENDITURE
DEFINED,—

“(A) IN GENERAL.—The term ‘qualified reha-
bilitation expenditure’ means any amount properly
chargeable to capital account which is incurred after
July 26, 1978—

“(i) for property {or additions or im-
provements to property) with a useful life of

5 years or more, and _

“(ii) in oonn'ectién‘ with the rehabilitation
of & qualified rehabilitated building.

“(B) CEBRTAIN EBXPENDITURES NOT IN-



9
10
11
12
13
14

16
17
18
19

21
22

24

33-833 O -

7

75
cLUDED.—The term ‘qualified rehabilitation expend-
iture’ does not include—

| “(i) PROPERTY OTHERWISE SECTION §8
PROPERTY.—Any expenditure for property
which constitutes section 38 property (deter-
mined without regard to subsection (a) (1)

(D)). | |
“(ii) Cosr oF AcQUISITION.—The cost of
acquiring any building or any interest therein.
“(iii) ENLARGEMENTS.—Any expenditure
attributable to the enlargement of the existing
building. \
“{3) PROPERTY TREATED A8 NEW SECTION 38

PROPERTY.—Property which is treated as section 38

property by reason of subsection (a) (1) (D) shall be

treated as new section 38 property.”

(c) TeECHNICAL AMENDMENT.—Paragraph (8) of
section 48 (a) (relating to amortized property) is amended
by striking out “or 188” and inserting in lien thereof “188,
or 191", o

(d) Errective DATE.—The amendments made by this
section shall apply to taxable years enrhng aﬂer July 26,
1978; except that the amendment made by subsechon (c)
shall only apply with respect to property plwed in service
after such date.

78 -6
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SEC. 315. TARGETED JOBS CREDIT.

(a) IN GENERAL.—8ection 51 (relating to amount
of credit) is amended to read as follows:
“SEC. ;l. AMOUNT OF CREDIT.

“(a) DETERMINATION OF AMOUNT.—The amount of
the credit allowable by section 44B for the taxable year
shall be the sum of—

“(1) 50 percent of the qualified first-year wages
for such year, and

“(2) 163 percent of the qualified second-year wages
for such year.

“(b) QuALIFIED WAGES DEFINED.—For purposes of
this subpart—

“(1) Ix oeNERAL.—The term ‘qualified wages’
means the wages paid or incurred by the employer
during the taxable year to individuals who are mem-
bers of a targeted group. _

- “(2) QUALIFIED rms'n—mm WAGES,—The term
‘qualified first-year wages’ means, with respect to- any
individual, qualified wages attributable to service ren-
dered during the 1-year period beginning with the day
the individual begins work for the employer (or, in the
case of & vocational rehabilitation referral, the day the
individual begins work for the employer on or after the
beginning of such individual’s rehabilitation plan).
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““(3) QUALIFIED SECOND-YEAR WAGES.—The
term ‘qualified second-year wages’ means, with respect
to any individual, the quslified wages attributable to
service rendered during the 1-year period beginning on
the day after the last day of the 1-year period with re-
spect to such individual determined under paragraph-
(2).

“(4) ONLY FIRST $6,000 OF WAGES PER YEAR
TAKEN INTO ACOOUNT.—The amount of the qualified
first-year wages, and the amount of the qualified second-
year wages, which may be taken into account with re-
spect to any individual shall not exceed $6,000 per year.

“(5) WAGEs DEFINED.—Except as provided in

subsection (g) (2), the term ‘wages’ has the meaning

Agiven to such term by subsection (b) of section 3308

(determined without regard to any dollar limitation

contained in such section).

““(¢) MzeMBERS OF TARGETED (rOUPS.—For pur-

poses of this subpart—

“(1) IN GENBRAL.—An individua! is a member of
a targeted group if such individual is—
“(A) & WIN registrant,
“(B) a vocational rehsbilitation referral,
“{C) afood stamp youth,
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“(D) a Vietnam veteran who is a member of
a household receiving food stamps,
“(E) an 8S8I recipient,
“(F) a general assistance recipient, or
“(@) a youth participating in a qualified co-
operative education program,

“(2) WIN reGISTRANT.—The term ‘WIN regis-
trant’ means any individual who is certified by the
Secretary of Labor as having been placed in employ-
ment under a work incentive program established under
section 432 (b) (1) of the Social Becurity Act.

“(8) VOCATIONAL REHABILITATION REFERRAL.—
Tke term ‘vocational rehabilitation referral” means any
individual who is certified by the SBecretary of Labor
or by the appropriate vocational rehabilitation agency
as—

“(A) having a physical or mental disability
which, for such individual, constitutes or results in

a substantial handicap to employment, and

“(B) having been referred to the employer
upon completion of (or while receiving) rehabilita-
tive services pursuant to—

“(i) an individualized written rehabilita-
tion plan under a State plan for vocational
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1 rehabilitation services approved under the Re-
9 " habilitation Act of 1973, or
‘3 “(ii) a program.of vocational rehabilita-
4 tion carried out under chapter 31 of title 38,
5 United States Code.
G “(4) Foob STAMP YOUTH.—
n “(A) IN GRNERAL.—The term ‘food stamp
8 youth’ means any individual who is certified by the
9 Secretary of Labor as meeting—
10 “(i) the age requirements of subparagraph
11 (B), and
12 “(ii) the food stamp requirements of para-
13 graph (9).
14 : “(B) AGER REQUIREMENTS.—An individual
~18 meets the age requirements of this subparagaph if
16 such individual has attained age 18 but not age 256
17 - on the hiring date. For purposes of the preceding
18 sentence, an individual who, on the hiring date, has
19 attained age 16 and has gﬁduated from high school
20 or a vocational school shall be treated as having at-
21 tained age 18. -
22 “(5) VIETNAM VRTERAN WHO I8 MEMBER OF
23 HOUSEHOLD BECEIVING POOD STAMPS.—The term ‘Viet-

24 nam veteran who is a member of -a household receiv-
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ing food stamps’ means any individual who is certified
by the Secretary of Labor as—
“(A) (i) having served on active duty (other
than active duty for training) in the Armed Forces
of the United States for a period of more than 180
days, any part of which occurred after August 4,
1964, and before May 8, 1975, or
“(ii) having been discharged or released from
active duty in the Armed Forces of the United States
for a servicc-connected disability if any part of such
active duty was performed after August 4, 1964,
and before May 8, 1975,
“(B) not having amy day during the pre-
employment period which was a day of extended ac-
tive duty in the Armed Forces of the United States,
and
“(C) meeting the food stamp requirements of
paragraph (9).
For purposes of subparagraph (B), the term ‘extended
active duty’ means a period of more than 80 days during
which the individual was on active duty (other than
active duty for training) . B

“(8) S8I mreOrPIENTS.—The term ‘SSI recipient’
means any individual who is certified by the Secretary

of Labor as receiving supplemental security income bene-
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1 fits under title XVI of the Bocial Security Act (includ--

- ._.2—-. ing supplemental security income benefits of the type

3 described in section 1616 of such Act or section 212 of
4 Public Law 93-66) for any month ending in the pre-

5 employment period.

“(7) GENERAL ASSISTANCE RECIPIENTS.—

“(A) IN GENERAL.—The term ‘general assist-
ance recipient’ means any individual who is certified
by the Secretary of Labor as receiving assistance
under & qualified general assistance program for any
period of not less than 30 days ending within the
pre-employment period.

“ﬂ(i}) QUALIFIED GENERAL ASSISTANGE
PROGRAM,—The term ‘qualified general assistance
program’ means any program of & St;.;;;a or a politi-
cal subdivision of a Btate—

“(i) which provides general assistance or
similar assistance which—

“(I) is based on need, and
“(II) consists of money payments, and

“(i1) which is designated by the Secretaxy:
(after consultation with the Secretary of Health,
Education, and Welfare) as meeting .the re-

quirements of clause (i).
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“(8) YOUTH PARTICIPATING IN A QUALIFIED
COOPERATIVE EDUCATION PROGRAM — -
“(A) IN GENERAL.—The term ‘youth partici-
pating in & qualified cooperative education program’

means any individual who is certified by the school ..
participating in the program as— | |
“{i) having attained age 16 and not having
attained age 19,
“(ii) not_having graduated from a high
school or V(;(;ational school, and
“(iii) being enrolled in and actively pur-
suing a qualifiéd cooperative education program.
“(B) QUALIFIED COOPERATIVE EDUCATION
" PROGRAM DEFINED.—The term ‘qualified coopera-
tive education program’ means a program of voca-
tional education for individuals who (through writ:
ten cooperative arrangements between a qualified
sch_ool and 1 or more employers) receive instruc-

tion (including required academic instruction) by

alternation of study and school with a job in any

" oocupational field (but only if these 2 experiences
are planned by the school and employer so that each
contributes to the student’s education and em-
ployability}.
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“(C) QuALIFIED BOHOOL DRFINED.—The
term ‘qualified school’ means—

“(i) a specialized high school used exclu-
sively or principally for the provision of voca-
tional education to individuals who are available
for study in preparation for entering the labor

" market, »

“(ii) the department of a high school ex-
clusively or principally used for providing vo-
cational education to persons who are available
for study in preparation for entering the labor
market, or

“(iii) a technical or vocational school used
exclusively or principally for the provisioh of
vocational education to persons who have com-
pleted or left high school and who are available
for study in preparation for entering the labor
market.

A school which is not a public school shall be treated
as a qualified school only if it is exempt from tax
under section 501 (a) .

_“(D) INDIVIDUAL MUST BE o;mnnun.r PUR-
SUING PROGEAM.—Wages shall be taken into ac-
count with respect to a qualified cooperative educa-

tion program only if the wages are attributable to
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services performed while the individual meets the

requirements of subparagraph (A).

““(9) Foop STAMP REQUIREMENTS.—An individ-
ual meets the food stamp requirements of this paragraph
if the aﬁpmpﬁate food stamp agency determines that,
during the pre-employment period, such individual was
a member of a household which, at any time during such
period, was receiving food stamps under the Food Stamp
Aot of 1977.

“(10) PRE-EMPLOYMENT PERIOD.—The term ‘pre-
employment period’ means the 60-day period ending on
the hiring date.

“(11) HmiNg DATE.—The term ‘hiring date’
means the day the individual is hired by the employer.
“‘(d) QuALIFIED FIRsT-YRAR Waors OaNNor Ex-

_ckED 30 PERCENT OF FUTA Wages FoR ALL EMPLOY-
" BE8.—The amount of the qualified first-year wages which

may be taken into account under Subsection (a) (1) for

any taxable year shall not exceed 30 peroent of the aggregate

unemployment insurance wages paid by the employer during

the calendar year ending in such taxable year. For purposes
of the preceding sentence, thle term ‘unemployment insurance
wages’ has the meaning given to the term ‘wages’ by section
3306 (b) |
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““(e) REMUNERATION MUsT B roR TRADE OR Busi-
NESS EMPLOYMENT.—-

“(1) IN GENERAL.—For purposes of this subpa;t,
re};nt;nenation paid by an employer to an‘éﬁlployee dur-
ing any year shall be taken into account only if more than
one-half of the remuneration so paid is for services per-
formed in a trade or business of the employer.

“(2) SPECIAL RULE FOB CERTAIN DETERMINA-
TION.—Any determination as to whether paragraph (1),
or subparagraph (A) or (B) of subsection (g) (1),
applies with respect to any employee for any year shall
be made without regard to subsections (a) and (b) of
section 52. h

“(3) YEar pErINED.—For purposes of this sub-
section and subsection (g), the term ‘year’ means the
taxable year; except that, for purposes of applying so
much of such subsections as relates to subsection (d),
such term means the calendar year. - -

“‘(f-) SecrETARY OF LaABOR To NorrFy EMPLOYERS
OF AVAILABILITY OF CREDIT.—The Secretary of Labor,
in consultation with the Internal Revenue Service, shall take
such steps as may be necessary or appropriate to keep em-
ployers apprised of the availability of the credit provided by
section 44B. -
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“(g) SpEciAL RULES FOR AGRICULTURAL LABOR

AND RanLway LaBor.—For purposes of this subpart—

““(1) UNEMPLOYMENT INSURANCE WAGES,—

| “.(A) AGRICULTURAL LABOR.—If the services
performed by any employee for an employer during
more than one-half of any pay period (within the
meaning of section 8306 (d)) taken into account
with respect to any year constitute agricultural labor
(within the meaning of section 3306 (k) ), the term
‘unemployment insurance wages’ means, with re-
spect to the remuneration paid by the employer to
such employee for such year, an amount equal to so
much of such remuneration as constitutes ‘wages’
within the meaning of section 3121 (a), except that
the contribution and benefit base for each calendar
year shall be deemed to be $6,000.

“(B) RAILWAY LABOR.—If more than one-
half of remuneration paid by an employer to an
employee during any year is remuneration for serv-
ice described in section 3306 (¢) (9), the term ‘un-
employment insurance wages’ méahs, with reapeet
to such employee for such year, an amount eqna! to
so much of the remuneration pa.id\tb such employee
during such year which would be subject to contri-
butions under section 8 (a) of the Railroad Unama
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ployment Insurance Act (45 U.B.C. 358(a)) ‘if

the maximum amount subject to such contributions

were $500 per month.

“(2) WAaGES.—In any case to which subparagraph
(A) or (B) of paragraph (1) applies, the term ‘wages’
means unemployment insurance wages (determined
without regard to any.dollar limitation) .”
8 (b) TERMINATION OF WIN CrEDIT.—Subsection (a)
of sectio; 50B (relating to definitions; special rules for WIN
10 Ccredit) is amended by adding at the end thereof the following

= OO Ot W N -

©w

11. hew paragraph: ' 1
12 - ““(4) TeeMINATION.—For purposes of this subpart,
13 the term ‘work inoentive program expenses’ shall not
14 include any amount paid or incurred by the taxpayer in
15 a taxable year beginning after December 31, 1978.”

16 - (o) TEOHNIOAL AND CONFORMING AMENDMENTS.—
i7 (1) AMERNDMENTS OF SBOTION 52.—

18 (A) Bection 52 (relating to special rules for
19' computing credit for employment of certain new
2 employees) is amended— _

(i) by striking out subsections (o), (e},
(i), and (j), and

(ii) by redesignating subsections (d), (f),
(g), snd (h) as subsections (c), (d), (e);
and (f) , respectively.

N
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(B) Subsections (a) and (b) of section 52 are
each amended by striking out “proportionate con-
tribution to the increase in unemployment insurance
wages” and inserting in lien thereof “proportionate
share of the wages”.
(C) Subsection (e) of section 52 (as re-
designated by subparagraph (A)) is amended—
(i) by adding “and” at the end of para-
‘graph (1); -
(ii) by striking out “, and” at the end of
paragraph (2) and inserting a period; and _
(iii) by striking out paragraph (3).

(2) Aﬁmnm‘ OF SEOTION 58.—Section 53
(relating to limitation based on amount of tax) is
amended by striking out subsection (b) and by re-
designating subsection (o) - subsection (b).

(d) EFFECTIVE DATE.—

" (1) IN GBNRRAL.—Ezxcept as otherwise provided

" in this subsection, the amendments made by this section

shall apply to amounts paid or incarred after Decem-
ber 81, 1978, in taxable years ending after such date,
(2) BSPECIAL RULES FOR NEWLY TARGETED

GROUPS.—
(A) INDIVIDUAYL, MU®I 3% HIRED AFTBR
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JULY 26, 1978.—In the case of a member of a
newly targeted group—

(i) such individual shall be taken into ac-
count for purposes of the credit allowable by
gsection 44B of the Internal Revenue Code of
1954 only if such individual is first hired by the
employer after July 26, 1978, and

(i) such individual shall be treated for
purposes of such credit as having first begun
work for the employer not earlier than Janu-
ary 1, 1979.

(fi) MEMBER OF NEWLY TARGETED GROUP
DEFINED.—For purposes of subparagraph ‘(A),
an individual is a member of & newly targeted group
if— \

(i) such individual meets the requirements
of subparagraph (0), (D), (E), (F), or (@)
of section 51 (o) (1)‘ of such Code, and

(ii) such individual does not meet the re-

quirements of subparagraph (A) or (B) of

such section 51 (¢) (1)-
(3) TRANSITIONAL RULE.—In the case of a taxable
year which begins in 1978 and ends after December 31,
1978, the amount of the credit allowable by section 44B
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of the Internal Revenue Code of 1954 (determined with-
out regard to section 53 of such Code) shall be the

sum of —

(A) the amount of the credit which would be so
allowable without regard to the amendments made

~ by this section, plus

(B) the amount which would be so allowable by
reason_of the amendments made by this section.

(4) SuBSECTION (0) (2).—The amendments made
by subsection (c) (2) shall apply to taxable years begin-
ning after December 31, 1978.

(e) REPoRT ON EFFECTIVENESS OF JoBS CREDIT.—

(1) REPORT ON TARGETED JOBS CREDIT.—Not
later than June 30, 1981, the Secretary of the Treasury
and the Secretary of Labor shall jointly submit to the
Committee on Ways and Means of the House of Repre-
sentatives and the Committee on Finance of the Senate
a report on— . .

(A) the effectiveness of the targeted —jobs
credit provided by the amendments made by this
seetion in improving the employment situation of
the targeted groups, and '

(B) the types of employers claiming such credit,
(2) GENERAL JoBS OREDIT.—The report required
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1 under paragraph (1) shall also include an evaluation
9 of— _
3 (A) the effectiveness of the general jobs credit
4 provided by section 44B of the Internal Revenue
5 Code of 1954 for 1977 and 1978 in stimulating em-
6 ployment and enhancing economic growth, and
7 (B) the types of employers claiming such
8 credit. ]
o  Subtitle C—Miscellaneous Provisions
10 SEC. 321. INCREASE IN LIMIT ON SMALL ISSUES OF IDB’S
11 TO $10,000,000.
12 (a) GENERAL RULE.—Subpara‘graph (D) of section
13 103 (b) (6) (relating to $5,000,000 limit in certain cases)
14 is xmended by striking out “$5,000,000” in the heading and
15 in the text and inserting in lieu thereof ““$10,000,000". .
1€ (b) ErrEcTIVE DATE.—The amendment made by sub-
17 section (a) shall apply to obligations issued after December
18 31, 1978, in taxable years ending after such date.
19 SEC. $22. THREE-YEAR EXTENSION OF PROVISION FOR 60-

20 MONTH DEPRECIATION OF EXPENDITURES TO
21 REHABILITATE LOW-INCOME RENTAL HOUS-
22 ING.

23 Bubsection (k) of section 167 (relating to depreciation
24 of expenditures to rehabilitate low-income rental housing)

88000781
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y I8 an;;nded by striking out “January 1, 1979” each place
o it appears and inserting in lieu thereof “January 1, 1982,
s Subtitle D—Small Business Provisions
4 PART I—-PROVISIONS REMMG TO

5 SUBCHAPTER 8

¢ SEC. 3L SUBCHAPTER S CORPORATIONS ALLOWED 15
" SHAREHOLDERS.

8 (a) GENERAL RULE.—Paragraph (1) of section 1371
g (a) (defining small business corporation) is amended to
10 Tead as follows:
11 | “(1) have more than 15 shareholders;”.
12 (b) TECHNIOAL AMENDMENTS.—
13 (1) Section 1371 is amended by striking out sub-
14 section (e) and by redesignating subsection (f) as
15 subsection (e).

16 (2) Paragraph (2) of section 1371 (a) is amended

17 by striking out “subsection (f)}” and inserting in lieu
18 thereof “subsection (e) ",
19 SEC, 332. PERMITTED SHAREHOLDERS OF SUBCHAPTER §

20 CORPORATIONS,

21 (a) HusBaND AND WIFE TEREATED A8 ONE INDIVID-
22 yar.—Subsection (c) of section 1371 (relating to stock
2 owned by husband and wife) is amended to read as follows: __ -
pY “(c) Brock OWNED BY HUSBAND AND WIFB.—For
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purposes of subsection (a) (1), a husband and wife (and
their estates) shall be treated as one shareholder.”

(b) GBANTOR OF GRANTOR TRUST TREATED A8 THE
SHAREHOLDER.—8ubsection (e) of section 1371 (as re-
designated by section 331 (b) (1) of this Act) is amended
by inserting after the first sentence the following new sen-
tence: “In the case of a trust described in paragraph (1),
the grantor shall be treated as the shareholder.”

SEC. 333. EXTENSION OF PERIOD FOR MAKING SUBCHAP-
TER S ELECTIONS.

(a) GeNERAL RULE.—Subsection (c¢) of section 1372
(relating to when and how subchapter 8 election may be
made) is amended to read as follows:

“(c) WEHEN AND How MADE.—

“(1) IN GENERAL.—An election. under subsection

(a) may be made by a small business corporation for

any taxable year—

“(A) at any time during the preceding taxable
year, or

“(B) at any time during the first 75 days of
the taxable year.
(2) TRRATMENT OF CERTAIN LATE ELEOTIONS.—

I—

“(A) a small business corporation makes an
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election under subsection (a) for any taxable year,
and
“(B) such election is made after the first 75

days of the taxable year and on or before the last

day of such taxable year, _
then such election shall be treated as made for the
following taxable year.

“(3) MANNER OF MAKING ELECTION.—An elec-
tion under subsection (a) shall be made in such manner

as the Secretary shall prescribe by regulations.”

"“{b) TECBNICAL AMENDMENTS.—

(1) The second sentence of section 1372 (a) is
amended to read as follows: “Such election shall be valid
only if all persons who are shareholders in such corpo-
ration on the day on which such .:lection is made consent
to such election.” : ‘

(2) Subparagraph (A) of section 1372 (e) (1) is
amended to read as follows: ——

“(A) An election under subsection () made
by a small business corporation shall terminate if
any person who was not a shareholder in such
corporation on the day on which the election is
made becomes a shareholder in such corporation and
afirmatively refuses (in such manner as the SBecre-

tary may by regulations prescribe) to consent to
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such election on or before the 60th day after the

day on which he acquires the stock.”

(3) Subparagraph (C) of section 1372 (e) (1) is
amended by inserting “(or, if later, the first taxable
year for which such election would otherwise have been
effective) ”’ after “in the corporation”.

SEC. 334 EFFECTIVE DATE.

The amendments made by this part shall apply to tax-

able years beginning after December 31, 1973.
PART II—OTHER PROVISIONS
SEC. 335. SMALL BUSINESS CORPORATION STOCK.

(a) INCREASE TO $1,000,000 AMOUNT OF STOCK
PoTENTIALLY SUBJECT TO ORDINARY L0SS TREATMENT;
ReMovAL oF EQUITY CAPITAL TEST.—Subsection (c) of
section 1244 (relating to losses- on small business stock)
is amended by striking out paragraph (2) and inserting in
lieu thereof the following :

“(3) SMALL BUSINESS CORPORATION DEFINED.—

“(A) IN GENERAL.~For purposes of this sec-
tion, & corporation shall be treated as a small busi-
ness corporation if the aggregate amount of money
and other property received by the corporation

- for stock, as a contribution fo capital, and as
paid-in surplus, does not exceed $1,000,000. The
determination under the preceding sentence shall
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be made as of the time of the issuance of the
stock in question but shall include amounts received
for such stock and for all stock theretofore issued.

“(B) AMOUNT TAKEN INTO ACCOUNT WITH
RESPECT TO PROPERTY.—For purposes of subpara-
graph (A), the amount taken into account with
respect to any property other than money shall be
the amount equal to the adjusted basis to the cor-
poration of such property for determining gain, re-
duced by any liability to which the property was
subject or which was assumed by the corporation.
The determination under the preceding sentence
shall be made as of the time the property was re-
ceived by the corporation.”

(b) INCREBASE IN MAXIMUM AMOUNT TREATED AS
OrpINARY Loss FOR ANY TAXABLE YRAR.—SBubsection
(b) of section 1244 is amended—

(1) by striking out “$25,000” in paragraph (1)
and inserting in lieu thereof “$50,000”, and

(2) by striking out “$50,000” in paragraph (2)
and inserting in lieu thereof “$100,000".

(¢) ReEMovAL oF REQUIREMENT THAT StOoCK Is-
SUANCE BE PUBSUANT T0 PLAN.—Subsection (c) of sec-

tion 1244 (defining section 1244 stock) is amended by
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striking out paragraph (1) and inserting in lieu thereof the
following new paragraphs:

“(1) IN oENERAL.—For purposes of this section,

the term ‘section 1244 stock’ means common stock in

a dothestic coporation if—

“(A) at the time such stock is issued, such
corporation was & small business corporation,

“(B) such stock was issued by such corpora-
tion for money or other property (other than stock
and securities) , and

“(C) such corporation, during the period of
its 5 most recent taxable years ending before the
date the loss on such stock was sustained, derived
more than 50 percent of its aggregate gross receipts
from sources other than royalties, rents, dividends,
interests, annuities, and sales or exchenges of stocks -
or securities.

“(2) RULES FOR APPLICATION OF PARAGRAPH

(X0~

“(A) PERIOD TAKEN INTO ACOOUNT WITH
RESPECT TO NEW CORPORATIONS.—For purposes of
paragraph (1) (C), if the corporation has not been
in existence for 5 taxable years ending before the
date the loss on the stock was sustained, there shall
be substituted for such 5-year period.
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“(i) the period of the corporation’s taxable
years ending before such date, or |
“(i) if the corporation has not been in
existence for 1 taxable year ending before such
date, the period such corporation has been m
existence before such date.
~ “(B)- GROSS RECEIPTS FROM SALES OF sﬁ-
C@ITIES.‘—EOI‘ purposes of paragraph (1) (C),
gross receipts from the sales or exchanges of sbo?k
or securities shall be taken into acoount only to th’e
extent of gains therefrom.
“(C) NONAPPLICATION WHERE DEDUCTIONS‘
', - ' EXCEED GROSS INCOME.—Paragraph (1) (C) shall
not apply with respect to any corporation if, for the
period taken into account for purposes of paragraph
(1) (C), the amount of the deductions allowed by
this chapter (other than by sections 172, 243, 244,
~ and 245) exceeds the amount of .gross income.” .
(d) TeCHNICAL AMENDMENTS.-—P@graph’ (2) of
. sgetion 1244 (d) (relating to special rules) is amended—
(1) by striking out “subparagraph (E)” and
inserting in lieu thereof “‘subparagraph (C)”’, and
"+ . (2) by striking out “paragraphs (1) (E) and
(2) (A)” and inserting in lieu thereof ‘‘paragraphs
(1) (C) and (3) (A)". )
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"(e)’ EFFpcTtvR DATE.—~The amendments made by

this section shall apply to stock issiied after the date of the
enactment of this Aot. : '

SEC. 3%. SPECIAL DEPRECIATION RULES FOR SMALL

. BUSINESS. S

“(a) "SBCTION 179 PERCENTAGE INCREASED TO 25

- PERCENT.—Subsection (a) of section 179 ,(relating to addi-

tional first-year depreciation allowance for small business)
is amended by striking out ‘20 percent” and inserting in lie
thereof “25 percent”.
(b) INCREASE IN DOLLAR LIMITATION~ ~ = |
{1) The first sentence of section 179 (b} is amended
by striking out “$10,000” each place it iappear: and
inserting in lieu thereof “$20,000”, ; ;
(2) The second sentence of seotion 179 (b) is;
amended by striking out “$20,000 in lieu of $10,000”-
- pnd - inserting .in‘ lieu' thereof *$40,000 in livu of
$20,000”.
(¢) BeNEFITS LIMITED TO SMALL BUSINESS.—
(1} IN GENEBAL.—Section 179 is amended by
- redesignating subsections (o), (d), and (e)-as sub-
sections (d), (e), and (f), respectively, and by insert-
- ing after subsection (b) the following new sybsection:
“(c) BeNgFITa LIMITED T0 SMALL BUBINESS.=:
“(1) IN aeNErAL.—This sectipn shall' not ;pply
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for the taxable year if (as of the first duy of such year)

- the aggregate adjusted basis of the deprecinble property

of the taxpayer is $1,000,000 or-miore; ' :* .-
‘“‘(2) DEPERCIABLE PROPERTY DEFINED.~For

purposes of this subsection, the term ‘depreciable

. property’ means propérty which is of & character sub-

jeot to the allowance for depreciation provided by

" sectton 167.”

(2) CONTROLLED GROUPS.-—Patagraph “(6) of
subsection (e) (as redesignated by paragraph (1) of
this subsection) of section 179 is amended—

(A) by striking out the heading and insert-

' ing in lieu thereof “(6) APPLICATION OF SUB-

SECTIONS (b) AND () IN THE CASE OF OON-
TROLLED GROUP.—"; and

(B) by striking eat “For purposes of sub-

seotion (b)"” an(i inserting in Heu thereof “For

purposes of subsections (b) and (¢) .

'(3) CoXFORMING AMENDMENT.—Subparagraph
(A) of section 48 (c) (8) is amended by striking ont
“gection 179 (d) (2)” and inserting in lien thereof
“geotica 179 (e) (2) . \

(d) ErFgoTive DATE—~The emendments made by

24 this section shall spply to taxable’ yeara begmmng aftdr
28 Doeembadl 1978.



o

9
3
4
5
6
.
8
9

10
11
12
13
14
15
16
17

18

19
20
21
22
23
24

103

101
Subtitle E-—Accounting Provisions
SEC. ML TREATMENT OF CERTAIN CLOSELY HELD FARM
CORPORATIONS FOR PURPOSES OF RULE RE-
QUIRING ACCRUAL ACCOUNTING. |
(a) GeNERAL RULE.—Section 447 (relating to method
of accounting for ‘corporations engaged in farming) is
amended. by adding at the end thereof the following new
subsection: '
“(h) ExcepTioN POR CERTAIN Crosery Hewp Cog-
PORATIONS,— ' '
“(1) I¥ GRNERAL.—This section shall not apply
‘to any corporation if, on October 4, 1976, and at all
" times thereafter—
“(A) members of 2 families (within the
meaning of subsection (d) (1)) have owned (di-
rectly or through the application of subsection (d))
at least' 65 percent of the total combined voting
+ " power of all' dlasses of stock of such corporation en-
" titled to vote, and at least 65 percent of the total
number of shares of all other classes of stock of such
corporation; or
“(B) (i) members of 3 families (within the
meshing of subsection (d) (1)) have owned (di-
rectly or throngh the application of subsection (d))
af leait 8O peroent of the total combined voting
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power of all classes of stock of such corporation
entitled to vote, and at least 50 percent of the total
number of shares of all other classes of stock of such
corporation ; and

“(ii) substantially all of the stock of such cor-
poration which is not so owned ~(ditectly or through
the application of subsection (d)) by members of
such 3 families is owned directly— -

“(I) by employees of the corporation or
members of their families (within the meaning
of section 267 (c) (4) ), or

“{II) by a trust for the benefit of the em-
ployees of such corporation which is described
in section 401 (a) and which is exempt from

" taxation under section 501 (a).

“(2) STOCK HELD BY EMPLOYEES, ETC.—For pur-

" poses of this subsection, stock which—

““(A) is owned directly by employees of the
corporation or members of their families (within
the meaning of section 267 (¢} (4) ) or by a trust
described in paragraph. (1) (B) (ii) (1I), and

“(B) was acquired on or after October 4, 1976,
from the corporation or from a member of a family
which, on October 4, 1976, was- described in sub-

paragraph (A). or (B) (i) of paragraph (1),
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shall be treated as o¥ned by a member of 4 family which,

on October 4, 1976, was described in subparagraph (A)

or (B) (i) of paragraph (1). ‘

“(3) CORPORATION MUST BE ENGAGED IN FABM-
1NG.—This subsection shall apply only in the case of-a
corporation which was, on October 4, 1976, hnd at all
times thereafter, engaged in the trade or business jof

. farming.”

(b) Errberive Dare.—The amendment made by
subsection (a) shall apply to taxable years beginning after
December 31, 1977. '

SEC. 342 ACCOUNTING FOR GROWING CROPS, ¢

" (a) APPLICATION OF SECTION.—This section shall

-apply to a taxpayer who—

(1) is a farmer, nurseryman, or florist, '

(2) is on an accrusl method of accounting, and

(3) is not required by section 447 of the Internal

-Revenae Codé of 1954 to capitalize preproductive period
expenses.

(b) Taxrayer MaY Not Br REQUIRED To INVEN-
T0RY GROWING CROPS.—A taxpayer to whom this secti;)n
applies may not be required -to inventory growing crops
fot ary taxable yéar beginning. after Décember 31, 1977.

" (6) TaxpraYER May Hirdr To CHANGE TO Casm
METHOD.—A taxpayer to whom this section spplies may,
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for any taxable year beginning after December 31, 1977,
and before January 1, 1981, change to the cash receipts
and disbursements method of accounting with respect to any
trade or business in which the principal activity is growing
Crops.

(d) Beoriox 481 oF Copk To APPLY.—Any change
in the way in which a taxpayer accounts for the costs of
growing crops resulting from the application of subsection
(b) or (c)—

(1) shall not require the consent of the Secretary
of the Treasury or his delegate, and

(2) shall be treated, for purposes of section 481
of the Internal Revenue Code of 1954, as a change in
the method of accounting initiated by the taxpayer.

(e) Growixa Croprs.—For purposes of this section,
the term ‘‘growing crops” does not include trees grown for
lumber, pulp, or other nonlife purposes.

TITLE IV—CAPITAL GAINS
SEC. 401. REPEAL OF ALTERNATIVE TAX ON CAPITAL
GAINS OF INDIVIDUALS.

(s) GENERAL RULE—Section 1201 (relating to alter-

native tax) is amended—
(1) by striking out subsections (b) and (c),
(2) by redesignating subsection (d) as snbsection

(b), and
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(8) by amending the sécticn heading to read ws

follows:

“SEC. 1201. ALTERNATIVE TAX FOR CORPORATIONS.”

(b) CONFORMING AMENDMENTS.—

(1) Paragraph (1) of seotion 3 (b) is amended by
striking out subparagraph (B) and by redesignating
subparagraphs (C) and (D) as subparsgraphs (B) and
(O}, respectively.

(2) Bubsection (a) of section 5 is amended by
striking out paragraph ﬁ(:é) and by redesignating para-
graphs (4) and (5) s paragraphs (3) and (4),

respectively.

(8) Paragraph (1) of section 871 (b) is amended
by striking out “section 1, 402 (e) (1), or 1201(b)”
and inserting in lien thereof “section 1 or 402 (e) (1)”.
(4) Bubsection (b) of section £77 is amended by
striking out “‘section 1, 402 (e) (1), or 1201 (b)"” and
inserting in lien thereof ‘‘section 1 or 402 (e) (1)”,
(5) Paragraph (1) of section 911 (d) is amended—
(A) by striking out ‘‘section 1 or section 1201”
each place it appears and inserting in lien thereof
“section 1”, and '
(B) by striking out ““(whichever is applica-
ble) ” each place it appears,
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(6) Subsection (b) of section 1304 is amended—
(A) by adding ‘‘and” at the end of para-
graph (2),
(B) by etriking out paragraph (3), and
(C) by redesignating paragraph (4) as pare-

graph (3).

(7) The table of sections for part 1 of subchapter, P
of chapter 1 is amended by striking dut the item relat-
ing to section 1201 and inserting in lieu thereof the
following: ' ' (

“Set. 1201. ARermtive'tax for corporations.”

{¢) ErrecTIvE DATE.—The amendments made by

this section shall apply to taxable years beginning after

13 December 31, 1978.

14
15
16
17
18

SEC. 402 REMOYAL OF CAPITAL GAINS FROM ITEMS OF

TAX PREFERENCE FOR PURPOSES OF MINIL
MUM AND MAXIMUM TAX,
(8) GENERAL RuLB.—Subsection (a) of séction 57

‘(defining items of preference) is amended by striking dut

paragraph (9).

(b) CONPORMING AMENDMENTS—

(1) Bection 56 (relating to imposition of minimum
tax) is amended by sttiking otit shbsections (d) and
(O). . L N
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(2) Section 57 (defining items of tax preference)
is amended by striking out subsection (e).

(3) Bubsection (d) of section 58 (relating to elect-
ing small business corporations and their shareholders)
is amended to read as follows:

“(d) ELBoTING SMALL BUSINESS CORPORATIONS AND
THER éﬁmnonnm.—’i‘he items of tax preference of an
electing small business corporation (as defined in section
1371 (b)) for each taxable year of the corporation shall be
treated ‘as items of tax preference of tho shareholders of such
corporation, and shall not be treated as items of tax prefer-

ence of such corporation. The sum of the items so treated

‘shall be apportioned pro rata smong such shareholders in a

manner consistent with section 1374 (¢) (1). For purposes
of this subséction, this part shall be treated as applying to
such corporation.”
(4) Bubsection (f) of section 58 (relating to reg-
ulated investment companies, etc.) is amended to read
" s follows:
“(f) REGULATED INVESTMENT COMPANIES, E1C.—

In the case of a regulsated investmént company to which part

T of subcliapter M applies or a real estate investment trust to

" which part I1 of subchapter M applies, the items of trx

preference of such company or such trust for each taxable

32-833 O -78-8
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year (other than, in the case of a'real ¢state investment
trust, the item of tax preferenoe set forth in section 57 (a)
(2) ) shall be treated as items of tax preference of the share-
holders of such company,-or the.shareholders or holders. of
beneficial interests of such trust (and not as items of tax
preference of such compahy or ®uch trust),in ‘the same pro-
portion that the dividends .{other than capital gains divi-
dends) paid to each such shareholder, or holder of beneficial
interest, bears to the taxable incomb of such company or such
trust determined without regard to the deduction for divi-

dends paid.” ' '
(5) Subsection (g) of section 58 :(relating to tax
preferences attributable to foreign sources) is amended—
(A) by striking out ‘“‘paragraphs (6) and
(9)” in paragraph (1) and inserting in lien thereef

“paragraph (6)”, et

(B) by amendijng the first sentence of para-
graph (2) to read as follows: “For purposes of seo-
tion 56, any item of tax preference set forth in para-
graph (8) of section 57 (&) which is attributable to
sources within any foreign country or possession of
the United States shall not be taken into acoount if,
under the tax laws of such country or possession,



© W =1 & v e W N e

e pd
I =)

e
W

[
-2 & W

18
19
20
21
22

111

109

preferential treatment is not accorded transfers of

shares of stock pursuant to stock options described

in such paragraph (6).”, and
(C) by amending the heading of paragraph

(2) to read as follows:

“(2) STock oPTIONS.—". |

(6) Subsection (i) of section 58 (;leﬁning cor-
poration) is amended by striking out “Except as pro-
vided in subsection (d) (2), fo;'” and inserting in lien
thereof “For”.

(7) Paragraph (1) of section 1372(b) (relating
to tho effect of election by small business corporation)
is amended by striking out “by section 58 (d) (2) and”.

(8) Sections 1373 (c) and 1375(a) (3) are each
amended by striking out “taxes imposed by sections 56
and 1378 (a) ”” and inserting in lieu thereof “tax imposed
by section 1378 (a) . |
{c) ErrecTIvE DATE.—The amendments made by -

this section shall apply to taxable years beginning after

December 31, 1978.

SEC. 403. SEPARATE MINIMUM TAX ON CAPITAL GAINS,
(a) IN GENERAL.—Subchapter A of chapter 1 (relat-

ing to determination of tax liability) is amended by adding at

the end thereof the following new part:
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“PART VII—SEPARATE MINIMUM TAX ON
CAPITAL GAINS
“Sec. 59. Imposition of tax.
“SEC. 59, IMPOSITION OF TAX, )

“(a) GRNERAL RULE.—In the case of a taxpayer other
than a corporation, if— ‘

“(1) 10 percent of an amount equal to (A) 4 of
the net capital gain for the taxable year, reduced by
(B) $10,000, exceeds

“(2) the regular tax for the taxable year,

then there is hereby imposed (in addition to all other taxes
imposed by this title) a tax equal to the amount of such
eXCess. ‘

“(b) MarriED INDIVIDUALS FILING SEPARATE RE-
TURNS.—In the case of & married individual who files a
separate fetumgfor the taxable year, paragraph (1} (B) of
subsection (a) shall be applied by substituting ‘$5,000’ for
‘$10,000".

“(c) GAain FroM SALER OF PRINCIPAL RESIDENCE
Nor TAREN INTO ACCOUNT.—In determining net capital
gain for purposes of subsection (a) (1) (A), there shall not
be taken into account gain on the sale or exchange of any
principal residence which satisfies the holdiné and use
requirements of section 121 (a) (relating to one-time ex-

clugion of gain from sale of principal residence) .
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“(d) RrouLAr Tax DEriNEp.—For purposes of this
section, the term ‘regular tax’ means the taxes imposed by

this chapter for the taxable year (computed without regard

- to this part and part VI and without regard to the taxes

imposed by sections 72 (m) (5) (B), 402 (e), and 408 (f) )
reduced by the sum of the credits allowable under subpart
A of part IV of this subchapter (other than under sections
31, 39, and 43) .

“(e) CmEDITS NOT ALLOWABLE.—For purposes of
determining the amount of any credit allowable under sub-
part A of part IV of this subchapter, the tax imposed by
this section shall not be treated as a tax imposed by this
chapter.”

(b) TECHNICAL AMENDMENTS.—

(1) Bubsection (a) of section 5 (relating to cross
references relating to tax on individuals) is amended
by adding at the end thereof the following new

paragraph:

“(6) For separate minimum tax on capital gains, see
section 59.”

(2) Subsection (c) of section 56 (defining regular
tax deduction) is amended by striking out ‘‘without
regard to this part” and inserting in lieu thereof “with- —
out regard to this part and part VII”.

" 7(8) Bubsection (d) of section 443 (relating to
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adjustment in exclusion for computing minimum tax for

tax preferences) is amended to read as follows:

“(d) ApJUSTMENT IN EXCLUSION FOR COMPUTING
MiNiMUM TAXES.~—If a return is made for a short period
by reason of subsection (a); then—

“(1) the $10,000 amount specified in section 56,
medified as provided by section 58, and

“(2) the $10,000 amount specified in section 59
(a) , modified as provided by section 59 (b),

shall be reduced to the amount which bears the same ratio to
such specified amount as the number of days in the short
period bears to 365.”

(4) Subsection (d) of section 511 (relating to tax
preferences) is amended by adding at the end thereof the
following new sentence: “The tax imposed by section 59
shall apply to an organization subject to tax under sub-
section (b) with respect to items which enter into the
‘computation of unrelated business taxable income.”

(5) Bubsection (a) of section 901 (relating to
allowance of foreign tax credit) is amended by inserting
“or by section 59 (relating to separate minimum tax on
capital gains) ”’ after “for tax preferences) .

(6) Paragraph (1) of section 6015 (c) (defining
estiinatedta.x) is amended by striking out “section 56”
and inserting in lien thereof ‘‘section 56 or 59",
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(7) Subparagraph (A) of section 6362 (b) (2)
(relating to permitted adjastments) is amended by in-
serting “or a tax on the amount taxed under section 59
(relating to separate minimum tax on capital gains)”
after “tax preferences) .

(8) Par@aph (1) of section 6654 (f) (relating to
tax computed after applications of credit against tax) is
amended by striking ont “‘section 56” and inserting in
lieu thereof “section 56 or 597,

(c) CLERICAL AMERDMENT.—The table of parts for
subchapter A of chapter 1 is amended by adding at the end

thereof the following new item:
“Part VII. Separate minimum tax on capital gains.”

(d) EFFecTIVE DATE.—The amendments made By this
section shall apply to taxable years beginning after Decem-
ber 81, 1978. '

SEC. 404. INDEXING OF CERTAIN ASSETS FOR PURPOSES
OF DETERMINING GAIN OR LOSS.

(a) IN GENERAL.—Part II of subchapter O of chapter
1 (relating to basis rules of general application) is amended
by redesignating section 1024 as section 1025 and by in-
serting after section 1023 the following new section:

“SEC. 1024. INDEXING OF CERTAIN ASSETS FOR PURPOSES
OF DETERMINING GAIN OR LOSS.

““(a) GENERAL RULB.—If an indexed asset is sold or
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1, exchanged in a taxable transaction, for purposes of detqr-
g ‘mining gain qr loss on the transaction (but for no other pur-
-3 pose) the indexed basis of the asset shall be substituted for its
4 -adjusted basis,

5 “(b) INDEXED ASSET.-—
wg. . (1) IN gENERAL.—For purposes of this section,
g .. the term ‘indexed asset’ means—
& . . . i “(A) stock which is common stock or possesses
9 most of the attributes of common stock,
10 .o Y(B) ts,ngibl;a personal property, and
11 « .+ “(C) real property,

12 which has been held for more than 1 year and which is
13 o capital asset or property used in the ‘rade or business

34 - '(asdefined in section 1231 (b) ).

15 . . “(2) CERTAIN PROPERTY EXCLUDED.—

16 “(A) IN GENERAL.—The term ‘indexed nsset’
17~ ~does not include stock in— -

18 “(i) an electing small business corporation
19 i (within the meaning of section 1371 (b) ),

po’. “(ii) & regulated investment company
ar .. . (within the meaning of section 851 (a)), "

22 o - “(iii) & real estate investment trust (within
23 - i o0 -the meaning of section 856 (a) ),

24 -t - “(iv}) a foreign corpdratibn, and
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“(v) a personal holding company (as de-
fined in section 542) . A
“(B) COLLAPSIBLE CORPORATION.—In th;
case of a sale, exchange, or distribution to which
section 341 (a) (relating to coﬂapsible gorporations)
applies, such transactjon shall not be treated as a sale
or exchange of an indexed asset to which subsection

(a) applies. - |
“{c) INDEXED Basis.—For purposes of this section—
“(1) InpEXED BASIS.—The indexed basis for any
asset is— Ry '
“(A) the adjusted basis of the asset, multiplied
by o
| “(B) theapplicable inflation ratio. b
“(2) APPLICABLE INFLATION RATIO.—The ap-
plicable inflation ratlo for any ssset’'ls the percéntage’
arrived at by dividing— R I
“(A) the OPI for the calendar month in whick'
the sale or exchange takes place, by - o7
" “(B) the CPI for the edlendar. month in whick<
the holding period of the asset began {or, if later"
December 1879). - ' - - .. ° e

‘The applicable inflation. ratio- shall riot be taken into

account unless it is greater than 1. The applicable infla-*
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tion ratio for any asset shall be rounded to the nearest
Yo of 1 percent.
~ *(3) CPI For cALENDAR MONTH.— The CPI for
any calendar month is the Consumer Prite Index for
All Urban Consumers for such month.

“(d) TAXABLE TRANSAOTION.—For purposes of this

"gection, the term ‘taxable transaction’ means a sale or ex-
change in which gain or loss is recognized in whole or in

part to the person disposing of the asset.

“(8) BrmoraL RULES.—For purposes of this section—
“(1) TBEATMENT A8 SEPARATE ASSET.~—In the
case of any asset, the following shall be treated as &
separate asset:
" “(A) = substantial improvement to property,
““(B) in the case of a corporation, a substantial
contribution to capital or a substantial reduction
in capital,
. “{C) in the case of & transaction in which gain
or loss is recognized only in part, that portion of the
"~ asset to which the recognized gain or loss is properly

" . attribatable, and -

“(D) any other portion of an asset to the ex-
tent that separate treatment of sach portion is ap-
“propriate to oarry out the purpesss of this section, -
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“(2) ASSETS WHICH ARE NOT INDEXED ASSRTS
THROUGHOUT HOLDING PERIOD.—

“(A) IN oENERAL.—The applicable inflation
ratio shall be appropriately reduced for calendar
months at any time during which the asset (or the
predecessor aseet) was not an indexed asset.

“(B) CERTAIN SHORT S8ALES,—For purposes
of applying subparagraph (A), an asset shall
be treated as not an indexed asset for any short sale
period during which the taxpayer or the taxpayer’s
spouse sells short property substantmlly identical to
the asset. For purposes of the preeedmg sentence,

i the short sale period beglns on the day afner the sub-

stantially identical property iz sold and ends on
the closing date for the sale.

*“(3) BECTION CANNOT INCREASE OBDINARY LOSS
UNDER SBECTION 1281.—To the extent that (but for this
paragraph) this seotion would create or increase the net
ordinary loss to which the second sentence of section
1231 (a) applies, such seeond sentence shall not apply.
The taxpayer shall be treated as having a long-term
capital loss in an amount equal to the amount of the
net ordinary loss to which the preceding sentence applies.
“(f) SaLes BRETWEEN RELATED PERSONS.—
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1 y “(1) IN oeNERAL.—This section shall not apply
2 to any sale or exchange between related persons.

3 “(2) RELATED PERSONS DEFINED.—For purposes
4 of this secnon, the term related persons’ means—

5 “(A) persons beanng a relationship set forth
6 in section 267 (b), and

7 ‘“(B) persons treated as siﬁgle employer under
e ‘subsection (b) or (c) of section 414,

!9 “(g) 'REGULAT(ONS.—-—The Secretary shall prescribe

10 such regulaiions as may be neoessary or appropriate to carry
1 out the purposes of this section.” ‘
12 (b) CLEBIOA.L AMENDMENT.—The table of sections for
13 part IT of subchfzptel 0 of chapter 1 is amended by striking
14 out the item relating to section 1024 and inserting in lieu

15 thereof the following:
V ’ “Sec. 1024. Indexing of certain assets for purposes of deter-
- mining gain or loss,

“Sec. 1025. Cross references.”
16 (¢) ErFecTIVE DATE.—The amendments made by this
]fi ‘'section shall t'ipply to dispositions after December 31, 1979,
18" ih taxabll' jehts oriding after such date. -
19 SEC. 405. ONE-TIME EXCLUSION OF GAIN FROM SALE OF
2% PRINCI'PAL RESIDENCE.
21' "~ {a) GENERAL RULE—Tho section heading and sub-

22 sections (a) and (b) of section 121 (relating to gain from
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sale or exéhange of residence of individual who hds attained
age 65) are amended to read as follows:
“SEC. 121, ONE-TIME EXCLUSION OF GAIN FROM SALE OF
PRINCIPAL RESIDENCE.

“(a) GENERAL RULE.—At the election of the taxpayer,
gross income does not include gain from the sale or exchange
of property if, duriﬁg the 3-year period ending on the date
of such sale or exchange, such property bas been owned and

[

used by the taxpayer as his principal ros. ' nee for periods

aggregating 2 years or more. !
“(b) LIMITATIONS.—

“(1) DorLrLar LIMITATION.—Thé &mount of the
gain'excluded from gross income under subsection ()
shall not exceed $100,006 ($50,000 in the case of &
Separate return by a married individ;u;ﬂ)

“ (é) APPLICATION ' T0 ONLY 1 BALE OR EX-
CHANGE —Subsection (a) shall not apply to any sale
or exchange by the taxpayer if an election by the tax-
payer or his spouse under subsection (a) with respect'to 7
any other sale or Vexchan'ge. s in offect,

“ (3) ADDITIONAL ELECTION IF PRIOR SALE WAS
MADE ON OR BEFORE JULY 26, 1078.—In the case-of

any sale or exchange after July '26, 1978, this section
shall be applied by not taking into account any election
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made with respect to & sale or exchange on or before
such date.”
(b) TECHNICAL AND CONFORMING AMENDMENTS.—

(1) Paragraph (1) of section 121 (d) is amended
by striking out “age, holding, and use” each place it ap-
pears and insedting in lieu thereof “holding and use”.

(2) Paragraph (2) of section 121 (d) is amended—

(A) by striking out “8B-year period” and in-
serting in lieu thereof ““3-year period”, and

(B) by striking out “subsection {a) (2)” each
place it a;;pears and inserting in lien thereof “‘sub-

section (a)”.

(3) Paragraph (3) of section 121 (d) is amended
by striking out “subsection (a) (2)” each place it ap-
pears and inserting in.lieu thereof “subsection (a)”.

(4) DParagraph (5) of section 121(d) s
smended—

" {A) by striking out “8-year period” and insert-
ing in licu thercof “3-year period”, and
(B) by striking out “5 years” and inserting in
lieu thereof “2 years”.

(5) Paragraph (7) of scction 121 (d) is amended
to read as follows:

“(7) BECTIONS 1038 AND 1034 NOT TO APPLY

TO BALES TO WHICIL TGI8 S8RCTION APPLIBS.—Sections
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1033 (relating to involuntary conversions) and 1034
(relating to rollover of gain on sale of principal resi-
dence) shall not apply to any sale or exchange of a resi-
dence with respect to which an election under this
section applies,”

(6) The table of sections for part IIT of subchapter
B of chapter 1 is amended by striking out the item
relating to section 121 and inserting in lieu thereof the
following :

“Sec. 121. One-tine exclusion of gain from sale of principal
residence.”

(7) Paragraph (3) of section 1033 (g) (relating to
cross references) is amended to read as follows:

“(8) For one-time exclusion from groes income of
gain from involuntary conversion of principal residence,
see nection 121.”

(8) Subsection (k) of section 1034 (relating to
cross references) is amended to read as follows:
“(k) CrosS REFERENCE.—

“Fer one-time exclusion from groes incose of gain
from sale of principal residence, see section 121.”

(9) Section 1038 (e) (1) (A) is amended by striking
out “relating to gain from sale or exchange of residence
of an individual who has attained age 65’ and inserting
in lieu thereof “relating to one-time exclusion of gain
from sale of principal residence”.

(10) Section 1250 (d) (7) (B) is amended by strik-
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ing out “relating to gains from sale or exchange of

residence of individual who has attained the nge of 65

| 2]

and inserting in lieu thereof “relating to one-time exclu-
sion of gain from sale of principal residence”.

(11) Section 6012 (o) is amended by striking and

= T NS, Y

“relating to sale of residence by individual who has
attained age 65” and inserting in lieu thereof “relating

to one-time exclusion of gain from sale of principal

© o 9 o

residence’’.

10 (¢) EFFECTIVE DATE.—The amendments made by this
11 section shall apply to sales.or exchanges after July 26, 1978,
12 intaxable years ending after such date.

13 SEC. 406.. WAIVER OF CERTAIN 18MONTH RULES OF SEC-b

14 TION 1034 WHEN SALE OF RESIDENCE IS CON-
15 NECTED WITH COMMENCING WORK AT NEW .
16 PLACE. o

17 (a) IN GeNERAL—Subsection (d) "of section 1034

18 (relating to sale or exchange of residence) is amended to
19 read as follows: |

20 .- “(d) LIMITATION— . : ., 1

21 “{1) IN GENERAL.—~Bubsection {a) shall not apply
22 with respect to the sale of the taxpayer's residence if
23 within 18 months before the-date of such sale the tax-

24 payer sold at a gain other property used by him as his
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principal residence, and any part of such gain was not

- -5~ —reeognized by reason of subsection (a).
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““(2) SUBSEQUENT SALE CONNECTED WITH COM-
MENCING WORK AT NEW PLACE.—Paragraph (1) shall
not apply with respect to the sale of the taxpayer’s resi-
dence if—

“(A) such sale was in connection with the com-
mencement of work by the taxpayer as an employee
or as a self-employed individual at a new principal
place of work, and

“(B) if the residence so sold is treated as the
former residence for purposes of section 217 (re]@t-
ing to moving expenses), the taxpayer would satilsfy

| the conditions of subsection (c) of section 217 Zés
~ maodified by the other subsections of such section) .”
(b) RELATED TECHNICAL AMENDMENT.—Paragraph

of section 1034(0) is amended by adding at the end

18 -thereof the following new sentence: “If a principal residence

19 is sold in & sale to which subsection (d) (2) applies within

20 18 months after the sale of the old residence, for purposes of

21 applymg the precedmg sentence with respect to the old resi-

22 dence, the principal resldence 80 sold shall be treated as the

23 last
24

2-8330-78 -9

residence used during such 18-month period.”

(c) CLERIOAL AMENDMENTS.—
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(1) The section heading of section 1034 is amended

to read as follows:

“SEC. 1034. ROLLOVER OF GAIN ON SALE OF PRINCIPAL

RESIDENCE.”

(2) The table of sections for part IIT of subchapter
O of chapter 1 is amended by striking out the item relat-
ing to section 1034 and inserting in lien thereof the fol-

lowing new item: A
“Sec. 1034. Rollover of gain on sale of principal residence.”
(3) Subparagraph (B) of section 1038 (e) (1)
(relating to certain acquisitions of real proverty) is

amended by striking out “ (relating to sale or exchange

of residence) ” and inserting in lieu thereof “ (relating to .

rollover of gain on sale of principal residence) ”.

(4) Subparagraph (A) of section 1250(d) (7)
(relating to gain from dispositions of certain depreciable
realty}- is amended by striking out “relating to sale or
exchange of residence” and inserting in lieu thereof
“relating to rollover of gain on sale of principal
residence”’. ‘

(5) Subparagraph (C) of section €2i2(c) (2)
(relating to cross references) is amended by striking out
“personal residence” and inserting in lieu thereof “prin.

cipal residence’’.

(6) Paragraph (4) of section 6504 (relating to
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cross references)’ is amended by striking out “residence’

and inserting in lieu thereof “principal residence”’.

(d) EFFecTIVE DATE.—The amendments made by this
section shall apply to sales and exchanges of residences after
July 26, 1978, in taxable years ending after such date.
SEC. 407. STUDY OF EFFECTS OF CHANGES IN THE TAX

TREATMENT OF CAPITAL GAINS ON STIMULAT-
ING INVESTMENT AND ECONOMIC GROWTH.

Not later than September 30, 1981, the Secretary of the
Treasury shall submit to the Committee on Ways and }Means
of the House of Representatives and to the Comitice on
Finance of the Senate a report on the effectiveness of the -
changes made by this title m the tax treatment of capital gains
of individuals and corporations in stimulating investment
and increasing the rate of economic growth. The report shall
also include an analysis of the effects these changes had on
employmeut growth and on income tax revenues.

Passed the House of Representatives August 10, 1978,

Attest: EDMUND L. HENSHAW, JR,,
Clerk.
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The CramrMan, I will submit a very brief opening statcment for
record and I would urge everybody else to do the same if vhey would,
please, so we could get on with the Secretary’s statement.

Senator Hansex, Mr. Chairman, on behalf of Senator Curtis who
cannot be here, I submit his opening statement to submit for the
record, also.

[The material referred to follows:]

OPENING STATEMENT OF SENATOR LoNG

This morning the Committee on Finance begins hearings on H.R. 13511, the
Revenue Act of 1978. This hill provides significant tax reductions for individuals
and corporations, contains importunt provisions to stimulate investment and
employment, and reduces effective capital gains tax rates.

We look forward to hearing the many suggestions of witnesses on ways we
can improve on what the House has done. Our first witness will be Hon. W.
Michael Blumenthal, Secretary of the Treasury. -

STATEMENT OF SENATOR CARL T. CURTIS

Mr. Chairman, it gives me great pleasure to participate in the opening of
hearings on H.R. 13511. This is a historic oceasion. This bill represents a move
toward true tax reform as contrasted with income distribution schemes which
have been offered in the past in the name of tax reform,

While the bill provides some needed tax reduction to individuals and cor-
porate taxpayers I am confident that under the leadership of Chairman Long
we can improve upon a good beginning.

The provisions relating to capital gains are one of the most important pleces
of legislation to be considered by (‘ongress in several years. From a policy stand-
point it is a welcome relief to see the Congress finally make the distinction
between capital and income and between economic gain and inflation.

Finally, it is refreshing to see that the economic community, to a large extent,
have now come to realize that taxes have an impact on economic decisions and
a tax reduction often will provide a net gain in Federal revenues.

This bill before us represents a departure from past tax bills and is a step
toward economic growth, a trend that should be welcomed and ercouraged.

STATEMENT BY SENATOR FLOYD K. HASKELL

On July 14 of this year I sat in this room and talked about the most serious
domestic problem our country faces: inflation.

Our Nation's economic outlook has changed dramatically in the past several
months.

In 1975 unemployment was 8.5 percent. Industrial plant capaecity in 1975 fell
below 70 percent. We took steps to stimulate economic recovery. Our most im-
portant goal was to reduce unemployment and stimulate economic growth. These
were sound economic steps at that time.

Today conditions are different. Now unemployment is 6.2 parcent. Industrial
plant utilization is over 84.1 percent. Yet today we are considering the same
policy we advocated in 1975—tax cuts and deficit spending, It's time to recognize
that the economic remedies necessary in 1975 are not the economic remedies
necessary in 1978,

Reducing deficit spending and moving toward a balanced budget is one weapon
in our hands to reduce inflation. Cutting taxes does not stop inflation. But re-
ducing inflation will stop the increase in taxes.

The American public is tired of inflation. A whole generation of Americans is
beginning to feel that it may never achieve financial security. Prices of the basic
necessities of life—food, energy, housing, medical care—are rising faster than
anything else.

I belleve we are missing the mark. What is needed now is a new economic
focus. There are several steps Congress could take that would be a major step
toward bringing inflation under control.

First, we should delay the scheduled Social Security tax increases, as recom-
mended by Senator Nelson. I voted against these increases last year and putting
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them into effect now would only add to inflation. Anticipated increases in soctal
security taxes will merely cause prices to rise as the cost of labor rises. If we
can impose a three year moratorium on the social security increases, we can
give ourselves a chance to study the problems of this complex system and come
up with a better solution—rather than directly increasing labor costs in an
inflationary period.

Secondly, we should cut federal spending by three to five percent. Such a
move would not scar Important federal programs but would cut the fat from
the budget the bureaucrats build in each year. Such a cut would reduce the
federal deficit by at least $15-billion.

Thirdly, we should reject the tax cuts being proposed today, and maintain
the 1975 tax reduction. By enacting & tax cut such as adopted by the House, we
are promising the American public a short-term reduction in their taxes, with-
out telling them that the result will be a further loss of buying power in the
long run. Commonsense tells us that in today's economy, increasing purchasing
power—which a tax cut does—only fuels inflation.

An income tax cut of the magnitude suggested by the House or the Admin-
istration will require more deficit spending and will take us further and further
away from balancing the budget. Further deficit spending in an inflationary
period will have the effect of forcing the Federal Reserve to deflate the economy
through monetary policy. The expansion we desperately need in our economy
will be deterred by higher interest rates, thus defeating any stimulative effect
a tax cut might have.

The maxim is simple: unless Congress controls inflation through restrained
fiscal policy, the Federal Reserve will “deflate” the economy through restrictive
monetary poliey. Restrictive monetary policy has induced two recessions this
decade. The fact that mortgage interest rates have now reached an all-time high
should warn us that we must send a signal to the Federal Reserve that Congress
is willing to moderate fiscal policy.

If we want a vote of confidence from business, we must create confidence
again in the dollar and the economy. What better message can we send the busi-
ness community than a first step at balancing the budget. Now that is a green
light for expansion.

A reduction in federal spending, and a rejection of the tax cut together with
a rollback of the Social Security taxes would demonstrate to the American peo-
ple that Congress is serious about cutting inflation. These moves would demon-
strate to a world that has lost confidence in the American dollar that we intend
to change that reality.

I believe the American people are willing to sacrifice a tax cut if it will help
our battle against inflation, and if Congress can cut federal spending.

And, it the Amcerican people are willing to sacrifice a tax_cut if it will help our
battle against inflation, and if Congress can cut federal spending.

And, if the American people know we are committed to fighting inflation and
balancing the federal budget, they will join that fight wholeheartedly.

Senator Rotr. Mr. Chairman, I have a very brief statement, if I
could take the liberty of reading it.

The Criairmax. How about summarizing it, Senator.

Senator Roth, It is only one page.

Mr. Chairman, as we begin the hearings on the House-passed tax
bill, T believe it is essential to emphasize that the House tax bill is
not a tax cut bill at all. If this bill 1s enacted, virtually every working
American will pay higher taxes next year.

Neither the House tax bill nor the administration’s tax bill would
offset the massive new social security tax increases and the automatic
tax increases caused by inflation. )

According to the Joint Committee on Taxation, social security and
inflation tax increases will amount to at least $20 billion next year.
Within 5 years, these tax increases will soar to more than $100 million

T Vear.
p(}Now., the House bill seeks to take care of business and it seeks to take
care of investors. But the House bill shortchanges the individual tax-
payers of this country.
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I believe we need a real tax cut to offset the massive tax increases
and to reduce the tax burden on the working men and women of this
country.

The Roth-Kemp bill is just such a tax cut, one that can restore incen-
tive to our stagnant economy, creating real economic growth and
meaningful jobs. The basic thrust of this administration’s economic
policy is to fight inflation by slowing economic growth and permitting
taxes to increase.

Roth-Kemp signals a new economics based upon lower taxes and real
economic growth without inflation.

Thank you, Mr. Chairman,

The CrairMAN. I have a chart here that I was going to ask the Sec-
retary about during the course of his testimony. The chart indicates
that even after you allow for the social security tax increase and after
you allow for inflation, there is a net tax cut over and above those two
elements for a family of 4 with income from $12,500 up to $17,500,
hut not for families in higher brackets, that is, in the middle income
brackets. If we have enough budget authority, we should make this a
tax cut for everybody. I would hope that we can change the bill so it
will be a tax cut for everybody.

Now, I know we have enough room within the budget to cover the
social security tax increase, and my hope is that we have enough
slack within the budget resolution to take care of inflation as well for
all taxpayers. That is something we will have to ask the Secretary
about as the matter goes along.

Mr. Secretary, we are pleased to have you with us, and we will cer-
tainly welcome your statement.

STATEMENT OF HON. W. MICHAEL BLUMENTHAL, SECRETARY
OF THE TREASURY

Secretary BruMmeNTHAL. Thank you, Mr. Chairman and distin-
guished members of the committee. We have submitted a rather de-
tailed, formal document with my testimony on this important matter.
It is of great significance to the economy and to all taxpayers. I will
not sugeest that I read all of it, Mr, Chairman.

I do want to read some portions of it. somewhat more than T nor-
mally do, because of its importance, but I will be summarizing others
with your permission, so that we can get on with the questioning.

The committee begins consideration today of H.R. 13511, the Reve-
nue Act of 1978. This bill recently adopted by the House of Represent-
atives would reduce tax liabilities by $16.3 billion in calendar year
1979, Of this amount. $10.4 billion is attributable to personal tax re-
lief, $4 billion to business tax reductions. and $1.4 billion to a cut in
capital gains tax.

My tectimony will assess the House-passed bill in light of the ob-
jectives outlined in the President’s tax message last January. One
goal emphasized by the President is to provide substantial tax relief
for individuals, particularly those in the low and middle income
categories.

Another ohiective is to furnich sufficient investment incentives that
encourage business to modernize productive facilities and to create
permanent, meaningful jobs. We also believe that the income tax
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structure should be ims)roved through forms that make the system
more equitable and simpler for the average taxpayer.

H.R. 13511 takes some steps toward these goals, but there is sub-
stantial room for improvement. The size of the net tax reduction
about $18 billion, is within a reasonable range of tax cuts that will
maintain growth without increasing inflationary Fressure. Moreover,
the bill’s split between personal and business relief is acceptable.-

But we do not like the distribution of the cuts among taxpayers. In
my statement, I will describe ways in which we believe the relief can
be distributed more equitably.

T will also suggest, Mr. Chairman, additional structural tax changes
for the committee’s consideration.

We are pleased that the House adopted some of the reform proposals
recommended by the President. The bill includes new tax shelter re-
strictions, simplification of the itemized deductions schedule, elimina-
tion of the tax exclusion for unemployment benefits at high income
levels, and repeal of the special alternative tax ceiling on the capital
gains interest in the top rate bracket.

We urge the committee to build upon these reforms now contained
in H.R. 13511.

I think, Mr. Chairman, in this regard, the results of a recent Roper
survey are illuminating, for they indicate that the American public
considers tax reform the third most pressing national problem ranking
behind only controlling inflation and lowering the crime rate.

And, significantly, tax reform to the Roper respondents is equated
much more frequently with tax fairness and with tax reductions. I
think this expression of public sentiment is a matter which would pro-
vide a useful guide for your consideration.

I do want to spend a minute, Mr. Chairman, on the economic situa-
tion and the need for prudent tax reduction, ineluding the size of the
tax reduction.

Evaluation of the present situation clearly is required in the general
economy. In many ways, our economy has performed remarkably well
over the past year and a half. The unemployment rate has dropped
from 7.8 percent at the end of 1976 to 6.2 percent in July of this year.
Almost 6 million more people are employed now than were employed
at the beginning of this administration, and a larger percentage of
the working age population now holds jobs than ever before.

So in the fourth year of our recovery from recession, we are still ex-
panding at a real growth rate of about 4 percent.

To maintain this recovery, tax policy must take account of several
factors. In 1979, social security tax liabilities will be increased over
1977 levels by $4 billion due to previously scheduled rate increases.
and by an additional $7 billion due to changes enacted in 1977. Other
tax increases will result as a higher cost of living pushes individuals
into higher rate brackets without increasing real income.

An income tax cut in 1979 will help to compensate for these factors
and thereby maintain adequate purchasing power to continue our
economic growth.

Perhaps the most significant risk in the economic outlook is inflation,
and I would sav, Mr. Chairman, I would strike the word “perhaps.”
It is the most significant risk in our economic output.
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Over the first half of 1978, the consumer price index has risen at an
annual rate exceeding 10.4 percent, We believe that the inflation rate
for the second half of this year will be substantially lower, I would
estimate by about one-third, to between 6 and 6.5 percent, and that the
annual rate will be more moderate in 1979 for the year as a whole than
1t is for 1978 as a whole.

Nevertheless, inflation will continue to be a troublesome problem.
It is, therefore, our No. 1 concern.

In recognition of the need to restrain inflationary pressures, the ad-
ministration has called for a reduction in the size of the 1979 tax cut
from the $25 billion originally recommended in January to $20 billion.

Moreover, we have urged Congress to trim an additional $5 billion
from Federal budget outlays for fiscal 1979 in order to reduce the
deficit for that year to $43.5 billion. That kind of budgetary restraint,
in our view, is essential under these circumstances.

Tax and budget policy must address another threat to continued
economic recovery and that is sluggish business investment. Invest-
ment and new plant and equipment now accounts for only one-tenth of
our Nation’s real gross national product, « much smaller share than is
needed to provide the tools of production for a full employment econ-
omy in the 1980’. )

Manufacturing capacity has increased at an annual rate of only 3
percent over the past 4 years, as opposed to a 414-percent capacity
growth rate during the postwar period through 1973.

Incentives in the form of business tax cuts are needed to improve this
disappointing record of business fixed investment and to avoid infla-
tionary capacity bottlenecks in the years ahead.

We believe that the tax reduction contained in the House bill for
1979 represents generally an appropriate fiscal rcsponse to these eco-
nomic concerns. The magnitude of the cut is about $1.2 billion less than
that recommended by the administration.

Tax relief of this size would help maintain the recovery without
bloating the deficit and exacerbating inflation.

We recommend that the Finance Committee adopt a tax cut of ap-
proximately the same magnitude.

A tax cut substantially larger than that in the House bill would
create serious risks for our economic recovery, in particular for inila-
tion., Whatever temporary benefits might be obtained through a lower
tax burden would be quickly negated by the resulting rise in prices
and interest rates.

Increased after-tax incomes for individuals would be illusory and
the tax incentives for business investment and job creation would be
undermined. These economic risks should not be taken. We ask this
committee not to adopt a significant increase in the tax reduction over
that now contained in H.R. 13511.

Let me then, briefly, turn to the tax relief for individuals as the
first specific item, Mr, Chairman.

I would hope that the Committee would bear in mind, in dealing
with individual tax cuts. that. above all, what we must do is to maintain
the fundamental principle of tax equitv that individuals are taxed in
accordance with the ability to pay. That is a principle which is deeply
embedded in our tax system, and has been for a good many years, and it
should be maintained.
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In our view, that means that tax reduction should be focused pri-
marily on people in the middle and in the lower income brackets, al-
though not exclusively so.

The tax bill that has been adopted by the House does not adequately
respond to this principle of tax equity, in our view. The changes that
have been made in the House may, in the abstract, appear to have
merit but if you examine them, you see the obvious inequities.

According to that bill, a typical four-person family with wages of
$10,000 would receive an income tax reduction of only $62. That is a
cut that is one-fifteenth the size of the reduction provided to a family
with a salary 10 times as large. Relief for the typical four-person fam-
ily of $20,000 income level is less than one-sixth the tax cut enjoyed by
a $100,000 income family.

It is also important to recognize, Mr. Chairman, that these figures
relating to the personal income tax relief that I have cited do not in-
clude the impact of the reduction in capital gains taxes that is included
in the House bill. It is natural that capital gains tax reductions tend to
benefit primarily higher income groups. That means that if that is fac-
tored in, the regressive nature of the tax cut as the House has presented
it is intensified.

As you know, we supported in the House the Fisher-Corman sub-
stitute that would have emphasized greater tax cuts for people up to
$50,000, and clearly those are not on%y the lower, but also the middle
level of taxpayers. We would strongly urge that the committee, in re-
viewing the individual tax cuts, take a close look at what is happening
to people up to $50,000 of income and distribute the individual tax
cuts in such a way as to provide an equitable distribution of the avail-
able resources in that regard.

In considering how to do this, Mr. Chairman, you are obviously
aware that there are two ways of doing this, One 1s by rate changes
and the other is by deciding on the size of the exemption or credit
for dependents. Neither of these factors can be viewed in isolation.
You have to take the two factors together, either the exemption or the
credit, together with the kind of rate cut that you have in order to get
to a final result on-the distribution, and to get the proper degree of
progressivity.

In that regard, we suggest, Mr. Chairman, that a $240 credit for each
dependent be combined with generous rate cuts in the middle income
bracket to achieve the recommended distribution.

The new credit, $240, would replace the current $750 exemption
for each dependent and the general tax credit, which is equal to the
greater of $35 per dependent or 2 percent on the first $9,000 of taxable
Income. -

By eliminating this complicated scheme, Kou would also do a great
deal to contribute to the simplification in the tax schedules and help
individuals in filling out their forms.

Let me now turn quickly te changes in the itemized deductions.
The House has responded favorably to a number of the personal tax
changes that were recommended by the President. Amongst those were
a number of proposals for changes in simplification and itemized
deductions, and we ask this committee, Mr. Chairman, to accept these

rovisions in order to continue the tax simplification efforts which
geg-m last year.
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In the Tax Reduction and Simplification Act of 1977, Congress
worked with the administration to enact changes that incorporated the
standard deduction in the tax table, lessen the number of computations
made by taxpayers, and simplify the total-reporting and recordkeep-
ing burden. -

As a result of these changes, approximately 40 percent of all indi-
vidual taxpayers wore able to file a short form 1040A for tax year
1977, and the number of lines on that form was reduced from 23 to 15.
The error rate of taxpayers has decreased dramatically from 9.1
percent to 6.5 percent for the long form and from 12 percent to 5.1
percent for the short form.

We have received encouraging indications from taxpayers that they
like this simplification. I hope this committee can help in continuing
that trend,

State and local taxes which would be eliminated according to 13511
of the House bill refer primarily to the deduction of State and local
gasoline taxes, and we hope that you will accept that particular pro-
posal. We also recommend, Mr. Chairman, that this committee decides
to eliminate the special deduction for general sales taxes as well as
personal property tax and miscellaneous tax, while retaining the State
and local income and real property taxes, the deductions for those.

By extending H.R. 13511 to remove deductions for these other forms
of State and local taxes, the committee could achieve further simplifi-
cation, and tax increases could be avoided by using the revenue raised
from these changes to provide larger tax reductions in the schedule.

We are gratified that the House has approved and adopted the Ad-
ministration’s proposal to simplify the confusing scheme for deduc-
tions and credits for political contributions, and I hope that that will
be retained by this committee also.

Similarly, we feel that the current provision for medical deductions
is unnecessarily complicated. There are 12 lines on schedule A of
form 1040 which we are devoted to computation for deductions for
dental and medical expenses alone. Currently, one-half of the first
$300 of health insurance premium is deductible outright for those who
itemize. Other medical expenses are deductible to the extent that they
exceed 3 percent, and so forth.

The House has accepted the President’s proposal to treat medical in-
surance premiums, drugs and medicines, in one manner, in the same
manner. All of these expenditures would be subject to one floor in the
House bill—3 percent of adjusted gross income. We think that this
change would simplify the return preparation. However, for those who
now itemize their medicines and drugs, the House bill would have the
effect of reducing the overall floor from 4 to 3 percent, and this change
would increase, would offset it. and increase the number of itemizers.

We therefore think that the committee may wish to consider addi-
tional simplification measures in this area and take a look at the kind
of floor that should be adopted. Passibly, a 5-percent floor would be
more appropriate to the situation that can be judged to be normal on
the one hand and abnormal on the other. )

The House also adopted the administration’s recommendation with
regard to taxing unemployment compensation for those persons who
have incomes, that in the case of individuals are above $20,000 and for
a married couple are above $25,000. Under the bill, 50 cents of unem-
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ployment compensation would be taxed for every dollar of taxable
income above the ceiling, and we recommend that that be retained in
your version of the bill as well.

As to the earned income credit action that was taken by the House,
we similarly recommend that that be retained. We agree with the
House version on this.

On _deferred compensation arrangements as contained in the House
bill, we agree with what has been done. We would like to work with the
committee on further technical changes that we think would be
desirable.

Let me then turn to the next important area, Mr. Chairman ; namely,
that relating to tax shelters. It is an important area because it has been
recognized by the Congress and by this committee over a good many
years. It is tax shelters—the ability for some individuals to shelter
much or all of their income from taxation—that has caused the greatest
concern among the average taxpayers and the kind of feeling, even to
some extent unjustified feeling, that there are a large number of people
who pay no taxes. That number has been decreasing.

We have a report that has recently been put out on that, a subject
which I believe you have seen, but certainly there are still many in-
dividuals who pay virtually no tax, or very little tax, and who are in
high brackets.

And therefore, the continued tightening in the tax shelter area is an
imrgortant consideration, and I hope you will look at it carefully.

hese are devices used by taxpayers to generate artificial paper
losses to offset income from other sources. There are at least two un-
desirable byproducts of this kind of activity. First, this kind of avoid-
ance by high income persons is demoralizing to the average taxpayer
who bears a substantial tax burden on all other income. Secondly, many
shelter activities drain investment funds from productive enterprises
into schemes designed primarily to generate tax loss. I think all of »=
have had the experience of being approached with all kinds of schen:es
that have no other purpose than to figure out how you might avoiu
paying taxes to the Federal Government.

I have had occasion to look at many of these, I have known many
persons who have invested in these kinds of things. The irony of it is,
while they avoid paying taxes, they generally lose their money some
other way by investing in some of these harebrained schemes.

I think we would do much better, Mr. Chairman, if we just elimi-
n?ted and tightened up on the possibility of doing this in the first
place. ,

In an effort to combat these various new shelter devices, Mr. Chair-
man, the House adopted an extension of the current at-risk rules
recommended by the President. The at-risk limitation denies deducti-
bility for certain paper losses that exceed an individual’s cash invest-
ment and indebtedness for which he has personal liability.

The 1976 act extended coverage only to partnerships and to a few
specialized activities of individuals. Under the House bill, the at-risk
rule would be broadened to cover all activities except real estate carried
on individually, through partnership, or by corporation controlled by
five or fewer persons. This important provision in H.R. 13511 should
be retained.
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The President has also recommended that the Internal Revenue
Service be authorized to implement tax audits of partnerships and to
resolve tax issues at the partnership level rather than being forced to
proceed against each partner individually. -

H.R. 13511 now contains only minor portions of the President’s
proposal. He would like to work with vou to adopt additional portions
of the administration’s partnership audit proposal.

Let me now turn to entertainment expenses. T will not go into the
justification that motivated the administration to recommend in the
original iegislation that the allowance for the deductibility for
various kinds of entertainment expenses be substantially tightened.
None of these provisions are contained in H.R. 13511. We continue to
believe that these proposals are in accord with sound principles of tax
policy and, more importantly, that they address the overwhelming
sentiment of the American nublie,

I referred earlier to the Roper poll. The Roper poll clearly indicates
that most people feel that way.

If this committee, in considering this. does not wish to go all the
way along the line of what the administration has proposed, we do urge
that. von take account of the attitude of taxpavers and at least denv a
deduction for the expenses of maintaining facilities such as yachts,
hunting lodges and swimming pools and the fees paid to social athletic
or sporting clubs.

Let me now turn to corporate rate reductions. The present law taxes
the first $25.000 of corporate income at a 20-percent rate and the
second $25.000 of income at 22 percent with income over $50,000 being
taxed at a 48-percent rate.

The House bill provides a corporate rate schedule that is much
more steeply graduated than the current rate structure and, in fact,
taxes corporate income at the full rate, now reduced to 46 percent, only
at $100,000.

We certainly would prefer to provide relief to small business.
genuine smal business, in other ways. We think that this graduation
at the hottom is really what has been referred to in the literature as
the ultimate tax haven, tax shelter, for a high income individual. We
have done a number of studies to indicate in what tax brackets share-
holders and small corporations are. We find that shareholders and
small corporations frequently, or generally, are in higher tax-brackets
than those, for example, receiving dividends from corporations as
a whole. We do not believe that graduation of this kind at the bottom
above $50.000 really helps small business. We do have some proposals,
some of which have been adopted by the House, that we feel are of
better help to small business. We certainly feel that this committee
should not go beyvond the graduation up to $100,000 as it has been
provosed in the House bill.

There are a number of other items which T have commented on
in my prepared testimony but which T will skip, Mr. Chairmun.
They relate to the investment tax credit on which the House took
some action that we agree with, They relate to industrial development
bonds and small issue exemptions for economically distressed areas.
T think the documents that I have prepared speak for themselves.

I would like to briefly mention that we do support generally the
targeted job tax credit provision that is in the House bill. That is in

L4
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line with our own proposals. We think that this targeting of the exist-
ing job tax credit will be of help to small business, will be of help in
providing additional employment for people and therefore, we hope
that you will also accept it.

Turning now to the small business proposal, as I said a moment ago,
Mr. Chairman. that there are a number of ways in which small busi-
ness each be genuine helpful.

. Therefore, we urge the committee to retain in H.R. 13511 two pro-
visions recommend by the President to provide specific relief to small
corporations. The first of these is the subchapter S rule that treats
certain corporations as partnerships and that would be simplified and
liberalized under the House bill.

The second relating to risk taking would be encouraged by doubling,
from $500,000 to $1 million, the azount of a small corporation’s stock
that could qualify for special ordinary loss treatment, and by doubling
from $25,000 to $50,000 the amount of losses that can be claimed by
any taxpayer with respect to such stock and by eliminating several
other technical requirements that needlessly restrict the ability of small
businesses to use this provision. -

We do not support a provision in the House bill that increases
the first year depreciation allowance for certain businesses. Under
the House bill. the maximum allowance of first year bonus deprecia-
tion that could be taken would be increased from $2,000 to $5,000 and
this special provision would be limited for the first time to taxpayers
“with less than $1 million of depreciable property.

This new depreciation provision would add further complications to
a system that is already quite confusing to many small businesses, Far
more valuable assistance can be provided to businesses by simplifying
the depreciation calculation that must now be made.

We repeat here our recommendation outlined in H.R. 12078 for a
new simple table for equipment depreciation tantamount, to a stream-
lined ADR system for small business.

I will not comment on the farm accounting provisions. I think they
are clear as to my testimony.

Let me then turn to the domestic international sales corporations.
Mr. Chairman, we had recommended, in the original proposal by the
administration, that this particular provision for the DISC be elimi-
nated primarily because we have found that it is quite expensive.
There 1s a lot of revenue loss to the Treasury involved in this; and it
has not resulted, in our judgment, in increases in exports in any way
commensurate to this very large loss of revenue.

We do need to stimunlate exports. The current DISC provision is
the wrong approach. -

If a DISC program is going to be maintained, Mr. Chairman,
we would like to work with you to focus it more effectively. Many
DISC benefits now go to exporters with large profit margins, com-
panies that would obviously be exporting in the absence of any special
incentive. The committee therefore may consider the elimination of
the 50-50 rule that commits one-half of those large profits to be allo-
cated to DISC. _

Another possible restriction might place a dollar limitation on
DISC benefits, in order to target the relief to small companies that
may experience difficulties entering the export market. What we want
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is to encourage middle and smaller business, help them get into the
export market for the first time.

The large corporations of this country know all about exports, are
intimately involved in it; and DISC is really very little more than a
windfall for many of them.

I now return to the much-discussed subject of capital gains, Mr.
Chairman, H.R. 13511 contains significant. changes in the tax treatment
of capital gains. Following a recommendation of the President, the
House bill would have repealed the special 25-percent alternative tax
that now applies to the first $50,000 of capital gains of high-income
individuals.

A one-time exclusion will be permitted for up to $100,000 of gain
on the sale of a principal residence. The bill would also eliminate
capital gains as an item of tax preference for purposes of the individ-
ual and corporate minimum tax, and as a preference offset to the
amount of personal service income eligible for the 50-percent maxi-
mum tax ceiling.

Capital gains in excess of $20,000 would be subject to a new alterna-
tive minimum tax of 5 percent, if that tax exceeded regular tax
liability.

Finally, in determining capital ains or Josses, an inflation adjust-
ment would be provided after 1979 for common stock, for real estate
and tangible personal property only. Taken together, these changes
would reduce capital gains tax liabilities by $1.9 billion in 1979 with
that figure expanding to nearly $7 billion in 1980.

Mr. Chairman, as we have indicated in the past. we had recom-
mended other forms of providing tax relief for the income from
capital gains, If capital gains relief is to be chosen, we recommend
that consideration of several modifications in the House-passed ver-
sion of H.R. 13511 be considered and enacted by this bill.

First, to limit tax avoidance by wealthy individuals, a reasonable
alternative minimum tax on large capital gains should be adopted in
glillce of the token, what we have called “micro-mini tax” in the House

ill.

Second, the existing minimum tax on the capital gains of corpora-
tions should be retained. -

Third, the exclusion for residences might be altered to reduce the
revenue loss.

Fourth, the special inflation adjustment for certain capital gains
and certain capital assets should be eliminated.

I think it is important, Mr. Chairman, that I comment briefly on
the reasons for each of these four recommended changes in the House
bill that we are making to you.

As to the adoption of a true alternative tax on capital gains, in
attempting to provide relief for persons with significant capital gains
tax liabilities. the House created an undesirable byproduct. Their hill
would exacerbate the problem of tax avoidance by wealthy individ-
uals making extensive use of tax shelters. Eliminating the current
minimum tax provisions would reduce the top rate on capital gains
to 35 percent. That result appears to be the objective sought by the
House.

But the replacement of the current minimum tax with the new
micro-mini tax also has the effect of reducing from 7.5 percent to 5
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ﬁercent the maximum capital gains tax rate paid by individuals who

ave completely sheltered millions of dollars of capital gains taxes
from regular tax liability. The present minimum tax with a modest
income on sheltered capital gains-would be diluted, by reducing it
from 7.5 percent to 5 percent.

An exarple derived from actual tax files may help to illustrate the
increased sheltering opportunities that would be available under the
House bill. Let me emphasize that it is available only for the very
highest income brackets.

An individual with $2,184,982 of capital gains uses $1,095,087 of
shelter losses to eliminate all regular tax liability. The reguiar tax
that would normally be paid on one-half of capital gains—$1,092,491—
is offset completely by the tax loss.

"Under current law, he would pay at least & minimum tax of
$160,984 on that over $2 million gain, so that he would have an
effective tax rate on all of his capital gains of 7.4 percent. If the
micro-mini tax in the House bill were adopted in place of the current
minimum tax, this person’s minimum tax liabiqity would fall to
$108,249, a tax rate of less than 5 percent on capital gains exceeding

——$2 million. _

Viewed in the context of the other capital gains changes in H.R.
13511, there is no justification for an alternative minimum tax that
is so insignificant. The current minimum tax rate was kept low be-
cause it affects unsheltered taxgayers. It can add several percentage
points to an effective tax rate that is already substantial.

If the current add-on minimum tax of capital gains is eliminated
in favor of an alternative tax approach, a graduated alternative mini-
mum tax can be adopted so that persons with very large capital gains
would have to pay more than a token 5- or 7.5-percent tax,

Such a graduated true alternative tax is reflected in the amendment
we supported on the House floor—the Corman-Fisher approach—and
it. is an approach that we commend to this committee.

This amendment would affect only persons with ordinary losses
exceedin% ordinary income. For those individuals, the true alternative
tax would simply require that ordinary losses be offset against capital
gains before the special capital gains tax deductions—that is, half of
the total gain is applied.

This new limitation would never reduce the amount of the special
gains tax deduction below $5,000, nor would it apply in a manner to
reduce the benefit of charitable deductions.

This true alternative tax approach would provide a much more
reasonable minimum tax liability for the individual described earlier
who has sheltered over $2 million of capital gains from all regular
tax liability. He would be required to pay tax on about one-fourth
of his total capital gains.

Rather than paying a micro-mini tax of $108,249 as imposed under
the House bill, this taxpayer’s liability would be $345,628 under the

“true alternative tax.

The effective tax rate on $2 million of capital gains would be nearly
18 percent under this amendment. Hardly an extraordinary amount
of tax, Mr, Chairman, if we consider that we pay up to 50 percent
of earned income at much lower levels than $2 million and that on
unearned income, we pay a marginal rate of 70 percent. I do not
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shudder at the thought of a 16-percent tax rate for someone declaring
a $2 million gain.

Mr. Chairman, you and other members of this committee have
played an instrumental role in developing the minimum tax concept,
an effort to minimize the extent to which high income taxpayers can
use various preferences to eliminate all or most tax liability.

The Treasury Department will release today its high income report
for the tax year 1976. This report will show that provisions in the
tax reform act of 1976 have succeeded in reducing dramatically the
number of high-income nontaxable returns.

In 1976, the number of nontaxable returns for individuals with

- expanded incomes of over $200,000 fell by 75 percent, from 210 in
1975 to 53 in 1976. The number of nontaxable individuals with ad-
justed gross income over $200,000 fell from 260 to 22, a decrease of
over 90 percent.

The results of this report should not lead to complacency, however,
for there are still nontaxable returns with high economic incomes
that, for various reasons, do not fit into the categories of expanded
income, or adjusted gross income. Moreover, for every nontaxable
high-income return, there are still 10 or more nearly nontaxable re-
turns, where income has been reduced by more than 80 percent by use
of preferences, deductions and tax credits.

e believe that the true alternative tax on capital gains represents
a significant effort to continue the important work already performed
by this committee in reducing large-scale tax avoidance. It begins to
focus on the problem of the nearly nontaxable return.

You may wish to expand the alternative tax concept to include

—preferences other than capital gains. Whatever course of action is
selected, we believe it is critical to amend H.R. 13511 to avoid a serious
setback to the important minimum tax reform effort that you have
already successfully conducted through your work here.

Next, as to the retention of the minimum tax on capital gains for

--- corporations, a corporation can now elect to have its capital gains
taxed at a 30-percent alternative rate as opposed to a top rate of 48
percent under the regular corporate schedule.

The corporate alternative tax on capital gains is considered a pref-
erence item for minimum tax purposes, but unlike the individual
minimum tax, the corporate minimum tax adds a very insignificant
amount to the effective capital gains rate, a maximum increase of only
1.125 percentage points, even if all the corporations income is eligible
for the capital gains preference.

Other provisions in the House bill would cause a corporate minimum
income tax to be even less burdensome than it is now. If the corporate
rate schedule in H.R. 13511 is enacted, the impact of a corporate min-
imum tax would be reduced still further to a maximum 0.717 per-
centage point addition to the capital gains rate.

Moreover, by providing a 30-percent corporate- rate on ordinary
income between $50.000 and $75.000, the House bill would reduce the
number of corporations that would elect the alternative capital gains
tax and subject themselves to an additional minimum tax lability.

We see no reason for eliminating the corporate minimum tax on
capital gains ag it has been proposed in H.R. 13511. Even with the
individual capital gains relief in the House bill, & maximum corporate
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rate on capital gains tax would still be more than four percentage
points below the maximum individual rate,

In our view, the elimination of the corporate minimum tax can be
justified only if the alternative capital gains rate for corporations is
raised to the maximum individual level—that is, 35 percent.

On the question of the reduction and the revenue cost for the ex-
clusion of residences. As you know, that has an exclusion up to
$100,000 in H.R. 13511. It is quite costly. It would cost the Treasury
$700 million.

We certainly believe—indeed, have proposed—liberalization in this
area for the average homeowner. We wonder, Mr, Chairman, whether
you might not wish to consider reducing that $100,000 amount, if you
reduced it to the first $50,000 of the sales price on residences for per-
sons 55 years or older, for example, you would be able to reduce this
loss from $700 million to $300 million and possibly use the revenue in
some other way that might, in your judgment, be more acceptable .

I would now like to come to a conclusion by spending just a very
few minutes on the inflation adjustment which is contained in the
House bill, the so-called Archer amendment. We believe that this
amendment, which would provide inflation adjustment for certain
capital assets, reflects a serious mistake by the House. This provision
is unfair, complicating and very costly.

It should be eliminated from the bill.

The Archer amendment is inequitable because it selects for inflation
adjustment only one aspect of the tax law—the income of persons
who already enjoy the benefits of the capital gains preference. It is
difficult to justify an inflation adjustment for owners of capital assets
while ignoring the effects of inflation on the savings account depositor,
for example.

Nor is 1t fair to permit the holder of debt-financed property to adjust
the assets base for inflation while making no allowance for the fact
that the debt is being repaid with cheaper dollars. You cannot have
it both ways, and that is really what is happening if you are using
debt in order to finance the holding of a particular asset.

These inequities are illustrated graphically by considering three
hypothetical taxpayers: Taxpayer A, who has a $100,000 certificate of
deposit which bears interest at a rate of 5 percent; taxpayer B, who
purchases a capital asset for $100,000, sells it for $105,000 after it
appreciates 5 percent in 1 year; and taxpayer C who purchases a
capital asset for $200,000 financing the purchase with $100,000 of debt
bearing 5 percent interest. This asset is then sold for $210,000, after
it had also appreciated 5 percent in 1 year.

At the end of 1 year, each of these taxpayers has an additional
$5,000 in cash and is in the same economic position before taxes.
However, the Archer amendment would result in disparate tax
treatment.

Assume an inflation rate of 5 percent. Taxpayer A has an additional
$5,000 of taxable income and receives no relief under Archer. Taxpayer
B has no additional taxable income because the inflation adjustment
equals his appreciation. Taxpayer C is in a better position than either
A or B. Although he has $5,000 more cash upon the sale of his capital
assets, (lixe will show a loss for tax purposes equal to the $5,000 of inter-
est paid.

324833 O -8 - 10
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Such disparities make no tax sense at all and they will distort in-
vestments and borrowing decisions.

The economic distortions and tax shelter possibilities of the Archer
amendment are only beginning to be analyzed by tax specialists. For
example, the special inflation adjustment granted to owners of cor-
porate stock would undoubtedly lead to the subterfuge of incorporat-
ing assets not eligible for the adjustment. Indexing the basis for
depreciable assets only for tax purposes of measuring gain would en-
courage businesses to engage in unproductive asset exchanges, using
an inflation adjustment to avoid reporting gain on the exchange while
taking a stepped-up basis to increase depreciation allowances for the
newly acquired equipment. L

The amendment would introduce staggering new complexities into
the tax problem. Taxpayers and the Internal Revenue Service would
have to make determinations such as: one, whether a particular asset
qualifies for indexation either in whole or in part: two, if an asset

ualifies only in part, the portion of the asset basis that is adjustable;
&ree, whether a particular transaction is one in which indexation is
allowed; and four, the holding period for measuring adjustment
where, for example, the basis of an asset is the sum of the cost of
numerous property improvements made through the years. i

The answer to each of these questions might differ from that applied
for other tax purposes. Recardkeeping and return preparations burden
for other taxpayers would be increased substantially and disputes
with the IRS would arise more frequently.

The revenue cost of the Archer amendment would exceed $4 billion
annually in 1983. This cut is twice as large as all the other forms of
capital gains deductions in the bill. In combination with the other
capital gains changes, the tax reduction on business and investment
income, this amendment would result in a tax bill that provides 71
percent of the total relief to the owners of capital.

As H.R. 3511 now stands with the Archer amendment, it is a bill
tilted far too heavily away from American wage earners. In addition
to this proposal, the proposal’s inequity, complexity, and excessive cost,
there is a problem with Archer that is even more fundamental, Index-
ation is a response to high inflation rates, but the proliferation of index-
;;:t;on scheme tends to make those rates an accepted fact of economic
ife.

The economic defect becomes institutionalized ; rather than accom-
modating to inflation, we should bend all our efforts to control and
eliminate them.

Mr. Chairman, I apologize again for the length of my comments,
but T think theimportance of the bill that is before you justifies it.
We certainly want to work closely with you and your committee in
considering these many matters. We are keenly aware of the fact that
it is late in the session. For this reason, we have not proposed any
further structural changes that otherwise might be desirable and that
ought to be considered at a later date.

I thank you and the members of the committee for your attention.

The CratrmaN. Thank you very much for a very useful and inform-
ative statement, Mr. Secretary. T think most of ushad the opportunity
to read your statement in full before you delivered this statement this
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morning and we will certainly study it again to get the full benefit
and full impact of it. . . . ., ,

In order to let every Senator participate in this morning’s session,
it is going 1o be necessary to ask that on the first round of questions
Senators fimit themselves to five minutes. After that we will see how
many we have here in the afternoon session and perhaps we can give
each Senator more time to ask his questions. )

We are going to go by the usual early bird rule that we use on this
committee, that the Senator who arrives first will ask questions first.
Senators will have their turn in this order: Senators Byrd, Roth,
Haskell, Hansen, Ribicoff, Talmadge, Long, Bentsen, Nelson, Pack-
wood, Laxalt, Dansforth, and Dole.

Senator Byrd?

Senator Byrp. Thank you, Mr. Chairman.

Mr. Secretary, President Carter yesterday expressed great concern,
and I think justifiably so, at the recent sharp drop in the value of the
U.S. dollar. If one looks at this over a period of a relatively few
years, we find that the dollar now has shown a reduction in value of
roughly 50 percent compared to the German mark, 55 to 65 percent
compared to the Swiss franc, 35 to 40 percent compared to the Japanese
yen. We have held our own in regard to the Italian lira, or nearly so.

During the past 10 days, I have talked o a number of economists
and others who have a wide knowledge of the European and foreign
money markets and the consensus seems to be that the problem is not
that the dollar is overvalued, but rather the problem is that there is
a lack of confidence in the way the United States has been handling its
own financial matters.

Would you comment on that?

Secretary BruMeENTHAUL. Mr. Chairman, I am going to have to be
very cautious in commenting on this matter. The President indicated
in a statement issued yesterday that he is concerned about the dis-
orderly conditions that have existed in the foreign exchange markets
over the last few day, and that he has asked the (%lairman of the Fed-
eral Reserve Board and myself, as a result of a number of consulta-
tions that we have had with him, to recommend to him what can be
done to restore order in the foreign exchange markets and to counter-
act this situation,

We will be doing so, and doing so shortly.

It is clear that there are both short-term and long-term factors at
work here. There has been a lot of speculation; there has been disorder.
We are determined to do all we can in cooperation with other countries
to counteract those factors, and I think you are quite right that
amongst those factors the two principal long-term structural issues
that worry people in other countries, indeed, that worry this adminis-
tration and, I think, all thinking Americans, are first, the high rate of
inflation and second, the imbalance in our trade accounts, our current
accounts.

I think it is those two fgctors: I think what is required is an under-
standing that that situation will be improving through the proper
policies followed by the 1U.S. Government.

We had an inflat lon rate of 10.4 percent in the first 6 months of this
year. That clearly is totally unacceptable. We expect a significantly
ower inflation rate in the second 6 months of this year, because the
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high food prices, amongst others, are dropping. We expect taat rate to
be only about 6 to 6.5 percent, one-third lower. i .

But “that double digit figure has been implanted in the minds of
some people and clearly I think that that has been of some concern.

We expect 1979, for the year 2« a whole, to have a lower inflation
rate than 1978,

So inflation measures are critical.

Second, the external account. I would have to say, through all of
my contacts—and I in no way exaggerate—the fact that, for the last 15
months, a proposal on energy has been before the Congress without
action is a major factor of concern to the international community.
It is perceived by the international community to be an indication of
some kind of lack of will by the United States in dealing with what
everyone agrees is a critical problem.

Without my going into the reasons for the delay, indeed, you under-
stand those matters probably better than I; without judging which of
these various viewpoints on energy is the right one or not the right
one: simply the fact that for 15 or 16 months we cannot get together
and the Congress cannot pass energy legislation is very important be-
cause it means that the international community sees that there seems
to be no common view on how to proceed.

T think that that is something that has to be addressed. I therefore
urge, most strongly, that the Congress move forward on energy legis-
lation. If that is done, if we can make progress on inflation as we must
and deal with some of the other temporary measures, I think that we
will be in better shape.

Senator Byro. I assume that my time has expired, Mr. Chairman.
Thank you.

Secretary BrumenTHAL. I am sorry. It is not easy to give that
answer in three words,

Senator Byro. I understand.

The Crnamrmax. Senators, that is what you are up against if you ask
a question that requires an involved answer. You do not get a second
shot on the first round of questioning.

Senator Roth? ‘

Senator Rorr. Mr. Secretary, recent polls show that the American
people believe, by an 80 to 16 margain, that this administration is
not handling the economy well.

Very candidly, I feel that your message today demonstrates why
that is the case. On page 2 of your statement, you say our economy
has Performed remarkably well over the past 114 years,

Well, Mr. Secretary, T am not satisfied and I do not think the
American people are satisfied with double digit inflation, with 6.2
percent unemployment, with the dollar going down, with productivity
at a very low rate, and with serious problems on the trade balance.

But in all candor, what concerns me the most is that you have no posi-
tive game plan, no major strategy to get the country moving again.

All you are talking about is some fine tuning, some of which may
be good, some of which may be bad. But there is no proposal to do
anything long-term to get this country moving upward, :

You propose a $16 billion tax cut. As I see it, your proposal means
most Americans would face a tax increase next year, and I would ask
you this question: Have you—assuming Congress adopts your recom-
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mendations—determined by income level what this would mean to the
American people in taxes, not. only for this year, but for the next 5
years. and considering the fact that they are going to be paying sub-
stantially higher social security taxes, and higher inflation taxes.

Has such a chart been prepared, assuming your recomimendations
are accepted by this committee and the Congress? What will it do to
the taxes paid by each level of income ¢

Secretary BrumeNTHAL. First of all, let me simply state for the
record that I totally disagree with your characterization of this ad-
ministration’s policy of lacking a major game plan, and of being
inadequate in terms of maintaining employment and the growth of the
economy.
record that I notify disagree with your characterization of this ad-

But, be that as it may, we have tables that indicate the impact
of this particular reduction on taxpayers by income class for next year
and for the out years, and we can provide that to you.

[The following was subsequently supplied for the record:]

COMPARISON OF CHANGES IN THE COMBINED INCOME AND SOCIAL SECURITY TAXES RESULTING FROM H.R.
13511 AND THE ALTERNATIVE COMPARED WITH 1977 LAW TAXES 1

4-person, 1-earner families  4-person, 2-earner families® Single individuals
H.R. 13511 Alternative H.R. 13511  Alternative H.R. 13511 Alternative

14 14 14 14 -7 —44
-3 -232 ~34 ~232 13 19
=35 -187 -35 -187 —-29 -1k

115 3 -9 ~172 157 162

i 131 -162 -237 2 339
135 16 -220 -339 226 339
-A7 =215 35 -133 12 339
=215 —261 223 1 339
—485 —261 -4 1 3 339

1 Assumes deductible expenses equal to 23 percent of income.
2 Assumes each spouse earns 50 percent of total family income,

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Aug. 3, 1978.

Senator Rorx. Does that include the effect of inflation and social
security taxes?

Secretary BLuMENTHAL. We can certainly give it to you for infla-
tion in 1979 and for social security increases, but we cannot give it
to you for the out years. You can make your own assumptions as to
what kind of inflation we are going to have in 1982 and 1983,

Senator Rora. I think the administration has already made certain
estimates for inflation.

Secretary BLUMENTHAL. At the same time, we assume that there
will be further tax reductions as we go along, so we have to look at
what this particular bill will do to the impact of taxes next year,
because——

Senator Rorir. Mr. Secretary, are you saying then that you are
planning to propose additional tax cuts next yearg

Secretary BLUMENTHAL. T am not saying that there will be a new
tax cut next year. I am saying that it will certainly be in the out

ears. We are talking about a 5-year period. It could be next year or
it could be the year after that. I reaily do not know. It depends on
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the state of the economy. It depends on the rate of inflation. Tt de-
pends on various other things.

But I clearly do not believe that there will be no further tax re-
duction in the next 5 years.

Senator Rorr. Would it not make more sense to program the tax
cuts in advance rather than year by year? Would this not help to
improve confidence, and some predictability and certainty to our
economy ?

Secretary BrLumeNTHAL. I think tax policy, particular tax pro-
posals, have to be evaluated in light of -existing circumstances.

I have certainly noted that the Congress tends to change its mind
rather rapidly—and perhaps quite understandably in the light of
changing economic circumstances. I would not be comfortable with
making tax proposals for a multiyear period without recognizing
that depending on whether the economy grows by 2 percent or 4
percent or 6 percent, depending on whether the rate of inflation is at
7 percent or 5 percent or 3 percent that all of those factors have to be
considered from time to time and then decisions made,

Senator Ror. Mr. Chairman, my time is up, but I think one of the
most pressing needs in the economy today, both from the standpoint
of the American people and business, is to get some certainty into
the tax picture. It seems to me that the most helpful thing that could
be done at this stage to instill confidence in the economy is to begin
planning forward on the tax picture.

Thank you, Mr. Chairman,

The CHARMAN. Senator Haskell?

Senator Hasgrrr. Mr. Chairman, I have a statement that I would
like to have put in the record.’ T would like to summarize it, Mr. Sec-
retary, and get your comments, -

About a month ago, Senator Byrd had a hearing here and I talked
about inflation: that it is the most important problem. I think we
both agree with that.

Three years ago when unemployment was 8.5 and industrial uti-
lization was down below 7J percent, we were talking about stimulat-
ing the economy by a tax cut. Now we have a 6.2 unemployment rate
and it is probably going down. We have 84.1% plant utilization—and
we are still talking about a tax cut.

It seems to me, Mr, Secretary, that different economic times re-
quire different economic solutions. If we adopt an expansionist fiscal
policy that puts more money into the economy and thereby feeds in-
flation when you have these economic circumstances, the Federal Re-
serve is going to adopt a restrictive monetary policy. As a matter of
fact. they cranked it up one-eighth of a percent yesterday, I read
in the paper. This is going to in turn fuel inflation, and it is going
to cause a recession—at least, if history repeats itself.

Now, my suggestions would be—and I would like to get your re-
action—that we do not have a tax cut. We bring forward the 1975
temporary reductions. We adopt Senator Nelson’s suggestion of de-
ferring the Social Security increases for 3 years because we know
they are inflationary and we attempt to cut the budget by 3 to 5
percent which would knock about $15 billion off. We would narrow
the gap of the deficit to about $20 billion if we did that. It seems to
me that this is the kind of program that both the people in our country

18ee p. 138
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and the people across the world are looking for in the United States—
a responsiveness to a situation and a willingness to take a stand.

Now, could I have your comments on that? '

Secretary BuumeNnTHAL, Senator, this, I suppose, is a counterpart
to what Senator Roth has in mind, who has a game plan, as I under-
stand it, for increasing the budget deficit by $100 billion. :

Senator HaskeLL. That is in his plan, not mine.

Secretary BrumeNTiAL. And by making the kinds of tax cuts, in
the hope that inflation will not accelerate, but just go away.

We have looked at what is likely to happen with the economy in the
absence of any type of tax cut as best we can—and heaven knows, the
economists are hardly infallible.

As best we can tell, if we had no tax cuts, you would not only have
particular hardships on low- and middle-income groups who have to
suffer the impact of inflation, but you would have a slowing down
of the economy below 2 percent, 2 to 3 percent, in such a way that
unemployemnt would rise, and that tends to impact, obviously, those
groups in the economy least able to afford it.

We have a game plan in the sense that the President has stroni}y
indicated that he wants to move that budget towards balance. He
started out with a deficit, as Senator Byrd well knows, of $60 billion
for 1979 as our target. We are now down to $43.5, I believe, or maybe
even less, depending on what action the Congress takes on the budget,
so we have reduced that budget deficit by also one-third. That is a
major factor.

e are cutting taxes to offset the Social Security taxes fully—even
somewhat more than fully——

Senator HaskerL. May I interrupt? I think we all recognize that
Social Security increases are inflationary. I think we would probably
find reasonable concurrence that income tax decreases are inflationary.
Why not postpone for 3 years the increases in Social Security and not
have a tax decrease?

Secretary BLumenTHAL. In the first place, we clearly need some
reductions in order to help business, small business, and corporations
to invest more, to expand the economy, so that we do not get bottle-
necks and inflation that way. In the second place, the total impact
on the cost of living of a postponement of the Social Sccurity taxes
is, I believe, two to three-tenths of a percentage point.

Now, I do not minimize the importance of this. But it is clearly not,
in itself, a reason to deal with the Social Security taxes in this way, to

t into the problem of using general revenues to finance Social Secur-
ity taxes without having looked at the coverage questions that are in-
volved in this, and really also making sure that the trust funds are
generally maintained in sound condition.

I think the whole Social Security problem needs to be looked at, per-
haps next year or the year after, as soon as possible, and that we need

to look at all of those elements. I want to be sure that the integrity --

of those funds is maintained, that the coverage is broad, and that when
we go into general revenue financing of Social Security reaching a
prinsiple which has not been previously reached, that we know what we
are doing, -

Senator HaskeLL. I guess I, too, asked a complicated question, Mr.
Chairman.
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The CraRMAN. Senator Hansen §

Senator Haxsen. Mr. Secretary, Martin Feldstein recently com-
pleted a study funded by the Treasury and based exclusively on Treas-
ury data showing that just the 1969 changes in the capital gains law
created an enormous lockin of capital. Had the 1969 capital gains tax
rate of 25 percent been in effect in 1973, corporate stock sales, accord-
ing to his study, funded by the Treasury, would nearly have doubled
from $29.2 billion to $49.5 billion. '
b_ﬁ{_ealized -gains would have increased from $5.4 billion to $15.8

illion.

It does not take much to see that the investment climate is improved
with lower tax. In my view, a broadbrush approach is essential to cre-
ating a good investment climate and does more for growth than tar-
geted concepts like a special venture capital credit which conjures
nightmares of regulation, or even the exclusion of the sale of & house.

% want to know how the administration proposes to create a healthy
investment climate in which all Americans can participate and from
which all can benefit.

Secretary BLoMeNTHAL. Senator Hansen, in our judgment, the study
conducted 'by Professor Feldstein has a number of defects and special
characteristics which make its conclusions, for certain purposes,
questionable.

For purposes of evaluating the impact of certain types of capital
gains taxes on a permanent basis. That is my main point. He took &
particular year and tried to calculate the impact in the following year.
Even if he is correct and without taking up the time, or I will be
accused of giving a complicated answer again, this probably deals, in
our judement, with the transitional, with the 1st year of the tax rather
than with the permanent tax.

But your question was, How do we create a climate of confidence?
It seems to me the climate of confidence has to be created by bringing
inflation under control, by having a stable dollar, by maintaining ade-
quate growth of the economy, and by providing incentives for capital
accumlation, so that there can be adequate levels for business invest-
ment together with tlie confidence of business in the future of this
economy.

Senator Hansex. Earlier you spoke about inflation and the imbal-
ance in trade accounts being two major problems that are of concern
in trying to assess the woes of the dollar internationally. You men-
tioned that inflation was 10.4 percent the first 6 months of this year,
and yet I understand that you and others were on the Hill yesterday
trying to promote the passage of the natural gas bill. T just read in
this morning’s paper that the imports of oil into this country have
not increased, but rather have dropged from slightly over 9 billion
barrels per day to just under 8 billion barrels per day.

‘We do not start to import the amount of energy in the form of oil
that Japan does. And I have read, too, what the Public Service Com-
missioner for the State of Wisconsion says about this gas bill. Now, _
he does not find anything in that bill to encourage him that the people
in the State of Wisconsin would be benefited, either by controlling in-
flation or reducing consumer prices. ‘

How do you rationalize the administration’s approach on the natural
gas bill in trying to get & handle on inflation ¢
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Secretary BrusMeEnTHAL, Senator Hansen, T responded to Senator
Byrd’s question as to what was most. in the minds of foreigners as they
looked at the U.S. economy and suffered a lack of confidence. My an-
swer was it was inflation and it was the inability of the United States
to act on the energy question in the 15 months that had elasped with-
out Congress taking action.

I indicated that in the view of foreigners, thos are the two funda-
mental factors that cause the uncertainty about our national wealth.

The dropoff in imports for the first 8 or 7 months of this year com-
pared to the similar period last year is certainly encouraging, It is due
to the coming onstream of oil from the North Slope. It is due to the
drawing down of stocks. It clearly is not, should not, be read as an in-
dication that we are making any dent in the $45 billion oil import
bill that we have, It is that. import bill, which only amounted to about
$6 billion just a few short years ago, that is causing the foreigners to
be concerned about the State of our economy.

The CuarrMaN. Senator Talmadge{

Senator Taryapce. Thank you, Mr. Chairman,

Mr. Secretary, much of the decline in the dollar, of course, has been
attributed to our lack of an energy program. I weuld point out to you
that we import about half of our energy. Japan imports, I think, virtu-
ally all of the energy. Germany imports virtually all of their energy.

According to the Department of Commerce, based on data for the
second quarter of 1977, Japan had a surplus in manufacured goods for
the rest of the world at an annual rate of about $30.7 billion, Germany,
on the same basis, had a 1977 surplus of about $45.9 billion. That is
manufactured goods, chemicals, machinery, transport equipment and
other manufactured products except fuel and food.

During that same period, we had _a modest surplus, I understand
that declined to zero.

" What can we do to correct that situation? I do not see any way we
can stop the decline of the dollar as long as we have a negative trade
surplus and Japan and Germany have these huge surpluses.

Secretary BLuMENTHAL. Senator, as you know, the composition
of trade between different countries tends to be different according to
the kinds of economies they have. For example, we are important
food exporters, and the Japanese, on the other hand, are major food
importers. So it will always be true that they have to rely much more
heavily than some other countries on their earnings from manufac-
tured goods while, in order to earn enough to import.

Now, what you point out, which is the tremendous surplus that
the Japaness have clearly is a worrisome thing. That kind of im-
balance also could contribute to difficulties in the international finan-
cial adjustment process.

What has also contributed to that imbalance is the fact that they
have had stagnant economies, particularly the Germans, while we
have had growing economies. The last time our external accounts
were in balance was in the depths of the recession in this country in
1975, so the differential in growth rates between our moving up and
their being flat caused some of the distortions to occur.

I should say the changes in the dollar over the last 115 years
clearly are going to have an impact, and we are beginning to see that
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on our ability to export and on our reduction in imports. We are be-
ginning to see improvements as a result of the dollar changes,

Now, that is different than having disorderly conditions in the
market which we have seen in recent days. So that will improve be-
cause the dollar relationship has changed. Point. No. 1.

Second, you have got to bring inflation under control, because if we
do not bring inflation under control, our goods will not be competitive.

Third, those other countries have got to get their surpluses down
and open up their markets for us. Some of them are too protectionist.

I think if we can do those three things and work on the energy prob-
lem, which is & part of it, I think we can bring that into balance.

Senator TarmMapae. Of course, you know we are very proud of our
surplus in agricultural exports. However, there is very little labor
involved in a bushel of wheat or a bush~} of soybeans. There is, on the
other hand, a great deal of labor in a Datsun automobile or a tele-
vision set—in the things that we import,

I have met with several foreign delegalions. The Japanese Diet
called on me, I presume because I am the chairman of the Commission
on Agriculture, and they talked a great deal about the little piddling
amount of citrus fruit they are going to take from us, the piddling
gxmolil_nt (;)f })eef that Tokyo will eat up in 24 hours, and they think that
is a big deal.

Our trade representatives tell me that they are standing firm. I
have told them pointedly that we could not continue to have a $10
billion, $12 billion, $14 billion trade deficit with the Japanese, and I
hoped that we could correct it by negotiations, but if we could not
correct it by negotiation, I thought Congress would have to correct
it by some other means.

0 you agree with that?

Secretary BLUMENTHAL. I certainly agree that if that is not corrected
through a negotiation, that other steps are likely to be taken, and I
would understand why.

Senator TaLmapoE. We either have to have some plan of quotas, it
seems to me, or some plan for tariffs to bring our trade balance into
some real balance. Would you not agree with that?

Secretary BLumexTHAL. I would agree that we would have to look
at other means of doing that. I would not want to commit myself to
coming out in favor of quotas, but I think we would have to look at
other means.

I would say that, from my discussions with the Japanese officials
that they know they are up against a real problem, and certainly we
have to stand firm on that 1ssue. We are just going to have to wait and
see what comes out of negotiations, but it is a critical problem and it is
hurting their economy just as much—that surplus is not good for them.

Senator TaLmance. Thank you, Mr. Chairman,

The CrratrmaN. Mr. Secretary, President John Kennedy sent to us
in 1963 an approach to the capital gains problem that would have
raised about $500 million a year for the Treasury by stimulating more
activity in sales and in business generally in removing some of the
counterproductive aspects of the tax system at that time.

Since that time, we have passed a minimum tax and then we passed
amendments to that minimum tax seeking to eliminate the kinds of
injustices and inequities that you have spoken to today. You testified
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here that we have managed to get it down to the point that 90 percent
of those who should be paying a tax but were not Y)efore are now being
taxed. I have talked to Mr. Lubick; we have been looking at the figures
on that, and the way he explained it to me, we have got 1t down now to
where we are managing to tax virtually all those who should pay a tax,
with the exception of about two people in the entire United States.

It would seem to me that there are ways that we can draft a better
minimum tax than we have. We should more explicitly zero it in on the
people who should be paying more, without it being so much of an
add-on to people who are already paying a very substantial tax. If we
can work that out together, should we not be able to work those two
items out in such a fashion that Treasury would make a net gain in
revenue rather than a loss in revenue?

Secretary BruMeNtian. Mr. Chairman, the Treasury is always
interested 1n a net %ain in revenue. I think the point you make is basie,
and I support it fully. I believe not only that everyone who can afford
to pay should pay some tax; I think that that tax should be at a
reasonable minimum.

I do not think 5 percent for people who earn a lot of money is a
reasonable tax to pay.

I think, therefore, that a better approach to the minimum tax, to-
gether, perhaps, as part of a package on what you are doing with
capital gains, is certainly something that we would wish to explore
with you.

The CrHATRMAN. It seems to me that we can draw a minimum tax that
would do a far more efficient job, just knowing what we have learned.
We have now had a lot of experience, and we can pull out the tax
returns to the people who you are concerned about.

I think we now know what we need to know, to see not only that we
catch those two or three people left in the United States who have
managed to avoid the net so far, but in addition to that, that those who
should be paying something will not be paying just a token tax, they
will be paying a rather substantial tax.

I can figure out how to do it myself, and it seems to me that if I can
do it. all of those experts you have down there in the Treasury—you
have a lot bigger staff than I have—ought to be able to figure out a
wayhto do even more of that. I would appreciate it if you would work
on that,

Can your staff work with us to find better ways to move more people
into using the standard deduction? It seems to me that we ought to
find ways to make the standard deduction available to more taxpayers
so more could have something of a break in using it. Have you explored
ways that that can be done ?

Secretary Br.eMeENTHAL, We are looking at that. T think if we could
put some floors under the itemized deduction that would be one way
of moving more people over. We have, of course, in our original pro-
posal, and the House went some way in that direction, the elimination
of certain deductions and building them into the rate schedule which
was also designed to do that,

The Cratrmax. Tt seems to me, Mr. Secretary. that to make the law
simple vou need to do two things. One, you need to put more floors
under some of these itemized deductions, and then, too, you need to
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make some of these itemized features deductible even when you use the
simplified system if they deduct on that item alone.

In other words, if a person has spent 20 percent of his income on
medical expenses, I would think he ought to be able to use the standard
deduction and, in so far as his medical expenses exceed, let us say, 10
percent of income, to deduct that excess on the simple form.

Secretary BLruMENTHAL, I think if we can put reasonable floors
under those itemized deductions and then say that if there was a par-
ticular item on which he has an extraordinary amount of deduction
nevertheless, that that should be separately deducted, that that is some-
thing we ought to investigate. We will work with you on that.

The CratrMaN. Thank you very much, sir. —

Mr, Bentsen?

Senator BexTtseN. Thank you very much. Mr. Chairman.

T certainly agree with you and the Secretary that we cannot have
people receiving $500.000 a year cashflow who pay no taxes. You will
never explain that to the fellow who has a service station who might be
making $15.000 or $20,000 a year. As a result, you destroy public con-
fidence in the tax system.

I worked for a tax in the alternative in 1976, and hopefully we can
get something here.

I do believe that we need a reduction in the capital gains tax, and
I would like to ask unanimous consent that a newspaper column by a
distingiushed former member of this committee, Eugene McCarthy,
be put in the record at this point.

[Sece p. 203 for material referred to above.]

Senator BexTtseEx. I would like to speak to the question of how
big a tax cut Congress should enact. We have had before the Joint
Economic Committee and before this Finance Committee economists
testifying that enactment of a tax cut that would range up to $100
billion would be a serious mistake.

T frankly think it would be fiscally irresponsible at this time.

I think what we have to do is try to make people whole on what
has happened to them on inflation, to the extent that we can. People
have been bumped up into another tax bracket. We should try to
bring them back to where they were, to the extent that we can.

But to bring about a $1u0 billion tax cut would result in an in-
crease in interest rates, a substantial increase in the budget deficit
and would fan inflation.

The last thing T think we need at this time is to greatly increase
consumer demand. What we ought to be trying to do is increase and
modernize productive capacity in this country, to make it more effec-
tive and more efficient, and we ought to concentraate on that.

Now, I have tried to give you the complicated answer. Now, would
you care to amplify that ?

Secretary BLuMeNTHAL. For once I can answer in two words: I
agree,

géenator BenTtsex. That is fine. Then let me get tothe next question.

Mr. Secretary, you and T have differed over the jobs tax credit, and
I proposed it back in 1975 and 1976, as did Senator Haskell. It has
met with a mixed review. We have had people who have testified that
it has created 400,000 new jobs and we have had others who have

__testified that those jobs would have been created anyway.
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I am pleased to say that T think we are in agreement on a compro-
mise on a targeted jobs tax credit that really tries to get to some of
the structurally unemployed and the youth in this country. We have
got unemployment rates amongst young people. amongst young blacks,
of as high as 40 percent. T think that one of the most debilitating
things you can do 10 a young person is to tell him society has no pro-
ductive role for him to fill. We pay a very large social, political and
economic cost for this.

So I would like to say that I strongly support your johs tax credit,
in a targeted form.

On the environmental cost that is placed on manufacturing today,
it is my understanding, Mr. Secretary, that you are proposing that
we have a 5-year writcoff and a full 10-percent investment tax credit.
Is that correct?

Secretary Br.eMeNTHAL. Yes, that is right, We would maintain the
10-percent credit and have the writeoff.

Senator BexTsEn. Now, what about OSHA. Do vou extent that
incentive to the increased costs resulting from OSHA ¢

Secretary BLrseNTiAL. T do not believe so.

Senator Bextsex. How do you draw the distinction? Why should
we not do it for such things that have to be done by Government
regulation, by OSHA ; if we do it on EPA?

Secretary BLeMENTHAL. T think that we would have to look and see
what exactly would be involved technically. There are lots of little
things that were done that came under OSHA regulations. For
example, OSHA regulations say you have to have a certain kind of
ladder. I do not think you should say that, but they do. You have to
have a certain kind of ladder or you have to have a certain kind of
provision which may be very expensive.

Perhaps we ought to look at every major investment costs as related
to OSHA, but T would like to look and take a look to see if that
distinction can be made and what the cost would be and to what ex-
tent it is analogous to the environmental factors.

I think you have a good point that they both involve Government
;‘iegulation and they both can be a heavy burden for the individual

rm.

We will look at that.

Senator BENTsEN. I appreciate that.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Nelson {

Senator NeLsox. Mr. Secretary, in your testimony you made refer-
ence to the question about equity and the distribution of benefits of

‘the capital gains tax. I realize the administration posture has been
negative on capital gains changes, though it passed heavily in the
House and it is likely to pass in the Senate.

Now, as to that question, the answer is that there is going to be
one. I would, however, like to ask this question.

The House bill, as you well know gives 90 percent of the benefit
of that caiptal gains cut to people making over $50,000. And it only
gives benefits to 327,000 people in this country.

There is a measure that will be before us, is before us, which would
deal with that capital gains question in a different way—that is,
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allow an exclusion of the first $1,500 in capital gains for an individual
and la.n exclusion of $3,000, of the first ga,ooo of capital gains to a
couple. - :
That would result in 72 percent of the benetfis going to people
making less than $50,000, the more equitable distribution which you
addressed yourself to on the full tax question, and would benefit
4,250,000 people.
Now, given that you may not want any chan%ss, which approach
would you prefer if, in fact, one is to be adopted by the Congress
Secretary BLuMENTHAL. Well, we have previously said that if the
Congress chooses to reduce capital gains taxes, we do not oppose that
as long as certain basic criteria of tax policy are followed. One of them
is that the result is reasonably progressive, or at least not to
ressive.
he particular proposal that you.are referring to would probabl
be more progressive m most ithers, certaixﬁ;g those «passelc)l b th{
House, or even the alternate proposal that Corman-Fisher had rec-
ommended which was not adopted.

So, from that point of view, we would clearly prefer the one to which -

you have just referred.

There are other criteria, such as the degree to which it will stimulate
investment and the degree to which the reduction in capital gains
taxes will really be directed towards those activities that have some
economic meaning, rather than just the rewards for speculators.

So I think it 18 an interesting idea. We certainly think it would
be somethini that would go in the right direction, and if this commit-
tee would like to substitute something of this kind for what is in the
present House bill, we would want to work with you on it.

1 gather that there is a revenue cost involved in this proposal which
is slightly less than $1 billion—about $860 million.

Senator NeLsoN. The House bill was $950 million. This one would
be about $850.

Secretary BLomMeNTHAL. $950 million{ The House bill, if I remem-
ber correctly, is a total of $1.9 billion. ;

Senator NeLson. You are counting, I think, the exemption of the
sale of a principal residence.

Secretary BLUMENTHAL. Yes.

Senator NeLsoN. I am talking only about the other capital gains
provision in the House bill.

Secretary BLUMENTHAL. Everything but the residence.

Senator NeLso~. That is right.

Secretary BrumenTHAL, Then it is slightly more. Our figures in-
dicate $1.1 billion, and this is $863 million, so it is somewhat less than
that total amount. So if you were to make that kind of substitution,
that is fine. T suspect you are going to run into—I can tell you from
personal experience that you are going to run into a certain amount
of (;})position on this point, but we certainly would be willing to work
with you. :

Ser?ator NeLson. If there were not any opposition, you and I would
agree that the proposition is probably no .

I have one more question. I think that most people in both houses
of Congress and all but three or four or so on this committee have
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given speeches attacking the administration for not having a game
plan on inflation. Senator Roth had that to say this morning.

I think I may be only one of the three or four here who have not
made a statement like that, only because I have concluded I do not
know any more about it than the economists do.

But in any event, the administration has made a number of pro-
posals, the energy proposal, the cutting back on the public works
reclamation, and a very major proposal on hospital costs containment.

This committee rejected the concept by about two to one, about one-
third of us supported the concept of the administration.

Speeches are being made here in this committee and on the floor
about cutting budgets, stopping inflation, all kinds of windmill-tilting
propositions that they know will not pass and they would be scared
to death if they did.

My query is, the adininistration proposed a hospital cost contain-
ment bill that would save $60 billion in 5 yvears, $19 billion of which
would be Federal funds and $2.2 billion, I believe, State funds. Thie
is at the rate of $12 billion a year.

Do you know of any other proposal we might act on that would have
a more significant effect on reducing budget costs and reducing infla-
tion than that administration proposal ¢

Secretary BLoMENTHAL. I do not, Senator. T certainly regret that
you did not act on hospital cost containment. T think no other cost is
rising as rapidly as this one and that is certainly an area that is very,
very important.

I could add many, many smaller, but equally important measures,
that have been proposed or that we have tried to take by administra-
tive action that would be anti-inflationary, that would make the Gov-
ernment more efficient, and that some of those who were most interested
in efficiency and in fighting inflation were very strongly opposed.

The CaARMAN. Senator Packwood ?

Senator Packwoop. Mr. Secretary, I was struck in listening to the
presentation of your speech, a rather routine presentation as you went
through the bulk of it, skipping around, and then the passion that
crept into your voice as we got to the subject of capital gains, and the
crescendo when we got to tax shelters, and it peaked at the expression
“tax avoidance by wealthy individuals making extensive use of tax
shelters.”

So we are on the same wavelength—and I am sure that we are—
what do you mean by a tax shelter?

Secretary BLUMENTHAL. By a tax shelter T mean those devices pres-
ently allowed in the code which involve the offsetting of paper losses
against income such that no or little tax liability to the Federal Gov-
ernment has accrued.

Senator Packwoob. Is there any such thing as a good tax shelter?

Secretary BLUMENTHAL, A good tax shelter?

Senator Packwoop. From Treasury’s standpoint, not from an in-
vestor’s standnoint.

Secretary BLuMexTHAL. T do not think that we make that kind of
value judgment, whether the tax shelter is good or bad. I make a value
judgment that if individuals who have high income. and T know some
of them, and I am sure you do, too—boast to me that they have not
paid any tax for X years or paid only 4 or 5 percent and ridicule
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me for paying 30 or 40 or 50 percent, 70 percent at the margin, I make
a value judgment that that is bad for the country, and I resent it.

Senator Packwoop. Mr. Secretary, let me ask you again——

Secretary BLuMENTHAL. Again, the passion in my voice you are
hearing correctly, Senator.

Senator Packwoon. And you are right. You make nv value judg-
ment, and you go right through this example of the House-passed
bill reducing the minimum tax—you have a $2,184,982 capital gains,
the House bill would reduce the minimum tax from 7.4 percent to 5
percent and your two alternative tax would raise that to 16 percent.

You are right. There is no value judgment as to whether or not that
income is being sheltered has any socially useful purpose. It is just
that 16 percent is certainly better than 5 percent and 30 percent is
probably better than 16 percent. Am I correct ?

Secretary BLuMeENTHAL. I would not say that. I am talking about the
notion of people paying—high-income individuals paying no, or next
to no, tex. Now, some people might consider, who are at the margin
at the 70-percent bracket, might consider 30 percent to be next to no
tax. I would not say that.

But I would certainly say that reducing taxes for people who have
sheltered all of their regular income and who have multimillion dollar
capital gains income, reducing that minimum tax from 7.5 percent to
5 percent, I would make the judgment that that is paying virtually no
tax.

Senator PAcRwoop. Are you reasonably convinced that by virtue of
sheltering their income, what they have invested in has served no
worthy social purpose :

Secretary BLuMEeNTHAL. No; T do not say that. I would say equally
that when I have saved my money and invested it and received
dividends and paid 70 percent, I have invested my money in a way
which has served a useful social purpose, yet I pay more than 5
percent.

Senator Packwoop. Well, therefore, all of the capital gains taxes on
millionaires should be 70 percent.

Secretary BLoMENTHAL. No; I do not say that. We have in the tax
code made various judgments about the degree to which we want to
provide incentives for this or that economic activity. I do not feel
that an incentive which reduces to the level of 5 percent taxes on indi-
viduals who have these large incomes is appropriate.

Senator Packwoop. What is magic about 16 percent?

Secretary BrumexTHAL. There is nothing magic about, 16 percent
and I have never claimed it is.

Senator Packwoop. Why not higher? .

Secretary BLuMENTHAL. It is a matter of judgment. If you wish to
put it higher, we would not object.

Senator Packwoop. That is what I thought. You really would not
object if we could get it up to 50 %erwnt.

Secretary BLumeNTHAL. Oh, I think we would, Senator.

Senator Packwoob. So there is some threshold between 16 percent
and 50 percent. )

Secretary BLUMENTHAL. Senator, you are trying to pin me down in
& way in which I am not going to aflow myself to be pinned down. I
have made my point.
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Senator Packwoon. When do I get another turn? )
The CirairmaN. I do not think you can settle that matter right now,

but go ahead. ) ) .
Senator Packwoon. Mr. Chairman, T am not going to resolve it, but
he reminds me of Clement Atlee in 1947—16 percent is good, 30 per-
cent would be better, 40 percent might be better yet. It does not matter
that jobs are created. It does not matter that indeed we started re-
investing our capital and worthwhile things actually happened.

We will go ahead and level the income, level the investment oppor-
tunities and then we will see what we can do afterwards to pick up
the pieces in the economy. )

The Crammyax. I'have no doubt that you will be able to make your
position clear; you always do. But you may have trouble getting that
witness to answer you.

Senator Danforth? '

Senator DaxrorTi. Mr. Secretary, early in your comments on page
3, you say that tax and budget policy must address another threat to
continued economic recovery—sluggish business investment.

And this echoes a theme which you also made last March 3, 1977,
very shortly after you took office. You made a speech in New York
which was entitled “The Government’s Role in the Capital Forma-
tion Process.”

We hear all kinds of dire predictions about capital shortfalls. One,
I think that was made by the New York Stock Exchange, was a pre-
diction of $1 trillion capital shortfall over the next 8 years, And there-
fore, T just want to ask you one question, with several subparts.

One, how serious is the capital formation problem and the capital
formation-productivity problem?

Second, how heavily should this problem—if there is a problem—
weigh with us as we are fashioning a tax bill? To what degree should
wo measure what we do against the capital formation problem$

Third, what tax policy options exist, whether or not they are in
the President’s proposal? What tax policy options exist which we
should be considering or could be considering to address the problem?

Secretary BLumeNTHAL. Thank you, Senator.

As to the first question, I happen to feel, and have felt for some
years, before T took this job, that the slowing down of investment and
the capital formation is one of the fundamental problems that we have
to face]m this economy, and I think that you ought to weigh it very
seriously.

. If you look at the productivity figures, you will see that we used to
Increase productivity in the fifties and sixties by about 3 percent. By
the early seventies, it had slowed to 2 percent and now we are down,
last year, to less than 1 percent. I think that is in part the explanation
for Senator Talmadge’s concern on the export side, of the inability of
the United States to compete.

. If you look at R. & D. figures, vou will see another element. I think
1t is very, very Important. I think you ought to seriously address it.
I think this tax bill in itself will not solve it. I think you need to
come back to it next year and the year after and I certainly have
been encouraging that as strongly as I can.

Second, in looking at this bill, you should equally—it follows from
what I say that you should give it very serious attention. Now, having

32-833 0-78- 1)
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said that, opinions begin to diverge unfortunately, but not surprisingly,
but as to what is the best way to stimulate. ) )
Certain tax policy fashions arise, sometimes fashions that fly in
the fact of whatever analysis is available and that is never perfect.
And it happens at the moment that capital gains is up front and center

as being the way to stimulate that.
Strangely enough, in January when we presented our proposal,

virtually no one was talking about that,

We happen to think that an increase in cash flow through the reduc-
tion in the corporate rate across-the-board would be a very good way
to stimulate it, and we still think that. There are other ways that are
not proposed here, different depreciation schedules which increase tax
flow, a variety of such techniques that could be used. )

Clearly a reduction in capital gains taxes also will have a stimula-
tive effect in that area and are of net benefit. They may not be the most

effective. )
I can present to you for the record or to you personally a variet
of ways to stimulate capital investment. T have mentioned one, a dif-
ferent depreciation schedule, accelerated depreciation.
[The following was subsequently supplied for the record :]

STATEMENT oF HoON. LAURENCE N. WOODWORTH, ASBISTANT SECRETARY OF THE
TREASURY FOR TAX PoLICY ON CAPITAL ForMmATION, JUNE 15, 1977

Mr. Chairman and members of this subcommittee, my colleagues today are
making a parsua-ive case for promoting a higher rate of capital formation in
the U.8, economy. There is no need for my repeating it. In view of our disap-
pointing record regarding economic growth, and gains in productivity and real
income, the important question is what can public policy do about it. From
my position, the question is even more specific; What can tax policy do about it?

I should first note that capital formation is not solely or perhaps even pri-
marily a tax issue. We must look to more fundamental reasons to understand
why our present rate of investment is deficient. In the aftermath of a major
bout with both inflation and recassion, it perhaps is not surprising that business
confidence has not yet fully recovered. Uncertainty concerning opportunities for
- expansion of markets as well as the trust of future government policies is not

easily dispelled. In this climate, general monetary and fiscal policies to reinforce
the recovery of the economy in a noninflationary manner may be more im-
portant than specific structural program changes. Nonetheless, it is still possible
to define & more specific role for tax policy in stimulating capital formation.
This can best he anpreciated by considering that investment will not be under-
taken unless the after-tax rewards are commensurate with the risks of adding
to productive capacity. Tax policy can affect investment decisions by changing
these after-tax rewards.

In fact, as I shall discuss in more detal], there are various ways in which tax
policy can jmprove the after-tax returns to investment and risk taking. We are
now critically evaluating these alternatives as part of the process of developing
tax reform proposals to submit to Congress later this year. No final decisions
have been made as yet on the fpecific components of the tax reform program.
I would like to share with you, however, some of our thinking on tax incentives
for capital formation. I will also address the question of the relationship be-
twean the need for additional capital formation and the other goals of the tax
reform program.

The tax reform program we are now working on has two other important
goals in addition to providing adequate incentives for capital investment. The
first {s tax simplification to which we assign & much more important role than
it has generally been assigned in the past. Simplification involves making tax
returns easier for the average person to prepare, reducing the burdens of fi-
nancial recordkeeping, and generally making the tax law more understandable
for taxpavers. The second goal is to improve the equity of the tax system so
that the laws are regarded as fair. This can be accomplished by removing op-
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portunities for tax gamesmanship with high payoffs to expert legal advice
and shrewd tax planning, and by making sure that individuals with equal
incomes are taxed the same while those with higher incomes are taxed at pro-
gressive rates. In providing incentives for expanding productive facilities, we
must continue to keep in mind the other goals of simplification and fairness.

Designing tax proposals to stimulate capital formation equity is no simple
task. I might also add that we have not yet discovered any new ways of achiev-
ing all these goals simultaneously. The problem, as always, is one of choices
and tradeoffs.

ALTERNATIVE WAYS TO STIMULATE CAPITAL FORMATION

The particular instruments that may be used to increase the after-tax returns
to investment and thereby stimulate additional capital formation are generally
familiar to all of us. They include the investment tax credit, alternative methods
of depreciation, and changes in corporate tax rates. In addition, there is a device
which has not been used in this country but has been adopted by our major
trading partners including Canada, England, France, Germany, and Japan.
This i8 eliminating the double tax on corporate income, or integrating the
corporate and personal income taxes.

Each of these may be discussed briefly in turn.

Investment taz credit.—The investment tax credit now stands at 10 percent
for eligible property which generally includes depreciable equipment, but not
buildings, used in a production process. Equipment with useful lives of less
than 8 years does not receive the investment tax credit, that with lives of more
than 3 years but less than-5 years receives one-third of the credit, and equipment
with useful lives of greater than 5 years but less than 7 years recelves two-thirds
of the credit. In addition, the credit cannot exceed $25,000 plus 50 percent of
tax Hability over $25,000. However, special bigher limitations are temporarily
provided for public utilities, railroads, and airlines. Unused credits may be
carried back 3 years and carried forward 7 years. One alternative for stimulating
additional capital formation is to increase the investment credit above its current
level or to relax the general 50 percent of tax liability limitaticn.

Deprectation allowanoes.—Under current law, property held for the production
of income in a trade or business {s allowed a reasonable deduction for exhaustion,
wear and tear, and obsolescence. Depreciation deductions are calculated for tax
purposes by first determining the life of the property and then applying a deprica-
tion method allowed by law. Lives may be justified by taxpayers on the basis of
either facts and circumstances or by reference to the class lives established by
the asset depreciation range (ADR) system for taxpayers electing to use that
system. Those electi. g ADR are also permitted to use 20 percent shorter lives
than the published class lives. Once the asset life has been determined, the actual
tax depreciation deductions are calculated by using either the straight-line
method or a more accelerated method such as double declining balance.

Ag a mechanism for reducing taxes on capital income, it is possible to allow
taxpayers larger depreciation deductions. This could be accomplished by various
combinations of changes in either asset lives, more accelerated methods, or index-
ing depreciation for inflation.

Corporate taz rates.—Alternatively tax burdens on capital income could be
reduced by direct corporate rate cuts. Currently, the first $25,000 of corporate
income is taxed at the 20 percent rate, the next $25,000 at 22 percent, and income
in excess of $50,000 at 48 percent. Any or all of these rates could be reduced as a
measure to stimulate investment.

Eliminating the doubdble taz on corporate income.—Although the idea of elimi-
nating the double tax on corporate income has received considerable attention
in recent years, it may nonetheless be worthwhile to review the various ap-
proaches which might be used to achieve this result. There are essentially three
alternatives. One is full integration of corporate and personal income taxes and
the other two are alternatlve variants of partial integration. Full integration
is equivalent to treating the corporation as a partnership. Each corporate share-
holder, a8 does a partner under current law, would include in his own income
for tax purposes his proportionate share of the corporation's income whether or
not it is distributed. The corporate tax then becomes a withholding tax credited
against the shareholder’s final individual tax liability. In effect, the corporation
pays no separate tax at all in this case but merely serves as a collection agent
for the Treasury.
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The two variants of partial integration eliminate the corporate tax only on
distributed earnings. The corporate tax would remain on undistributed corporate
income, One version of partial integration involves a deduction for dividends
paid at the corporate level in the same way that interest is currently deducted by
corporations. The alternative version treats corporate ta<es attributed to
dividends as a withholding tax. The individual shareholder grosses up his cash
or “take-home” dividends the same way that take-home pay is grossed up to
include taxes withheld by the employer. Then in determining final tax lHability,
grossed-up dividends are taken into total income but a credit against tax is
allowed for the corporate tax attributable to the dividends received. Again, this
is similar to our current withholding system for wages and salaries where tax
liability is based on “‘grossed-up” or before-tax wages, and a credit is taken for
taxes withheld by the employer.

The choice among alternative ways of eliminating the double tax in the event
that some proposal of this kind i{s recommended must also be based on considera-
tions of simplicity and equity as well as on possible differences in revenue costs.

Criteria for Choosing Among Investment Stimulug Alternatives

It is important to specify the criteria to apply in choosing among &lternative
ways of stimulating investment. Let me enumerate these criteria and then
briefly evaluate the alternatives.

Nondiscriminatory or efficient incentives.—Where possible, incentives for
capital formation should be provided in a nondiscriminatory manner. This means
that market forces rather than the opportunity for specific tax advantages
should determine the particular kinds of investment to be undertaken as well as
the particular firms and industries which undertake it. The allocation of in-
vestment will be much more effictent when investors respond to market signals
which reflect the wishes of consumers for particular goods and services.

Since the double tax on dividends in current law tends to distort the alloca-
tion of investment between corporate aund noncorporate enterprise, some forin
of integration may make a significant contribution to economic efficiency. Other
capital formation measures, to the extent that they reduce the relative taxation
of corporations, have similar effects but not nearly to the same degree.

Debt Versus Equity Finance and Corporate Dividends Versus Retained Earnings

Also, tax incentives should ideally be neutral with respect to the way in which
investment is financed and the extent to which corporations distribute or retain
their earnings. There is considerable concern that in our present tax structure
the corporation income tax biases the financing choice toward debt rather than
equity financing and toward retentions rather than distributions of earnings. To
the extent that debt financing is encouraged, an unbalanced financial structure
can develop with too much debt piled on a limited equity base. The result could
be an economic system increasingly vulnerable to cyclical fluctuations; and in-
vestors increasingly less willing to assume risk. Similarly, tax incentives to
retain earnings can lead to corporate conglomerates as large firms seek outlets
for their retained earnings.

Eliminating the double tax on dividends deals directly with the bias toward
debt financing since returns to debt capital—that s interest—and returns to
equity capital—that is dividends plus corporate retentions—would be taxed
more nearly alike. The other measures for stimulating capital formation have
no substantial effects in removing this bias. Similarly, by eliminating the double
tax it is possible to achleve neutrality in the corporate decision to retain or
distribute earnings.

Timing effccts.—Alternative devices for stimulating capital formation may
also have quite different effects on the timing of investment per dollar of
revenue loss. These differences in timing may be important since we are con-
cerned about investment to eliminate potential short-run bottlenecks as well
as to provide an expanding productive capacity to sustain long-run growth.

The investment tax credit and changes in depreciation measures tend to have
a larger short-run effect on investment per dollar of foregone revenue than
either corporate rate cuts or eliminating the double tax on dividends. This
occurs because in the short run the investment tax credit and accelerated de-
preciation have a greater affect on investment decisions. In contrast, a sig-
nificant portion of the tax reduction from rate cuts and eliminating the double
tax accrues to capital already in place rather than to new capital formation.

At 1s difficult to determmine how heavily to weigh the timing differences of
alternative proposals to stimulate investment. In the long run, it seems to me,
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that proposals which equally increase the after-tax profitability of investment
are likely to have about equal effects in increasing the capital stock, The extent
to which short-run differences should be given priority depends in part on one's
evaluation of the short-run constraints currently impeding capital formation.
1f tax considerations are exerting a significant constraint on current investment
decisions, then a stronger case could be made for the investment tax credit or an
acceleration of tax depreciation. On the other hand, if investment is currently
constrained by a concern about whether markets will be available for the addi-
tional output produced by a larger capital stock, then structural tax policy may
be less effective in the short.-run and should perhaps be directed towards longer
term objectives.

The overall objectives of tax reform-—simplicity and equity—also enter into
the evaluation of investment stimulus alternatives.

Simplicity.—Ot the various investment stimulus alternatives, the simplest
would be a straight cut in the corporate rate, although no significant complexi-
ties would gencrally be involved in increasoing the investment tax credit or
in allowing more accelerated depreciation methods. Also, although integration
may be less famillar, it could be designed so that all the shareholder would
have to do would be to copy onto the tax return information supplied by his
corporation. This is particularly true for partial integration. Full intergation
could involve more complexity at the shareholder level since in this case share-
holders would have to increase their basis in the stock for the earnings which
corporations reain on their behalf.

Equity.—Corporate and personal tax integration would be consistent with
the goal of taxing all income only once and would also be more progressive than
other ways of providing an investment stimulus. This result occurs because
under integration, corporate income—dividend income only in the case of partial
integration and all corporate income in the case of full integration—are taxed
at individual marginal tax rates rather than at a flat corporate rate. Eliminat-
ing the corporate rate with respect to dividends therefore confers greater bene-
fits per share to shareholder in lower tax brackets than to those in higher tax
brackets. In other words, the effect is the same as increasing by & constant
factor the dividends of all shareholders. While before-tax income goes up pro-
portionately, after-tax income goes up msie ror lower income than higher in-
come shareholders because of the progressive tax rate schedule.

The other stimulus measures—the investment tax credit, accelerated depre-
clation, or corporate rate cuts—also provide initial rellef to owners of cor-
porate shares, since these shareholders claim the higher after-tax income stream
earned by the corporation. However, unless the cash-flow gains to the corpora-
tion from lower taxes are completely paid out in the form of higher dividends,
the distribution of the after-tax benefits from corporate tax cuts will tend to
be proportional to dividend income. This occurs because the additional income
avallable at the corporate level will not {mmediately be taxed at the marginal
rates of shareholders. If these cash flows are retained by the corporation, the
values of corporate stock may increase and while corporate shareholders have
experienced a gain in wealth as a result, there is no immediate increase in
tax liability. Thus, the greater progressivity from eliminating the double tax
is due to the fact that the additional income accrues at the shareholder level,
rather than at the corporate level ,and, therefore, it {s subject to a progressive
structure of marginal tax rates.

It should be pointed out, however ,that while eliminating the double tax on
dividends may be more progressive among shareholders than are cuts in taxes
on corporations, nonetheless, all investment stimulus measures which reduce
taxes on capital income are regressively distributed in general. This is true
because capital {ncome tends to be concentrated among higher income tax-
payers as a who'e. Tt need not follow. of course. that a complete tax reform
package cannot be progressive if stimulation capital formation {s to be one of
its ohjectives. But in order for the program to be prgressive in its total impact,
it must take into account the effect of mensures to stimulate investment.

Here again there are trade-offs. While eliminating the double tax may be
more progressive per dollar of revenue loss, the investment tax credit and ac-
celerated depreclation may require fewer dollars of revenue loss to achieve a
given short-run investment effect. In any event, the long-run effects of higher
rates of capital formation on the distribution of income will be quite different
from the immediate impacts. Over time, the benefits associated with real pro--
ductivity gains will be generally distributed throughout the economy.
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Let me conclude by assuring you that this Administration is greatly con-
cerned about the failure of our economic system to perform up to its potential
over the past 10 years. We have taken seriously the need to provide adequate
incentives for capital formation and risk taking. In the tax program which we
shall later be presenting, this objective will be addressed in a significant way.
At the same time we are also committed to developing a tax system which is
more equitable and sfinpler. I shall look forward to working with you in the
future as we present our proposals to achieve these ends.

Senator DaxrortH. 1 would very much appreciate that, if you could,
with your evaluation as to how you would rate them on a scale, with a
special reference to business taxes, the difference between the corporate
rate reduction, the expansion of investment credit, and so forth,

Secretary BLuMENTHAL. Right.

If I may make one more point, Mr. Chairman, it also depends to
some extent, whether you wish to stimulate capital investment gen- -
erally, across the board, or whether you wish to use tax policy to stimu-
late it in certain areas, Obviously, the investment tax credit, or the in-
vestment tax credit for certain purposes, will stimulate it in the areas
to which you are targeting. If you want it untargeted or targeted, but
we will try to spell that out.

The CHATRMAN. Senator Hathaway?

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

Mr. Secretary, yesterday I submitted a bill which was a substitute
to the House-passed bill. In that bill I have incorported a bill intro-
duced by Senator Weicker and I which incorporated the so-called
Amex plan for stimulation of investment. It would allow a tax credit
for those who invested in certain small businesses up to $750 for a
single person and $1,500 for a married couple.

Have you had a chance to examine this? If you have, I would like
you to comment on the proposal.

Secretary BruMeNTHAL. I have only had a very brief opportunity
to look at 1t. As I understand it, there is some concern and some pref-
erence for a benefit that is targeted based on the gain that you actunally
make, so that you use whatever limited revenue you have available to
provide an incentive for the winner, rather than for everybody.

The other problem is clearly that of defining what is a new equity
issue, and the tax policy people are still struggling and not clear that
the)lr) 1can solve the problem of how to prevent abuses in this definitional
problem.

I personally happen to have some sympathy for ways of stimulating
equity investment because, part of the overall problem that industry
faces is that quite clearly, in my judgment, we have in this country
moved too much to debt financing. The debt-equity ratios have really
turned upwards so much that there is not enough equity financing.

This is related, to some degree, with the problem that Senator Dan-
forth raised.

So I have some sympathy for trying to stimulate new equity in-
vestment. I think that given the overall state of the economy, we
should do that in large extent. But then when you get to this, you just
do not want to use a lot of revenue to give it to everybody, because you
are going to have a lot of cats and dogs, if you will, that are going
to—everybody is going to go into equity, including people who shonld
not. And people are going to be investing their money in a lot of stuff
that is money down the drain. :
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So the focusing and defining is the real problem. .
Senator HatHaway. With those reservations, however, you think it
- is generally a good plan?

Secretary BuusMexTHAL. Stimulating of equity investment is a good
idea. Whether this particular proposal will do it and do it at a cost
that is bearable, we are not sure, -

The question, of course, is what it would substitute for, because we
cannot have these add-ons without getting out of the ballpark in terms
of the total cost.

Senator HatHAwAY. Fine. Thank you.

Thank you very much, Mr. Chairman. I have some other questions,
but I will wait until this afternoon.

The CHaIRMAN. Senator Dole.

Senator Dore. Thank you, Mr. Secretary. We appreciate your pa-
tience Is there anything you wanted to raise that has not been asked.

Secretary BLoMENTHAL. Oh, Senator Dole, I am dumbfounded.

Senator DoLe. We are all trying to make points, Maybe you missed
one that you wanted to make.

Secretary BLUMENTHAL. I think T have done pretty well.

I do want to issue this note of concern. I hope the Committee will
not—- :

Senator DoLk. You have about 1 minute.

Secretary BLUMENTHAL. It is a short note, but a serious one, Senator
Dole. I hope the committee will not let its enthusiasm run away and
report out a bill that is too big. We really cannot afford a deficit larger
than what we are talking about these days, and we are trying to cut
expendtiures. As you well know, this is a difficult thing to do in the
Federal Government. The President’s hands are tied in so may areas.
We have gotten it down for 1979. We are working like the dickens on
1980, and it is going to be substantially reduced. But we do not want
to have a tax bill that is too big.

So the target that I referred to in my testimony is about all I think
we can afford.

Senator DoLe. I appreciate that.

Would you like to have this done before or after the election

Secretary BLumeNTHAL. I take it that you are going home before the
election and do not plan to come back afterward. If you feel you would
give us a better tax bill right after the election, I would be all in favor
of inviting you back.

Senator DoLe. I notice you spent some time on the so-called Archer
amendment. You are very concerned about indexing.

Would that suggest that you would prefer a broader indexing pack-
age, that some of us would like to propose ¢

Secretary BLuMENTHAL. No, Senator. The last point I made in my
testimony is really, in many ways, the critical one. I always remember
my friend and colleague, the Brazilian Minister of Finance, who has
had to struggle with inflation rates much higher, who has told me on
more than one occasion, Mike, if there is one thing you must prevent,
it is to get into indexing, because once you have it in the economy, you
cannot get it out. You validate it.

You know, if you have a 30-percent inflation rate as they have had,
or even more, and you index everything, you cannot ever get away
from it. We have gone too far in this country, in my judgment already.
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Half the payments that people receive are indexed, and that is one of
the reasons why, when people say do something about inflation, you
say to them, what? Do you want to eliminate the indexing? We have
it on social security, we have it in all the cost-of-living contracts that
private corporations have, and that makes it so tough to get rid of
the inflation problem.

If you now ex§and it to build it into the tax code, you are really in
trouble, and we have got to get the inflation rate down to 6 percent,
5 percent. We used to have 2 percent or 3 percent inflation. We have
to get back to that.

t will take years, but we will not do it if we index. That is why I
certainly do not suggest that you extend Archer. I am indicating that
if you do Archer, in addition to doing something that is wronﬁ in the
first place, you are also doing something that is most inequitable. Be-
cause what I would do is I would go out and borrow—once I got out
of this job, I would borrow up to the hilt, and then go for capital gains,
which are indexed.

No indexing on what I owe; I am bound to make money.

Senator DoLe. We are just trying to have some input into the bill.

If you had a choice, would you rather have the Hansen-Steiger
amendment, or the Roth-Kemp ? Or none of the above !

Secretary BLoMeENTHAL. There may be a third choice, which is I
could commit public hara-kiri.

I think both of those are th2 wrong approach, Senator, and by now,
anybody who does not know why I feel so has not been paying
attention.

Senator DoLe. We are in a very friendly spirit. I thought you might
have had a change of heart.

Secretary BLumenTHAL. I am always in friendly spirits, particu-
larly before this committee.

The CHAIRMAN. Senator Byrd ¢

Senator Byrp. Mr. Secretary, first, I wanted to express support for
your Xresent position in regard to social security. It seems to me we
should be very careful about moving toward financing social securit;’
through general revenues.

I have listened very carefully to your presentation of the Archer
amendment. While I have not made a firm decision, it seems to me
that you make very good points in regard to indexing. T am fearful
that if we begin to index, that, just as you mentioned, what happened
in Brazil could well ha%pen here if we go too much to indexing. As
you have indicated, we have gone pretty far already in that regard.
So I have a great question about the Archer amendment.

I do support strongly Senator Hansen’s proposal, which I know
you oppose.

To get back to the rather severe and, I feel, alarming drop in the
value of the American dollar in international markets, you did not
express it, but I take it that you do feel it is a matter of great con-
cern. Am I correct !

Secretary BrumenNTHAL. I referred to the President’s statement
expressing his concern, and I certainly share it.

genator Byrp. You put great emphasis on energy imports.. I do not
know that I can really accept that argument, in view of the fact that
Japan imports virtually all of its oil; Germany imports virtually all
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of its oil; Switzerland imports virtually all of its oil; and yet the
American dollar has been losing value tremendously to the currencies
of those countries.

I notice in your reply to my question, you did not mention the huge
and accumulating Federal deficits. Is that not a major factor?

Secretary BLUMENTHAL. Senator, I referred to the perception by the
foreign financial community of the two fundamental factors in the
- U.S. economy. One is inflation. I did not specifically mention the
budget deficit, but clearly our strong efforts to reduce that is related to
our concern with inflation.

Senator Byro. To put it another way, the deficits are a factor in the
depreciation of the dollar overseas$

Secretary BLuMENTHAL. The deficits, when we are operating, as we
are at the present time, relatively close to full employment tend to in-
crease inflation which is why, quite frankly, the Kemp-Roth proposals
are not acceptable at the present time.

Senator Byrp. How do you see inflation by the end of the year?

Secretary BLuMENTHAL., OQur best judgment at the moment is that -
the cost of living will rise at an annual rate, for the second half of the
year, at about 6.5 percent, giving us the average between the 10.4 per-
cent and the 6 to 6.5 percent. We think that going into next year we
will be at a rate which will give us a lower average for 1979 than the
average for all of 1978, It is still muchtoo high.

Senator Byrp. You feel the average for 1978 will be what ?

Secretary BLuUMENTHAL. I-think the underlying rate of, right now,
about 7 to—a little more than 7 percent, perhaps. If the measures that
have already been taken, the strong anti-inflationary emphasis that we
will continue to have, and even intensify, I hope, are effective, we
should next year go back, go below the 7-plus rate, go back to the 6 to
6.5 percent. That is about all you can expect in the course of a year,
and then we have to continue working.

hSmmt(;r Byro. What do you foresee for interest rates by the end of
the year —-

Sg’cretary BruMmeNTHAL. I really find it difficult to predict interest
rates, Senator, particularly in public. I just cannot say.

Senator Byro. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN, Senator Roth?

Senstor Rorr. Mr. Secretary, the President has announced the goal
of reducing spending as a percentage of GNP to 21 percent. Now, do
you not believe that if we passed tax legislation covering the next
several years that we would be in a better position to meet this goal
of reducing the percentage of GNP spent by the Federal Govérnment?
It is roughly 23 percent today, and the President has urged a goal of
21. Some of us think 20 percent would be preferable.

It is going to take some doing. But if we knew what the future
revenues were going to be, does that not bring some order and some
planning into the picture—and some discipline, I might say?

Secretary BLuMENTHAL. I think that the more preferable way is to
work on the spending and as we get it down, to reduce the taxes com-
mensurately. The reduction of spending to 21 percent of GNP is a
difficult task. -

Senator RorH. It would take several years.
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Secretary BruMenTHAL. It is intended to be, I believe, by fiscal
1981. We were at 23 percent, 22.4 percent now. We are trying to bring
it to 22 end then to 21.

I think that the very major tax decreases now would require going
below 21 percent, really, in order to make up for that, and I really do
not think we can go past that.

Senator Roru. I think the commitment now, Mr, Secretary, that we
are going to return this revenue to the American people is an essential
factor in planning ahead and reducing the spending that you are now
espousing.

t me go to this question of inflation. We recently had Mr. Miller
before the Joint Economic Committee, of which I am a member, and
he said that the increase in the minimum wage is going to be very
inflationary. Do you share that concern and, if you do, do you recom-
mend that this Congress take action ?

Secretary BLuMENTHAL. I think that the mandated increase in the
minimum wage is going to be inflationary. I think if the Congress is

oing to look at actions to counteract inflation, it should be one of the
%actors that should be looked at. That is my view.

Senator Roru. Mr. Secretary, there is also $100 billion new budget
authority included in this current budget. And at these same hearings,
it was pointed out that that is one of the seven largest increases dur-
ing the last 25 years, 6 of those years being war years.

You talk about holding down spending in the future. How is that
gossible when the current budget authority has been increased $100

illion ¢ Where is the discipline?

Secretary BuumenTHAL. The rate of increase in spending and in the
budget authority has been pushed down for this next year as opposed
to the past two previous ones, if memory serves me right, and the
President is doing all he can to accelerate that trend.

We expect to have a substantially smaller deficit. That is only
possible by just, extending present programs without any new pro-
grams, and would involve a continuing increase of the kind you are
talking about.

Senator Rori. But, Mr. Secretary, there is new budget authority of
$100 billion. That is one of the seven largest increases in the last 25
years. So on the spending side, there is no discipline, That is spending
for the future.

The reason I think Roth-Kemp is antiinflationary and the only anti-
inflationary measure before the Congress is the fact that we are mak-
ing al commitment now to return roughly $120 billion to the American_

e.

i ere have been some discussions that we ought to offset the increase
in taxes to the American people. I would like to point out what the
American people are faced with. In 1979, the increased taxes due to
inflation—and these are Joint Tax Committee figures, not mine, Mr.
Secretary—and social security will be $26.4 billion. The 1980 impzct is
$40.9 billion. It goes up, by 1983, to roughly $110 billion in additional
taves,

That reminds me, Mr. Secretary, I agree with you when you made
the statement earlier that the Treasury is always interested in addi-
tional revenue, and I think that is what your message is today. The
Roth-Kemp proposal barely offsets, the increased taxes that would be
paid by the American people due to inflation and social security.
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Mr. Chairman, I would, at a later time, like to continue.

Senator Byrp. Senator Haskell ¢ :

Senator Hasrerr. Mr. Secretary, we have talked about inflation.
We have talked about fiscal policy. We have talked about monetary
policy, and we have talked about balance of payments. It seems to
me that there is one thing that we have not addressed, and I just
wondered what your opinion was. That is, generally the problem of
the price-wage spiral.

For example, I remember about 6 months ago steel went up 8 per-
cent. Someone patted them on the back. I wanted to find out how
many previous incerases had occurred during the year. The total
increases were 9. If you annualize it, it is 18, and this, of course,
brings on wage demands. This wage-price spiral is one of the central—
at least, in my view—one of the central problems that we face as a
nation,

I would like to know what your views are as to how to combat this
problem,

Secretary BruMeNTHAL. I think you are quite right, Sena-
tor Haskell. At the center of our difficulties of reversing and i)lushing
the rate of return down are the rigidities in the economy with prices
chasing wages and wages prices, and the difficulty of getting a hold
on it. Some of this is because of the built-in factor that we have
talked about.

I feel strongly that one tool that has been used once before in the
early 1970’s, that of mandatory control, is totally unacceptable. It
proved to be a complete failure, and we cannot try it again.

That means that we have to find some other means for encourag-
ing and inducing the cooperation and support of management and
abor,

The President, in his April 11 anti-inflation statement, suggested
& deceleration standard. It is somewhat too early to tell wﬁat the
impact of it is, but it may well not be sufficient. Clearly, additional
measures have to be considered.

I have said publicly that we are taking a close look on an analytical
basis at tax-based programs to encourage people in this regard. There
are enormous difficulties with that, and I do not know whether we can
overcome them, but since #e use the tax code for many purposes, we
should not reject, out of hand, the notion that we may be able to use
it for this.

It may be that greater standards of behavior, stronger standards of
behavior by both labor and business may be promulgated. It may be
that the Government will have to be more active in inducing with its
own interests compliance by labor and management in that. It may
be the way in which the Government purchases its products in a
variety of ways. We can find the means to induce the people to help us
break through that spiral.

It is the central issue, and there are no good answers. Everybody
wants to fight inflation, but nobody has any good way of doing it.
We all know what we are against, but we have great trouble coming
to some agreement.

Senator HaskeLL. As of now, this is an area that you personally
and others in the administration are exploring #

Secretary BLuMENTHAL. We are actively at work at that.
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Senator HaskeLL. I have another question.

I have difficulty with the remission of the value-added tax that
the common market gives its exporters. It seems to me that it is the
clearest kind of subsidy—and incidentally, I happen to agree with
you on DISC. I do not believe that is a very fruitful program. But
1t seems to me that the United States merely as a matter of self-pro-
tection might consider, in addition to the emergency clause in the
GATT treaty, imposing a tariff equal to the remission in Europe of
halfh of their value-added tax? I would like to ask your reaction
to this.

Secretary BLoMENTHAL. The rules under which we are operating,
to which we have agreed as a signatory under GATT, allow the
remission at the border of indirect taxes, but not of direct taxes. I
think there are elements of inequity in that, that the greater element
of inequity really leads to the substantia] degree of subsidies that are
clear subsidies that exist in many countries.

We have had some cases of that recently, subsidies on credit, for
example. Competition with the United States through subsidies and
lglcation to provide tax breaks and cheap plants and those kinds of
things.

Ax%sbassador Strauss is actively negotiating in Geneva on a subsidy
code that would put us all on an equal basis, and that would eliminate
that. That is what I think the better approach is. :

You referred to the emergency situation that exists at the moment.
If we were to do what you suggest, we would not only be in violation
of our international agreements, but we would also be discriminatory
in that we would be hitting countries to the degree that they have
indirect taxes which, under the present rules, they are allowed to re-
bate. So we would be changing the rules unilaterally, unclearly.
Whatever the emergency in this country, that would be a very serious

step. -

§enator HaskeLr. I realize that. Thank you, Mr, Chairman.

Senator Byrp. Senator Hansen ¢

Senator Haxsex. Mr. Secretary, you expressed concern earlier for
the impact that the various proposals that are before the Congress
might have on the budget deficit. Are the changes the House made
in capital gains taxation an acceptable mechanism tc provide the
stimulation in jobs and in the economy ¢

Secretary BLuMeNTHAL. I think in capital gains you have a pecu-
liarity, Senator, in that you have an initial impact which is different
from the cutyear impact because if the theory is right, and I suspect
it is, and it is that—which I think Professor Feldstein has taken into
account—that if you substantially reduce the capital gains tax, you
would unlock a lot of unrealized capital gains. People would sell as-
sets because they would feel they could afford it now.

The first year out, you could well have a bump in the amount and
in the curve on the amount of taxes that you collect from capital gains
taxes. There are some offsetting factors, but you might well have an
increase. That would not be true once you have that out of the system.

To answer the specific question, therefore, that you raised whether
or not reduction in capital gains taxes would provide stimulation that
creates more jobs, I am sure it would, to some extent. I am sure of
it. So would a reduction in the corporate tax rate provide that. So
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would an investment tax credit increase that leads to more buildin
activity. So would individual tax reductions that lead to more spend-
ing, therefore more demand.

The question is not whether it would or not, but whether it does
so most cfficiently. And we think if properly targeted, it would. Tt
could do so rather efficiently.

We have some other ideas that are more efficient, but it has to be
roperly targeted. Qur concern with the House-passed version is that
1t is not sufficiently targeted.

Senator Haxsex. There has been a rather dramatic drop in the
number of investors on the market.

Would you not anticipate a change in the tax on capital gains
would result irran overall and continuous stimulation of interest in
the purchase of corporate stocks on the stock exchange?

Secretary BLoMENTHAL. I think, Senator, that there is no doubt that
a substantial reduction in capital gains taxes is more likely to help
the ll;narket than hurt it. I think on balance that it would help the
market,

Senator HansEx. Would that not result in the collection of more
tax revenues over a period of time? You spoke earlier about this 1-
yvear bump. Would that not bring about a continuing favorable
l'es%)onse as far as Treasury is concerned?

Secretary BLumMENTHAL. If we reduced taxes in other ways, for ex-
ample, taking an extreme case, if we put everything into a corporate
rate reduction, reduced it from 48 to 38 or 40, and put a major push into
that, that also would substantially increase the return on capital and
therefore increase the attractiveness to invest-in the market.

Also, if we can bring inflation rates down, that is one of the
important reasons why ple are not putting their money in the
stock market. They are afraid of inflation. They are better off buying
land, or other things. :

I think it would help, to some extent, but it is always a question
of that compared to what else.

Senator Byrp. The Senator from Texas, Mr. Bentsen.

Senator BExTsEN. Mr. Secretary, the Council of Economic Advisers
in 1977 said that American business would have to put 12 percent of
GXP in fixed investments if we were going to develop full employ-
ment and certain environmental objectives and increase our produc-
tivity and greater énergy independence, By 1976, we saw it hit a 13-
vear low in investment. It went down to 9.1. In 1977, it was at 9.4.
And we see the lowest percentage invested back in fixed investments of
any major Western nation.

England is next to us, but we sece the problems there. I am pleased
to see that you support making the 10-percent investment tax credit
permanent.

Tt seems to me that we have two types of credits that we need:
investment credits and capital gains reductions. On the first one,
_vou have the corporate investment in fixed equipment, but on the
second one, you have the entrepreneurial investment.

I think thet, with all the bad news we have had in the way of balance
of trade and inflation, I find it difficult to understand the increase in
the values of the stock market, unless part of it is in anticipation of
lowering capital gains. The price multiples have been so low that the
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debt ratios you referred to have made it more reasonable to go to debt
than to go to equity, With the market going up, it can tilt it the
other way.

Would you agree with that kind of an analysis ¢

Secretary BLuMBNTHAL. Senator, we are not opposing a reduction
in capital gains taxes if it meets some of the criteria that I have laid -
out, and in my testimony, I have reiterated some suggestions as to how
that might be done. . .

It may well be that the anticipation of a capital gains tax reduction
is what is behind the rise in the stock market. I would like to think,
since none of us really know, that it may also be that investors by now
have formed a conclusion somewhat different than that suggested by
Senator Roth, that the economy is not in such terrible shape that the
prospects for the next year and beyond are pretty good, and the con-
tinued growth of the economy does provide opportunities for addi-
tional profit for most companies listed on the exchange. L

The irony of it is, as I have gone around the country—certainly in
Texas, you must have had the same experience—and I meet with busi-
ness groups and I start you out by asking them how is business, they
say good. How is it _this year compared to last year? Fine. Do you
expect another record year next year? Yep. How do you feel about the
future? Lousy.

I think that it may be that the market is more efficient in that regard
in recognizing that next year is going to be better than this year,
maybe for broader reasons than just that one.

Senator BeNTsEN. In looking at our devaluation of the dollar, and
particularly against the yen, that is a mixed result. It gives us some
advantages and some disadvantages.

One of the advantages, of course, is that our product ought to sell
a little cheaper to the Japanese. One of the things that concerns me,
when I see General Motors—in one newspaper story I saw where it
said the price of the Toyota increased so much because of the change
in the devaluation of our currency, that General Motors had increased
the price of the Chevette by an identical amount.

Are we seeing that happen across the country, or are we actually
seeing some gain in this devaluation of the dollar? Or are manu-
facturers just raising their prices proportionately ¢

Secretary BLUMENTHAL. As far as we can tell, there are two effects.
One of them—of the devaluation of the dollar, Senator—one of them
is the short-term inflationary effect, That comes from two sources; one,
imported goods become more expensive, Toyota raising its prices.
Second is that U.S. producers have a higher ceiling because competitive
things can go up.

I do not think that you are entirely fair to get General Motors in
this regard. ’

Senator BexTseN. I hope not. T just looked at one newspaper ac-
count, so I very carefully stated that that is what I had seen. I wanted
to know if that was the general result,

Secretary BrumesTtiAL. T followed those numbers carefully, not
only becausg I know the industry well, but because I was interested
in that particular product to see what was happening. General Motors
has been increasing prices. Also, American industry has been getting
market share, and the prices for competitive costs have been increased
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somewhat less. So that the increasing in the market share is due, I be-
lieve, to increasing their prices not quite as much. not as much as the
imported roduct,1 therefore widening the price gap and therefore

tting a larger share, .
geSongtor Bxf\"rsnx. We are getting some advantage on that side.

Secretary BLuMENTHAL, Some advantage. If they had not increased
prices at all, they would have had more advantage. That is the first
point. It does raise the lead to inflation. .

In the longer run, clearly by making our exports more competitive
and imports less, though, we do get an impact on the trade balance
and we are beginning to see that. i .

The last few months have shown some pretty good evidence in that
regard. OQur concern over recent days, of course, has been the disorder
that has existed in the market, which is a different problem, than a
gradual adjustment which, in a freely flowing system, always occurs.

Senator Byrp. Senator Danforth{ - i ]

Senator Daxrorta. Mr. Secretary, back to the uestion of capital
formation and productivity, I wonder if—is the administration flex-
ible at this point in wanting to talk about the business tax provisions!?

Would it be possible to maybe work out some more creative ap-
proaches to business taxes than I think are presently in this bill, or
would that be automatically shot down by the administration?

Secretary BLuMENTHAL. It would not. Senator. Yes; we are flexible.
The President has indicated that he will look at the final bill and in
the light of that, determine his reaction to it.

I think the overall amount of the cut would be a problem. If you
were to substantially increase that, I think we woul(sJ have a serious
problem. If you were to substantially change the proportions between
taxes for individuals and taxes for business, that might be a serious
problem, but if you stay within the general proportions that have been
talked about in the past by the House, and then look creatively, as
you put it, at how best to use that, we certainly would want to work
with you to see what we come up with.

Senator Daxrorir, I very much appreciate it. T am very concerned
about the productivity-capital formation problem and a little bit fear-
ful of being branded as a Republican tool of capitalist interest for
- expressing that kind of concern, but T take it that it is a concern which
Democrats also can share, I think Senator Bentsen has expressed his
concern in this regard.

Secretary BLUMENTHAL. Senator, I would not be too worried about
that. If you are branded in that manner, I will be branded as & Demo-
cratic tool of capitalist interests, and I have no problem with that at
all. T am proud that we have a capitalist economy, and we want to
stimulate and provide jobs.

Senator DaxrorTi. Iet me just pour out some thoughts to you and
see if this kind of thing would be fruitful to work on. )

First of all, T am told by people who know much more about eco-
nomices than I do, that if you could project out into the future cuts in
the corporate tax rate, even though those cuts would be accomplished,
at some future time, that the anticipation of them would have a defi-
nite beneficial effect in stimulating corporate investment, looking to-
ward a rate of return, say, 5 years down the road.

Would it be possible to have a bill which starts out fairly modestly
on corporate tax reductions—1I think the House bill just goes down to
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46 percent—starts out fairly modestly for a couple of years, but over
n period of, say, 5 years, takes the corporate rate down to 42 percent.
Wonld that be totally beyond the realm of possibility? It would seem
that that kind of phase-in would have a minitnum revenue effect and a
maximnm effect. on stimulatine business confidence and investment.

Secretary BrrmeNnTiAL T think we have to be a little careful that
we do not have—first of all, there is very little time left. That is one
of the problems with this kind of proposal. You only have a few weeks.
Wae have to be a little bit careful that, as we make that decision, that we
recognize that we have foreclosed, then. making a decision-—unless
we chanee it, which would be contrary to what you want to achieve—
that we have foreclosed the notion of dealing with the double taxation
of dividends, looking at depreciation schedules, looking at other things
that are useful to do. And T am not totally sure whether industry
would really believe-it because they know that what Congress can
enact one year they can change the next and they know you are going
to take another look at this.

Senator Daxrortr. Right, What I am saying to you is that it would
seem to me to be possible, looking at a time segment of, say, 5 years,
to create a tax package with phased corporate tax reductions, with
changes in the accelerated depreciation range, expansion of that, which
really is a question of moving taxation from 1 year to another.
Perhaps increase in the investment credit, which would have some
revenue effect, granted, but which would be putting the tax relief in
a place which would have maximum positive effect on the economy.

If you did it in a phased way which was predictable and yet phased.
you could create such a package and that it would really do a world
of good for business confidence.

Secretary BrumenTHAL. I would not rule that out. T think it is
worthwhile looking and working with you on it.

Senator Byrp. Before we recess, I would like to ask you one question.

Did T understand correctly your reply to my question earlier that
vou thought at the end of the year the inflation rate for the second
6 months would be 7 percent ¢

Secretary BLuMeENTHAL. I indicated, Senator, that I expected the
rate for the second half to be an annual rate of 6 to 6.5 percent, which
would give us an average for the year of something like 8, and I
expect that the rate next year will be below that average.

Senator Byro. Below the 8-percent average

Secretary BLuMenTHAL. Right.

Senator Byrp. But you expect for the second half of this year that
the inflation rate will be reduced to 8.5 to 7 percent? )

Secretary BruMeNTHAL. We had very important increases in the
first half, and particularly in the food sector and one or two others,
and those are coming down fairly substantially.

Senator Byrp. Why do you think the rate will be down that much
for the second half of the year? Entirely on food ¢

Secretary BLuMeNTHAL. That is a large portion.

Senator Byro. Interest rates have increased since the budget estimate
of $56 billion was submitted to the Congress as the amount of interest
that the Government will pay on the national debt. Do you anticipate
that the $56 billion estimate will be increased

-
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Secretary BLUMENTHAL. It depends on what assumptions we make
about level of interest rates. Here is another factor, Senator. There
have been substantial increases in interest rates for the first 6 months.
I would certainly not anticipate that the rate of increase—I am not
predicting whether there is going to be any increase, but certainly we
can look forward in the second half to the same kind of interest rate
increases that we have had in the first half, so that also would have a
positive impact on the rate at which inflation increases in the second
half as compared to the first.

Scnator Byrp. Mr. Secretary, the committee would like to reconvene
at 2 o’clock. Would that be satisfactory to yout

Senator BLumeENTHAL. I will return at 2 o’clock, Mr. Chairman.

Senator Byrp. Thank you, sir.

The committee will stand in recess until 2 o’clock.

[Whereupon, at 12:35 p.m., the committee recessed, to reconvene at
2 p.m. this same day.]

AFTER RECESS

The Craryan. Mr. Secretary, in this morning’s session, you made
the point that you did not want us to have too big a tax cut bill. Let
me assure you that we are not going to vote out of this committee a
tax cut as large as you recommended in the beginning, because the
budget resolution will not let us recommend that much.

I read in the newspapers that the people on the Budget Committee
visited with the President and they said we ought to cut the tax cut
down, and the President agreed with it. As I understand it, under that
budget resolution, the most that we are permitted to recommend is
$20 billion. Is that not about the size of it ¢

STATEMENT OF HON. W. MICHAEL BLUMERTHAL—Resumed

Secretary BLuMENTHAL. I think that is the annualized rate, that is
correct. There were a number of different numbers that I heard yes-
terda{. I think that it may be now a little less than $20 billion, $19-
some billion. That is it.

The Cramruman. That is how much of a tax cut the bill will have
when it goes to the President’s desk ? The Senate might add a lot mnore
on out there on the floor. This committee will stay within that budget
resolution and will see if they let stay within that amount on the floor.
T hope you can help us to keep the bill from becoming too expensive
on the floor, because you have some influence around this place, and
so does the President. If not, when we go to conference, we will just
have to find a way to squeeze the total back down where it meets those
budget resolution re(}.:lirements. We have done that sort of thing
before, and I think that I can assure you that we are not going to
go beyond what we have in the budget resolution.

The Senate may do that for us; if so, we will come back to it.

Secretary BLuMeNTHAL. Right.

The CHAIRMAN. Senator Ribicoff has not had his turn yet, and I
would like to call on Senator Ribicoff,

Senator Risrcorr. Thank you very much. :

My apologies, Mr. Secretary, but I had to chair the Government
Affairs Committee on a major markup, so T had to leave.

32-9330-713-12
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If you have responded to these comments, I will read the record.

To me, I look at this tax bill as intertwined today with the decline
of the dollar, inflation, and the problem of how do we increase Ameri-
can productivity. And I think that the problem of inflation in dollars
and what is happening in our trade to a great extent depends upon
our competition with an 8-percent Japanese productivity annual in-
crease, a West German 6-percent rate, and we were 2 percent. Now,
with the last figures I saw, we are down to about zero.

Talking for myself, as I vote on the various elements of this par-
ticular b%l, it is just my single vote, but I am concerned with what
provisions in this tax bill, or what provisions that could be in this
tax bill, which would have a definite impact on the growth in infla-
tion, would have a definite impact on increasing American produc-
tivity, would have a definite impact in helping our trade balance.

These are the important factors, Evervthing else that we are talking
about, whether it would be giving somebody a tax cut or not giving
somebody a tax cut, are inconsequential to the bigger issue.

Now yon, more than anyone else in this administration, has the re-
sponsibility in all these fields as Secretary of the Treasury. T am glad
tﬁat the President has asked you and Mr. Miller to be concerned about
the decline of the value of our dollar. I know that the problems of
inflation have to be with you every day.

I realize from your experience, not only in this job but also as our
trade representative during the Kennedy round, the implications of
productivity and America’s position in all of these fields is born anew
every day.

What is there in this bill that in one way or another affects all of
these interrelated financial and economic problems? What in this bill
is bad for the economy ? What is in this bill that is good for these prob-
}omsg What should we be putting in this bill to help solve these prob-
cms

I know that this is a pretty big plate that I put before you and T
do not expect you to have all the answers. We are going in to mark-
up after these hearings—I do not know how long these hearings will
he. Mr. Chairman, a wecek, 10 days. Personally, whatever influence I
car bring to hear, and every vote that I will make in this committee
will, in one way or another, address thoss basic problems. They are a
lot more important than what I can see in this bill at the present time.
- Wonld you want to make a general comment, with the understanding
that T do not expect all the answers? But T would like an analysis from
yoy and your economists in the Treasury.

Secretary Bru mexTHAL. Senator Ribicoff. these matters were indeed
touched on this morning, and T commented this morning that along
the lines that are completely in accord with what you say.

T think that inflation and our trade imbalance are two very serious
matters that the foreign observers look at when they look at the U.S.
cconomy. At the same time, related to that is the low productivity
igrowth that you referred to which, in turn, is related to the inadequate
evel of investment and capital accumulation.

Obviously no one bill—and that includes this tax bill-—in every as-
pect. addresses itself to all these problems. This bill does do so in a
number of ways. Certainly the business tax proposals that we have
been discussing this morning and are contained in the House bill as
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they were in a somewhat different form in the original administration
bill are designed to stimulate investment.

That is the cut in the corporate tax rate which provides greater
cash flow, more profitability, more money going into the stock market,
a higher return, would do that. The investment tax credit, which pro-
vides for incentive to invest in structures does that.

The shift that the committee has done in the House Committee to
capital gains taxes does that, to some extent, and I indicated in my tes-
timony that we are not opposed to capital gains tax cuts per se, as long
as they were reasonably progressive and did not give all the money to
the highest income groups, and as long as they were directed very
importantly to this issue of capital accumulation.

‘hese things will help productivity and therefore to counteract in-
flation, because as we invest more, we eliminate potential bottlenecks
in the economy that would be inflationary.

The general maintenance of economic activity which this bill intends
to assure also is important, because it maintains the competitiveness of
American industry which enables us to go out and export more. We
have a high level of economic activity in this country. Our costs
rise, It is hard for us to be as competitive abroad as when conditions in
our own country are good.

I do want to add one other point, and that is the need to deal with
the energy problem, which I mentioned this morning also, which is
also related to the dollar problem and the trade problem. But what we
do not want to do is to cut out tax cuts particularly for low and mid-
dle income people, who would be hit particularly hard by inflation, as
a means of balancing the budget or eliminating the imbalance, and use
that as an argument that we are fighting inflation.

We have reduced the deficit from originally, we thought, $60 billion
in fiscal Xear 1979 down to now a little more than $40 billion. That is
one-third.

_ Wehave reduced the amount of the tax cut. Originally the President
proposed a $25 billion packet. As the chairman just indicated, we are
talking about a $20 billion packet.

To go b:lyond that and say, well, we will just cut it out for individ-
uals in order to fight inflation, that, I think, would not be justified
m&d rv:iould increase unemployment and hurt the people who could least
afford it.

Senator RiBicorr. I would like to get your reaction to one phase of
the House bill and that gives a once in a lifetime capital gain exemp-
tion on the sale of a house of up to $100,000. It strikes me there is an
element of unfairness to that in favor of higher income people and
older people; people who are older and have higher incomes are more
apt to have their $100,000 capital gains exemption.

But you take younger people who are just starting out, I just think
of the staff man on this committee against the Senator sitting here—
& man in his thirties earning a salary of $25,000 or $30,000. He probably
has a modest home and gets a shift in his joi) to Chicago and he sells his
home. He might make a $15,000 to $25,000 profit, and he gets an agart,-
ment because he does not know whether he is going to keep his job.

And so he has $20,000 for his life, where an older, wealthier person
gets $100,000. I am doing something on the capital gain exemption
for the sale of a home; but, would 1t not be more equitable to give
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everybody a lifetime exemption up to $100,000% Make sure you have
all the conditions—that is, for a home that they have actually occu-
pied, if it is 2 years, for the 2-year period.

But there is a sense of unfairness here that is weighed for the older,
wealthier people as against the younger people.

Secretary IBBLuMrNTHAL. Senator, 1 think that we have to make the
following distinction. The normal homeowner, other than those when

. they get up into the upper age bracket, do not pay capital gains taxes
on the sale of a home, Under the rollover provision, if they buy a new
home—and most of us, I think, as we have sold our homes and moved
into others and had a capital gain on the first one, we have been able
to avoid the payment of taxes.

This particular provision, I think, is primarily oriented towards
those—you get up to 55, 60, 65,-and the children are grown u». You
move out of the home. You may move-into a rented place, or you may
no-longer wish to live in the home, .

Then, as you have a very substantial gain, if you have not moved
more than once or twice during your lifetime, there is an argument
that inflation really has accounted for a lot of the increase and you
should not be taxed on this.

It may well be as you say that the $100,000 might be too much.
There is a pretty heavy loss of revenue involved to the Treasury
which, as T indicated this morning. might well be used better or more
effectively, for example. for some of those productivity creating or
antiinflation goals that you mentioned.

I do suggest that the committee might want to look at a smaller
package here, one that might be less than $100.000 or more focused,
really, to people who sell it at the end of their homeowning cycle,
about 55 vears of agc, for example, and that could reduce it. And the
example that I had from the $700 million loss to the $300 million
loss which would give you $400 million for some other purpose.

Senator Risicorr. Thank you very much.

The Crzamrmax. Senator Roth ¢

Senator Roryr. Thank you, Mr. Chairman.

Mr. Secretary, in your testimony, vou cited a Roper poll in favor
of tax reform and urged the committee to be guided by it in our
deliberations.

Are you familiar with the August 8 Roper poll that shows the
American people favor a one-third cut in taxes by a 2 to 1 margin?
1t was 48 to 21 percent. And I wonder, in this particular instance,
should the committee be guided by this poll?

Secretary BLuseNTHAL 1 was not referring to that and I had not
had a chance to see that. T was referring to a very detailed study
which was commissioned, I think, by H. R. Block and Co. I was re-
ferring to a very detailed study, Senator, that was commissioned by
a private company, H. R. Block and Co., that Roper did. T have not
seep the one that you referred to.

Does it have a note in there as to what percentage favor that kind
of tax cut together with the high rate of inflation that it would
produce ¢

Senator Rori. The question asked was: “everything considered, on
balance, do you think it would be a good thing or a bad thing if all
taxes were cut by one-third.” 48 percent said good; 81 said bad; 21
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percenc said it depends on which taxes were cut; 10 percent said they
did not know. '

Mr. Roper has stated publicly this poll indicates overwhelming
support for my proposal. He also pointed out that the American
people thought inflation would be reduced because of less Govern-
ment spending if my bill was enacted.

Mr. Secretary, I want to make it clear that my questions are not
directed to you personally. T recognize that you represent the ad-
ministration and may or may not personally agree or disagree with
all I'say. But I have great respect for you. ---

Going back to this inflationary program of this administration, do
you think that the recént settlement of the coal strike, which was
pretty much cengineered by the administration, was noninflationary
or inflationary ? Would you be satisfied if that were used as a model
for other settlements?

Secretary BLuMENTHAL. I certainly would not. I think it would be
inflationary, if it were to become a model for other settlements, I
think that the coal settlement with a number of coal industries, coal
mining;-is & rather special case, it had some special features to it.

The need to expand—keep up and expand production in the coal
mines relating to that whole energy proglem, I think, is a very im-
portant point, and while the administration certainly—not 1 per-
sonally, but while the administration helped to get a settlement, 1t is
always a question of alternatives as to what it might have been.

I would say on balance that it is not a good settlement if it were
duplicated elsewhere, but in the coal mines it was the best thing that
we could have gotten, -

Senator Rorii. Mr. Secretary, is it not true that the impact of the
$240 tax credit and the repeal of certain itemized deductions would
increase taxes on middle-income taxpayers?

Secretary BLoMeNTHAL. No. We would want to work with the com-
mittee to construct a set of tax tables such as the combined impact
would not result in increases in taxes for those people but really make
the tables more progressive and the taxes pai({)erﬁore progressive for
people below $50,000. .o

The House bill tends to put a lot of the money, or too much of the
money, above $50,000 and we would want to correct that, and I think
we could do that with a combination of the two. Both the credit and
rates could be adjusted in such a way that what you take away on
eliminating itemized deductions gets put in the tables where it helps
people below $50,000.

The Chairman’s suggestion that we also have a floor on a lot of

ple who have extraordinary losses in one of those so that they
could still itemize that, even though they take the standard deduc-
tion, That would also help to work in the direction you are interested
in.
Senator Rotn. One of the things that bothers me is that here we
are in August, late August, and we really do not have even the
specifics of the Treasury proposal. You talk about making chan
in the tax rates, but as I understand it, you have not yet specified
exaﬁtl what those would be. When would you have the specifics
ready -
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Secretary BLuMENTizAL. Senator, of course we have made one pro-
posal that remains befors the Congress, Now, that has been overtaken,
I take it, by the action that the House has taken. In the case of that
consideration on the House side, we did support the Corman-Fisher
alternative,

If the Finance Committee wishes to go back to the original pro-
posals we made, fine. If you wish to change them, then we will work
with you. But we cannot make constantly new, specific proposals, We
are goinF to respond to whatever changes you wish to make in the
House bill before you.

Senator RorH. Mr. Secretary, it was my understanding that you
were presenting to us today the present administration recommenda-
tions. In view, I guess, of the changes that were made on the House
side, I think the question that we need to answer here is what spe-
cifically do you expect to do in respect to the tax rates.

I will get to that later. My time is up. 1 would like to go further.

Thank you, Mr, Chairman,

Senator HaskeLL. Would you like to do it now ¢

Senator Rorn. If I could. I will not be much longer.

Let me ask you this question, Mr. Secretary. You do agree that the
type of tax cut does make a difference as to what happens to the
economy ¢

Secretary BLUMENTHAL. It definitely can.

Senator Rorn. Do you think, for example, a $50 rebate or a $240
tax credit has more impact on the demand side or on the supply side
of the economy ¢

Secretary BLuMeNTHAL. Those are two different things., A $50 re-
bate clearly has an impact primarily on the demand side. In the first
instance, it works itself through, hopefully, an additional expansion
of capacity, but primarily on the demand side.

The $240 credit really, as I said in my testimony, Senater, is a part
of the overall individual tax cut. We have to see 1t together with the
tax table,

Senator Rotn. My question was focusing on the $240 credit itself.
Does that provide much additional incentive, or promote the concept
of savings? -

Secretary BLumMeNTHAL. I think I know what you mean.

The individual tax cuts, which include the $240 credit and whatever
cuts made in the rate schedule do not, in and of themselves, work in
the first instance on the supply side. They work on the demand side.

Senator Rotii. On the other hand. if we direct our attention to the
tax rates—for example, if you take the man or woman who is paying
a marginal tax rate of 50 percent. If we reduce that to 35 percent we
would provide some additional incentive to work and to save. Would
you agree with that ?

. Secretary BrLumenTuaL. It is interesting that, historically, you
would think that it does. But when we look at the actunal experience,
you get mixed results.

In this country, we have found that as people’s carnings increase
above a certain level, particularly when you get to the 30-percent level,
people choose to work less, take more vacations, to retire earlier, They
do not necessarily go out and work harder.
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You would think that if you reduced their rate to 35 percent, people
would rush out and work longer hours. They work less hours, piay golf
more. They do that.

Senator Rot. Of course, for a long time many economists were
claiming that tax changes had no impact on savings. But the latest
thinking of some economists is that tax rate changes would have a very
substantial effect on savings, I think that you would agree with me that
the savings rate of this country is less compared to others, so that this
should be a matter of grave concern in the overall picture as far as
getting the economy moving up. '

The President himself has in the past talked about trying to reduce
the tax rates down to 10 percent on the low side and 50 percent on the
high side.

Does this still remain a goal of the administration ¢

Secretary BruMeNTHAL. Yes. We have never formally put that for-
ward. We would certainly like to get those rates down.

I would be very much in favor of having a tax rate that never
exceeds 50 percent. I think that would be a desirable thing.

Of course, when we do that, we have to have a host of other reforms
we have to cut out, other deductions and exceptions, so that we get _
the revenue for it. That idea of having a maximum rate of 50 percent,
incidentally, will not please a lot of people these days, within the con-
text of raising the capital gains rates to the same 50 percent, but also
eliminating the double taxation of dividends, doing a lot of things all
at once.

T think that there is some merit to that, but we seem to be going a
giﬂ'%rent way and we just do not have the revenues at the moment to

o that.

Senator Rot. One of my concerns is that the Treasury and many
other Keynesian economists, at least in their models, have been static.
They, in no way, recognize the feedback. I think the chairman of this
committee has expressed serious concern about the lack of considera-
tion given to the feedback of a properly tailored tax cut.

You do agree that a well-shaped tax cut could move the economy up,
and that there is feedback, both in the sense of growth and in taking
people off of welfare, and that should be the goal of our tax program.

Secretary BLuMENTHAL. Yes, Senator.

There is attached a rather long, and, I think, professionally done
appendix in which we in the Treasurv have attempted to put together
the whole rationale on the feedback effects and their impact on revenue
estimation. T think that you will find it of great interest.

Clearly there are feedback factors. We have explained when we do
and when we do not take them into account and why, and also it needs
to be remembered that the feedback effect, when you are close to full
employment, is different than when you have a lot of excess capacity
in the economy, at least in terms of its impact on inflation, if you are
bumping up against a ceiling. Certainly you cannot just use a static
analysis. We do not do that in macroeconomic terms and we look at the
economy as & whole, We sav so much spending and so much tax cuts
will lead to such and such GNP in the economy. and we build in what
the feedback effect would be. What we do not do is do it for each in-
dividual component of a tax bill, just as we do not say when we appro-
priate money to build a bridge in the State of Delaware, we do not
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say that costs $100 million, but, really, it only costs $40 million, because
spending the $100 million will employ people and give you money
back. We do not do it on each individual item.

Senator Rorit. I am at the end of my questioning, Mr. Secretary,
but I would like to reiterate once more what concerns me, and I hope
in the coming weeks everybody can work together in trying to get the
economy moving.

What concerns me the most about the administration’s program, to
the extent I understand it, is that it is directed only at short-range
problems. It does not provide any new direction, or any real hope for
working out of this very serious economic problem that we face.

I do not see anything, to be perfectly candid, in this package pro-
posed by the administration that really is going to provide some

uyancy in the economy to provide more jobs in the private sector, or
to do something about the dollar.

Tt seems to me that the best way of doing it is to try to tailor a tax
program that is going to provide some incentives for economic growth.

I !10{)(3 that you and the other members of the administration would
take a look at some of the things we are talking about. in the hopes we
could move in that direction.

Secretary BLuMeNTHAL. Mr. Chairman, I would like to make one
comment on that, because I think Senator Roth’s point is a very
important one.

We may-have one difference, Senator, and that is this: You refer,
from time to time, about the need to get the econoniy moving. I sup-
pose that we operate on the basis of the assumption that the job is not
to get it moving, but to keep it moving,

We think the economy is moving pretty well. Last year we moved to
a growth rate of 5.5 or more percent in real terms. We are moving
about 4 percent in real terms at the present time. The long-term,
sustainable rate of growth is about 3.5 percent.

So we are moving, and we are moving in the right direction and
at the right speed. ’

What we want to, at this point, make sure is that it keeps going.
Turning to the longer run things that you were talking about,
think that there is a need, having achieved that, to getting to a budget
balance, maintaining the kind of job creation and we have job crea-
tions, the biggest in peacetime, in the post-war period, that we have
ever had. We have created, I think, something like 6 million jobs this

year alone. '

That is a world record. It shows what a free enterpirse economy
can do. As we get this behind us, I think you are right. We need to
look at more capital accumulation-type activities, We need to do
more about productivity. We need to look at some of the other long-
run concerns. We need to do more about the hard core unemployed
which, in some places in this country, is still too high, and add to
part of the game plan, such as are getting Government spending down
te 21 percent of £NP, doing some of those things. We need to add to
it along the lines that you suggest. -

Even after last year, 1980, 1981, and 1982, we can be sure that it
keeps moving in the right direction. That is the only slight difference
T would have with your presentation. I think it is an important point.



181

Senator Ror. Just commenting on what you said, short-range; it
bothers me. In essence, you are really saying higher taxes for most
Americans and you are saying the economy is doing all right. But
Bm;ﬁxy 1peop]e feel that next year it could be running into real

ificulty.

I real{y think, rather than wait until some later date, that we ought
to try to have a game plan now, a long-term game plan. For that
reason, I think that it is desirable to say in the area of revenue what
commitments we are going to make. If we make that commitment now,
1 believe very strongly that it would be anti-inflationary. That puts
all of us in Congress on notice what our revenues are going to be and
what we have to live within, and that is the real way to get the Presi-
dent’s goal of reducing spending to 21 percent of GNP.

I also think that it would have the beneficial effect of building
confidence in the private sector. We would be giving a signal the same
way that Jack Kennedy did back in the sixties. \V% would signal the
American people that we are going to free up the private sector and
give it a chance to show what it can do.

I am pleased to think that the employment picture has improved,
but T have been here 12 years and every President makes that same
claim. During the campaign 2 years ago, President Ford was always
pointing out that there was a greater number of Americans employed
than ever before., As I recall, President Nixon and President Johnson
did the same.

‘While there is some validity and truth in what you are saying,
the fact is that it is not adequate.

We have some very, very serious problems, as you and I both agree,
on the economy. That is the reason that I would hope that some-
thing could be adopted along the lines of Roth-Kemp—and we all
realize that there may have to be accommodations and changes made,
but something has to be done that would point the country and the
economy to growth without inflation, that will provide more jobs in
the private sector.

I thank you, Mr. Secretary, for your helpful testimony.

Senator HaskeLL. Mr. Secretary, let me turn to what I mentioned
this morning a little bit. I come from quite a different direction,
obviously, than Senator Roth does. However, it seems to me that, with
unemployment going down and with plant utilization going up, we
have got a pretty good economy at the moment, and if we add to the
demand side of that economy by a tax cut, we cannot but, it would
seem to me, feed the inflation side.

———Now, what is bothersome is that on the monetary side, we have the
Home Loan Bank Board, for example. Their mortgage rates are the
highest ever. The discount rate—the Federal Reserve has gone up two
points in the last year. The Federal funds rate, I saw this morning,
was raised by one-eighth of 1 percent. It is very high; I forget exactly
where it is.

Secretary BLUMENTHAL., 8 percent.

Senator Haskervr. It went from 7% to 8 percent.

Secretary BLumeNTHAL. It has been hovering about 77%. It hits
8 once in a while, It is at 8 now.

Senator HaskrLL. It was at 8 yesterday. When you have a restric-
tive monetary policy, it seems to me that history says you create addi-
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tional inflation by high interest rates and you run the danger of
contracting the economy and going into a recession. It just seems to
me that we were pursuing two entirely different courses—one a fiscal
course, the other stimulation. I think that things have changed and
we should not do it.

We are running a monetary restrictive course and the two conflict.
I suppose that the administration clearly has already made up its
mind, but I would like to know if this type of thinking went into
your considerations in preparing this package ¢

Secretary BLuMENTHAL. Senator Haskell, it definitely did. I would-—
not characterize this tax cut as being designed as being stimulative in
the sense of creating additional demand, such as the idea which
never was carried forward of the $50 rebate would have been.

Senator Haskerr. What we did in 1975, for example.

Secretary BLuMENTHAL. That is right, because conditions are quite
different.

There are two things to remember. One is that we have a substantial
trade deficit that is a drag on the economy, so the Federal deficit,
which has been reduced from $60 billion to $48 billion has to overcome
that drag, plus the surplus that actually exists at the present moment
in the budgets of the State and local governments.

When you add those two together, You have what the economists
call a fair amount of drag, fiscal drag, that has to be overcome. This
is not in defense of the $43 billion deficit. I would like to see it at
zero, and the President is committed to move in that direction, but
it puts that cut for next year of three-quarters of $19 billion into
some perspective. It keeps things going. It is not designed to push
it up further.

We just made a choice, and that is that we did not want these tax
increases that worry Senator Roth so much, and he would even go
further than we would with these tax increases on social security and
})n inflation to impact people, the taxpayers that really would suffer

rom it.

I have discussed this with Chairman Miller, and before him, with
Chairman Burns on many, many occasions. I know the President has;
I was present at those discussions, that we have to seek to coordinate
monetary and fiscal policy. -

And we ex )laine£ to Chairman Miller that we would be running
a very tight ship, an increasingly tight ship. That is why we went out
and we recommended a reduction in the tax cut. That is why we went
out and recommended some spending cuts to get that deficit down.
That is why the President is committed to a substantial further re-
duction last year, hoping that that was in concert with monetary
policy, and not against monetary policy.

So it is a policy that we are working and following together and
I spend a fair amount of my-time with Chairman Miller just for
this kind of coordination.

Senator Haskkerr. Thank you, Mr. Secretary. I hope that you are
following the right course. As you can gather from my questions, my
viewpoint is slightly different. I appreciate, very much indeed, your
explanatiois.

nator Hansen ¢
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Senator Haxsen. Senator Curtis was unable to be here this
morning. If T may, T would like to defer to him.

Senator HaskrLL, Senator Curtis?

Senator Cortis. Thank you very much.

Mr. Secretary, Senator Hansen said I was unable to be here. I was
unable to hear your statement, but I was very much interested and I
will be giving 1t further attention, and I will not take your time at
this time for questioning. .

Thank you, Mr. Hansen.

Senator HasgeLL. Senator Hansen ¢

Senator HaNseEN. Mr. Secretary, you have certainly been & dedicated
witness. I do have just one question. -

In discussing with Senator Roth, as you did, the state of the econo-
my, did I understand you to say the real growth rate presently is
running 4 percent ¢

Secretary BLoMENTHAL. About 4 percent.

Senator HanseN. About 5.5 percent last yeart

Secretary BLuMENTHAL. That is right.

Senator HANSEN. And you made the long-term prediction of maybe
3 or4in the future, was that right?

Secretary BLuMENTHAL, We estimate, Senator, and clearly these are
not totally precise numbers, that in order to keep unemployment from
rising, you need a real g.owth rate of 3.5 percent. Some people say 3,
but 3 to 3.5 percent.

But what I am saying is, we are still above that line. We are still
eaf)ing into the unemployment numbers, which have come down quite
a bit.

If we drof) to 1, 2 or 2.5 to 3 percent, then we are growing too slow
to absorb all the new people coming into the labor éme.

Senator HANSEN. And your estimate is that 8 or 4 will just about
balance out with the increased demands for jobs coming from people
who are in the labor market ¢

Secretary BLuMENTHAL. That is correct.

Senator HanseN. I have no further questions.

Senator Haskerr Thank you very much. We all appreciate your
patience.

Secretahry BrumenTHAL. I thank all of you gentlemen. Thank you
very much.

[The prepared statement of Secretary Blumenthal follows:]

STATEMENT OF HON. W. MICHAFL BLUMENTHAL, BECRETARY OF THE TREABURY

Mr. Chairman and members of this distinguished Committee, the Committee
begins consideration today of H.R. 18511, the Revenue Act of 1978. This bill,
recently adopted by the House of Representatives, would reduce tax llabilities by
$16.3 billion in calendar year 1979. Of this amount, $10.4 billion is attributable to
personal tax relief, $4.0 billion to business tax reductions, and $1.9 biilion to a cut
in capital gains taxest

My testimony will assess the House-passed bill in light of the objectives
outlined in the President’s tax message last January. One goal emphasized by
the President {8 to provide substantial tax relief for individuals especlally those
persons in the low and middle-income categories. Another objective is to furnish

1These revenue figures do not include “feedback’” revenues that might be generated
through economic stimulus. The Appendix describes the role of “feedback™ effects in
Treasury revenue estimating procedures.
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efficient investment incentives that encourage businesses to modernize productive
facilities and to create permanent, meaningful jobs. We also belleve that the
fncome tax siructure should be improved through reforms that make the system
more equitable and simpler for average taxpayers.

H.R. 13511 takes some steps toward these goals, but there Is substantial room
for improvement. The size of the net tax reduction—about $16 billlon—is within
a reasonable range of tax cuts that will maintain growth without increasing
infilationary pressures. Moreover, the bill’'s split between personal and business
relief is acceptable. But we do not ke the distribution of the cuts among
taxpayers. In my statement, I will describe ways in which we believe the rellef
can be distributed more equitably.

I will also suggest additional structural tax changes for the Committee’s
consideration. We are pleased that the House adopted some of the tax reform
proposals recommended by the President. The bill includes new tax shelter re-
strictions, simplification of the itemized deduction schedule, elimination of the
tax exclusion for unemployment benefits at high-income levels, and repeal of the
special alternative tax ceiling on the capital gains of persons in the top rate
brackets. We urge the Committee to build upon these reforms now contained
in H.R. 13511.

In this regard, the resnlts of a recent Roper survey are illuminating. The
survey, released last month, indicates that the American public considers tax
reform the third most pressing national problem, ranking behind only controlling
inflation and lowering the crime rate; and significantly, “tax reform’” to the
Roper respondents is equated much more frequently with tax fairness'than with
tax reduction. This timely expression of public sentiment should provide a
useful guide for your deliberations.

THE ECONOMIC NEED FOR A PRUDENT TAX REDUCTION

Before turning to specific proposals in the House bill, let me discuss the size
of tax reductions needed in 19790—an evaluation that must be made in the light
of recent economic developments. In many ways, our economy has performed
remarkably well over the past year and a hslf. The unemployment rate at the
end of 1976 was 7.8 percent; that rate has now dropped to 6.2 percent in July.
Almost 6 million more people are employed now then were employed at the
beginning of this Administration, and a larger percentage of the working age
population now holds jobs than ever before. In the fourth year of our recovery
from recession, we are stlll experiencing a real growth rate of about 4 percent.

To maintain this recovery, tax policy must take account of several factors.
In 1979, social security tax liabilities will be increased over 1977 levels by
$4 billion due to previously scheduled rate Increases and by an additlonal
$7 billion due to changes enacted in 1977. Other tax increases will result as a
higher cost of living pushes individuals into higher rate brackets without in-
creasing real incomes. An income tax cut in 1979 will help to compensate for
these factors and thereby to maintain adequate purchasing power to continue
our economic growth.

Perhaps the most significant risk in the economic outlook is inflation. Over
the first half of 1978, the consumer price index has risen at an annual rate ex-
ceeding 10.4 percent. We believe that the inflation rate for the second half of
this year will be substantially lower, by perhaps one-third, and that the annual
rate will be more moderate in 1979 than in 1978. Nevertheless, inflation will
continue to be a troublesome problem.

In recognition of the need to restrain accelerating inflationary pressures, the
Administration has called for a reduction in the size of the 1979 tax cut, from
the $25 billion figure recommended in January to $20 billion. Moreover, we
have urged Congress to trim an additional $5 billion from Federal budget outlays
for fiscal year 1979 in order to reduce the deficit for that year to $43.5 biilion.
Budgetary restraint is essentlal.

Tax and budget policy must address another threat to continued economic
recovery : sluggish business investment. Investment in new plant and equipment
now accounts for only one-tenth of our Nation's real gross national product, a
much smaller share than is needed to provide the tools of production for a full-
employment economy in the 1980’s. Manufacturing capacity has Increased at an
average annual rate of only 8 percent over the past 4 years, as compared to a
414 percent capacity growth rate during the post-war period through 1973 In-
centives, in the form of business tax cuts, are needed to improve this dlsap-
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polnting record of business fixed investment and to avoid infiationary capacity
bottlenecks in the years ahead.

We believe that the tax reduction contained in the House hill for 1979 repre-
sents generally an appropriate fiscal response to these economlc concerns. The
magnitude of the cut in H.R. 13511 is about $1.2 billlon less than that recom-
mended by the Administration.* Tax rellef of this size would help maintain the
economic recovery, without bloating the deficit and exacerbating inflation. We
recommend that the Finance Committee adopt a tax cut of approximately the
same magnitude.

A tax cut substantially larger than that in the House bill would create serious
risks to our economic recovery, in particular the crention of inflationary pres-
sures. Whatever temporary benefits might be obtained through lower tax burdens
would be quickly negated by the resulting rise in prices and interest rates; in-
creased after-tax incomes for individuals would be illusory, and the tax incen-
tives for business investment and job creation would be undermined. These
economic risks should not be taken. We ask this Committee not to adopt a
significant increase in the tax reduction now contained in H.R. 13511.

PERSONAL TAX OHANGES
Taz relief for individuals

In fashioning the portion of the tax cut relating to individuals, the Committee
is urged to bear in mind a fundamental principle of tax equity: taxes should
be imposed in accordance with ability to pay. The tax program recommended
by the President reflects that principle. We are convinced that tax reduction
should be focused on individuals in middle and low-income brackets; these are
the persons most in need of reliet from tax burdens. The tax bill adopted by
the House does not adequately respond to this critical principle of tax equity.

H.R. 13511 would effect the tax cut through several changes. Individual rate
brackets would be expanded by about 6 percent. The zero bracket amount (“stand-
ard deduction”) would be increased from $3,200 to 3,400 for joint returns and
from $2,200 to $2,300 for single returns. The personal exemption would be
raised from $760 to $1,000, with the general tax credit being eliminated. Rates
would be cut in certain brackets.

In the abstraci, these changes may appear to have merit. Yet, when one ex-
amines the impact of H.R. 13511 on specific taxpayers, the inequities become
apparent. As H R, 13511 was adopted by the House, a typical four-person family
with wage income of $10,000 would receive an income tax reduction of only $62—
a cut one-fifteenth the size of the reduction provided to a family with salary
ten times as large. Relief for the typical four-person family at the $20,000 income
ley_e} would be less than one-sixth of the tax cut enjoyed by a $100,000 income
family.

An examination of combined income and social security tax changes reveals
the same disturbing pattern. For a family of four at the $15,000 wage level,
combined income and social security taxes would be reduced $35 in 1979 in com-
parigson to 1977 levels. The net income and social security tax reduction at the
$100,000 level would be $485—a cut 15 times as large even though income is only
7 times as large.

Moreover, it is important to recognize that these figures, relating to personal
income tax relief, do not present the bill in its full perspective. The comparisons
I have just discussed do not include the impact of capital gains relief in H.R.
13511. The proposed capital gains tax changes for 1979 and the subsequent in-
flation adjustment for capital assets would provide capital gains rellef amounting
to nearly $7 billion annually in 1983. Like any cut in capital gains taxes, this $7
billion would be enjoyed primarily by persons in higher income brackets. As a
result, the inclusion of capital gains cuts in the bill makes it especially important
that the personal cuts be focused on middle and low-income groups.

The Administration recommends that the distribution of tax rellef be altered
to provide greater tax reductions than the House bill for all income classes
through £50,000. We would reduce some of the bill’s bountiful tax cuts for per-
sons in income classes above $50,000 and increase cuts for taxpayers with in-
comes under $20,000. The share of the total individual tax cut going to persons
below $20,000 should be increased from 25 percent to about 40 percent while

3 Using the same estimatin mnmstlonu. the tax cut in H.R. 13511 is $18.8 billion,
compared to the Administration’s $20 billion recommendation. The Administration did
not count the expiration of the $2.5 billion general jobs credit in its tax program as a
revenue-raising provision. It was, however, accounted for elsewhere in the budget.
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the share for those above $50,000 should be reduced from 24 percent to about
10 or 15 percent. This distribution of relief reflects much more accurately the
tax principle of ability to pay.

As you know, the distribution of personal tax relief in the bill depends upon
two factors: rate changes and the s'ze of the exemption or credit for dependents. -
Nefther of these factors can be viewed in isolation. Changes {n tax rates can be
combined with an exemption or credit to produce virtually any degree of pro-
gressivity the Committee desires.

We suggest that a $240 credit for each dependent be combined with generous
rate cuts in the middle-income brackets to achieve the recommended tax cut dis-
tribution—increased tax savings in the bill for all income categorles through a
level of about $50,000. The new credit would replace the current $750 exemption
for each dependent and the general tax credit, which is equal to the greater of
$35 per dependent or 2 percent of the first $8,000 of taxable income. By eliminat-
ing this complicated scheme of exemptions and alternative forms of credits, the
$240 personal credit would achieve the same simplification as the $1,000 ex-
emaption in the House bill.

The $240 credit would provide a more equitable tax differential for various
family sizes than would the $1,000 exemption in H.R. 18511. The members of
this Committee are well aware of the advantages of providing tax savings through
a credit. Since the personal credit would be subtracted directly from tax li-
abllity, each additional dependent would furnish $240 in tax savings to a taxpayer
regardless of his income level. By contrast, a $1,000 exemption would result in &
§700 tax benefit for each dependent in a top-bracket family and a $140 benefit for
each dependent in the lowest-bracket family. .

: In addition to equalizing the tax savings for dependents, the $240 credit would

raise the level of earnings at which an income tax begins to be imposed. For
example, the tax-free level of income for a family of four would rise from
$7,200 under present law to $9.200. This figure compares with a tax-free level
of $7.400 under the House-passed bill,

This Committee now has the opportunity to review the tax rate schedules, the
exemptions and credits that are proposed for 1979. I urge you to reject the Houge
bill in these areas and to substitute a $240 personal credit and a new rate schedule
that direct greater relief to middle and low-income families. A sense of fairness
demands these changes to benefit the vast majority of American taxpayers.

Changes in itemized deductions

The House responded favorably to a number of personal tax changes recom-
mended by the President. Among these proposals are changes in itemized de-
ductions. T ask that you accept these provisions in order to continue the tax
simplification effort that began last year.

In the Tax Reduction and Simplification Act of 1977, Congress worked with
the Administration to enact changes that incorporate the standard deduction in
the tax tables, lessen the number of computations made by taxnayers, and simplify
the total reporting and recordkeeping burden, As.a result of these changes, ap-
proximately 40 percent of all individval taxpayers were able to file a short Form
1940A for tax year 1977, and the number of lines on that form was reduced from
25 to 15. The error rate of taxpayers was decreased dramatically. from 9.1 per-
cent to 6.5 percent for the long Form 1040 and from 12 percent to 5.1 percent for
Form 1040A.

We hone to sustain this encouraging progress. Itemized deduction chanees in
the House bill would accomplish further tax simplification without creating sig-
nificant controversy. The bill would simplify or eliminate a number of deductions
that add comnlexity to the tax system and that do not advance any major ob-
Jective of public policy.

1. State and Tocal tares—¥.R. 13511 would eliminate the deduction for State
?It:)<'i|;em§llllgasoline taxes. We urge the Committee to adopt this provision of the

The administrative problems associated with the gasoline deduction are large
relative to the tax savings Involved. Taxpayers using the standard deduction re-
ceive no tax benefit. The tax savines of a typical ftemizer are calculated ar-
bitrarilv and amonnt to onlv ahout $25. Most taxpavers use gasnline tax tables
prescribed by the Internal Revenue Service and guess at the number of miles
driven in a given year—a fact which must be known for vroper utillzation of the
tables. Therefore, calculation of the zaroline tax pald is seldom accurate. and the
{:;::;'?rs Revenue Service has no adequate way to check the mileage claimed by
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In addition to creating these administrative problems, the deductibility of
gasoline taxes represents bad substantive policy. Current law lowers the net price
of gasoline by the value of the deduction, thereby encouraging the purchase of
gasoline relative to other goods. Eliminating the deduction would advance the
governmental policy of discouraging the consumption of energy.

We recommend that the Committee also eliminate the special deduction for
general sales taxes, personal property taxes and miscellaneous taxes while re-
taining deductions for State and local income and real property taxes. State
sales taxes, like gasoline taxes, are usually determined arbitrairly with reference
to published tables that provide nearly uniform deductions and result in a rela-
tively small tax benefit. Since the tax benefit for itemizers is generally modest
and since there is no benefit at all for_the 69 percent of individuals claiming the
standard deduction, deductibility is not a major factor for State and local govern-
ments in determining the rate of tax to impose. By extending H.R. 13511 to re-
move deductions for these other forms of State and local taxes, the Committee
could achieve further tax simplification; and tax increases could be avoided by
using the revenue raised from these changes to provide larger rate reductions.

2. Political contribulions.—The House adopted the Administration's proposal to
simplify the confusing scheme of deductions and credits for political contribu-
tions. Under current law, a taxpayer can elect to claim itemized deductions for
the first $200 of contributions. In leu of the deduction, he may claim a credit
for one-half of his political contributions, with a maximum credit of $50. The
House bill would repeal the political contribution deduction while retaining the
credit. As a result, the incentive of the tax subsidy for political contributions
would be available equally to itemizers and non-itemizers and would not rise with
the income level of the taxpayer.

3. Medical and casualiy ezpenses.—The current provision for medical deduc-
tions is unnecessarily complicated. Twelve lines on schedule A for Form 1040 are
devoted to computation of the deduction for dental and medical expenses. Cur-
rently, one-half of the first $300 of health fnsurance premiums is deductible
outright for those who itemize. Other medical expenses are deductible to the
extent they exceed 3 percent of adjusted gross income, with this latter category
of deductibility inciuding the remaining portion of health insurance premiums
and including medicines and drugs in excess of 1 percent of adjusted gross income.

The House has accepted the President’s proposal to treat medical premiums,
drugs and medicines in the same manner. All of these expenditures would be sub-
Ject to the same floor—in the House bill, 3 percent of adjusted gross income. This
change would greatly simplify return preparation. However, for those who now
itemize their medicines and drugs, the House bill would have the effect of reducing
the overall floor from 4 to 3 percent. This change by itself would increase the
number of itemizers.—

The Committee may wish to consider additional simplification measures in
this area. Since normal medical expenditures average about 8 percent of income,
the floor for medical deductions could be raised—perhaps to 5 percent of adjusted
gross income. This would accord with allowing deductions for hardsh!p cases. but
leaving the normal amount of expenses as an element of the standard deduction.
On the same theory, casualty losses, now deductible for amounts in excess of $100,
could be subjected to an additional floor of 5 percent of adjusted gross income.
There is no reason the government should in effect insure property damage losses
at a lower threshold than personal injuries or sickness. By substituting rate cuts
for the lost deductions, over one million taxpayers would be able to switch to the
standard deduction.

Unemployment compensation

The House also adopted the Administration's recommendation that the current
tax exclusion for unemployment compensation benefits be phased out as an in-
dividual's income rises above $20,000 for a single person or $25,000 for.a married
couple. Under the bill, 50 cents of unemployment compensation would be taxed
for every dollar of taxable income ( including unemployment compensation) re-
ceived in excess of these income ceilings.

Dollars received from unemployment benefits are Just as valuable as dollars
received fn any other form. Therefore, a continued exclusion at high and midadle-
income levels violates the principle that a person should be taxed in accordance
with ability to pay. In the 1976 Act, Congress repealed the sick pay exclusion for
workers at high-fncome levels on the grounds that sick pay is a substitution for
wages and should generally be taxed {n the same manner. This rationale should
now be extended to unemployment compenesation.
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Reforming the tax treatment of unemployment benefits is especlally important
in view of the serious abuses that can he caused by the preference. In inanr cases,
the unemployment compensation system serves not to relieve hardship but to dis-
courage work. For example, some individuals receive a substantial income every
year through investment income and a salary from a 9-month job; they take a
winter vacation and collect untaxed unemployment benefits. There is no reason
we should continue to perinit such persons to “beat the system' at the expense
of their neighbors who work throughout the year for taxable wages.

Earned income credit

The House bill would extend and simplfy the earned income credit—an impor-
tant provision developed by the Chairman of this Committee to assist workers at
lower-income levels. Under H.R. 13511, the earned income credit would be made
permanent rather than allowed to expire after 1878. In addition, there would be
changes in the calculation and determination of eligibility for the creiit. These
changes would make the eredit easier to compute and would enable the IRS to
determine more readily those eligible individuals who fail to claim the credit.

Currently, taxpayer mistakes are caused by difficult computations and by eligi-
bility criteria that differ from the criteria for determining filing status and elaim-
ing exemptions. The House bill would achieve substantial simplification through
the elimination of calculations and the substitution of published tables for hand
computations. In addition, the bill would make it possible to determine eligibility
for the earned income credit from the information supplied in claiming dependent
exemptions or head of household status. The Administration has strongly sup-
ported these efforts, and we believe that enactment of the House bill would result-
in simplification for both the taxpayer and the Internal Revenue Service.

Deferred compensation arrangements -

In order to provide similar tax treatment for persons in the same economic
circumstances, the tax law generally requires income to be reported by employees
regardless of the form in which compensation is received. It is thought that a
person who receives cash wages and uses those wages to save for retirement, to
purchase insurance, or to make other investments should not be taxed more heav-
ily than the person who receives those benefits through arrangements with his
employer.

As exceptions to this general rule, preferential tax treatment is now provided
for various employee benefits, including certain pension plans, group life insur-
ance plans, and medical insurance plans. The Administration believes that a-tax
preference for employee benefits can be justified only as a means of ensuring that
a wide range of employees is protected against such contingencies as sickness,
disability, retirement, or death. Accordingly, the President’s tax program recom-
mended that tax-favored status be withheld from certain kinds of employee
benefit plans that discriminate against rank-and-file employees.

Included in the President's recommendations was a nondiserimination require-
ment for “cafeteria plans.” A cafeteria plan is amarrangement under which a
participating employee elects the type of fringe benefits to which employer con-
tributions will be applied on his or her behalf. H.R. 13511 contains a provision
which is substantially similar to the President’s proposal, and we urge that this
Committee retain that provision.

Other sections of the House bill would enable employees to defer taxation
under certain plans that permit an employee to elect whether or not to receive
a current cash payment. One type of plan covered by the House bill is an un-
funded “salary reduction plan” ; another type is & ‘‘cash or deferred profit sharing
plan.” We believe that preferred tax treatment for these plans should also be
based on a requirement of nondizeriminatory coverage. The Treasury Department
~ is working on a detatled proposal in this area, and we will be happy to consult
with the Committee members in designing a fair and reasonable provision.-

Tazx shelters

Tax shelters are devices used by taxpayers to generate artificial paper losses to
offset income from other sources. There are at least two undesirable by-products
of tax shelter activity. First, such tax avoidance by high-income persons is de-
moralizing to average taxpayers bearing a substantial tax burden on all their
income. Second, many shelter activities draln investment funds from productive
enterprises into schemes designed primarily to generate tax losses.

In 1976, this Committee recelved extensive evidence regarding tax shelter
abuses. You responded with several tax changes. Tax shelter restrictions are
among the most significant reforms contained in the Tax Reform Act of 1876.
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Unfortunately, shelter gimmicks have now assumed forms intended by pro-
motors to avoid the restrictions in the 1976 Act. Tax shelter activity may have
actually increased during 1977. The National Association of Securities Dealers
reports that over $1.8 billion of shelters were publicly offered by its members
during 1977—a 50 percent increase over offerings in 1976, And there is some evi-
dence that private shelter deals may have increased even more dramatically.

In an effort to combat the newer shelter devices, the House adopted an exten-
slon of the current “at risk” rules recommended by the President. The “at risk”
limitation denles deductibility for certain paper losses that exceed an individual's
cash investment and indebtedness for which he has personal liability. The 1976
Act extended coverage only to partnerships and to a few specified activities of in-
dividuals. Urder the House bill, the “at risk' rule would be broadened to cover
all activities (except real estate) carried on individually, through partnerships,
or by corporations controlled by five or fewer persons. This important provision
in H.R. 13511 should be retained. ~

The President has also recommended that the Internal Revenue Service be au-
thorized to implement tax audits of partnerships and to resolve tax issues at the
partnership level rather than being forced to proceed against each partner in-
dividually. H.R. 18511 now contains only minor portions of the President’s pro-
posal: a civil penalty for late filling of partnership returns, and a very narrow
version of a proposal to extend a partner’s statute of limitations with respect to
partnership items. We would like to work with you to adopt additional portions
of the Administration’s partnership audit proposals.

Entertainment expenditurcs

Perhaps no proposal in the Administration’s tax program has recelved as much
public attention as the recommended limitation on deductions for entertainment
expenditures. This attention is not surprising, For many average taxpayers, the
unfairness of current tax law is brought home most vividly by the fact that
a few taxpayers are able to spend before-tax dollars to purchase some of the
items most taxpayers must buy with income that has already been taxed.

Allowing entertainment expenses to be deducted, without taxing the related
personal benefits to the recipient, offends fundamental principles of tax policy be-
cause it seriously distorts income measurement. The effect is to provide these
benefits partially at public expense. The Federal Treasury loses about $2 billion
each year on account of entertainment deductions—a revenue loss that must be
recovered from other taxpayers.

The public resents this form of subsidization of personal luxuries through the
tax system. The July Roper poll indjcates that 69 percent of Americans believe
that there should be no deduction for the “‘cost of membership in (a) club if (the)
job requires entertaining customers and prospects”. Seventy-five percent thought
there should be no deduction for the cost of theatre and sporting tickets pur-
chased to entertain business customers, and 76 percent of respondents would not
allow a full deduction for business-lunches.

HL.R. 13511 now contains none of the restrictions on deductibility of entertain-
ment expenditures recommended in the President’s program. We continue to be-
lieve that these proposals are in &ccord with sound principles of tax policy aud,
more importantly, address the overwhelming sentiment of the American public
for reforms in this area. We urge that the Finance Committee take account of this
attitude of average taxpayers and, at least, deny a deduction for the expenses of
maintaining facilities such as yachts, hunting lodges and swimming pools and for
fees paid to social, athletic or sporting clubs.

BUBINESS TAX CHANGES
Corporate rate reductions

Present law taxes the first $25,000 of corporate income at a 20 percent rate
and the second $25,000 at 22 percent ; income over $50,000 is taxed at a 48 percent
rate (a normai tax of 22 percent plus a surtax of 268 percent). The House bill
provides for a corporate rate schedule that is much more steeply graduated than
the current rate structure. Under H.R. 13511, the corporate rate would be 17 per-
cent on the first $25,000 of corporate income, 20 percent on the second $25,000, 30
percent on the third $25,000, 40 percent on the fourth $25,000, and 46 percent on
corporate income exceeding $100,000.

The corporate rate reductions in the House bill differ from the cuts proposed
by the President. In the President’s tax program, he recommended a reduction
from 20 to 18 percent on the first $25,000 of corporate Income, a reduction from
22 percent to 20 percent on income between $25,000 and $50,000, and a reduction

32-8330-78-13
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from 48 percent to 44 percent on income exceeding $50,000. The Administration
believes that this proposal provides the best means of reducing corporate rates.
In our view, the top marginal rate should continue to apply to corporate income in
excess of $50,000—the amount of the current ‘‘surtax exemption.” Certainly, the
level of graduation should not be raised above that in the House bill.

A graduated corporate rate structure raises troubling questions of tax equity.
It should be borne in mind that individuals are the ultimate taxpayers; there-
fore, the tax policy goal of progressivity has meaning only as it relates to the
impact of the system on individuals. Viewed in this light, a steeply graduated
corporate rate schedule is actually regressive.

The principal beneficiaries of the House provision are individual owners of
closely-held corporations—persons who are generally in higher income brackets
than the owners of publicly-held companies. Corporations whose shareholders
are in lower personal income tax brackets tend to elect subchapter 8. In a group
of tax returns studied by the Treasury Department, the average income of share-
holders in closely-held corporations exceeded $350,000. By contrast, the average
;320&;8 of all individual shareholders recelving corporate dividends was about

Moreover, most of the corporite relief would be provided in corporate income
brackets from $50,000 to $100,000, the brackets affected by increasing the surtax
exemption above the current $50,000 level. The proposed increase in the surtax
exemption would provide no relief for small corporations with no taxable income
or with taxable income of less than $50,000. Only 10 percent of all corporations
would receive any tax reduction from the increase in the surtax exemption.
These corporations represent less than 1.5 percent of all business entitles.
- We fear that an unintended result of the House changes would be the aggrava-

tion of tax-shelter abuses by many high-income individuals. To many owners
of closely-held corporations, the corporgte income tax—far from being an addi-
tional burden—is actually a relief from taxes which they would otherwise pay if
all the income of their corporation were attributed directly to them. The shelter-
ing of income at the corporate level would be made s*ill more attractive ff sub-
stantial capital gains tax cuts, such as those in H.R. 13511, were adopted ; capital
gains tax reductions would increase the tax advantage of avolding the receipt
of annual dividends and postponing a shareholder's reallzation of corporate prof-
its until he sells his stock. In short, potential for tax abuse might be increased
significantly by the use of the close corporation—a device already advertised
widely as the “ultimate tax shelter.”

Investment taz credit

As part of his program to encourage business investment, the President recom-
mended that the 10 percent investment tax credit be made permanent and be
extended to a wider range of taxpayers and a broader scope of investments.
Most of thiese recommendations were adopted by the House,

1. Permanent invesiment credit.—The present 10 percent credit is now sched-
uled to revert to a 7 percent level after 1980. The House accepted the President’s
recommendation that the credit be made permanent at a 10 percent rate so
that businesses can plan ahead with greater certainty of the tax benefits that will
be associated with projected capital expenditures. We hope the Finance Com-
mitteo will follow this course.

2. Increase in taz lability celling.—Under current law, the investment credit
claimed during any taxable year cannot generally exceed $25,000 plus 50 percent
of tax liability in excess of that amount (with excess credits being eligible for a
a three-year carryback and a seven-year carryforward). The Administration pro-
posed that the tax Hability ceiling be raised to 90 percent of tax liability in excess
of $25.000. We also recommended that a taxpayer be entitled to offset no more
than 90 percent of the first $25,000 of tax liahility.

The House bill would phase in an increase in the tax liability celling, with a
90 percent cefling to be applicable after 1981 for tax llability exceeding $25,000.
We support this provision in H.R. 13511 as a constructive step to make the
investment credit more fully available to businesses with high investment needs
and low profitability. However, to ensure that no firm will be able to use invest-
ment credits to eliminate its entire tax liability. we continue to recommend
that the 90 percent celling also be applicable to the first $25,000 of tax lability—
a limitation not included in H.R. 13511.

8 Flipidbility for the rehabilitation of structures—The House bill would allow
the investment credit for investments made to rehabilitate exisiing structures
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such as industrial buildings, commercial bulldings and retail establishments.
Present law geifiefally limits the credit to expenditures made to purchase ma-
chinery and equipment. In our view, the extension of the investment credit to
the rehabilitation of structures would encourage the renovation of buildings and
would thereby assist in the redevelopment of decaying urban areas. For this
reason, the Administration generally supports this provision. However, there
may -be serfous problems in defining those structures eligible for the credit and
the type of investment that qualifies as a ‘“rehabilitation” expenditure; we
would like to consult with this Committee in developing provisions that mitigate
these definitional problems.

4. Distressed area crecdit.—In the President’s urban program, he recommended
that an additional 5 percent credit be available for investments, certifled by the
Commerce Departient, in economically distressed areas. Adoption of this pro-
posal would furnish additional incentives for urban investment.

B. Pollution conirol facilities.—Certain pollution control facilitles can now
qualify for special tax treatment under two separate Code provisions. These
facilities can generally be financed through the issuance of tax-exempt industrial
development bonds. In addition, pollution control equipment installed in-pre-
1976 plants is eligible for special five-year amortization. However, if rapid
amortization is elected, ouly one-half of the full investment credit can be
claimed.

H.R, 13511 would generally permit pollution control equipment to qualify for
the full 10 percent credit even if rapid amortization is claimed under the pro-
visions of existing law. There would be an exception to this rule. To the extent
pollution facilities were financed with tax-exempt industrial development bonds,
a taxpayer could not combine a full investment credit with rapid amortization.

The Administration originally proposed the extension of the full investment
tax credit to pollution control facilities, but this recommendation was accom-
panied by a proposal (discussed below) to repeal the tax-exempt status of pol-
lution control bonds. By coupling these two proposals, our intention is to provide
tax relief that is more efficient and does not disrupt the market for state and
local government bond issues. We will support the extension of the full invest-
ment tax credit to facilities being rapidly amortized only if tax-exempt finaneing
for investments in pollution control factlities is repealed.

Industrial development bonds

Interest on debt obligations issued by State and local governments is exempt
from Federal income tax. There is also a current tax exemption for certain
“industrial development bonds” that are issued by State and local governments
for the bhen~fit of private borrowers. In order to qualify for tax-exempt status,
industrial development bonds must be issued to provide financing for certain
facilities such as pollution control equipment, sports arenas and convention halls,
airports, industrial parks, and the facilities (such as hospitals) of private, non-
profit organizations. There i{s also a *“small issue” exemption for certain in-
dustrial development bonds where the amount of the honds sold does not exceed
$1 million or the total capital expenses of the facility being financed do not
exceed $5 million.

The President's tax program recominends the termination of tax-exempt status
for certain industrial development bonds. Our proposals would provide substan-
tial assistapce to State and local government financing efforts and would also
improve the equity of the tax system. These important provisions are not included
in H.R. 13511—an omission we consider to be a serious defect in the bill.

1. Termination of exemption for pollution control bonds, bonds for the develop-
ment of industrial parks, and private hospital bonds.—The Administration rec-
ommends that there no longer be an exemption for interest on industrial
development bonds for pollution control or for the development of industrial
parke. We believe the exemption should also be removed for bonds issued to
finance construction of hospital facilities for private, nonprofit institutions un-
less there is a certification by the State that a new hospital i8 needed. o

These activities are essentially for the benefit of private users. The tax ex-
emptlion in such cases serves little or no government purpose, but increases the
supply of bonds in the tax-exempt market. The cost of municipal financing is
raised as a result.

Municipal financing is injured particularly by the abundance of petlution
control bonds {n the market place. In 1977, there was nearly $3 billion of tax-
exempt horrowing for pollution control, accounting for 6.6 percent of all tax-
exempt financing and 88.2 percent of all industrial development bonds. Substitut-
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ing a lberalized investment tax credit in place-of tax-exempt financing for
pollution control facilities would provide Federal assistance in bringing existing
plants into compliance with environmental standards without undermining the
ability of State and local governments to borrow funds.

2. Small issuc excmplion for economically disiressed areas.—Under the House
bill, the small issue industrial development bond limit would be increased from
$5 million to $10 million. We oppose this change. By Increasing the exemption
limit generally, this proposal would not improve the competitive position of
depressed localities in seeking funds; it would serve only to increase the supply
of tax-exemt bhonds and to impair borrowing capacity for governmental
purposes. :

The Administration recommends that the financial assistance be targeted.
The existing “small §ssue” exemption should be retained only for economically
distressed areas; and. with respect to those areas, we reconmend that the §5
million exemption be raised to $20 milifon.

Targeted jod credit

In April, 1978, the President announced his urban program to encourage em-
ployment of those individuals who have been experiencing the most difficulty in
finding jobs. A targeted employment tax credit was proposed to replace the
general jobs tax credit that will expire at the end of 1878, Under the Administra-
tion’s program, employers would earn a tax credit for employing disadvantaged
youth and handicapped individuals.

As modified by the House, the targeted jobs tax credit would provide a maxi-
mum credit per employee of $3,000 for the first year of employment and $1,.000
for the second year of employment. Eligible employees would include WIN
registrants, vocational rehabilitation referrals, youths and Viet Nam veterans
eligible for food stamps, SST recipients, general assistance recipients, and cooper-
ative education students. Like the Administration’s proposal, the }Mouse Dbill
would avoid discrimination by company size, industry and region; it places no
absolute limitation on the amount of credit claimed by an 2mployer and does not
restrict the availability of the credit to companies that have employment growth.

The Administration generally supports the targeted jobs credit contained in
H.R. 13511. This proposal is very similar to the recommendation made by the
President. The targeted jobs credit is urgenfly needed to provide job oppor-
tunities for economically disadvantaged young people and for others who have
not been reached by more general programs to encourage business expansion and
to increase employment.

We believe it is especially important that these young people he aided in
their efforts to find private employment before they are drawn into the weifare
system. For other eligible groups, the incentives offered by the tax credit
should be fully coordinated with Federal job placement programs to provide
necessary assistance and information and to assure uniform eligibilty standards.
The Administration would lik2 to assist the Committee in developing technical
provisions to reflect these objectives more fully.

‘Small business proposals

We urge the Committee to retain in H.R. 13511 two provisions recommended
by the President to provide specific rellief to small corporations. First, the Sub-
chapter 8 rules that treat certain small corporations as partnerships would be
simplified and liberalized. Second, risk-taking would be encouraged by doubling
(from $500,000 to $1 million) the amount of a small corporation’s stock that
can qualify for special ordinary loss treatment, by doubling (from $25,000 to
$50,000) the amount of losses that can be claimed by any taxpayer with respect
to such stock, and by eliminating several technical requirements that needlessly
restrict the ability of small businesses to use this provision.

We do not support a provision in the House bill that increases the first-year
depreciation allowances for certain businesses. Under the House bill, the maxi-
mum amount of first-year “bonus” depreciation that could be taken would be
increased from $2,000 to $5,000, and this special provision would be limited, for
the Arst time, to taxpayers with less than $1 million of depreciable property.

This new “bonus” depreciation provision would rdd further complications to
a system that 1s already confusing for many small businesses, Far more valuable
assistance can be provided to small businesses by gimplifying the depreciation
calculations that must now be made. We repeat here our recommendation, out-
lned in H.R. 12078, for a new, simple table for equipment depreciation tanta-
mount to a streamlined ADR system for small business.
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Farm acoownting

The Tax Reform Act of 19768 generally requires farming corporations to use
the accrual method of accounting in order to match properly farming expenses
with farming income. That Act contains exceptions from the accrual accounting
requirement for certain corporations. One of the exceptions is for corporate
farms with annua! gross receipts of §1 million or less; another exception is for
farms controlled by one family, without regard to slze or the extent of public
ownership.

The Administration has recommended the repeal of the one-family corpora-
tion exception, so that large corporate farms would be subject to accrual account-
fng requirements regardless of whether they are family owned. We have also
recommended an extensfon of the accrual accounting requirement to farm syndi-
cates. There is no reason to permit multi-million dollar corporations and tax
shelter syndicates to utilize a cash accounting privilege designed for unsophis-
ticated taxpayers.

In lieu of the Administration's proposal, the House adopted an additional
exception to the accrual accounting rules for certaln farm corporations owned
by two or three families. The stated purpose of the House provision is to avoid
competitive advantages for one-family corporations now permitted to use cash
accounting. We feel that the I'resident's proposals provide the appropriate means
of eliminating the competitive fmbalances caused by the accrual accounting
exceptions. However, if this Committee decides not to adopt the President's
recommendations in this area, we will not object to the additional exceptions in
the House bill.

H.R. 13511 would also revoke an IRS ruling which requires farmers, nursery-
men, and florists who use the accrual accounting method to inventory growing
crops. On July 28, 1978, the IRS issued Revenue I’'rocedure 78-22, which allows
any farmer, nurseryman, or florist who is on the accrual method of accounting
to change to the cash method. This revenue procedure should eliminate any
undue hardship that may have been caused by the previous ruling. The House
provision is not needed to provide relief, and we oppose its adoption.

Domcatic International Sales Corporation (DISC)

In its tax program, the Administration recommended that the large cuts
in corporate tax ratex he combined with the elimination of two costly tax
preferences for firms conducting international business operations. One proposal
would have phased out the forelgn tax deferral provision, which permits
domestic corporations to avold paying a U.S. tax on the earnings of their foreign
subsidiaries as long as those earnings remain overseas. Another proposal would
have phased out the DISC tax preference. Neither of these proposals is contained
in H.R. 18511.

I would like to discuss the DISC provision in some detall. The President's
program would eliminate, over a 3-year period, the special tax benefits granted
for exports channeled through a company's specially created subsidiary—a paper
entity known as & Domestic International Sales Corporation (DISC), Artificial
pricing rules on transactions between the parent company and its DISC permit a
favorable allocation of export profits to the DISC, and the taxatton of one-half
of “incremental” DISC income is deferred as long as these profits are invested
in export-related assets.

There are numerous problems with the DISC program. It is incredibly com-
plicated ; over 50 pages of fine print in the International Revenue Code and
Treasury Regulations are devoted to describing this special tax program. DISC
i inequitable; special tax benefits apply only to exporters who establish these
paper subsidiaries, and well over one-half of DISC benefits is realized by only
2 percent of the DISCx. DISC is expensive; it costs U.B. taxpayers over $1 billion
per year in lost Treasury revenues. And there is little evidence that this enor-
mous cost has resulted in a significant increase in exports.

We need to stimulate exports, but the current DISC provision is the wrong
approach. £ a DISC program is to be maintained, we would like to work with
you to focus it more effectively. Many DISC benefits now go to exporters with
large profit margins--companies that would obviously he exporting in the
absence of any special {an incentive. The Committee may wish to consider the
elimination of the “50-50" rule that permits one-half of thoee large profits to be
allocated to tbe DISC. Another possible restriction would place a dollar limita-
tion on DISC benefits in order to target the relief to small companies that may
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experience difficulties entering the export market. These modifications would
result in an export incentive that 1s much more cost effective and equitable.

CAPITAL GAINS

H.R. 13511 contains significant changes in the tax treatment of capital gains.
Following & recommendation of the President, the House bill would repeal
the special 25 percent alternative tax that now applies to the first $50,000
of capital gains of high-income individuals. A one-time exclusion would be per-
mitted for up to $100,000 of ga n on the sale of a principal residence. The bill
would also eliminate capital gains as an item of tax preference for purposes of
the individual and corporate minimum tax and as a preference offset to the
amount of personal service income eligible for the 60 percent maximum tax
ceiling. Capital gains in excess of $20,000 would be subject to a new alternative
minimum tax of § percent if that tax exceeded regular tax llability. Finally, in
determining capital gains or loses, an inflation adjustment would be provided
after 1979 for common stock, real estate and tangible personal property. Taken
together, these changes wounld reduce cap'tal gains tax liabilities by $1.9 billion
in 1979, with that figure expanding to nearly $7 billion annually by 1988.

If capital gains relief is provided, we recommend consideration of several
modifications in the House-passed version of H.R. 13511 :

First, to Ilmit tax avoidance by wealthy individuals, a reasonable alternative
minimum tax on large capital gains should be adopted in place of the token
“micro-mini” tax in the House bill.
beSewnld.edthe existing minimum tax on the capital gains of corporations should

retained.
. Third, the exclusion for residences might be altered to reduce the revenue
oss.

Fourth, the special inflation adjustment for certain capital assets should be
eliminated.

I will discuss each of these modifications in some detail.

Adoption of a true alternative taw on capital gaine

In attempting to provide relief for persons with significant capital gains tax
liabilities, the House crested an undesirable by-product: H.R. 13511 would
exacerbate the probiem of tax avoidance by wealthy individuals making extensive
use of tax shelters. Ellminating the current minimum tax provision vould reduce
the top rate on capital gaine to 35 percent; that result appears to be 1be objective
sought by the House. But the replacement of the current minimum tax with the
new “micro-mini” tax also has the effect of reducing from 715 percent to b
percent the maximum capital ga'ns rate paid by individuals who have completely
sheltered millions of dollars of capital gains from regular tax Hability. A present
minimum tax with a modest impact on sheltered capital gains would be diluted.

An example derived from actual tax flles may help to illustrate the increased
sheltering opportunities that would be available under the House bill. An
individual with $2,184,962 of capital gains uses $1,005,057 of shelter losses to
eliminate all regular tax Hability ; the regular tax that would normally be peld
on one-bhalf of capital gains ($1,002,491) is offset completely by tax losses. Under
current law, he would pay a minimum tax of $160,084—an effective tax rate on
cap'tal gains of 7.4 percent. If the “micro-mini” tax in the House bill were
adopted in place of the current minimum tax, this person’'s minimum tax
lability would fall to $108,240—a tax rate of less than 5 percent on capital gains
exceeding $2 million,

Viewed in the countext of the capital gains changes in H.R 18511, there is ne
justification for an alternative minimum tax that is a0 insignificant. The current
minimum tax rate was kept low because it affects unsheltered taxpayers; ft can
add several percentage points to an effective tax rate that is already substantial.
If the current “add-on” minimum tax on capital gains is eliminated in favor of
an alternative tax approach, a graduated alternative minimum tax can be
adopted so that persons with very large capital gains would have to pay more
than a token 5 or 714 percent tax,

Such a graduated “true alternative tax” is reflected in the amendment we
supported on the House floor- —an approach we commend to this Committee. This
amendment would affect only persons with ordipary losses exceeding ordinary
income. For those individuals, the true alternative tax would simply require that
ordinary losses be offset againat capital gains before the special capital gains



196

deduction (equal to one-half of total gains) is applied. This new limitation would
never reduce the amount of the special capital gains deduction below $5,000, nor
would it apply in & manner to reduce the benefits of charitable deductions.

The “true alternative tax” approach would provide a much more reasonable
minimum tax lability for the individual, described earler, who has sheltered
over $2 million of capital gains from all regular tax liability. He would be re-
quired to pay tax on about one-fourth of his total capital gains. Rather than
paying a “micro-mini"” tax o! only $§103,249 tmposed under the House bill, this
taxpayer's llability would be $345,628 under the “true alternative tax.” The
effective tax rate on $2 million of capital gains would rise from § percent in the
House bill to nearly 16 percent under the amendment.

Mr. Chairman, you and other members of this Committee have played an inatru-
mental role in developing & minlmum tax concept—an effort to minimize the
extent to which high-income taxpayers can use various preferences to eliminate
all or most tax liability. The Treasury Department will release today its High
Income Report for tax year 1976. This report will show that provisions in the
Tax Reform Act of 1976 have succeeded {n reducing dramatically the number of
high-income, nontaxable returns; in 1976, the number of nontaxable returns for
individuals with expanded incomes over $200,000 fell by 5 percent, from 210 in
1975 to 53 in 1976. The number of nontaxable individuals with adjusted gross
incomes over $200,000 fell from 260 to 22, a decrease of over 90 percent.

The results of this report should not lead to complacency. There are still non-
taxable returns with high economic incomes that, for various reasons, do not
fit into the categories of “expanded income” or ‘“adjusted gross income.” More-
over, for every nontaxable high-income return, there are still ten or more “nearly
nontaxable” returns where ircome has been reduced by more than 80 percent by
use of preferences, deductions, and tax credits.

We believe that the true alternative tax on capital gains represents & significant
effort to continue the important work already performed by this Committee in
reducing large-scale tax avoldance. It begins to focus on the problem of the
“nearly nontaxable” return. You may wish to expand the alternative tax con-
cept to include preferences other than capital gains. Whatever course of action
is selected, we believe it is critical to amend H.R. 18511 to avoid a serious setback
to important minimum tax reform efforts.

Retention of minimum taz on capital gains of corporations

A corporation can now elect to have its capital gains taxed at a 30 percent
alternative rate, as opposed to the top rate of 48 percent under the regular
corporate schedule. The corporate alternative tax on capital gains is consldered
a preference {tem for minimum tax purposes. But unlike the individual minfmum
tax, the corporate minimum tax adds a very insignificant amount to the effec-
tive capital gains rate—a maximum increase of only 1.123 percentage points even
if all a corporation’s income is eligible for the capital gains preference.

Other provisions in the House bill would cause a corporate minimum tax on
capital gains to be even less burdensome than it is now, If the corporate rate
schedule fn H.R. 13511 is enacted, the impact of a corporate minimum tax would
be reduced still further to a maximum 0.717 percentage point addition to the
capital gains rate. Moreover, by providing a 30 percent corporate rate on ordinary
income between $50,000 and $75,000, the House bill would reduce the number of
corporations that would elect the alternative capital gaing tax and subject them-
selves to an additional minimum tax liability.

We see no reason for eliminating the corporate minimum tax on capital galns,
as proposed in H.R. 18511. Even with the {ndividual capital gains relief in the
House bill, the maximum corporate rate on capital gains would still be more than
4 percentage points below the maximum individual rate. In our view, the elimi-
nation of the corporate minimum tax can be justified only if the alternative
capital galns rate for corporations is raised to the maximum individual level—
85 percent.

Reduction in revenue cost of exclusion for residences

The Adminlstration believes that capital gaing relief should be provided for
homeowners. In the Administration's tax program, we recommended that the
gain on sales of residences be excluded as a tax preference item for purposes of
both the minimum tax and the maximum tax.

Additional homeowner rellef may be appropriate. However, the $100,000 ex-
clusion in H.R. 18511 is extremely costly. It would vesult in an annual revenue
loes of approximately $700 million.
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To provide significant capital gains tax cuts to homeowners at a reduced
revenue cost, the Committee may wish to consider excluding from taxation the
gain attributable to the first $50,000 of sales price on residences for persons age
85 or older. This would represent an expansion of the exclusion in current law for
gain attributable to the first $35,000 of sales price for persons age 65 and over.
Under this approach, the revenue cost of homeowner relief would be reduced to
approximately $300 million.

Deletion of inflation adfustment

We believe that the Archer amendment, which would provide inflation adjust-
ments for certain capital assets, refiects a serlous mistake in the House. This
%ronv.l;l&nl lla unfalr, complicating and very costly. It should be eliminated from

The Archer amendment is inequitable becanse it selects for infiation adjust-
ments only one aspect of the tax law—the income of persons who already enjoy
the benefits of the capital gains preference. It is difficult to justify an inflation
adjustment for owners of capital assets while ignoring the effect of inflation on
the savings account depositor. Nor is it fair to permit the holder of debt-financed
property to adjust the asset’s basis for {nflation while making no allowance for
the fact that the debt is being repald with cheaper doliars.

. These inequities are fllustrated grapbically by considering three hypothetical
axpayers:

(1) Taxpayer A has a $100,000 certificate of deposit, which bears interest at
the rate of 5 percent.

(2) Taxpayer B purchases a capital asset for $100,000 ; he sells it for $105,000
after it appreciates b percent in one year.

(3) Taxpayer C purchases a capital asset for $200,000, financing the purchase
with $100,000 of debt bearing 5 percent interest; this asset is sold for $210,000
after it also appreciates 5 percent in one year.

At the end of one year, each of these taxpayers has an additional $5,000 in
cash and is in the same economic position before taxes; however, the Archer
amendment would result {n disparate tax treatment. Assume an inflation rate of
5 percent. Taxpayer A has an additional $5,000 of taxable income and receives
no relief under Archer. Taxpayer B has no additional taxable income because
the inflation adjustment equals his appreciation. Taxpayer C is in a better posi-
tion than either A or B; although he has $5,000 more cash upon the sale of his
capital asset ($210,000 less the $100,000 initial cash investment and less repay-
ment of $105,000 principal and interest), he will show a loss for tax purposes
equal to the $5,000 of interest pald. Such disparities make no tax sense and will
distort investment and borrowing decisions.

The economic distortions and tax shelter pousibilities of the Archer amend-
ment are on.y beginning to be analyzed by tax gpecialists. For example, the
special inflation adjustment granted to owners of corporate stock would un-
doubtedly lead to the subterfuge of incorporating assets not eligible for the
adjustment. Indexing the basis of depreciable assets only for purposes of measur-
ing gain would encourage businesses to engage in unproductive asset exchanges,
using an inflation adjustment to avoid reporting gain on the exchange while
taking a stepped-up basis to increase depreciation allowances for the newly
acquired equipment.

The amendment would introduce staggering new complexities into the tax
law. Taxpayers and the Internal Revenue Service would have to make deter-
minations such as: (i) whether a particular asset qualifies for indexation,
elther in whole or in part; (ii) if an asset qualifies only in part, the portion
of the asset's basis that is “adjustable”; (ii1) whether a particular transaction
is one in which indexation is allowed; and (iv) the holding period for measur-
ing adjustments where, for example, the basis-of an asset is the sum of the cost
of numerous property improvements made through the years. The answer to
each of these questions might differ from that applied for other tax purposes.
Recordkeeping and return preparation burdens for taxpayers would be increased
substantially, and disputes with the IRS would arise more frequently.

The revenue cost of the Archer amendment would exceed $4 billion annually
by 1983. This cut is twice as large as all the other forms of capital gains re-
ductions in the bill. In combination with the other capital gains changes and
tax reductions on business and investment income, this amendment would re-
sult in a tax bill that provides 71 percent of the total relief to the owners of
capital. As H.R. 18511 now stands with the Archer amendment, it is & bil
tilted £ar t0o heavily away from American wage earners.
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In addition to this proposal's inequity, complexity and excessive cost, there
is & problem with Archer that is even more fundamental. Indexation is a re-
sponse to high inflation rates, but the proliferation of indexaiion schemes tends
to make those rates an accepted fact of economic life. The economic defect be-
comes institutionalized. Rather than accommodating to inflation, we should
bend all efforts to control {t.

OONOLUBION

As 1 conclude my remarks, it is appropriate to acknowledge the time con-
straints under which you are working. The Committee is considering this bill
late in the legislative seasion. For this reason, we are not proposing that you
consider far-reaching structural changes in H.R. 13511 that would consume
an inordinate amount of time. In fact, we are recommendiag that the Com-
mittee delete from the bill proposals, such as the Archer amendment, that can
be considered properly only after extensive testimony and debate.

The recommendations I have outlined tod..y are designed to bring the House
bill closer to the tax pelicy objectives outlined by the President. We urge that
greater tax relief be provided to middle and low-income families. We belleve the
investment incentives in H.R. 13511 should be modified in order to increase
thelr efliciency and fairness. And we are suggesting a reasonable extension of
the tax reforms in the House bill so that the system can be made more equitable
and simpler. The Administration is anxious to work with this Committee to
accomplish these objectives.

AprrENDIX: FEEDBACK EFrecrs ANDp RrvENUE EsTIMATION

The term “revenue feedback effect” refers to the fact that the actnal change
in revenues resulting from a tax revision will depend upon economic responses
to that revision. There is general agreement that such feedback effects can be
important. To understand more clearly the implications of feedback effects for
revenue and recelpts estimation, it is useful to separate economic responses into
three types.

First, there are short-run responses to changes in spendable income that re-
sult from tax increases or reductions. A tax cut, for example, will raise the
amounts of after-tax income available to households and to business firms. If
there is sufficient additional capacity, higher after-tax incomes will lead to
increased consumption and investment which In turn will generate higher in-
comes and higher revenues. A number of standard macro-economic forecasting
models are usually employed to estimate the magnitude of these ghort-run in-
come effects.

A second type of feedback effect deals with long-run factor-supply responses
to tax changes. Taxes alter the after-tax returns for work effort and for sav-
ing and thus will influence the supply of labor and capital offered to the market.
The size of the caplital stock and labor force will in the long run determine
economic capacity and, therefore, the income base potentially available for
future revenues.

The third type of feedback effect is the behavioral response to price in-
creases or decreases brought about by tax changes. As tax changes alter rela-
tive prices, households and business firms tend to shift patterns of consumption
and investment away from those activities that have increases in price or cost
toward those that have decreases. That is, taxpayers will move into activities
which have been granted a tax benefit and away from activities which have
lost such a benefit., The result influences the allocation or composition of eco-
nomic activity and also the volume of Federal revenues.

Therefore, to estimate all potential revenue feedbacks requires determina-
tion of (1) the increase or reduction in spending due to changes in income, (2)
the changes in economic capacity due to changes in the supply of labor and
capital, and (3) the substitution of lower cost for higher cost activities. In
general, estimating procedures currently used by the Treasury do incorporate
such feedback effects. Budget receipts for each fiscal year include the impact of
tax changes on aggregate demand. Longer-run receipt projections allow for the
likellhood of tax-induced changes in the capacity of the economy. Furthermore,
whenever it is reason~ble to do so, the allocation effects of price changes re-
sulting from tax revis.ons are incorvorated into revenue estimates. Each of the
three types of feedbacks is discussed in more detail below.
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MACRO-EOONOMIC RESPONSES

According to the macro-economic models, tax law changes which reduce gov-
ernment revenues will, over time, increase demand, resulting in higher GNP,
personal incomes and corporate profits and higher tax recelpts. Consequently,
estimates which do not take into account these short-run multiplier effects tend
to overstate revenue losses resulting from proposals which reduce tax ratea
or narrow the tax base and overstate revenue increases resuiting from pro-
posals to raise taxes. Treasury estimates are alleged to suffer from this defect.

However, this critlcism is based on n misunderstanding of the longstanding
Treasury practice to provide two types of revenue estimates for proposed changes
in tax law. The first type of estimate is made for the complete program of tax
changes in the President’'s budget. Feedback effects on incomes and tax receipts
resulting from short-run multiplier effects are always incorporated in these
figures to show the actual impact of the President’'s program on the economy.

For example, Treasury estimates of total tax receipts during the 1063-1968
period incorporated such feedback effects. The stimulative effects of the Ken-
nedy tax cut along with anticipated growth in the population, the labor force,
prices and productivity were more than enough to fully offset the reduced
revenues resulting directly from lower income tax rates. While total recelpts
were projected to rise over this period, it is generally agreed that the 1964 tax
cut by itself, could not have induced an economic response sufficient to restore
the initial revenuse loss. The figures in Table 1 demonstrate that Treasury
anticipated the feedback revenues, The estimating errors taken from the an-
nual budget documents for that period ran about 414 percent, far too close to
;ge mark for estimates which did not accurately include short-run feedback

ects.

In the context of the current tax debate, Table 2 illustrates the impact on
receipts of short-run multipiler effects resulting from the President's proposed
$20 billion tax reduction program. The Midsession Review of the 1978 Budget
shows estimated unified budget receipts of $448.2 billion in 1979 and $507.3
billion in 1880. These figures include proposed tax reductions of $14.1 billion
and $21.8 billion, respectively. However, in the absence of these proposed tax
reductions, revenuses are estimated to be $459.8 billion in 1970 and $521.1 bil-
lion in 1980. Thus, the net cost to the Treasury of the President’s proposed
program is $11.1 billion in 1979 and $13.8 billion in 1980. These net tax pro-
gram figures include $3 billlon and $8 billion of offsetting revenues attributed
to short-run multiplier effects. These feedback revenues are included in the
r;c::pt totals but are not separately identified in the published Midsession Budget

eview,

The estimation of multiplier effects requires making a number of critical
assumptions, including actions the Federal Reserve may take to adjust the
money supply and interest rates. These assumptions can influence the multiplier
effects on the economy and the resulting revenue feedback. However, there are
no plausible assumptions under which induced feedback effects from tax cuts
will lead to an increase in tax receipts over what they otherwise would have
been. In fact, none of the macro-economic models of the Unlted States economy
predict revenue feedback sufficient to offset the initial revenue loss.

The second kind of estimate made by Treasury involves the revenue change
from specific proposals without feedback effects (except to the extent Treasury
is able to estimate price effects as described below). This kind of estimate is
also appropriate for the kind of policy questions which may arise. For example,
great attention is focused on the distribution of tax changes among taxpayers
at different income levels. For distributional analysis policymakers should look
at the direct impact on taxpayers engaged in a particular nctivite. such ae nay-
ing private school tuition, or on those recelving a particular source of income,
such as capital gains. .

In contrast to the taxr side of the Budget, there ts general agreement that
Jeedback effects are not appropriate for the expenditure side of the bdudget.—
Congressional decisions concerning the expenditure side of the budget are also
properly made on the basis of gross expenditnres. We should not estimate, for
example, that a dam, highway, harbor, or even alrcraft carrier costs only 60
percent of its initial outlay on the argument that the Federal government re-
coups the rest in the form of higher revenues. A dollar of outlay costs a dollar
in resources used up and a dollar of tax reduction releases a dollar for use in
the private sector. The macro-economic feedback effects of both of these changes
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are important, but it ls also important to evaluate the initial impacts
correctly.

Treasury policy to include multiplier effects when overall positions of fiscal
policy are being established, as described earlier, i8 consistent with excluding
multiplier effects when slternative programs are being considered that do not
markedly alter the desired flscal posture. The assumption is made that each
separate tax proposal being considered is designed to be incorporated into a
comprehensive package of proposals, with net tax reductions consistent with
the overall fiscal policy. In this framework, it i8 clearly incorrect to include
offsetting multiplier effects in revenue estimates for individual tax proposals.
This is because the budget receipt estimates aiready include the feedback effect
of the aggregate change in taxes. To agaln include feedback effects, as each
component of an overall tax package is being considered, would be to double
couwit induced revenue changes and misguide policymakers as to the size of the
budget deficit or surplus.

OAPACITY RESPONSES

Much attention has recently been focused on the potential for increasing eco-
nomic capacity by reducing rates of tax. Since income taxes necessarily reduce
the reward from additional work effort or from adding to savings or investment,
reductions in rates of income taxes—especially 1eductions of the highest marginal
rates—would increase significantly the aggregate amount of work effort and
capital supplied in the economy. This increased work effort and larger capital
stock would provide increased capacity to produce income that is subject to tax,
offsetting at least some of the initial revenue lost by tax reduction,

The fundamental logic of this argument is souud, but there are a number of
practical considerations that recommend against regularly reporting separate
estimates of these aggregate capacity, or “supply side”, effects of tax changes.
There are presently no economic models that fully incorporate supply effects
and that have also developed a track record over a period of years. In fact
neither the magnitude nor the timing of such effects is well known and there is
consequently wide professional disagreement about their importance. For ex-
ample, some advocates of the Roth-Kemp tax reductions claim that induced
supply responses would be so large that general rate reductions would bring
about higher revenues than would occur without them. Some of these advocates
argue that the responses would be so rapid that revenue increases from induced
supply would occur in the first year. Other analysts, including those who have
developed the well-known econometric forecasting models, predict that in the firat
few years following a tax change, there will be no significant increases in eco-
nomic capacity resulting from higher wages or increased returns to saving.

In the case of induced labor supply even the direction of change is at issue.
Historically, there has been a tendency, as incomes have increased, for the aver-
age worker to work shorter hours and to retire at an earlier age. When taxes
on labor income are reduced, the positive response to higher after-tax earnings
will be offset, perhaps completely, by this tendeney to take some of the increased
potential earnings in the form of increased leisure.

The greatest weight of professional opinion is that increased capacity in
response to reduced tax rates will take effect much more slowly than the demand
effects induced by higher incomes. Auy tendency for labor supply to respond to
increases in after-tax wages will be translated into increased economlic capacity
only over a period of years. In part, this is because it takes time for householde
to adjust—to seek out a second job, to arrange for child care, to take more school-
ing, and the lke. More important, however, is that it takes time for Lusinesses
to make the additional investment necessary to accommodate the {increased’
labor supply.

Nevertheless, these long-run supply effects are very important since they will
help to determine the underlying growth and composition of employment and
output {n the future. Significant supply side factors are not ignored in deriving
the long range receipts projections that are included in the Ludget. These pro-
jectiors show the path of Federal receipts through time that are conxistent with
attainable Increases in capacity and aggregate demand.

The Treasury has been devoting substantlal resources to understanding and
estimating supply effects. We also closely monitor new research in this area.
Analysis of the longer-run implications of tax policy will butld upon new research
findings as they become avallable,
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PRIOR EFFECTS

Tax policy changes have consequences for economic behavior other than their
aggregate demand effects and supply side responses. A further important effect
of tax policy changes is that they alter the relative prices or costs of particular
types of consumption and investment goods. As a consequence, households and
firms respond by changing their consumption and i{nvestment patterns. Not all
tax changes have significant price effects. Changes in exemptions, the standard
deduction, and even across-the-board cuts in tax rates do not bring about sig-
nificant changes in relative prices. However, when such relative price effects
do occur and when there i8 broad agreement as to both the magnitude and the
direction of these impacts, revenue estimates incorporate the behavloral resnonses
to the relative price changes. There are numerous examples of such behavioral
responses. They include:

TABLE 1.—COMPARISON OF ESTIMATED AND ACTUAL UMIFIED BUDGEY RECEIPTS, FISCAL YEARS 1963-63
[Oolisr smounts in biffions]

RN B & X
1na.7 116.3 130.9

1 Danotes actual level of unified budget receipts.
Nots: Detalls may not add to totals due to roonding.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis, July 14, 1978

TABLE 2.—PROPOSED TAX REDUCTIONS INCLUOED IN THE ADMINISTRATION'S MIOSESSION BUDGET REVIEW

[ta biltions}

Fiscal yoor—
17, ] 1880
Unified budget receipts published in the Midsession Review. .. .. ... ... .... 48,2 %7.3

Recel tﬂwuofhl’ndduumudmmm«u roposals :

Gu dnuc LY L T, ’ ......................... -141 -21.8
Offsetting induced recatpts. ... oo iiirciricreeran e nan 30 3.0
Netchange tn reoolpts. ... oot icenecemeiirercenneicancumanccncannane- -111 -13.8
Unified budget receipts in absence of the President’s tax reduction and reform s -

Source: Ofcs of the Secretary of the Trassury, Office of Tax Asatysls, Asg. 16, 1978

The taxable bond option, where it is assumed that some fraction of municipal
debt will be issued on a taxable basis as a result of the lower interest costs of
issuing subsidized taxable debt compared to the prevailing rate on tax-exempts.

The automobile efficlency tax, where consumers are assumed to modify thelr
pattern of automobile purchases in response to the increased prices of gas-
inefiicient vehicles.

Residential and business thermal eficiency and solar tax credits, where the
reduction in prices of the subsidized activities are assumed to induce households
and firms to install more insulation and to use lower cost sources of energy;

Any new program such as subsidles for exporta (DISC) or for new retirement
programs (IRA), where the revenue estimates depend upon the extent to which
the new provision will be used ;
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_Integration of corporate and personal taxes, where an increase fn corporate
dividends would be expected to accompany the reduction in the combined level
of personal and corporate taxes on these dividends.

In all of these cases, there may be disagreement over the magnitude of the
behavioral responses. Nevertheless, a good faith effort is made to incorporate
behavioral responses into the revenue estimates where the behavioral responses
will obviously occur and they are belleved to be substantial. But we do not try
to estimate feedback effects where the predominant responses are unpredictable
or where there 18 no objective basis for making a judgment.

Two specific cases of tax induced price changes are currently of particular
interest. They are the cuts of capital gains taxes and the reduction of top
marginal tax rates. It has been alleged in both cases that the price effects of the
tax change will induce a flood of new revenues to the Treasury, outweighing the
initial revenue loss. In the case of capital gains cuts, the claim is made that the
increased realizations will be s0 large as to yleld an increase in tax receipts on
capital gains. In the case of a reduction in the top marginal tax rates, the switch
of Investment from sheltered to unsheltered activities along with a vast increase
in work effort are the alleged sources of the higher tax receipts.

Claims have been made that solid empirical analysis underlies both be-
havioral responses. But these claims are greatly overstated. The empirical
work to date concerning the response of gains realizations to changes in capital
gains tax rates has not distinguished between short-run transitional effects and
long-run effects. Further, if the results are interpreted as estimates of perma-
nent long-run effects, they {mply such enormous reductions in the average holding
periods of assets as to be totally at variance with the observed historical sta-
bility of these holding periods. Also, the estimates assume that every investor has
an unlimited amount of unrealized accrued gains just waiting to be realized at
lower tax rates, an assumption surely contrary to the facts. Moreover, il may
be very difficult to separate statistically the effect of the marginal tax rates from
the effect of high itemized deductions for medical expenses or casualty losses.
Higher realization of capital gains may be due to high itemized deductions
rather than to low marginal rates themselves.

Attempts to adduce the likely responses of high income taxpayers to reduc-
tions in their marginal tax rates by examining historical data for the years before
and after the 1964 tax cut also are serlously deficlent. While it may be true
that at substantially lower marginal tax rates individuals would find tax shelters
of much diminished economic advantage and would therefore tend to invest
more in fully taxed assets, the likelihood and magnitude of snch a response
cannot be determined by merely looking at the income taxes paid by those in the
upper income classes before and after the tax cuts of 1964. The upper income
group dld, in fact, pay more in taxes after their marginal rates were cut, but all
income classes experienced tax cuts and all realized significant increases in in-
comes along with the general expansion of the economy in 1964-68. The share
of before-tax income reported by the highest income classes was remarkably
stable over the entire period from 1952 through 1972. In addition, it should be
pointed out that most of the increased taxable income in these income groups was
from higher realized capital gains. But the 1964 Revenue Act did not change the
25 percent alternative tax on capital gains. Thus while it may be desirable to
reduce marginal tax rates to provide additional incentives to work and to save,
there is little evidence for claiming large revenue gains to the Federal Treasury
as a result of tax-induced price effects.

CONOLUSION

First, estimates of aggregate budget rece!pts do include the additional receipts
resulting from the impact of tax changes on aggregate demand. However, esti-
mates for particular tax changes, just like estimates for particular expenditure
changes, 4o not include feedback effects. To do so when they are already in the
aggregate estimates would be double counting.

Second, projections of long-run budgetary figures also accommodate the im-
pacts of tax changes on economic capacity. As research sheds more light on the
nature of these effects, it may be possible to incorporate them more formally into
longer-run projections.

Third, Treasury does incorporate estimates of changes in specific types of
investment or consumption induced by relative price changes whenever it appears
the effects are important and it is possible to make reasonable estimates.



APPENDIX

{From the Washington Star, Sunday, Aug. 13, 1878]
(By Eugene J, McCarthy)

CAPITAL GAINS AND CasTER'Ss ECONOMICE

Harry Truman said once, or possibly more than once, that he was looking for
& one-armed d&wonomist; because every economist he knew, when talking of eco-
:om&c matters, always said, “On the one hand . . .,” and, “Then, on the other

and .. ."”

It one takes President Carter's comments on proposals to reduce the rate of
taxation on capital gains as economic rather than political judgments, one must
conclude that the president is consulting neither ohe-handed nor two-handed econ-
omlsts. One must conclude that he has become his own economist.

The president has called the proposed reduction “a high tax windfall for mil-
lionaires” and “two bits” for the average American (the latter phrase reportedly
coming from the resident White House image maker, Gerald Rafshoon). Treas-
ury Secretary Michael Blumenthal, who should know better and probably does,
joined in with the suggestion that the legislation be referred to as the "“Million-
afres’ Relife Act of 1978.” Given these comments, it may be in order to look at
some economic and political realities.

One basle economlic fact, on which there is general agreement among econo-
mists and businessmen, is that the American economy needs an infusion of new
capital. The economic and political reality is that there are three major sources
for this needed capital.

One is the government itself, which could provide capital through loans or
grants to business and {ndustry, similar to those given to the ailing Penn Central
Railroad. This method is not generally favored by either businessmen or politi-
cians, and has not proved to be a very reliable source of investment funds.

A second source is earnings retained by industry and business. The amount of
capital available from this source depends on corporate tax rates, investment
credit allowances, depreciation schedules and =0 forth. There is, however, little
political support for any major concession in these areas.

The third possible source of funds, and the most desirable from a social point
of view, is non-governmental and non-business. It is investiaent by individuals,
either directly or through financial institutions which act as thelr agents.

Increased imvestment by individuals could be encouraged most immediately
and effectively through a reduction in capital gains rates. That action should be
sustained by changes in income tax policies which would permit or assist persons
below the “millionaire” category to accumulate earnings to be used for invest-
ment.

Administration opponents of the reduction in the capital gains tax rate, as well
as other opponents and crities of it, make the obvious point that its initial benefits
would go to upper-income persons who have the largest investments.

This {8 not a compelling argument against reduction of capital gains tax rates.
It is a comvpelling reason for looking at other aspects of the tax system. And it
is 8 compelling reason for looking at the operation of the American economy,
which makes it difficalt for persons in every income bracket (unless they already
have wealth) to accumulate property through savings and investment.

It 18 important to note that, because of the great increare in value of homes
and farms and small-bustness properties middle-income persons would benefit sig-
nificantly from reduced capital gains taxes.

Among the benefits likely to low, In some measure, from reduced capital galns
tax collection are these:

1. The encouragement of savings and investment.

(203)
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2. The unlocking of assets and the more normal transfer of them, and the dis-
couragement of the present “until death do we part with capital assets” policy
and practice.

3. A clear and immediate benefit to home owners who sell and also to those

who buy.

4. A reduction of the unhealthy corporate debt-equity ratio.

5. Bome aid to U.8. businesses that compete with businesses from Japan and
Germany and other countries which do not impose capital galns taxes.

6. An increase in jobs.

7. An increase in the Groas National Product.

8. And, depending on other things being more or less equal, a reduction in the

federal budget deficit.
[Thereupon at 2:45 p.m., the committee recessed, to reconvene at
the call of the Chair.}]
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