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Testimony on H. R. 13270
Before the

Committee on Finance, United States Senate
September 15, 1969

by
Preston Hartin* '

Mr. Chairman and Members of the Committee:

It is a privilege to appear to testify on H. 3. 13270. 1 will

confine my remarks to the taxation of savings and loan associations,

12W
The Federal Home Loan Dank Board ("Board") urges the enactment

of a tax incentive on residential real estate loans: a deduction based

upon a percent of gross interest income from these lane, the so-called

Administration proposal.

The Board further suggests the consideration by this Committee

of a stronger incentive on the sae deduction basis, based on gross

mortgage income derived from conventional mortgage loans to moderate and

low income households If the Administration's "'5 percent deduction" is

adopted, the Board requests consideration of a 10 percent deduction for

gross income so derived.

sLBI opposes the tax definition of a savings and loan associa-

tion contained in H. R. 13270. H. . 13270 first describes a savings

and loan as an insured institution or one which is subject to regulatory

supervision and examination. The Board believes that this is an adequate

definition and that to go further inhibits the adaptability of the savings

*Chairman, Federal Home Loan Bank board
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and loan industry in a changing environment.

The present application of the tax law to "supervisory" mergers

has boon in need of revision. Under current tax law, tax deducted reserves

may be subject to recapture upon merger or acquisition of assets. Where

this is the case, the tax would be taken from existing net worth, and this

stops the merger. The Board believes that, at a minimum, "supervisory"

mergers or acquisitions of assets instituted by it in the public interest

should be relieved of this tax effect.

Tax Reform and Inner-Citv Investment

This Board appreciates that the Committee, the Congress, and the

Administration must act as Solomon In balancing the revenue nueds of tile

Nation with the potential impacts of tax legislation upon the means for

obtaining our many national goals, Housing is and should be paramount

among those goals, and housing for moderate and low income households t

a goal which is fundamental to our social stability. The Board supports

the ta deductions approach based upon a percentage of gross interest

income in the taxation of savings and loans. It does so because tile

deduction approdch has those virtues of simplicity and clarity in contrast

to the complications and ambiguities of the present "bad debt reserve"

approach. The deduction approach has the social virtue of widening the

incentives for residential lending to non-savings and loan institutions.

Financing the groaL housing needs of this Nation in the 1970's of

something like 26 million additional units and tens of millions of sales

transactions necessary in the existing inventory to move the now units
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is a task of such Herculean magnitude that all lending Institutions

should be stimulated to participate.

The Board is in present dialogue with the Treasury as to

considerations of the 5 percent deduction rate, its phase-in curve over

time, and the deduction percentage which may be recommended as addi-

tional incentive for uninsured, unguaranteed loans to moderate and low

Income households.

I respectfully ask that the Board be granted the privilege by

the Committce of submitting a supplementary statement of the above Issues

prior to the closing of these lenringas.

PHLBB is certain that No R, 13210 lacks specific Incentive to

lending Institutions of all kinds for funding the development and re-

development of Innor-City and other urban housing for moderate and low

income Americans, The Board would argue that there are few more pressing,

essential needs than housing for these Americans. A mot frequently

overlooked social relationship Is the high correlation between better

housing, productivity and social stability. Again and again In our

history, ethnic groups have exhibited the upward social mobility which

has contributed so much to our culture and our national strength. A

better job may be the first step but a better apartment and then a house

of your own is certainly the second one. That apartment or that house,

in turn, increases a sense of family unity and spurs an adult member of

the family group to great economic incentive to further material goals.

3
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o It. 13270 has a number of tax incentives to individuals and

to investorS in housing. I respectfully ask you to consider how we are

going to stimulate large amounts of housing if the incentive Is only

to that individual or corporation which puts up 5 percent or 10 percent
of the development cost, vhile the financial institution putting up

90 percent or 95 percent (often 100 percent), before the project is

completed, has no specific incentive at all. The Federal Rome Loan

Dank System is currently advancing funds to member institutions so

they can finance WM projects in Inner-Citiees There is not even

adequate money for these Insured risks at this time. Certainly there will

not be funds for quicker, more flexible approaches of the private lender

for his community where Federal guarantees and insurance do not have to

be waited for. A more generous tax deduction such as 10 percent would

do much to provide Incentives in this necessary area.

4



-5-

Tax Definition of a Savinas and Loan

H, R. 13720 proposes to re-enact -P with modifications .- the

existing tax definition of a savings and loan association.

H, R. 13720 first describes a savings and loan as an insured institu-
I

tion or one which is subject to regulatory supervision and examination, The

Board believes that this is an adequate definition and all that is needed is

the tax law. To go further inhibits the ability of the industry to adjust to

changing consumer demand structures,

The Friend Study, recently completed; has shown that the economics

of the industry are changing dramatically and will continue to change in the

short term, While the industry has grown throughout the postwar period,

profitability has declined from 12,5% of net worth in 1962 to 4.1% in 1967.

During this same time period, the rate of growth of associations' deposits

has continually declined, By the mid-1960's, it was vell below that of

commercial banks,

Due to the long-term nature of the mortgage instrument, savings

and loans cannot adjust to market interest rate changes, In view of their

large holdings of older low-interest mortgages, many associations are not

always in a position to raise new money whenever it is needed. To counter-

act this, the Friend Study has suggested that grester flexibility be

introduced into association asset-liability structures. They are now

borrowing short-term money and lending Iong-term funds. In order to allow

associations to compete with commercial banks for fundsl Friend argues that

this asset-liability imbalance must be corrected.

33-758 0-69-No. 4-2
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Friend also found that there are pronounced economies of scale in

the financing of residential mortgages by associations. Ihis leads to the

conclusion that mortgage lending can be handled more efficiently by specialised

institutions like savings and loan associationsl than by diverse institutions

like comercial banks.

All of this evidence of changing economics leads the Board to believe

that less rigid definitions are needed rather than more stringent ones. Rigid

definitions of permissible asset percentages also place the Congress in an'

awkward position. On the one hand Congress rightly charges the F71 BB vith

certain authority to regulate the savings and loan industry in the public

interest. On the other hand, in a search for revenue, it overlaps that

authority by imposing a certain rigid limit like the "'82% rule."

H. R. 13270 does not stop here, but rather goes on to describe

specifically the business and activities of a savings and loans "apbstantially

all of the business of which consists of acquiring the savings of the public

and investing in loans." This re-codification of an apparently "practical"

provision presumably continues in effect certain Treasury regulations which

may conflict seriously with thi Board's housing policy objectives. During

periods like 1966 and 1969 of rising interest rates and loy savings inflows,

long-term lenders should be encouraged to maintain a relatively high velocity

of cash flow -- to serve their borrowing public -- this t generally

possible only through a vigorous loan sales or participation program which

turns over the mortgage inventory. The "investing in loans" requirement

is directly counter to this basic policy objective,

Based on the language of the savings and loan "definition"p the

Treasury in 1964 published certain tests -- the "gross income" test and the

6
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"sales activity" test -- to determine whether an association was "investing

in loans" as required by the statute. The "gross income" test was conceived

when the industry apparently was extremely profitable and was designed to

limit availability of the savings and loan tax shelter to income geneated

by the traditional savings and loan activities. Theeteat is met if 85 percent

of an association's income is normal savings and load operating income. Not

only is the test difficult to adminieter, but an association could be forced

beyond the allowable limit by the FHLB or perhaps a counterpart state

regulatory authority -- as when required to develop or sell excessive real

estate holdings. In many cases# the requirement tends to encourage manage-

ment decisions whieh are not in the beat long-run interests of the institution.

The "sales activity" teat has further onerous consequencee. The

test was designed to limit an association ability to sell loans or loan

participations even though the sale may have resulted from an excess of

demand for loans over savinge capital in the association's geographical area.

Such a restriction directly conflicts with the public objective of furthering

optimal geographical allocation of funds, With a forecast overall shortage

of mortgage capital over the next decade, it seems all the more important

that the barriers to such funds flows should be removed.

Finally, the proposed tax definition in H. R. 13270 sets forth an

elaborate structure as to the mix of assets which a savinge and loan asso-

ciation must hold. An association must fall within this framework to

maximize its bad-debt deduction. ?he Board sees no need for any "asset test"O

in the presence of regulatory limitations for Federally-chartered associa-

tions and cease-and-desist powers to prevent unsafe or unsound concentrations

7
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of investment in nontraditional types of assets, (generally the types which

are now limited in the Board's regulations).

There is a further reason, The "asset tests" included in

H. R. 13270 probably would be difficult to change during the next decade.

Who can say today what asset will be in the public interest during the 1970'.

in order to optimize the savings and loan industry's contribution to housing?

Mobile home lending Is an example of the "forbidden asset" of the 1960'., one

of sudden strong growth and of moderate income service ability. Vith hindsight

one could now argue that both the tax law and the National Housing Act should

have been changed earlier in recognition of the social need for this type of

housing. The Board respectfully submits that Congress and the Board will

have a better posture from which to respond to changing circumstances or,

perhaps more importantly, to anticipate a need for change without detailed

enumeration of assets.

The Treasury proposal would effectively solve most of the problems

created by the existing law and those which would be continued by H. R. 13270.

he present tax law -- as it applies to the mergers of savings

and loan associations -- makes the "supervisory" merger in many cases very

difficult or impossible, Let me explain what I mean by a "supervisory"

merger as opposed to a "husinesese merger. A "supervisory" merger is

encouraged or instituted in the public interest by the 8LIC and the F1UBB,

involving one or more savings and loans with financial or managerial

problems. A "business" merger is initiated by member savings and loans

for objectives like economies of scale or market entry.

8
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Business merger applications are approved or disapproved by the

Board depending upon a variety of criteria (such as whether the interests of

the consumer -- both the sever and the mortgage borrower -- are better served

by larger atit competitora,

It is the application of the tax law to the "supervisory" merger

which concerns the Board. The problem is that under current tax law -.

including Section 593(f) -- tax deducted reserves E be subject to recapture;

and, if this is the case, the tax must be taken from existing net worth which

is usually already too thin. This effectively bars some otherwise desirable

merger candidates or unduly limits the available supervisory solutions.

First, in a so-called non-taxable or tax-free reorganization --

two mutual merge or two stock associations merge and no cash changes hands

the supervisory agencies usually Insist that the parties obtain an Internal

Revenue Service ruling that there will be no restoration of the reserves

under 593(f). Such a ruling is vital because adverse tax consequences would

be disastrous to the adequacy of net worth. However, obtaining a tax ruling

is a time-consuming task and in a supervisory merger time can be of the

essence.

Therefore, thi Board recomends that the tax law be amended to

state that there would be no recapture of reserves in a tax-free reorganize.

tion for clarification, even though the Service recently published a

ruling which supports the conclusion that there is no restoration required

in non-taxable mergers,

9
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However, the Board is even more concerned that current tax law

would (at least in the Internal Revenue Service's view) subject a savings

and loan's reserves to tax in the supervisory merger of a stock association

into a mutual or Vice versa -- even when there is no economic gain to the

disappearing shareholders and almost certainly no gain to either of the

corporate parties to the merger. This rule in effect eliminates the possibility

of a supervisory merger of a "problem" association -- either a stock or mutual --

into a attonger association which does not operate under a similar charter.

The Board would propose to allow the acquired association to carry

over its tax deducted reserves in a supervisory merger provided the con-

sideration paid for the acquired association eLther: (1) .flows from the

tax paid earnings of either association, or (2) from a non-savings and loan

association such as a holding company. However, in no event should there be

recapture in excess of the cash consideration paid for the savings and loans.

In such a case, the recapture potential would carry over to the acquiring

association; but there would be no current tax impact or reduction in net

worth thereby .... which is in the public interest.

The Administration proposal,,over time, would tend to minimize

this problem. Perhaps at some appropriate time a complete examination of

the nature of savings and loan reserves and net worth could be undertaken

with the objective of clarifying thenature of such accounts and the

circumstances under which they may be subject to tax,

10



SUMMARY OF THE PRINCIPLE POINTS OF THE TESTIMONY OF WILLIS W. ALEXANDER
ON BEHALF OF THE AMERICAN BANKERS ASSOCIATION BEFORE THE

SENATE FINANCE COHITTEEON Ho. Re. 13270

SEPTEMBER 15. 1969

Gains From Debt Securities

1. The ordinary income treatment of security gains and losses by banks
would hamper the efficient management of the public debt.

2. The market effects of the proposed tax treatment have already
decreased demand for low coupon issues and decreased the demand for
intermediate and longer term issues,

3. Should Congress terminate this present treatment of capital gains and
losses, the cost of Treasury and municipal intermediate and long-term
financing is quite likely to increase and may well result in greater
cost than the increase in revenue involved.

4. Banks and other institutions are experiencing a further depreciation
in the values of their security holdings which may impair their margins
of solvency.

5. The present nonsymmetrical treatment of capital gains and losses at
banks enables the banking system to meet changing credit needs in the
economy.

6. If Congress terminates the present treatment, it should not be made
retroactive, since banks presently own securities which they had
purchased before the July 11 announcement date of the proposed
legislation in the belief that gains would not be taxed as ordinary
income.

Bad Debt Reserves

1. The present treatment of bad debt reserves of banks is the result of
prolonged and intensive discussions between Treasury officials and
banking industry representatives on what constitutes an adequate
reserve for protection against loan losses.

2. Current provisions for bad debt reserves provide stability and solvency
to the banking system and recognize the need for different treatment
from that accorded commercial enterprises. In other legislation, the
Congress is now grappling with the question of the difference between
comerce and banking.

11
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3. Without an adequate bad debt reserve, banks experiencing heavy losses
on loans could suffer impairment of capital sufficient to force
liquidation or reorganization. Current public policy requires stepped
up marginal lending with respect to risk and net returns to solve some
of our inner city and other problems. This calls for strengthened, not
weakened, bad debt reserves.

4. The question of net returns on economic income as a result of invest-
ment in municipal issues is not relevant to the matter of bad debt
reserves. Moreover, such investment is also dictated by deliberate
bank policy to help in financing State and local Governments,

3. The proposed carry-back and carry-forward treatment of losses does not
provide the same degree of protection as an established reserve.

Provisions Affectina the Trust Industry

1. Sections 341 and 342 relating to accumulation trusts-should not be
enacted because tax abuse is not a problem and the possibility of tax
avoidance is slight.

2. Section 201 requiring the establishment of an annuity trust or unitrust
to obtain a charitable deduction should not be enacted because the
statutory approach is extreme; it would reduce the investment flexi-
bility of trusts and impose unnecessary burden and expense on trustees.

3. Section 515 relating to the taxation of lump sum distributions from
qualified employee death benefit plans should not be enacted because
present capital gains treatment is equitable and the income received
is important to family security when the family breadwinner dies.

Withholding of Interest and Dividends

1. Passage of this amendment would place an unnecessary burden and expense
on banks and other payers of interest and dividends.

2. The Internal Revenue Service has a vast amount of data from information
returns on Form 1099 filed by banks and other payers of interest and
dividends that can be used to determine taxpayers' liability which in
all likelihood has not been used. The Service should use this infor-
mation before requiring private industry to withhold taxes on interest
and dividends.

12



STATEMENT OF WILLIS W, ALEXAI)ER
ON BEHALF OF

THE AMERICAN BANKERS ASSOCIATION
BEFORE THE

SENATE FINANCE COMMITTEE
ON

H, R. 13270

September 15, 1969

Mr. Chairman and members of the Committee, I am Willis W. Alexander,

President of the Trenton Trust Company, Trenton, Missouri, and President of

The American Bankers Association. I appreciate this opportunity to testify

for the Association on the Tax Reform bill (H. R. 13270). This bill in its

entirety and the changes proposed by the Secretary of the Treasury are of

interest to the banking community. Federal taxation and expenditure are

major forces influencing the growth, stability, and efficiency of our

economy. The challenge to Federal fiscal policy today is to achieve an

ordering of national priorities that is consistent with attainment of the

maximum rate of real economic growth that can be sustained without inflation.

The American Bankers Association has consistently supported fiscal measures

aimed at curbing inflation and at assuring orderly growth of our economy.

As much as we would like to comment extensively on the Tax Reform bill,

the limitations of time and the urgency with which this bill is being con-

sidered dictate that we limit our testimony today to provisions in the bill

which are of particular concern to the commercial banking industry.

Gains From Debt Securities

At the present time, commercial banks, along with mutual savings banks,

savings and loan associations, and small business investment companies, re-

ceive nonparallel treatment with respect to capital gains and losses on

13
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debt securities. Net gains are taxed as capital gained! net losses are
deducted from ordinary income. Under the Tax Reform bill, both net gains

and losses would be treated as ordinary income.

'In its report on the Tax Reform bill, the Committee on Ways and Means

noted that the "nonparallel treatment of sains and losses on bond trans-

actions was adopted In 1942 to encourage financial institutions to support

the large new issues of bonds which were then being offered to help finance

the war," The history of special treatment of losses on sales of debt se-
curities by banks dates back prior to World War II, but there is little
question that the exigencies of wartime finance were the major consideration

in the legislative establishment of the nonparallel treatment of gains and

losses in 1942.

The present treatment of gains and losses is not an omission or "loop-

hole" where none was intended by the Congress. The argument for reform

would appear to rest upon the idea that public policy objectives have long

since been achieved. We do not believe this to be the case. The Treasury

faces a large a&Ad difficult task in the nnagement of the Federal debt, and

there is cause for concern that the bond gain provisions will have an adverse

impact on the debt securities markets.

Just the prospect of the termination of the nonparallel treatment of
Sains and losses has already largely had three effects: (1) A decrease

in demand for long-term 4nd intermediate-term issues relative to demand
for short-term issues. (2) A decrease in demand for issues with low cou-
pon rates relative to demand for issues with high coupon rites. (3) A

reduction in the already low liquidity of the banking system. These effects

work in the direction of widening swings in prices, which increase the

market risk of holding Government securities.

14
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It is elemental that increased risk of fluctuations in the price of

a bond means that higher rates of interest must be paid in order to attract

purchasers. Moreover, in the face of increased risk of price fluctuations,

investors tend to shift to shorter term issues, on which the potential loss

due to fluctuations in price is less than on longer term issues. Hence,

elimination of nonparallel treatment of gains and losses will increase the

difficulty of the Treasury and state and local governments in issuing in-

termediate and long-term securities# and will also tend to increase the

cost of such financing.

There is little or no basis for estimating the extent of the effect

upon cost and average maturity. However, as the pricing mechanism in the

Government securities market is a highly efficient one, prices can be ex-

pected to adjust to reflect any advantage lost in the termination of non-

parallel treatment of gains and losses. The net effect could well be that

increased costs of Treasury financing will in due time offset the increased

revenue resulting from the taxation of securities gains as ordinary income.

The impact upon the present liquidity of the banking system comes from

the fact that termination of the present treatment of gains reduces the

effective yield of issues now outstanding and selling below face value.

These yields have already largely been brought into line with market rates

of interest in general, through declines in the prices of the affected issues.

Thus, banks as well as other financial institutions are experiencing fur-

ther depreciation in the market value of their holdings of securities. The

result will be further impairment of the liquidity of these institutions

and further impairment of their margins of solvency.

The impact upon liquidity and solvency will, of course, be a transitory

one, but it could be a relatively significant one under the presently

15
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stringent financial situation. The effect upon the costs of Treasury

financing will be long term as well as immediate.

lie attach sufficient significance to the long-term effects upon Treasury

financing to believe that there continue to be valid public policy objec-

tives for maintaining nonparallel treatment of gains and losses. Moreover,

nonparallel treatment has served to facilitate the meeting of credit needs

in periods of economic expansion. To obtain funds to meat credit demands,

banks must frequently sell securities when prices are depressed. The taking

of losses under such circumstances is, in part, mitigated by the prospect

that after credit demands slacken, funds can be reinvested in securities

which will appreciate in value, thereby providing capital gains. That is,

the prospect of future gains, taxable as capital gains rather than as or-

dinary income, will encourage banks to take the security losses necessary

to meet credit demands. Nonparallel treatment of gains and losses has

thus enhanced the responsiveness of the banking system in meeting changing

credit demands of the economy.

Our last but very essential point with respect to the nonparallel

treatment of gains and losses is that termination of such treatment should

not be retroactive. That is, it should not alter the effective yields of

securities now held by commercial banks and other financial institutions

accorded such treatment. Present holdings of securities were acquired on

the basis of yields calculated to include capital gains treatment of the

difference between purchase price and face, or redemption, value. It would

be inequitable to reduce the effective yields of securities acquired in

good faith on the expectation that gains would not be taxed as ordinary in-

come..If. nonparallel treatment is eliminated, the legislation should apply

only to securities acquired after July 11, 1969, when the proposed change

16
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was announced by the House Ways and Means Committee.

Bad Debt Reserves

At the present time, comercial banks are subject to an industry-wide

formula with respect to the accumulation of bad debt reserves. Each bank is

permitted to make transfers to such reserves until the total equals 2.4 per-

cent of eligible loans. Transfers in any single year are limited by certain

provisions designed to prevent unduly rapid or large transfers. Eligible

loans exclude loans insured or guaranteed by the Federal Government, such

as PHA and VA loans, as well as certain other loans deemed by the Treasury

to be virtually free of credit risk, such as Federal funds sold.

The present formula was adopted in 1965 after prolonged and intensive

discussions between Treasury officials and representatives of the banking

industry. Previously, banks could use what has been termed the individual

experience method which, omitting a number of technical details, permitted

each bank to increase its reserve up to a level equal to three times its

annual loss experience averaged over any twenty-year period since 1927.

For the banking industry as a whole, this individual experience method was

equivalent to a ceiling of 2.4 percent, adopted in 1965 for all banks.

At present, treatment of bad-debt reserves is the result of long-

standing regulation and considerable deliberation over the years, it can

hardly be regarded as an omission or "loophole" in tax policy. Treatment

of bad-debt reserves reflects broad public policy with respect to the

structure and functioning of the commercial banking system.

For most of our nation's history, a fundamental objective of public

policy has been that there should be a high degree of decentralization in

our banking system. That is, the banking system should consist of a large

17
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number of locally owned and controlled banks. The result ts that today we

have more than 13,000 commercial banks in the United States, and the great

majority of these banks are small enterprises. Haintenance of the stability

.and solvency of this system has been a national problem of great and some-

times urgent consequence. I need not recount for this Committee the measures

that have, over the year, been taken to assure that our nation will have a

safe and sound banking system.

Moreover, public policy has treated commercial banking as having certain

features and functions which set it apart from commercial enterprises in

general. In other legislation before the Congress at the present time, we

are, in fact, grappling with this very question of what constitutes commercial

banking, related financial activities, and nonrelated commercial activities.

The present treatment of bad-debt reserves is one expression of the above

basic public policies. Bad-debt reserves contribute to the solvency and sta-

bility of the banking system. The present formula recognizes that banks have

a special need for bad-debt reserves and that satisfaction of this special

need requires treatment that differs from that accorded commercial enterprises

in general. Additionally, public policy has been increasingly directed to the

objective of encouraging banks to make types of loans that are marginal or

submarginal with respect to risk and net return, and which therefore require

an even stronger bad-debt reserve position.

The argument for eliminating the present bad-debt reserve formula

appears to rest upon a contention that the effective rate of taxation of

commercial banks is low in comparison to non-financial businesses. The

Report of the Committee on Ways and tans purports to show that the ef-

fective rate of Federal taxation of commercial banks in 1966 ws$ only 23.2

percent. This percentage, however, significantly understates the incidence

18



-7-

of Federal taxation of banks.

The income taxes paid by commercial banks are not the sum total of what

might, from the point of view of economic analysts, be regarded as Federal

tax levies upon commercial banks. In 1968 insured banks paid $132.4 million

to the Federal Deposit Insurance Corporation, and in addition, national banks

paid $22. 7 million to the Office of the Comptroller of the Currency. These

revenues were dedicated to the functions of bank examination and provision

of deposit insurance, but though special in nature, they are, in effect,

taxes.

More importantly, the Report of the Committee on Ways and Means in-

cluded in the income base upon which the 23.2 percent was calculated the

earnings received by banks from holdings of tax-exempt obligations of the

states and political subdivisions. An analysis by the U. S. Treasury

Department, which was submitted to this committee, shows that from 1962

through 1966 tax-exempt interest increased from 18.4 percent to 33.2 per-

cent of the "economic income" of comercial banks, whereas the excess of

bad-debt deductions over actual losses varied between 9.2 percent and 13.3

percent over this five-year period and stood at 10.7 percent in 1966.-1/ It

is clear that the major reason for the apparently low incidence of Federal

taxation of comercial banks is the existence of tax-exempt income from

state and local government securities. Moreover, the decline in incidence

in recent years is due almost entirely to expansion of holdings of tax-ex-

empt securities, as banks have responded to meet the financial needs of

state and local governments. To argue that bad-debt reserves should be

reduced or eliminated because banks receive income from certain securities

1I Tax Reform Studies and Proposals. U. S. Treasury Deoartment, House
Committee on Ways and Means and Senate Committee on Finance, February 5,
1969, Fart 3, p. 475.
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that are tax exempt is a non-sequitur.

We hold that the case for or against bad-debt reserves cannot be

meaningfully argued on the basis of the incidence of Federal taxation of

commercial banks vis-a-vis the incidence of non-financial corporations, The

issue is whether special treatment of bad-debt reserves for conercial banks

serves established public policy objectives at a reasonable cost to the

Treasury. Another way of putting the issue is whether the present formula

results in bad-debt reserves that are adequate in relation to the public

policy objectives to be served.

Data collected in a special study of loan losses in the three years

1961 - 1963 show that in each of these years 213 banks, on the average,

suffered loan losses equal to 2 percent or more of eligible loans.1/ An

average of 114 banks each year sustained losses equal to 3 percent or more

of eligible loans. On the basis of this evidence we would expect to find

that even in a period of reasonable stability in our economy, between 100

and 200 banks will each year suffer loan losses sufficient to wipe out or

more than wipe ou the maximum bad-debt reserve that can be accumulated under

the present formula. Lacking the cushion provided by bad-debt reserves, a

number of these banks could suffer such impairment of capital as to force

liquidation or reorganization. The distress of bank failures in local com-

munities, even without more far-reaching consequences, is too great to run

the risk of a significant increase in the number of failures.

The provisions for a ten-year carry-back and five-year carry-forward of

losses on loans, which would be substituted for the present formula, do not

impress us as affording the same degree of protection as an established re-

serve. An established reserve for loan losses is immediately at hand. It

'/ Horvitz and Shapiro, "Loan Loss Reserves," National Banking Review,
September 1964.
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iA something that the banker knows to be a part of his bank's structure of

assets and liabilities and which he can take into account directly in the

formulation of his lending policies. The carry-back, carry-forward allowance

is something for which he must apply after he has sustained losses, Not

being a part of the structure of assets and liabilities of the bank, the al-

lowance is sufficiently remote that it is not likely to be given much weight

in the formulation of loan policies.

Our essential point is that the concept of an established bad-debt reserve

against outstanding loans should not be abandoned. The concept of a bad-debt

reserve for mutual savings banks and savings and loan associations has been

recognized in statute. The concept as applied to commercial banks has long

standing but is the result of Treasury rulings rather than legislation. The

Tax Reform bill would maintain the concept of bad-debt reserves for mutual

savings banks and savings and loan associations. We believe and urge that

the concept as applied to commercial banks should also be recognized and •

set forth in statute. That is, the ceiling and the base should be estab-

lished by legislation.

In discussions with the Treasury over a number of years we have demon-

strated that the present bad-debt reserve ceiling of 2.4 percent of eligible

loans is not more than adequate. Our position continues to be that a lower

ceiling would be less than adequate. We believe that the public interest is

served by the maintenance of bad-debt reserves by commercial banks sufficient

to meet sizable loan losses. We hope that the Congress will not reduce the

emphasis that has been placed upon the objective of assuring that commercial

banks have adequate capacity to incur credit risks and sustain loan losses.

If, however, a change in emphasis must be made, we strongly recomend that

it be effected within the framework of existing policy providing for an
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established reserve rather than being effected by abolishing for commercial

banks the concept of bad-debt reserves.

In his proposals, the Secretary of the Treasury has recommended that

commercial banks as well as mutual savings banks and savings and loan as-

sociations be permitted, under certain well defined conditions, to exclude

from taxable income an amount equal to five percent of the income received

from residential mortgages and other socially desirable loans. The Secretary's

recommendation should be given thorough consideration. We have not had an op-

portunity to evaluate its full impact on banks of various sizes and various

asset structures. However, we are firm In our belief that the Secretary's

recommendation would not result In an effectual substitute for bad-debt re-

serves. We urge, as we have said, that the concept of the bcd-debt reserve

be mintained.

Concluding Coment on Securities Gains and Dad-Debt Reserves

The changes that would be effected by the Tax Reform bill with respect to

gains on debt securities and bad-debt reserves have adverse implications for the

stability and efficiency of the Government securities market and for the avail-

ability of bank credit. The close interrelationships between financial markets

mean that these adverse effects will be felt, too, in such other areas as state

and local government financing.

Is now the time to undertake structural changes that will adversely affect

already stringent financing conditions? We think not, The provisions of the

Tax Reform bill should be given much more thorough study. The need for such

a study and the presently stringent conditions in the financial system argue

strongly for more deliberate and extensive consideration than can be given

this bill in the time remaining in this session of the Congress.
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Sections 341 and 342 Relating to Accumulation Trusts..

The American Bankers Association strongly opposes the enactment of

Sections 341 and 342 of the Tax Reform bill of 1969 relating to accumula-

tion trusts. There has been no evidence of tax avoidance which calls for

the enactment of such a highly complex set of rules, which will be difficult

to understand by taxpayers, difficult to apply by trustees, and difficult

to enforce by the Internal Revenue Service. Enactment of such legislation

will result in an unfair and burdensome application of harsh rule to-trusts

which were created for valid reasons entirely apart from tax considerations.

Furthermore, the proposed legislation goes far beyond the indicated areas

of potential abuse, which is primarily centered in the multiple trust area.

Any capacity for abuse contained in the existing law can be adequately

curtailed by existing enforcement procedures or by legislative enactments

which would be substantially simpler and not so stringent and far-reaching

as the present proposals.

The Tax-Avoidance Argument: The proposed legislation is apparently

prompted by a concern that accumulation trusts may be used by a wealthy tax-

payer as a device to minimize income taxes. Specifically, the fear is that

such a taxpayer may reduce family income taxes by the creation of numerous

trusts for the same beneficiary. However, no such tax abuse has ever been

demonstrated. The Treasury report speaks only of a "capacity" for abuse,

and indicates a concern that tax avoidance may result in the future by

extensive use of multiple trusts.

It is the experience of corporate fiduciaries that accumulation trusts

have not been the subject of tax exploitation. The vast majority of accumu-

lation trusts administered by corporate fiduciaries have been established
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because of the minority or other incapacity of the beneficiary or because

the creator of the trust did not wish to place too much income in the hands

of the beneficiary for personal reasons, The instances in which such trusts

have been created for tax avoidance have been minimal. The experience with

multiple trust arrangements is similar. For a variety of reasons, the mul-

tiple trust arrangement has rarely been used. The majority of taxpayers

are reluctant to engage in tax gimickry or to become associated with tax

schemes which may require litigation to defend. In addition, the very com-

plexity of fiduciary taxation and the vagueness of the law in the area of

multiple trusts have created an effective barrier to the use of such

arrangements. We submit that no past practice calls for the enactment of

the complex type of legislation contained in the Tax Reform bill. Congress

is being asked to legislate on the basis of a "potentiality" threat and a

few fringe horror examples.

The Complexity of the Legislation: The principles of fiduciary income

taxation are a highly intricate and complicated body of law, The "throw-

back rule" is particularly complex. The majority of the members of the bar,

indeed even those specializing in taxation, are unfamiliar with trust

taxation. The experience of many of our member banks is that the audit

staff of the Internal Revenue Service is handicapped by a similar lack of

knowledge. Needless to say, the taxpayer is completely unable to cope with

legislation of this type and will invariably be put to the expense of

highly specialized assistance,

The present law contains four exceptions which prevent the application

of the throwback rule. These are: (1) accumulations during the minority

of a beneficiary; (2) distributions for emergency needs; (3) distributions

of $2,000 or less; and (4) final distributions made more than nine years
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after the trust was created. Heretofore, these exceptions have spared many

persons from being involved with this highly intricate statute. The elimi-

nation of the exceptions will inflict complexities upon many persons of

modest means who will be completely unable to cope with them or who in many

instances will be completely unaware of the obligation to pay the required

tax. It will be virtually impossible for the Internal Revenue Service to

establish an effective enforcement program to prevent the inadvertent

avoidance of tax.

A situation which occurs rather frequently in trust practice will serve

as an example to illustrate the formidable accounting and other problems

inherent in the proposed legislation The testator leaves the residue of

his estate in trust for his two children, a son, A, and a daughter, B, who

are respectively sixteen and fourteen years of age at his death. As in

many cases, the testator provides that income is to be accumulated in each

child's share until age twenty-one, Thereafter, income is to be paid to

each child. The principal of his share is to be distributed to A at age

fifty. The principal of B's share is to be distributed to her issue upon

her death. In this fairly common situation, the trustee is required to

create and maintain special records of the accumulations for use thirty-

four years later in the case of A, and perhaps as much as sixty years later

in the case of B. In B's case, his personal tax records must be preserved

for thirty-four years. B's tax accountant will be called upon to determine

whether the so-called "exact" or the "short-cut" method will be the most

economical for his client. He therefore must be familiar with the tax law

as it existed some thirty-four years before. The alternative will be to

use the "short-cut" method under which the tax rate is determined by

assuming that the average annual accumulation was received in the year of
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distribution and the two prior years. Thus, tax rates determined by A's

income when he was 48 to 50 years of age will be applied to determine the

rate of taxation upon income earned vhen he was sixteen to twenty years of

age. In B's case, income earned when she was fourteen to twenty years of

age will be taxed to grandchildren at rates determined by tha three-year

period ending with the year of distribution to them -- perhaps sixty years

later. No alternative method is possible since the beneficiaries were not

in existence when the income was earned. It is submitted that consequences

such as these represent taxation by chance and have little or no relation

to the prevention of tax avoidance.

Although trust institutions would undoubtedly maintain the necessary

records to account to beneficiaries for accumulations made over a period of

years, it is certain that many individual trustees will not do so. Thus,

many beneficiaries, particularly those in modest circumstances, will be

subjected to great difficulties in preparing tax returns for years in which

trust distributions are received.

Problem eay D'Solved By Other Heans The potential tax avoidance

which Sections 341 and 342 seek to prevent primarily springs from the

multiple trust arrangement in which a series of trusts is created for the

benefit of a single beneficiary. The proposed legislation, however goes

far beyond this and is applicable to a single "spray" or a single accumu-

lation trust. In effect, it would destroy the long-standing principle that

a trust may be an independent tax entity. The elimination of the trust as

a separate tax entity, not the elimination of multiple trust arrangements,

accounts for the $70 million revenue gain which the Treasury estimates will

be generated by the proposal. The problem of tax avoidance through the use

of multiple trusts can be solved by means far less drastic than the present
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intricate and hard-to-understand proposal. The courts have sufficient

authority to prevent abuse in this area, The Treasury concedes in its Tax

Reform Studies (P. 167) that multiple trust "devices are of doubtful validity

under present law." It has been successful in striking down multiple trust

arrangements in recent cases, H. P. Boyce, 190 F Supp. 950, aff'd per

curia., 296 F. 2d 731 (5th Cir 1962)1 R. R. Sence, 68-1 U.S.T.C. 09368 (Ct.

Cl. 1968). If the Treasury cannot curb the creation of tax-motivated mul-

tiple trusts by an effective enforcement program in the courts, its position

may be adequately buttressed by simple legislation containing language simi-

lar to that in present Code Section 269 under which multiple trusts would

be declared invalid if the principal purpose for their creation is the

avoidance of tax. The problem of multiple trusts may also be more simply

solved by legislation which would apply the unlimited throwback rule only

when more than one trust is created by the same donor for the same bene-

ficiary; the unlimited throwback rule would be applied only to the second

and any subsequent trusts.

It is submitted also that the exceptions to the throwback rule con-

tained in the present law should be preserved. Their combined effect is to

spare taxpayers from the application of the rule when the reason for the

income accumulation is other than tax avoidance. Several of the exceptions

on their face are a direct refutation of the tax abuse argument. For

example

1) Little if any tax avoidance can exist with respect to accumulations

during the minority of a beneficiary. In most cases, the beneficiary's tax

bracket is as low or lower than that of the trustee.

2) No tax avoidance is likely in the case of emergency distributions.

If a beneficiary is in the midst of a financial emergency, he is not likely

27



- 16 -

to be a high income tax bracket taxpayer.

3) The exception for de minimum distributions of $2,000 or less leaves

little room for tax avoidance. The Treasury's Reform Studies (p. 166)

assume an unlikely example of a single taxpayer in a high tax bracket. The

example involves a fringe situation which is seldom encountered in actual

practice.

Effective Date: It is unfair to apply any legislation modifying the

throwback rules retroactively. Trustors have made irrevocable commitments

on the basis of the law as it applied to them. Although in discretionary

trusts, the trustees may distribute income by the exercise of their dis-

cretion (assuming that the circumstances of the beneficiaries are such as

to permit such exercise under the terms of the instrument), in many cases

the income is required to be accumulated by the terms of the governing

instrument. Any modifications of the law should therefore be applied only

to trusts created after the effective date of the statute, not to dLstri-

butions made after the effective date.

Section 201 Relating to "Split-Interest" Trusts

The American Bankers Association urges against the enactment of

Section 201 of the Tax Reform bill insofar as it requires the establish-

ment of an annuity trust or a unitrust for the allowance of income tax,

estate tax or gift tax deductions for "split-Lnterest" gifts to charity.

Despite the fact that some trustees of "split-interest" trusts may

have invested trust assets in a manner which favors noncharitable bene-

ficiaries, the problem in this respect has not been so great as to require

the extreme approach adopted in the proposed statute. The requirements of

28



- 17 -

the statutory proposal will significantly discourage charitable gifts,

particularly gifts of charitable remainders in trust. The nev rules are

appreciably more complicated than the old, and will not be readily under-

stood by potential donors. In addition, it will be necessary for many

testators and trustors to redo villa and trust agreements to conform to the

nev requirements. The result will be a curtailment of gifts to charity.

The requirement that an annuity trust or unitrust be established is

designed to prevent the manipulation of trust investments in favor of non-

charitable beneficiaries. However, e believe that any such manipulation

has been a fringe problem and not substantial in amount. Host "split-

interest" trusts have been created primarily to obtain the advantages of a

deferred Sift to charity or to reduce the value of a taxable remainder by

the creation of an intervening income gift to charity. In short, the pri-

mary motivation for the form of the Sift has been the tax advantage gen-

erated by the combination of the two Sifts, not the possibility of advantage

derived from investment manipulation. In addition, local lay requires that

fiduciaries fairly balance the interests of the income beneficiaries and

the remaindermen. This overriding fiduciary duty of impartiality to all

beneficiaries if sufficient assurance that the vast bulk of such trusts

vil be properly administered. Nev and complex legislation should not be

enacted in an attempt to penalize fringe violations of established legal

principles vhen in fact the punishment vill be inflicted primarily upon the

innocent charitable donees.

The proposal vould reduce the investment flexibility of trusts having

both charitable and noncharitable beneficiaries, The requirement that a

predetermined dollar amount be paid annually to the current beneficiary,

regardless of the income earned by the trust assets, may compel sales of
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assets at undesirable prices -- and possibly at distress prices -- when the

assets are difficult to sell or are not readily marketable, It is likely

that trustees will be prompted to maintain investments in high income assets,

thereby increasing the investment risk, or alternatively, to maintain a

portion of the trust in highly liquid, short-tam funds. Statutory tax

considerations should influence the form of trust investments only when

there is a demonstrated case of significant tax abuse.

The proposed statute would inflict further burdens and expense upon the

administration of trusts. It will require additional tax expertise, more

frequent investment activity$ and yearly valuations of trust assets, which

may be an expensive and formidable task when closely-held stock or real

estate is involved. The valuation of such assets may involve the trustee

in frequent disputes with the Internal Revenue Service.

Section 515 Relating to Distributions

From Employee Benefit Trusts

We also oppose the enactment of Section 515 of the Tax Reform bill

under which lump sum distributions from qualified employee benefit trusts

would be taxed as ordinary income, and the tax computed in accordance with

a complicated averaging device. The capital gains treatment given to such

distributions under present law is founded upon the theory that it is unfair

to "bunch" all of the income received in such a lump sum distribution and

to tax in one year at ordinary income tax rates income which normally

accrues over a period of many years. Capital gain treatment is both simple

and fair. The five-year forward averaging device adopted by Section 515

only partially reduces the unfairness of the bunching, since in most cases
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the income has accrued over an appreciably longer period of time, Section

515 would add substantial complexities to the law and is administratively

cumbersome insofar as it permits a recalculation of the tax five years after

receipt of the distribution under the so-called "look-back" rule. In the

vast majority of cases, the disparity in tax rates between capital gains

treatment and the ordinary income treatment adopted in Section 515 is not

so great as to warrant the intricate approach adopted.

It is Important that an individual be permitted to mke adequate pro-

vision for his spouse and children at death. Pension and profit-sharing

plans are an important source of family security at death and their growth

should be encouraged by the tax laws. The primary impact of an increase in,

the rate of taxation will be upon a decadent's survivors, and the increase

will be applicable to modest payments as well as to large ones. For these

reasons we oppose the enactment of Section 515.

Withholding of Interest and Dividends

The proposed amendment by Senator Kennedy to H, R. 13270 (Amendment

No. 140) would require payers of interest and dividends to withhold from

the owners of such interest and dividends 20% on account of income taxes,

even though experience shows that a large number of such owners would not

be required to pay income taxes.

The American Bankers Association strongly objects to this proposal

which would place an onerous burden of work and expense upon banking Insti-

tutions and other payers of interest and dividends, such as mutual savings

banks, savings and loan associations, insurance companies and 3ther cor-

porations. A great deal of study was given to this subject by The

31



- 20 -

American Bankers Association and many conferences were held with officials

and staffs of the Treasury Department and the IRS to discuss the difficulties

and problems that would be encountered when a similar proposal was advanced

during the consideration by the Congress of the Revenue Act of 1962. The

Senate rejected the proposal at that time, as it did on previous occasions

in 1942, 1950, and 1951.

Senator Kennedy states that the IRS estimates that $4 billion of interest

and dividends t not reported by American taxpayers, and that $1 billion in

taxes is payable on such income, This is the same as an estimate made by

the Treasury Department in 1959 based upon interest payments in 1957, The

introduction of the system of information returns in 1962 must have accounted

for an increase in the amount of interest income reported on tax returns,

even though the amount of interest and dividends paid has increased substan-

tially since that time.

Under the Revenue Act of 1962 banks and other payers of interest and

dividends, at great expense to themselves, have annually filed millions of

information returns on Form 1099 with the IRS reporting amounts of interest

and dividends paid to their customers. To the best of our knowledge and

belief only a relatively small percentage of those returns have been used

by the IRS to determine whether the amounts reported on Form 1099 have in

fact been included in taxpayer returns, Thus, the IRS has for a number of

years had the means at its disposal to ascertain the taxpayers who have not

reported or paid taxes on such income.

We understood that when banks and other payers of interest and dividends

were required under the Revenue Act of 1962 to file information returns with

the IRS that those returns would be used to verify the proper reporting of

interest and dividends in taxpayer returns.
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It i suggested that before the Committee considers the withholding

proposal the IRS be required to furnish the Committee Information showing

the number of Form 1099's received each year under the Revenue Act of 1962,

the number of such forms used by the IRS in verifying taxpayer returns, and

the amount of unreported income discovered by the use of such information

returns. An explanation of the basis of the estimate of $4 billion in unre-

ported interest income should also be furnished. Until the IRS exhausts the

information at its disposal to check taxpayer returns, we do not believe

there is any valid basis for requiring private industry at great expense to

undertake to withhold taxes of this character from their customers.

Senator Kennedy's amendment which merely provides the statutory basis

for withholding interest and dividends requires six pages of the Congressional

Record to spell out such provisions. It leaves the details of the withholding

procedures to be c tried out by the IRS in its regulations. The withholding

requirements, including the use of exemption certificates, the treatment of

interest payments on securities sold or transferred between interest pay-

ment dates, are most complex. In addition, a serious problem will be

encountered in explaining the new requirements to millions of customers.

It is apparent, therefore, that implementation of any such provision

would be a massive undertaking for the Government and for payers of interest

and dividends. Accordingly, an effective date of January 1, 1970, if

legislative action were to be taken, would be completely unrealistic.
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SUIBIRY

Statement of Charles . 'Ogilvie# Chairman

The National Association of Business Development Corporations

Before the Senate Finance Committee# September 15# 1969

1. Business development corporations are organized specifically and

solely to make non-bankable loans to small companies for the purpose

of strengthening them and creating jobs resulting in furtherance of

sound economic development.

2. Development corporations are dissimilar to commercial banks,

savings and loan associations, and mutual savings banks in source of

funds, services offered, and types of loans made. No loan can be

made by them unless it is substandard by conventional lending criteria.

3. The uniqueness of the corporations and the risks inherent in their

types of loans justify their separation from all other types of lenders

under the tax reform bill and a more liberal treatment in establishment

of reserves for loan losses.
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STATEMENT OF CHARLES H, OGILVIE, CHAIRb)N,

THE NATIONAL ASSOCIATION OF BUSINESS DEVELPMENT CORPORATIONS

BEFORE THE SENATE PINANE COITTE2E SEPTEMBER 15, 1969

Business development Corporations are organized under

specific apta of state legislatures for the purpose of promoting#

stimulating# developing, and advancing business prosperity and

economic welfare of the individual states and their citizens to

strengthen and assist through loans, investments and other business

transactions all kinds of business activity in order to promote

economic development and provide maximum opportunities for employ-

ment. This goal is met by making investments in and loans to busi-

nesses which have been denied credit by conventional lenders such as

commercial banks, savings and loan association, and insurance com-

paniese. The denial of credit by conventional lenders is usually a

statutory requirement and a necessary condition to a loan by a busi-

ness development corporation.

Although altruistic in nature, business development corpo-

rations are organized as profit making companies. Almost without

exception stock has been subscribed by conventional lending institu-

tions, public utility companies, and public-spirited citizens through

a sense of civic responsibility in order to make available a source

of loans which otherwise would be denied those small companies in a

weak financial condition but possessing potential, having insufficient

collateral with which to secure a conventional loan# or having need

of low debt service possible only through long term financing.
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The corporations have no depositors, handle no checking

accounts, perform no trust functions# nor provide any service normally

associated with conventional lending institutions. To reiterate# even

the loans made by the corporations must be adjudged unbankable.

As their source of funds the companies utilize lines of

credit established with banks, savings and loan associations, and

insurance companies. The credit lines are proportioned to the size

and type of these institutions and can be unilaterally withdrawn by

them at any time with proper notice. Loans to development corpora-

tions are uncollateralizhd, secured only by their notes. moet corpo-

rations are highly leveraged, being able# generally to borrow amounts

varying from ten to twenty times paid-in capital.

There are presently twenty eight business development corpo-

rations in operation with experience ranging from several months to

twenty years. Enabling legislation has been passed in several other

states with organization of the corporations yet to be completed.

Enabling legislation is necessary' to effective operation of the

corporations because the loans to them by conventional lenders would

otherwise be classified substandard by state and national supervisory

authorities, This fact lends emphasis to the risk generally acknowl-

edged by authorities to exist in all loans by the corporations.

The corporations have been operating in a generally favor-

able business environment but, even so, some have sustained losses

ranging up to five and six percent of loans outstanding and one has

failed. Higher losses can be expected in a recessional period due to

-2-

38



loan portfolios being comprised entirely of unbankable loans supported

by substandard collateral. Loans by the corporations vary from low

five figures to high six figures with the average in the low six fig-

ure range. The typical portfolio contains from twenty to forty loans.

Thus development corporations are not afforded the spread of risk

enjoyed by most conventional lenders. With terms of ton to twenty

years business development corporation loans are in a class by them-

selves, sensitive even to modest deteriorations in business activity.

It should be recognized that the concentration of risk and large

amounts involved are indicative of total losses exceptionally high

in terms of loans outstanding and paid-in capital.

The management of every corporation has recognized the

necessity of building appropriate loan loss reserves however* no

uniform method of allocation exists largely because of variations in

treatment by Znternal, Revenue Service agents in different sections of

the country. Present reserve levels vary from one to four percent of

loans outstanding due to these variations in treatment. So far as we

are aware, we are the only financial institution that has not had a

special bad debt reserve recognized by the Internal Revenue Service

and created either by statute or regulation. Thus cooercial banks

have been permitted a reserve of 2.4%, savings and loans and mutual

savings banks have a 6% reserve and small business investment com-

panies have been allowed a 10% reserve, Under the House bill# and

we presume under the Administration's proposal, all these institu-

tions would be permitted to keep their present reserves up to those

limits., No such provision is made for reserves of business develop-

ment corporations. However* we believe that we are, among all these

3-
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institutions, the lenders with the least prospect for profit and

probably the greatest potential of risk. Furthermore, although
technically organized as profit-making organizations, we are actually

quasi-public instrumentalities performing, in the words of secretary

Kennedy# "socially preferred functions".

It has been suggested that reserves be established on the
basis of loss experience. Due to the precipitate manner in which

loans would go bad and due to their size, a corporation would be out

of business before the experience could inure to its benefit. In

other words, when trouble strikes, it strikes fast and it strikes big.

At the same time it is obvious that a 2.4% lose reserve maximum is

inadequate. Moreover, the ten-year carryback and five-year carry-

forward provisions will not provide an adequate cushion because of the

modest profits, if any, generated by the typical corporation. On the

average two and one half years of corporate earnings are insufficient

to offset the lose of one loan.

Although loss experience,' with some notable exceptions, has

generally been good to date, two or three losses in any of the corpo-

rations could be substantial enough to impair capital. Impairment of

capital of our highly leveraged corporations would have a severe psy-

chological impact on the financial institution lenders which provide

us money. This impact would manifest itself in their withdrawing

presently available lines of credit so that our corporations would be

rendered ineffective at a time when additional funds would be needed

to help our borrowers through difficult economic conditions.

-4-
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Under H.R. 13270, Sub-Title no Section 585, business devel-

opment corporations have, been treated on a par with commercial banks

in all respects, including rules for addition to reserve for bad debts.

Our National Association feels strongly that business devel-

opment corporations should be placed in a separate category due to the

difference in purpose, the difference in types of loans made, and the

greater risks involved in making these loans.

In its bill the House has recognized that reserves for losses

should bear a relation to the purpose and nature of the institution

concerned. we have a socially recognizable purpose of the highest

order in that we create jobs and strengthen the financial position of

small companies.

We respectfully submit that business development corpora-

tions should be allowed to retain presently established bad debt

reserves built from earnings of the corporation# provided that the

reserve does not exceed 10% of outstanding loans at year end. Ex-

cluded from "loans" are any parts guaranteed by an agency of the

Federal government and any parts belonging to others through a par-

ticipation arrangement. As to the future, business development cor-

potations should be allowed a tax-free allocation to the reserve for

losses equal to the greater of the following: 60% of pre-tax income,

reducing at the rate of 2% per year over a 10-year period to a minimum

of 40% of taxable income, or loss experience based on the current year

and the preceding five years. New business development corporations,

in the first year of operation, would conimence building reserves with

60% of taxable income, reducing to 40%, as above. In no case would

--M
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the reserve of any business development corporation be allowed to

exceed 10% as mentioned above.

Alternatively# the committee may wish to adopt a provision I
relating the bad debt reserve deduction directly to the total loans

outstanding at year end. in this case, we would recommend that busi-

ness development corporations be permitted to deduct from taxable

income such amount as would be required to maintain a bad debt reserve

in the amount of 10% of outstanding loans at year end.

The staff of the Joint Committee on Zhternal Revenue Taxa-

tion has made a study of our industry and our case for special bad

debt treatment. I feel certain that Dr. Laurence N. Woodworth, who

heads the committee staff, would furnish you with the results of that

study.

To be effective in our sphere of endeavor, which is unoc-

cupied by any other type of institution or corporation, we respect-

fully request the Committee's favorable consideration of the sugges-

tions herein set forth and formalized in the attached proposed amend-

ment to HeRo 13270o

-6-
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Gentlemen:

My name is George C. Williams. I am President of the

National Association of Small Business Investment Companies

("NASBIC"). Our Association represents 225 of the 350 active

companies licensed by the Small Business Administration under

the Small Business Investment Act of 1958 ("1958"). The

member companies of our Association account for over 80% of the

assets committed to the SBIC program.

In the ten years since the passage of the 1958 Act, SBICs

have made over $1.5 billion available to small business con-

cerns in over 30,000 separate financings. At the present time,

the active SBICs have total assets of about $585 million and

have disbursed an average of $150 million a year over the past

two years to small business concerns.

We are particularly concerned with Sections 421 and 443

of H.R. 13270 as they would affect the financing activities of

SBIC$.
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Section 421 of the bill, relating to stock dividends, would,

as we understand it, result in taxable income to shareholders or

small business concerns financed by SBICs where there are "dis-

proportionate distributions" by such portfolio companies. I refer

specifically to the proposed treatment of convertible preferred

stock and changes in conversion ratios and redemption prices.

We have no quarrel with the present law taxing distributions

of property where the shareholders can elect between a stock divi-

dend and the receipt of cash or other property, but we are fearful

that the proposed extension of this principle to convertible sec-

urities could produce harmful results for shareholders of our

portfolio companies and add considerable complexity to SBIC fin-

ancing arrangements.

SBICs are venture capital companies. They are encouraged

to provide long-term loan funds and equity capital to eligible

small business concerns. The 1967 Amendments to the Small Business

Investment Act of 1958 encouraged SBICs to increase their equity-

type financing as distinguished from straight lending.

While definitive statistics on the nature of SBIC financings

that would be adversely affected by the pending proposals are not

available, we estimate that a substantial and significant number

of them do include convertible preferred stock or other conver-

tible securities, Including warrants or options, in which pro-

visions are made for changes in conversion ratios and redemption

prices geared to the holding period on such securities and changes

in the earnings or net worth of portfolio companies.
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We are particularly concerned that the bill would vest

In the Secretary of the Treasury or his delegate the authority

to determine what types of transactions might be treated as

disproportionate distributions. We can see this suggestion

leading to considerable confusion and endless litigation.

We urge this Committee to amend Section 421 of the bill

to exempt SDIC financing Instruments from the provisions of

that section relating to disproportionate distributions. In

the alternative, and in lieu of delegating decisions in this

Important area to the Treasury Department, we urge the Committee

to write into the bill precise language on which we and our

portfolio concerns can rely in providing needed venture capital

financing to small business concerns. We further urge that any

change of this nature be made effective only with respect to

future financing transactions, and that it not apply to outstand-

ing instruments.

Section 443 of the bill would treat gains on securities

held by financial institutions as ordinary income. As the

reports of the Committee on Ways and Means point out, this par-

ticular provision is designed to accomplish parallel treatment

for similar types of financial institutions. But the bill would

amend only subsection (c) of Section 582 of the Code and Section

1243 relating to SDICs. If parallel treatment is indeed to be

accomplished, we likewise recommend amendment of subsection (a)

of Section 582.
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Subsection 582(a of the Code now permits a "bank" to take

an ordinary loss on a debt which is evidenced by a security as

defined in Code Section 165 (g)(2)(C). Contrary to the assertion

contained in the House Committee report relating to this section,

SBICs are not now given similar treatment. We believe they should

be given parallel treatment under this section as well as under

subsection 582(c).

We would suggest therefore that subsection 582(a) of the

Code be further amended by striking the word "bank" and by sub-

stituting the language now proposed to be included in subsection

582(c), namely "financial institution to which Section 585 or 593

applies..." Such an amendment would conform to the proposed amend-

ment relating to the heading for Section 582 which would substitute

the words "financial institutions" for the word "banks".

We were pleased to note the recommendations of Secretary

Kennedy and Assistant Secretary Cohen of the Treasury Department

in their September 4 statements before this Committee where they

proposed a special tax deduction of 5% of gross interest income

from loans for residential construction and "loans guaranteed by

the Small Business Administration". We were concerned, however,

that Secretary Kennedy particularly seemed to suggest the deduction

only for commercial banks, mutual savings banks and savings and

loan associations.

Due to recent budgetary restrictions, the Small Business Ad-

ministration has been unable to provide any direct financing to

SBICs. As an alternative, the Agency and the SBIC industry have
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been seeking money needed to continue their financing activities

not only from banks but from insurance companies, pension funds

and other institutional lenders, these loans to be backed by SBA

guarantees. We would hope therefore that the proposed interest

deduction on SBA-guaranteed loans, if adopted by the Committee,

would be available to any lending institution providing funds to

SBICs on loans guaranteed by SBA.

By the same token, SBA has been actively exploring the pos-

sibility of guaranteeing SBIC loans in certain areas. We would

hope therefore that should such a guarantee program be inaugurated,

SBICs likewise would qualify for the special tax deduction proposed

by the Treasury Department.

I am advised that the National Small Business Association

has informed your Committee by letter of its support of our state-

ment with respect to Section 421 of the bill. It is respectfully

requested that the letter from the National Small Business Associa-

tion be incorporated in the record of this proceeding at this point.

We thank you for this opportunity to appear.

49



-2-

STIMULATION, LIKE PUMP PRIMING, IS REQUIRED ONLY UNTIL THE FLOW

STARTS AND THEN SHOULD BE DISCONTINUED. WE HOPE THAT IN THE

FUTURE PUMP-PRIMING SUBSIDY TAX LEGISLATION WILL HAVE AN

EXPIRATION DATE SUITABLE TO ITS PURPOSE,

THE PRINCIPAL PROVISION APPLYING TO COMMERCIAL BANKS

THE PRINCIPAL PROVISION APPLYING TO COMMERCIAL BANKS IN

THE HOUSE BILL (H.R. 13270), IF ENACTED, WOUW RESULT IN THE

COLLECTION OF ADDITIONAL TAXES PROM COMMERCIAL BANKS OF APPROXIMATELY

$250 MILLION ANNUALLY. IT PROVIDES FOR THE ELIMINATION OP THE

2.4-PERCENT BAD-DEBT LOSS RESERVE AND PLACES THE BANKS ON AN ACTUAL

EXPERIENCE BASIS.

MANY BANKERS WILL FEEL THAT UNLESS THE SAVINGS AND LOAN

ASSOCIATIONS AND MUTUAL SAVINGS BANKS ARE TAXED IN THE SAME WAY

ON THEIR EARNINGS AS COMMERCIAL BANKS ARE, TAX EQUALITY WILL NOT

HAVE BEEN ACHIEVED AND AN UNFAIR LOOPHOLE WILL STILL EXIST.

THE HOUSE BILL WOULD IN THE FUTURE BASE THE BAD-DEBT

RESERVES OF COMMERCIAL BANKS ON ACTUAL LOSS EXPERIENCE. IT WOULD

REDUCE, OVER A 10-YEAR PERIOD, THE SPECIAL BAD-DEBT ALLOWANCES

NOW ALLOWED TO SAVINGS AND LOAN ASSOCIATIONS AND MUTUAL SAVINGS

BANKSI IT WOULD NOT ELIMINATE THEM. THUS, THE HOUSE BILL PROVIDES

AN IMPERFECT SOLUTION AS FAR AS THE COMMERCIAL BANKS ARE CONCERNED.

ACCORDING TO THE WAYS AND MEANS COMMITTEE, THE HOUSE BILL

WOULD RESULT IN COMMERCIAL SAWS PAYING AN EFFECTIVE TAX RATE OF

ABOUT 31 PERCENT. THE REASON THIS RATE IS COMPUTED TO BE LESS
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THAN THE FULL EFFECTIVE TAX RATE OF ABOUT 44 PERCENT PAID BY

INDUSTRIAL CORPORATIONS IS BECAUSE OF THE WAY IN WHICH INCOME

RECEIVED FROM TAX-EXEMPT MUNICIPAL OBLIGATIONS IS HANDLED IN

THE COMPUTATION. THE WAYS AND MEANS COMMITTEE ADDS THE FULL

AMOUNT OF TAX THEREON. IN REAL ECONOMIC TERMS, THIS APPROACH

IS NOT CORRECT.

TAX-EXEKPT INTEREST AND THE EFFECTIVE TAX RATE

SINCE THE MUNICIPALITY PAYS SUBSTANTIALLY LOWER INTEREST

THAN WOULD BE PAID ON A TAXABLE BOND, THE TRANSACTION IS THE

SAME FROM AN ECONOMIC STANDPOINT AS THOUGH THE MUNICIPALITY HAD

SOLD THE BOND AT THE GOING INTEREST RATE FOR COMPARABLE TAXABLE

BONDS, THE HOLDER OF THE BOND HAD PAID A TAX EQUAL TO THE DIFFERENCE

BETWEEN THE GOING INTEREST RATE AND THE LOWER RATE ACTUALLY PAID

BY THE MUNICIPALITY, AND THIS TAX HAD BEEN TURNED OVER TO THE

MUNICIPALITY.

CONSEQUENTLY, TO CORRECTLY COMPUTE THE EFFECTIVE TAX RATE

OF BANKS HOLDING TAX-EXEMPT BONDS, IT IS NECESSARY TO ADD TO

TAXABLE INCOME THE AMOUNT THE BANK WOULD HAVE RECEIVED HAD IT

PURCHASED TAXABLE BONDS AND TO ADD TO THE TAX PAID BY THE BANKS

THE BENEFIT REALIZED BY THE MUNICIPALITY FROM THE TAX SUBSIDY.

ON THIS BASIS, UNDER THE HOUSE BILL, COMMERCIAL BANKS WOULD

PAY AN EFFECTIVE TAX RATE ON THEIR ECONOMIC INCOME THAT WOULD BE

GENERALLY COMPARABLE TO THE EFFECTIVE RATE PAID BY INDUSTRIAL

CORPORATIONS.
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THE HOUSE BILL DOES NOT EQUALIZE BAD-DEBT LOSS RESERVES

WE WERE DISAPPOINTED THAT THE HOUSE BILL DID NOT QUALIZE

THE BAD-DEBT LOSS RESERVES FOR THE BANKS ON THE ONE HAND AND THE

SAVINGS AND LOAN ASSOCIATIONS AND THE MUTUAL SAVINGS BANKS ON

THE OTHER, ALTHOUGH ITS PROPOSALS, WITH SOME MODIFICATIONS, WOULD

REPRESENT IMPROVEMENT OVER PRESENT TAX FORMULAE.

TREASURY RECOMMENDATIONS

THE TREASURY RECOMMENDATIONS RELATING TO FINANCIAL

INSTITUTIONS DIFFER FROM THE HOUSE BILL. FIRST, THEY WOULD BASE

FUTURE ADDITIONS TO BAD-DEBT RESERVES OF ALL FINANCIAL INSTITUTIONS

ON ACTUAL LOSS EXPERIENCE. THIS WOULD ACHIEVE THE FULL EQUALITY

OF TAX TREATMENT THAT OUR ASSOCIATION HAS SO LONG SUPPORTED.

THEN, THE TREASURY RECOMMENDS A SPECIAL INCENTIVE DEDUCTION OF

5% OF THE INTEREST ON CERTAIN TYPES OF LOANS WHICH SHOULD BE

ENCOURAGED, SUCH AS RESIDENTIAL MORTGAGE LOANS, STUDENT LOANS,

AND SBA LOANS. THIS INCENTIVE WOULD BE AVAILABLE TO ALL FINANCIAL

INSTITUTIONS.

WE HEARTILY ENDORSE THE POLICY OF THE TREASURY PROPOSALS,

BOTH FROM A TAX EQUALITY STANDPOINT AND FROM THE STANDPOINT OF THE

ENCOURAGEMENT IT WOULD PROVIDE FOR INCREASED LOANS WHERE THEY
a

ARE NEEDED AND WHERE INTEREST RATES ARE NOW SO HIGH.

The Treasury proposal provides that the new incentive deduction
cannot reduce taxable income below 60 percent of taxable income
before the incentive deduction, but increased by the amount of
tax-exempt interest and the intercorporate dividend deduction.
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EFFECT ON SMALLER BANKS

THE MEMBERSHIP OF THE BANKERS CO4MITTEE FOR TAX EQUALITY

COKES ALMOST ENTIRELY FROM SMALL COMMERCIAL BANKS. ON DECEMBER 31,

1968, 85% OF ALL T11E COMMERCIAL BANKS IN THE UNITED STATES HAD

DEPOSITS OF UNDER $25 MILI ION AND THEIR AGGREGATE DEPOSITS

EQUALED 19% OF TOTAL DEPOSITS, OR $84 BILLION.

RESIDENTIAL MORTGAGES HEW BY ALL COMMERCIAL BANKS IN THE

UNITED STATES TOTALED $41 BILLION. IT IS ESTIMATED THAT ABOUT

A THIRD OF THE RESIDENTIAL MORTGAGES HELD BY COMMERCIAL BANKS

ARE HELD BY SMALL BANKS WITH DEPOSITS UNDER $25 MILLION.

THESE SMALL BANKS WILL BENEFIT MORE THAN THE LARGER BANKS

FROM THE TREASURY'S PROPOSAL. GENERALLY* THE SMALLER THE

COMMERCIAL BANK THE GREATER WILL BE THE ADVANTAGE OF THE TREASURY

PROPOSAL.

THE EFFECT ON EARNINGS OF SAVINGS AND LOAN ASSOCIATIONS

AND MUTUAL SAVINGS BANKS WOULD BE MUCH GREATER, AS THEY HAVE A

HIGHER PERCENTAGE OF THEIR ASSETS IN RESIDENTIAL MORTGAGES.

BUT THE REAL BENEFICIARY OF THE TREASURY PROPOSAL WILL BE

THE HOME BUYER AND RESIDENTIAL TENANT. THE TREASURY PROPOSAL

WILL INCREASE COMPETITION FOR RESIDENTIAL LOANS AND THEREBY DRIVE DOWN

THE INTEREST RATE. INDEED, IT IS POSSIBLE THAT THE TAX SUBSIDY

RECEIVED BY THE FINANCIAL INSTITUTIONS WILL BE LARGELY OFFSET BY

THE LOWER INTEREST RATES THEY WILL HAVE TO CHARGE TO COMPETE IN THE

MORTGAGE MARKET.

THE TREASURY ESTIMATES THAT THE BENEFITS Or THIS INCENTIVE
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WOULD APPROXIMATE THE REVENUE LOSS RESULTING FROM THlE REMOVAL

OF THE BAD-DEBT RESERVE PROVISIONS.

IF THE HOUSE BILL'S APPROACH IS FOLLOWED

WE HOPE THAT YOUR Cf4MITTEE WILL ADOPT THE TREASURY

PROPOSALS. IN THE EVENT, HOWEVER, THAT THE COiITTEE DECIDES

TO FOLIM THE HOUSE APPROACH, WE URGE THE FOLLOWING CHANGESr

1. UNDER PRESENT LAW, SAVINGS AND LOAN ASSOCIATIONS AND

MUTUAL SAVINGS BANKS ARE ALLOWED ADDITIONS TO THEIR BAD-DEBT

RESERVES EQUAL TO 60 PERCENT OF TAXABLE INCOME. THE HOUSE BILL

PRDUCS THIS TO 30 PERCENT OVER A 10-YEAR PERIOD. SINCE THIS

STILL WOULD GIVE THESE INSTITUTIONS A SUBSTANTIAL TAX ADVANTAGE

OVER COMMERCIAL BANKS, WE RECOMMEND THAT THIS TAX SUBSIDY BE

REDUCED TO 20 PERCENT, OR LESS, BY THE END OF THE 10-YEAR PERIOD,

2. PRESENT LAW PROVIDES THAT ADDITIONS MAY BE MADE TO

THE BAD-DEBT RESERVES OF MUTUAL THRIFT INSTITIONS UNTIL THE

RESERVE REACHES 6 PERCENT OF QUALIFYING REAL PROPERTY LOANS.

THIS CEILING PER4ITS THE ACCUMULATION OF EXCESSIVE BAD-DEBT RESERVES

AND SHOULD BE REDUCED TO 4 PERCENT OR LESS.

3. THE HOUSE BILL PERMITS THE FULL BENEFIT OF THE SPECIAL

BAD-DEBT RESERVE PROVISIONS TO SAVINGS AND LOAN ASSOCIATIONS ONLY

IF THEY INVEST 82 PERCENT OF THEIR FUNDS IN CERTAIN QUALIFYING

ASSETS, INCLUDING RESIDENTIAL REAL PROPERTY LOANS. MUTUAL SAVINGS

BANKS MUST INVEST 72 PERCENT OF THEIR FUNDS IN QUALIFYING ASSETS

TO OBTAIN SIMILAR BENEFITS. TO ASSURE THAT THESE SPECIAL TAX
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SUBSIDIES ARE LIMITED TO CASES WHERE THE INSTITUTIONS CHANNEL

THEIR FUNDS INTO THE INTENDED ASSETS, WE RECOMMEND THAT BOTH

SAVINGS AND WOAN ASSOCIATIONS AND MUTUtL SAVINGS BANKS BE REQUIRED

TO INVEST 85 PERCENT OF THEIR FUNDS IN QUALIFYING ASSETS IN ORDER

TO OBTAIN THE FULL TAX ADVANTAGE. MOREOVER, THE DEFINITION OF

"QUALIFYING ASSETS" SHOULD BE REVISED SO THAT IT DOES NOT INCLUDE

CASH AND GOVERNMENT BONDS.

CONCLUSION

THE BANKERS COMMITTEE FOR TAX EQUALITY WAS FOUNDED BY

COMMERCIAL BANKd 20 YEARS AGO FOR THE SOLE PURPOSE OF HELPING T0

CREATE EQUALITY OF TAXATION FOR ALL TYPES OF COMPETING BANKING

INSTITUTIONS, WE HOPE THAT THIS YEAR'S TAX REFORM WILL GIVE US

EQUITY AND THAT THE BANKERS COMMITTEE FOR TAX EQUALITY WILL HAVE

COMPLETED ITS TASK.
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Summary of Principal Points
Included in the Statement

of the
National Association of Mutual Savings Banks

on
The Taxation of Mutual Savings Banks

Before the
Committee on Finance
United States Senate
September 15, 1969

Mr. Chairman and members of the Committee, my name Is Edward P.

Clark. I am President of the Arlington Five Cents Savings Bank of Arlington,

Massachusetts, and Chairman of the Committee on Taxation of the National

Association of Mutual Savings Banks. With me are Dr. Grover W. Ensley,

Executive Vice President of the Association; Dr. George Hanc, Director of

Research; and Mr. Jack S. Older, Assistant General Counsel.

There are now before you two proposals to revise the tax treatment

of financial institutions -- the one included in H.R. 13270, passed by the

House on August 7, the other included in the Administration's statement on

this bill, presented to this Committee on September 4. Although different

in basic approach, the proposals have in common an especially harsh impact

on mutual thrift institutions and, hence, on mortgage and housing markets.

Thus, while their stated intent is to stimulate, their effect is to reduce,

the flow of credit into housing ard other socially desirable uses.

The Administration Proosal

In addition to this intent, the Administration proposal attempts

to achieve equity of taxation between mutual thrift institutions and com-

mercial banks. It fails on both counts. The proposal gives with one

hand a "special tax deduction" related to the gross income from designated,

socially desirable investments, while with the other hand takes away the

bad debt reserve allowance currently permitted thrift institutions. The
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taking away far more than offsets the giving, and hence materially dis-

courages residential lending.

The proposal -- however well-intended -- backfires because thrift

institutions need no special "incentives" to channel funds into areas such

as housing where they are already heavily invested. It backfires because,

without a realistic bad debt reserve allowance to protect against potential

losses, prudent thrift institutions must seek less risky investments, and

ultimately many would convert into comercial banks to gain broader powers.

The proposal backfires, moreover, because the special deduction

is so circumscribed as to limit its usefulness to many savings banks, and

so designed as to fall with widely varying impact on individual institu-

tions, not necessarily in relation to their residential lending activity.

The savings bank industry, as a whole, would qualify (after the transition

period) for a special deduction of less than 10 per cent of "economic

income," while roughly half of all savings banks would have no special

deduction at all. This, in spite of the fact that the bulk of savings

bank assets woukd be in socially desirable loans, as defined by the

Administration.

The Administration proposal could be modified to achieve its

stated objective with respect to mutual savings banks, but not without

altering its basic structure. This is so because: (1) a realistic bad

debt reserve provision would need to be included, along the lines of the

present law or of the proposed House bill with appropriate changes, and

(2) the 60 per cent limitation would need to be eliminated or substantially

reduced.

No one can quarrel with the concept of equity as a basic objec-

tive of tax legislation. But equitable tax treatment does not necessarily
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mean identical treatment. In fact, when applied to unequal institutions,

identical treatment is inequitable. This is the effect of the Administra-

tion proposal to tax thrift institutions and commercial banks under the

identical formula. The intent of the proposal may be to achieve tax

equity; the result, in fact, would be to aggravate already existing competi-

tive inequalities stemming from the substantially broader range of powers,

greater flexibility and profitable use or interest-free demand deposits

enjoyed by commercial baks.

Equality of tax treatment without equality of competitive oppor-

tunities does in fact place a disproportionately heavy tax burden on

thrift institutions. The burden is even heavier than it appears from

the Administration statement, because the effective tax rate for mutual

thrift institutions would be higher if "economic income" reflected real-

istic deductions for potential long-term mortgage portfolio losses.

Such realistic bad debt reserve allowances recognize the greater

reserve needs of institutions whose assets are dominated by long-term

loans, than of commercial banks with predominantly short-term loan portfolios.

To be sure, mortgage loan losses have been unusually low during the postwar

inflationary economic boom. But history indicates that losses tend to be

concentrated and substantial during short periods of time. Such losses

generally occur during economic recessions and declining values, but could

also occur when real estate values and prices are relatively stable, rather

than rising as in recent years. Surely, prudent lenders must be prepared

for such an eventuality.

Heavier tax burdens imposed on mutual thrift institutions would

clearly weaken their ability to compete with commercial banks and hence

reduce the supply of funds for housing and inner city rebuilding. In
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sum, Administration fears that the House.passed tax revisions would limit

"free and open competition between thrift institutions and commercial banks"

more aptly apply to its own proposals. If the Congress, however, decides

to impose excessively burdensome tax provisions on thrift institutions,

thetn the Congress should also permit mutual savings banks the powers to

compete effectively with commercial banks.

The House-Passed Proposal

One objection to the House-passed tax provision is that it imposes

a relatively narrow investment standard on mutual savings banks. The ned

for investment flexibility for ortgage-oriented institutions is widely

recognized as essential to strengthening their ability to attract, savings

and generate an expanded supply of mortgage credit over the economic cycle.

By liquidating nonmortgage investments, savings banks were able to channel

an amount equivalent to 108 per cent of deposit growth into mortgage loans

during the 1966 credit crunch, and over 100 per cent in the first seven months

of 1969. The importance of such flexibility was reemphasized in a major

Congressionally authorized study just completed for the Federal Home Loan

Bank Board under the direction of Professor Irwin Friend. It seems clear

that the objective of encouraging expanded mortgage flows can be better

accomplished by not establishing narrow investment standards. Furthermore,

flexible powers for financial institutions are better geared to meeting the

nation's changing social and economic priorities over the years.

We do, of course, understand that the objective of the House

measure is to relate bad debt reserve allowances to investments in specific

types of assets. The House does, however, recognize the need of mortgage-

oriented thrift institutions for bad debt reserve allowances different
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from those of nonmortgage-oriented commercial banks. If the Congress feels

that an investment standard should be imposed on savings banks for the

first time, we urge that it be broadened to include all types of mortgage

lending, which are essential to the rebuilding of our urban area .

We urge additional revisions in the House bill. Our recommendations

in this respect are detailed in the comprehensive statement submitted to

this Committee, which we request be included in the printed record of these

hearings. In particular, we strongly believe that the present 60 per cent

maximum percentage of income bad debt reserve allowance be retained, rather

than reduced to 30 per cent, in order to avoid a further major reduction

in housing credit.

Conclusion

All things considered, the savings bank industry firmly believes

that the present tax provisions for mutual savings banks accomplish for

housing exactly what the Congress intended -- a strong stimulus to resi-

dential mortgage flows. The proposed changes, if enacted, would be

particularly unfortunate at the present time when housing and mortgage

credit are already depressed and likely to deteriorate further. It is

important to note that current tax obligations of savings banks are rising

and will rise significantly further without changing the present tax laws.

The National Association of Mutual Savings Banks has given care-

ful consideration to the two proposals before this Committee to revise the

tax treatment of financial institutions. We believe that, contrary to

their own stated objectives, they would have a seriously adverse effect on

the flow of credit into housing and other socially desirable uses. Of the

two, however, we believe the House-approved measure as modified in our

statement, would be less harmful to housing.

63



Table 1

Composition of Assets and Liabilities
of Mutual Savings'Banks

June 30, 1969

(amounts in meIlions of dollars)

Assets and Liabilities Amounts Per Cent of Assets

Cash 4865 1.2%

U. S. Government Securities 3,618 4.9

Federal Agency Securities 1,939 2.6

State and Lcal Government Securities 192 .3

Crporate and Other Bonds 6,983 9.5

Corporate Stock 2,107 2.9

Mortgage Loans 54,672 74.6

FHA 15,910 21.7

VA 12,356 16.9

C nventional 26,1407 36.0

Other Loans 1,633 2.2

Other Assets 1,306 1.8

TOTAL ASSETS $73,316 100.0%

Deposits 66,243 90.4

Other Liabilities 1,664 2.3

General Reserves 5,409 7.4

TOTAL LIABILITIES AND RESERVES $ 73,316 100.0%

Note: Breakdown of mortgage holdings is partially estimated on the
basis of data for the end of 1968.

Source: National Association of Mutual Savings Banks.
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Table 2

Mortgap Loans Held by Mutual Savings Banks in
Selected Nonsavings Bank States

October 31, 1962 and September 30, 1968
(Amounts in millions of dollars)

State October 31. 1962

California

Texas

Florida

Virginia

Georgia

Louisiana

Michigan

Tennessee

Arizona

Illinois

Oklahoma

Missouri

Nev Mexico

Utah

Kentucky

Arkansas

Kansas

Nebraska

Idaho

Iowa

Montana

Other Nonsavings Bank States

Total Nonsavings Bank States

Total Mortgage Holdings

2,196

1,070

6oa

361
251

31.0

221

351
163
191.

141

126

98

81.
24

68

31.

13
2

958

8,290

31,583

SOURCE: National Association of Mutual Savings Banks.
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September 30, 1968

4,725

1,183

1,462
1,176

722

1465

455

1412

361
142

-WO

228

171
151

135

82
81

73
27

25
8

2,211

15078

52,410
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Accgoplishments of the 1962 Tax Law

As we testified before the House Ways and Means Committee, we

believe that the present provisions of the Internal Revenue Code affecting

mutual savings banks, vhich were enacted in 1962, accomplished for housing

exactly what the Congress intended .. a strong stimulus to residential
11

mortgage flows. They have permitted mutual savings banks to establish

realistic bad debt reserve allowances in light of the rinks incurred by

mortgage-oriented thrift institutions which "borrow short and lend longW

primarily on residential real estate. In this regard, Treasury Department

data indicate tkat mutual savings banks since 1962 have actually had smaller

bad debt reserve deductions, relative to loan growth, than either savings

and loan associations or commercial banks (Table 3).

The strong stimulus provided by the present law to the flow of

mortgage credit, particularly for FHA and VA mortgage loans and for urban

revitalization programs, is indicated by the record of the savings bank

industry since 1962. From the end of 1962 to the end of 1968, mutual

savings banks increased: (1) their total mortgage holdings by $21 billion;

(2) their overall ratio of mortgage loans to total assets from 69.5 to 74.9

per cent (Table 4.); and (3) their FHA and VA mortgage portfolios by $8.6

billion, far more than the combined expansion in PHA and VA mortgage

holdings for all other private institutional lenders (Table 5). By liqui-

dating nonmortgage investments, mutual savings banks were able to channel

into mortgage loans an amount equivalent to 108 per cent of their deposit

growth during the credit crunch of 1966. More recently, in the first seven

months of 1969, another period of mortgage credit stringency, mortgage

Y See TaX Reform, 1969, Hearings Before the Committee on Ways and Means,
House-of Representatives, 91st Congress, lot Session, Part 10, March 21,
pp. 3469-3507, hereinafter referred to as "Tas Reform Hearings."

/
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Table 3

Deductions for Bed Debts Relative to Orovth to
"2ligible" or "Qualifyn" Loan

mutual Savlnes Banks
Savings and loan Associations and

Commercial Banks
1963-66

(Amounts In millions of dollars)

mutual Savings savings amd Commercial
Banks Loans Banks

1. Deductions for bad debts for
tax purposes, 1963-66 $ 31 * 1,991 2,86

2. Increase in "eligible" or"qualifying" loans, 1963-66 15,137 35,67T 81,251

3. Ratio Of #1 to #2 2.85$ 5.58% 3.52%

Note: Data for #1 are from Tax Reform Studies and Proosals, U. S. Treasury Dert-
ment, Committee on Ways and Means of trhe United states House of Hepresenta.
-s and Comittee on Finance of the United States Senate* 91st Congress.,

lot Session, February 5, 1969, Part 3, Table 3, P. 4T3. Data for #2 refer to
the increase in eligible loans of comercial banks from the sam source,
Table 4, p. 74, and to increases in mortgage loans held by mutual savings
banks and savings and loan associations, as reported in the Federal Reserve
Bulletin.
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Table 4

Mortgage-Asset Ratio and Mortgage Leanding by
Mutual 8avin Danks

(amount in millions of dollars)

Net Increase
Mortgage Total Mortgags-Asset in Mortgage Oross Mortgage
Holding Assets Ratio Hldin.. . Acqulsitioni

1962 *32,056 41.6121 69.5% $3,155 $6p21.5

1963 36,00 49,002 72.4 3,951 7,706

196. 1.09328 54,238 74.4 4,322 89500

1965 14,133 58,232 76.3 4,105 8,651

1966 47,193 60,982 77.4 2,759 7,066

1967 50,311 ,366 5 75.8 3,118 7,417

1968 53,286 71,152 74.9 2,798 7,015

Iote: Data on mortgage holdings,
year-end.

total assets and ortgage-asset ratio are as of

Source: National Association of Mutual Savings Banks.
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Table 5

Holdings of FHA and VA Mortgage Loans
by Main Types of Institutional Lenders

1962-8

(amounts in millions of dollars)

Total Mutual savings Life
Institutional savings Commercial and Loan Insurance

Lenders Banks Banks Aslociations Comanies

Holdings. end of year

1962 $56,256 $19,025 4 9,17 411,1f $16,571

1963 59,951. 21,171 9,967 119656 17,157

1964 62,929 23,A08 10,057 11,577 17,887

1965 65,.86 25,199 10,390 11,043 18,354

1966 66,094 25,971 10,143 11,28 18,9552

1967 67,707 26,869 10,15 12,150 18,283

1968 69,903 27,602 10,634 13,670 17,997

Change in Holdinas, 1963-68

mount $13,67 4 8,577 41,16 $ 2,18 $ 1,0426

Percentage
Distribution 100.0% 62.8% 10.7% 16.0% 10.4%

Note: Data on changes in
end of 1968.

holdings are for the period from the end of 1962 to the

Source: Board of Governors of the Federal Reserve System.
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holdings of mutual savings banks rose by $1.6 billion, an amount equivalent

to over 100 per cent of their deposit growth.

Furthermore, tax payments of mutual savings baks are rising and

will continue to rise without any change in the present law because of the

declining importance of the largely temporary factors that reduced tax

payments in past years. These factors were: (1) the widespread use of the

present 3 per cent bad debt reserve provision which allows mutual savings

banks, in General, to deduct 3 per cent of mortgage loan growth; (9) hugs

losses on the sale of bonds undertaken to meet liquidity needs AM provide

funds for mortgage lending; and (3) sharp increases in interest payments

to depositors.

Many mutual savings banks, however, are shifting from the 3 per

cent method to the 60 per cent of income method because their mortgage-

asset ratios are now stablizing at high levels. Losses on bond sales

should assume smaller proportions as mortgage-asset ratios stabilize. As

mortgage repayments are reinvested at higher interest rates, net earnings

are increasing. And savings banks are seeking to strengthen their total

general reserves through increased earnings retention. All of these fac-

tors are contributing to increased taxable incomes and tax payments under

the present law."

Impact of Proposed Tax Changes

Before this Comittee now are two proposals for revising the tax

treatment of financial institutions -- sections I4 1-4 3 of the House-passed

Tax Reform bill (H.R 132nO) and the Administration proposal presented to

this Committee on September 4. These proposed changes differ in certain

basic respects. As between the two proposals, we believe that the House

bill, despite its serious adverse effects on housing credit, would provide
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a better basis for the taxation of mortpge-oriented thrift institutions,

assuming that the Congress decides that the present tax law must be chanAed.

This is because it would appear to be more feasible to modify the House

bill, as indicated later in this statement, in order to reduce its harmful

impact on housing and urban revitalization programs, while, at the same

time, significantly increasing tax payments of all financial institutions.

As also noted later, the modifications needed to reduce the Administration

proposal's adverse impact on housing credit would require basic changes

in its structure.

It should be reemphasized, however, that, in our judgement,

both proposed changes -- especially the Administration proposal, but also

the House bill if our suggested modifications are not adopted .- vould have

similar, harmful effects on mortgage oriented thrift institutions, savings

depositors and housing and urban revitalization program.
First, in view of the much broader powers enjoyed by competing

commercial banks, enactment of either proposal would place a disproportionate

burden of increased tax payments on mutual thrift institutions, the main

source of housing credit. Commercial banks presently have powerful com-

petitive advantages, including a wider range of financial services, authority

to make high-yield business and consumer loans, the greater flexibility

inherent in short-term lending, the ability to acquire capital through the

sale of stock, ability to tap wide sources of loanable funds, and the

profitable uoe of interest-free demand deposit and money creation powers.

It mutual thrift institutions pay taxes at the effective rates contemplated

by these proposals, they would be placed at a serious competitive disad-

vantage relative to commercial banks. In this regard, the House bill is

73



-5 -

apparently designed to raise the effective rate of taxation more sharply

for thrift institutions than for comercial banks. With respect to the

Administration proposal, Assistant Secretary Cohen indicated in response

to questioning by Committee members, that thrift institutions and com-

mercial banks vould all pay taxes at an effective rate of about 29 per

cent of "economic income" (assuming that they have sufficient gross income

from residential mortgages and other qualifying loans under the 5 per cent

provision discussed later).

In actuality, such comparisons of effective rates of taxation,

based on so-called "economic income," greatly underestimate the increased

tax burden on mutual thrift institutions, and, therefore, the harmful

consequences for housing. "Economic income," as used by Treasury officials,

is not defined in the tax law. It does not reflect any deduction for bad

debt reserves (except as determined by recent loss experience). If a

realistic allowance for potential mortgage losses were deducted, projected

tax payments could then be related to a more meaningful and considerably

lover amount of "economic income." The resulting effective tax rates of

thrift institutions would then be even higher than Treasury officials

suggest.

Such a realistic bad debt reserve allowance would reflect the

greatly different reserve needs of mutual thrift institutions whose assets

are dominated by long-term mortgage loans, as contrasted with commercial

banks whose portfolios are dominated by short-term loans. It would also

reflect accurately the potential losses on mortgage loans. To be sure,

losses have been unusually low during the inflationary postwar economic

boom, reflecting in large part the sharp and prolonged rise in real estate

values and burgeoning housing demands since the end of World War I. In a
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period of serious economic decline, or even a period of extended stability

in real estate values and overall prices, however, greater losses can be

anticipated. Mortgage losses during the depression of the 1930's were

extremely high. Massachusetts savings banks during the 1931-45 period

sustained mortgage losses equivalent to 17.. per cent of average mortgage

holding s for the period, and 14.3 per cent of holdings as of the end of

1930. hile a depression of the magnitude experienced In the 1930's is

not expected, a future severe recession, accompanied by significantly

increased losses on mortgage loans, cannot be ruled out. Furthermore, it

must be recognized that in a period of relatIvely stable prices and real

estate values, which we hope can be achieved, greater mortgage losses must

be expected.

Thus, the proposed tax changes would impose levels of taxation

on thrift institutions that: (1) ignore the broader powers and competitive

advantage of commercial banks; and (e) are in actuality considerably

higher than is suggested by "economic income" comparisons. The increased

tax burden Imposed by these proposals would weaken the ability of mutual

thrift institutions to compete with nonmortgage-oriented commercial banks.

It would also reduce their ability to maintain adequate reserves needed

for protection against potential losses on long-term residential loans

and to meet requirements of supervisory authorities. Unlike commercial

banks which have the option of selling new stock to acquire additional

capital, mutual savings banks can accumulate protective reserves only

through the retention of earnings.

Second, enactment of either the provisions in the House bill in

Its present form or the Administration proposal would reduce, rather than

Tax Reform Hearings, p. 3488.
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stimulate, the supply of mortgage credit for housing and urban revitalization

prog . This reduction would result from a combination of forces stimu.

lated in varying degrees by the two proposals. The weakened copetitive

position of mutual thrift institutions would lead to a diversion of the

flow of saving to nonmortgage.oriented commercial banks. As discussed more

fully later, the Administration proposal would eliminate any bad debt reserve

allowance (other than that provided by recent loss experience) and deny to

many savings banks the "special deduction" proposed as a substitute. The

resulting reduced ability of mutual thrift institutions to set aside real.

istic bad debt reserve allowances for long-term mortgage loans would stimu-

late shifts of funds to les risky nonmortgage investments. Ultimately,

many thrift institutions would be coupe:led by competitive pressures to

convert into coercial banks, sad adopt their nomortgpge lending pattern.

Even if there should be any increase in mortgage lending by comercial

banks .- which is doubtful because of their basic, short-term noimortgage

orientation -- this would be far outweighed by reduced mortgage flows from

thrift institutions. Reflecting fundamental differences in investment

orientation, mortgage loans represent about 75 per cent of mutual savings

bank assets, compared with only 14 per cent of commercial bank assets.

The resulting reduction in funds for housing and urban revital.

ization would represent a cost to the nation which, in our judgement, would

far outweigh any immediate increase in the tax payments of mutual thrift

institutions. Moreover, due to their weakened capetitive position and

reduced ability to set aside needed reserves for future ortgage losses,

we doubt that mutual thrift institutions in the long-run would be able to

attract the volume of saving apparently expected. With reduced rates of

growth in resources, their taxable Incomes and tax qiymnts could fall
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short of projected amounts. Estimates of increased revenue resulting from

enactment of these proposals apparently assume continuation of strong

rates of growth at these institutions. It is hazardous to make any such

assumption in view of the fierce competition for savings. We are not

attempting here to make any revenue estimates, but we feel it is reason.

able to believe that if the present law were retained, and mutual thrift

institutions were allowed to compete more effectively for savings, there

would be more money for housing, higher incomes for thrift institutions,

and an increasing volume of tax payments by thrift institutions in the

years ahead.
I

We recognize, however, that there are strong pressures for changes

in the tax treatment of financial institutions, Xncluding mutual savings

banks. If this Comittee, after considering the harmful effects on housing,

concludes that mutual thrift institutions should be taxed more heavily,

we urge that certain modifications in the House bill be adopted to reduce

its adverse consequences for housing and urban revitalization programs.

Needed Modifications in the Provisions of the House Bill

As passed by the House, section 442 of H.R. 13270 would make the

following changes in the bad debt reserve provisions of mutual savings banks:

1. lepeal the present 3 per cent provision which permits these

Institutions, in general, to deduct 3 per cent of the growth

in their mortgage holdings a an addition to bad debt

reserves; and

2. Heduce the alternative percentage of income bad debt reserve

allovance by:

a. Lovering the maximum allowace from 60 per cent of taxable

incm to 30 per cent over a ten year transition period;
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b. Permitting mutual savings banks to qualify for the aximim

allowance only if they have 72 per cent of their total

assets In certain specified types of qualifying assets;

c. Loering the aximum allowance for mutual savings banks

that do not meet the 72 per cent standard according to

a sliding scale provision; and

d. Denying any percentage of income deduction to mutual

savings banks that have less than 60 per cent of their

total assets in qualifying assets.

Similar changes were made in the bad debt reserve provisions of

savings and loan associations. Under section 441 of the House bill, com-

mercial banks would no longer be permitted to accumulate bad debt reserves

up to 2.1 per cent of eligible loans and would be required to deduct

additions to bad debt reserves on the basis of actual loss experience only.

The modifications we urge in the House bill are as follows:

1. Eliminate the 72 per cent investment standard;

2. If elimination of the investment standard is contrary to

Congressional policy, then change the standard in these

three ways:

a. Broaden the list of qualifying sets to include aU mort-

gage loans which are essential to residential living and

the rebuilding of our decaying urban centers;

b. Revise the sliding scale provision which requires a reduc-

tion of the percentage of income bad debt deduction for

each percentage point a savings bank is below the 72 per

cent standard in order to reduce the penalty imposed in

the earlier years for which the new provisions will be

effective; and

78



- 10-

c. Eliminate the provision which denies any percentage of

income deduction to savings banks with less than 60 per

cent of their total assets in qualifying assets; and

3. Retain the 60 per cent maximum: percentage of income deduction

rather than reduce it over a ten-year period.

Elimination of the 72 per cent investment standard for savings

beaks would be consistent with widespread, bipartisan, public and private

recognition that increased investment flexibility for mortgage-oriented

thrift institutions is the best means of strengthening their ability to

attract savings and generate an expanded long-run supply of mortgage credit.

The importance of investment flexibility for mortgageooriented thrift insti.

tutions was demonstrated dramatically during the 1966 mortgage credit crisis.

Because of their broader investment powers, mutual savings banks were better

able than savings and loan associations to compete for savings, meet liquid-

ity pressures and satisfy local mortgage credit demands. Flexible invest-

ment powers, moreover, have permitted mutual savings banks to adjust their

lending policies to met the nation' s continually changing social and economic

priorities. The Importance of investment flexibility was reemphasized In a

major, Congressionally-authorized study just completed for the Federal He

Loan Bank Board under the direction of Professor Irvin Friend.

As Secretary Kennedy testified before this Comittee on September 4:

investment g restrictions limit the ability of the thrift
Institutions to compete for savings during periods of tight money.
They also fail to recognize other important national goals."

While we strongly believe that elimination of the 72 per cent

investment standard is desirable, we recognize that the House sought to

Tax Deform Hearings, pp. 3491 and 31492.
Irwin Friend, Study of the Saving. and loan Industrl Sury and Decom-edations, Prepared -for the Federal Home Loan Bank Board, Wvashinton,
D. C., Septenber, 1969.
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to relate the percentage of income bad debt reserve allowance to invest.

ments in certain types of assets. If this requirement is retained, the

list of assets qualifying under the 72 per cent standard should be

broadened to include all mortgage loans, which are essential in rebuilding

our urban centers. At the very least the standard should include the types

of loans indicated below.

The House bill now includes loans made to improve commercial pro.

perty in urban renewal and Model Cities areas and loans secured by educa-

tional, health, and welfare facilities. It does not go far enough, how-

ever, since numerous other supplementary and supportive facilities are

essential adjuncts to family living in all areas. Individuals and families

must have ready access to shopping and service facilities for food and

clothing, as well as facilities for the repair and servicing of household

appliances and automobiles. Moreover, in urban renewal and Model Cities

areas, there is a critical need for job-creating facilities, such as

factories, office buildings, warehouses, industrial parks and transporta-

tion facilities.

Furthermore, the House bill includes mobile homes not used on

a transient basis, but does not include the mobile home parks in which

qualifying mobile homes will be located. In many sections of the country

the development of mobile home parks is vital in helping to provide low.

cost housing sites.

Individuals and families transferring to new areas because of

better job opportunities often need to use transient living facilities

when permanent facilities are not immediately available. Thus, hotels

and motel facilities are also essential parts of the total living environ-

ment in our society which is marked by a high degree of mobility and wide

ranging opportunity.
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Therefore, we suggest that the list of assets qualifying for

purposes of meeting the 72 per cent investment standard be broadened to

include all mortgages, particularly the following:

1. Loans secured by shopping and service facilities;

2. Loans secured by property in any urban renewal area (as

defined in section 110 (a) of the Housing Act of 1949, as

amended) or in any area covered by a program eligible for

assistance under section 103 of the Demonstration Cities

and Metropolitan Development Act of 196, as amended. This

would be in addition to loans for the improvement of such

properties already included in the bill;

3. Loans secured by mobile home parks; and

4. Loans secured by hotels and motels.

In addition, several technical problems must be sol-in drafting-...

a final version of the investment standard. These problems are discussed in

the Appendix following this statement.

As to the revision of the sliding scale provision, the House

bill provides that a mutual savings bank with less than 72 per cent of

its total assets in qualifying assets would be required to reduce the

maximum percentage of income bad debt deduction by a certain number of

percentage points for each percentage point that its ratio of qualifying

assets falls below the standard. In the first two years for vhich the

new law would be effective, the reduction in reserve allowances is two

percentage points for each one percentage point below the T2 per cent

standard. For the next five years the reduction would be 1-1/2 points

for each point below the standard, and thereafter the reduction would

be on a one-for-one basis. A sliding scale t essential if the 72 per
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cent standard is retained since about one-fifth of the savings banks have

qualifying asset ratios below 72 per cent of total assets. It i clear,

however, that the specific sliding scale provision in the House bill works

a greater hardship on mutual savings banks in the initial years for which

the new provision would be effective.

This is neither reasonable nor equitable. Many mutual savings

banks would seek to alter the composition of their assets to meet the invest-

ment standard. As long-term lenders, they would need many years to make

the necessary changes, and should not be penalized while attempting to

shift their assets in line with the objectives of the bill. Thus, it

would be more equitable to revise the sliding scale provision so that the

reduction would be permanently one percentage point in the reserve allow-

ance for each one percentage point that an institution's qualifying asset

ratio is below the 72 per cent standard.

Deletion of the provision denying the percentage of income bad debt

reserve deduction to savings banks with less than 60 per cent of total

assets in qualifying assets is desirable since, otherwise, these institu-

tions vould be allowed bad debt deductions only on the same basis as

commercial banks, without having the broad powers and competitive

advantages enjoyed by commercial banks. They might be forced to convert

into commercial banks in order to preserve their competitive viability.

While the number of mutual savings banks involved is small, a significant

reduction in housing credit could result in certain local market areas.

Our reccmended deletion wculd provide some small percentage of income

deduction for these mutual savings banks below 60 per cent, while they

seek to increase their mortgage holdings and qualify for higher reserve

allowances.
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Finally, we believe that the present reserve allowance of 60 per

cent of income is justified for all mortgage-oriented thrift institutions,

and should not be reduced to 30 per cent as provided in the House bill.

As long-term lenders, both mutual savings banks and savings and loan associ-

ations are especially vulnerable to larg-scale losses in a severe economic

recession, despite the favorable experience of recent times. They must

accumulate adequate reserves during periods of prosperity to meet the losses

that can occur if real estate markets undergo a severe decline.

The need for adequate reserves would not be obviated by the pro.

vision in the House bill permitting financial institutions to carry back

net operating losses for ten years, rather than three years as in the

present law. While this provision is desirable for the long run and should

be retained, it would have little practical application in the iomediate

future. Taxable incomes of mutual savings banks have been small in relation

to loan holdings, and tax refunds would not compensate for potential loan

losses.

Retention of the present 60 per cent bad debt reserve allowance

would permit savings banks to compete more effectively for savings and

provide more mortgage credit, while generating an increasing volume of

tax revenue. Recently available industryvide figures suggest that savings

banks, operating increasingly under the 60 per cent provision in the present

law, expect to pay four or five times as much tax in 1969 as in 1967, with-

out any change in the present law.

The Administration Proposal

The Administration proposal provides a basically different approach

to the taxation of financial institutions than the House bill. As Treasury

officials testified before this Comnittee, the Administration proposal would:
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1. Eliminate any bad debt reserve filovance for thirft Institu-

tions (other than that provided by recent loss experience)

and substitute a "special deduction" for thrift institutions

and comercial banks of 5 per cent of gross interest income

on residential and certain other loans

2. Limit this special deduction so that it could not reduce

taxable income below 60 per cent of taxable income adjusted

to include the full amount of dividend income and tax-exempt

interests and

3. Phase in the increased tax burden on mutual savings banks and

savings and loan associations over a five-year period, instead

of the ten-year transition period provided in the House bill.

Commercial banks would tend to be more lightly taxed under the

Administration proposal than under the House bill. Among thrift institu-

tions, the burden of increased taxation would tend to be shifted under the

Administration bill toward institutions that haye utilized flexible invest-

ment powers, contrary to the stated objective of the Administration as

indicated by Secretary Kennedy before this Committee.

The special deduction is designed to encourage the flow of funds

into residential construction and other socially preferred uses. In view

of their basic, long-standing mortgage orientation, mutual savings banks

need no special inducement to invest in residential mortgage loans. Nor

do they seek any such inducement. Rather, as indicated earlier, mutual

savings banks seek a bad debt reserve allowance that will realistically

reflect the risks involved in long-term mortgage lending. A realistic

reserve allowance -_ that would enable thrift institutions to set aside

needed reserves in the 'light of potential mortgage losses, and enable them
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to compete effetively for savings -- is a far better means of encouraging

an adequate flov of mortgage credit.

Even apart from these considerations, the special deduction would

provide a highly imperfect incentive for channeling funds into these uses

because of the 60 per cent limitation. It would vary widely in a manner

unrelated to the institution's residential mortgage lending activity.

Two institutions having identical proportions of assets in mortgages and

experiencing identical rates of growth in mortgage holdings might qualify

for greatly different special deductions. The highly variable incentive

for residential mortgage lending provided by the special deduction proposed

by the Administration contrasts with the present law, since bad debt reserve

deductions under the 3 per cent provision are geared precisely to mortgage

growth and under the percentage of income allowance are limited by the ceiling

of 6 per cent of real property loans.

Based on published balance sheet data and reasonable assumptioni-

regarding yields on various types of assets, the savings bank industry as

a whole would qualify (after transition periods are completed) for a

special deduction of less than ten per cent of "economic income." Indeed,

many savings banks -- as a rough estimate, about one-half of our insti-

tutions -- would have no special deduction under the Administration

proposal. Despite the fact that the overwhelming proportion of their

assets are in residential mortgage loans, these institutions would be

taxed in the same manner as nonfinancial corporations and would be denied

the special deduction designed by the Administration specifically for

financial institutions and to encourage real estate lending. In contrast,

under the House bill, only about 2 per cent of the savings banks would be

denied the percentage of income bad debt reserve deduction.
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Enactment of the Administration proposal in the form presented

to this Committee would lead to major changes in assets and structure by

many mutual savings banks. Denied both a realistic bad debt reserve

deduction, and in many cases, the proposed special deduction, many insti-

tutions would shift funds from mortgages into less risky investments.

Ultimately, many mutual thrift institutions would convert into commercial

banks in order to acquire the broader powers commercial banks enjoy. State

lava of many savings bank states already permit such changes. Indeed, the

second largest mutual savings bank in Neu Hampshire, motivated, in part,

by apprehension regarding rumored savings bank tan changes, has already
E

taken steps to convert into a commercial bank. Where present legal authority

is lacking, permissive legislation would wtdoubtedly be sought.

The result of such changes, both immediately and in the long run,

would be a reduction in the flow of mortgage credit into housing and urban

revitalization programs, as some mutual thrift institutions shift funds

to nonmortgage tovestments and others convert into commercial banks and

adopt their nonmortgage lending pattern. As noted earlier, the increased

overall tax burden on mutual thrift institutions, in the face of the com-

petitive advantages of commercial banks, would further reduce the supply

of housing credit. Taking all thrue effects into account, we believe that

the Administration proposal would fail to achieve its stated objective of

encouraging the flow of funds into residential mortgages and other loans

made pursuant to national objectives. It would certainly result in major

changes in our Industry's financial structure.

We do not believe that the Administration proposal can be modified

in a manner that would result in realistic tax proviiotusfor mutual thrift

institutions, while retaining its present structure, because it has two

principal defects:
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1. The fact that the Administration proposal does not provide

a realistic bad debt reserve provision for mortgage-oriented

thrift Institutions; and

2. The fact that the special deduction proposed as a substitute

for a bad debt reserve allowance would not be available, in

practice, to many savings banks.

To correct the first defect, it would be necessary to adopt an

approach similar either to the present law or to the House bill with the

modifications we have suggested. To correct the second defect, it would

be necessary to remove the 60 per cent limitation, or reduce it to a

considerably lower figure, and to make additional changes in the 5 per cent

provision. A major restructuring of the Administration proposal would be

necessary, therefore, to provide a reasonable basis for taxing mutual

thrift institutions. Such a major restructuring seems impractical. There-

fore, we believe that the House bill, despite its seriously adverse effects

on housing credit, could provide a better basis for the taxation of mortgage-

oriented thrift institutions, assuming that the Congress decides that the

present tax law must be changed.

Conclusion

The savings bank industry reiterates that the present law enacted

in 1962 accomplished for housing exactly what the Congress intended -- a

strong stimulus to residential mortgage flows .- and will provide an

increasing flow of tax revenue from thrift institutions in future years.

We recognize that the Congress may, nevertheless, decide to impose heavier

taxation on thrift institutions. Therefore, we have suggested what we

believe to be constructive recommendations for modification of the House

87



19

bill hich would reduce the harmful input on housing and Other vital

national programs.

If the Congress, however, decides to impoee exceisvel burden-

some tax provisions on thrift institution$ -- especiallY the Administrstion

proposal, but also the House provisions Vithout the modifications suggeted

in this statement -- then the Congess should also permit mutual savings

banks the powers needed to compete effectivelY Vith 0ccercial banks.
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APPENDIX

Technical Considerations Relating to Section 442
(Mutual Savings Banks, etc.) of H.R. 13270

Section 442 (a) of H.R. 13270 (Tax Reform Act of 1969) would change

section 5%33 (b) of the Internal Revenue Code of 195 which provides rules

for the allowance of tax deductible bad debt reserve additions by mutual

savings banks and savings and loan associations. There are basically two

changes: (1) repeal of the 3 percent method which allows thrift institutions

to deduct 3 percent of their mortgage loan growth, and (2) modification of

the percentage of taxable income method which allows them to deduct 60 percent

of taxable income. The modification of the percentage of taxable income

method, as set forth in section 4142, presents certain technical problems.

Section 593 (b) (2) and (3) of the Code would be amended to permit

a mutual savings bank to take the maximum percentage of taxable income deduc-

tion only if 72 percent of its total assets are assets described in section

7701 (a) (19) (C) of the Code. Section 412 (b) of H.R. 13270 would amend

section 7701 (a) (19) (C) of the Code to describe the assets which must com-

prise 72 percent of total assets. It should be noted that the purpose of

section 7701 (a) (19) is to define a "Domestic Building and Loan Association,"

and that mutual savings banks are for the first time affected by subparagraph

(C) of section 7701 (a) (19) for purposes of an investment standard rather

than a definition. This necessitates some clarification to make sure that

mutual savings banks are given equitable treatment with respect t.. determining

the qualifying assets they hold for purposes of the investment standard.

For example, section 7701 (a) (19)'(C) (iv) as amended, refers to

"loans secured by a deposit or share of & mber . It should be made clear
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that loans secured by a deposit in a mutual savings bank, as well as a savings

and loan association, are in this category. Itutual savings banks do not have

members and recently, savings and loan associations were permitted to amend

their charters to have their account holders denominated as depositors rather

than members.

Section 7701 (a) (19) (C) (x) refers to "property used by the associ-

ation in the conduct of the business described in subparagraph (9)." It should

also be made clear that property used by a savings bank in the conduct of

its business qualifies.

Furthermore, section 7701 (a) (19) (C) (v) refers to "loans secured

by an interest in real property which is.. .residential real property..#" *

Savings banks make loans secured by large apartment houses, These apartment

houses often contain space for stores or offices which are essential adjuncts

to residential living in urban areas and often occupy space unsuitable for

residential dwelling purposes. As a result, there may be some uncertainty

in determining the portion of this kind of loan which qualifies under the

72 percent standard.

The Treasury regulations under present section 7701 (a) (19) recog-

nize this problem and provide a rather complicated rule for determining the

portion of a mixed loan which qualifies for definitional purposes. Le.

S01.7701 - 13 (k) deals with amount and character of loans, and it requires

a comparison based on the loan value of qualifying property to the amount

of the loan involved. In the interest of easier administration of the law and

better taxpayer understanding it would be appropriate to provide a statutory

rule which is less complicated than the current regulations. For example,

it would be simpler and more equitable to allow a loan secured in part by

residential property to qualify in total if more than 50 percent of the pro-

perty securing the loan is used on a space basis for residential purposes.
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Another problem relating to "loans secured by an Interest in real

property which is... residential real property..." is whether redeemable

ground rents are to be included in this category. In the state of Maryland,

private homes are often sold subject to so-called ground rents under which

the home buyer assumes an obligation to pay a fixed amount per year on the

property and 5 years after the creation of the ground rent, he may redeem

the ground rent by paying an amoant computed by capitalizing the rental

payment at a 6 percent rate. Mutual savings banks in Maryland purchase

redeemable ground rents thereby making it possible for more individuals to

afford to buy homes. These ground rents make up about 7 per cent of savings

bank assets in Maryland.

The Congress recognized that redeemable ground rents are in the

nature of mortgage loans when it enacted P.L. 88-9 in 1963, adding section

1055 to the Internal Revenue Code of 195. and amending Code section 163 to

provide for the deduction of annual or periodic rental payments under a

redeemable ground rent as interest on an indebtedness secured by a mortgage.

Moreover, the present Internal Revenue Regulations relating to both mutual

savings banks and savings and loan associations define the term "loan" to

include a redeemable ground rent. Reg. S 1.593-11 (a); Reg. S 301.7'(01-13

j)(). It is submitted, therefore, that section 7701 (a) (19) (C) (v) of

the Code, as amended by section 442 (b) of H.R. 13270, should be changed

to specifically refer to redeemable ground rents on residential property as

"loans secured by an interest in residential real property."
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Section I42(a) of R.N. 13270 it unrealistic And inequitable insofar
a it relates to mutual savings, builAing or homestead associations
and co-operative 'M.- an alternative proposal is submitted.

blot of the
Council of Iktual savings Institutions*

60 2at d street
New York, N.Y. 10017

1.- Section W(a) of the bi should be withdrawn and Iet 14a for furMar stdy

id hoarin s - or the alternative hereinafter proposed should be substituted.
2.- The ractioal effect of Section I42(a) is to nearly doubl, the tax , ets

reuired of those mutual institutions, Wch they can meet only b either reducing

the rate of interest-dividends mid on the amounts of their saving embers, or by

increasing the rate of interest chased to their borrowing m'mers.

At the and of 198, the average size of the pproximtely 5,250 mutual insti-
tutions wa $23,000,000.

Based on Treasur Department figures in the Ways & Means Comittee report,
they paid taxes in 1966 of about $735 per million dollars.

Frm a randam sample of 20 such institutions, ve estimate that Section 442(a),
when fully effective, will cost them an additional $595 per million dollars.
The fact that such an Increase is spread over ten years makes it no less
painful than to out off a dog's tail by inches.

Because these mutual institutions have no capital stock, but disburse all of
their earnings after establishing required loss reserves, there is no source
for such an increase except (a) by reducing the interest-dividnds paid on
accounts of savings members, or (b) by increasing the interest charged to bor.
rowing members.

3.- The 64 ceiln in the "Reserve for Losses on Qzlifying Real Proprty Loans" is

copletelY unrealistic. The mutual savings banks entered the 1929-32 depression with

loss reserves in the range of 12% to 1%. They came through that. experience prac-

ticall&y unscathed. The mutual savings and loan asociations confronted that crisis

with lose reserves that averaged no more than 5% to 6%. Their survival rate was

approximately one-half, i.e., some 6,000 survived out of 12,000 or so. In 1951, when

the Revenue Act of 1951 was pending, the State supervisors testified that these

Institutions should be permitted to accumulate aggregate loss reserves of 15%. The

Congress set the figure at 12%. The ceiling decrease to 6% ws effected by the 1962

Statment of Oeorge La Olis, President.
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mundmets. In consequence, the ratio of loss reserves has been steadily decreasing,

as is showed in the following t&b'e (available data includes both autuals and non-

mutuals):

Ratio of reserves, surplus and undivided profits to Resources" % decrease

End of 1941 (earliest date readily available) 7.9% --

2nd of 1951 (preceding effective date of 1951 Act) 7.6% 3.8
End of 1962 (preceding effective date of 1962 Act) 7.0% 7.9
End of 1968 6.7% .3

(Note: See appended chart)

4.- %hereae the Internal Revenue Code provides that any taxpayer may deduct author-

ized losses on a direct charge-off basis or by the reserve method, all mutual insti-

tutfons must use the reserve method, for these reasons:

(a) By statute or regulation, every mutual institution, without exception, must

allocate a portion of earnings, before credit of interest-dividends to its

savings members, to reserves for possible future losses, Following is an ex-

cerpt from a typical State law (condensed and numbering added for clarity):

"When the net profits have been determined, if its loss reserves do not
equal 10% of savings and 50% of book value of real estate held --
(1) one-tventieth of such net profit shall be credited to such loss
reserve. (2) The balance, together with any amounts remaining from
previous periods, shall constitute the 'mdIvided profits. The directors
may transfer additional amounts to loss reserves or continue to carry as
undivided profits such sum as they deem vise. (3) The undivided profits
shall be available for dividends, which shall be apportioned upon the
dues and dividends credited to mebers." (New York Banking Law, Section

In addition, if its accounts are insured by the Federal Savings & Loan Insurance

Corporation, it must meet the requirements of its regulations for allocations to loss

reserves which, under certain circumstances, may mount to 10% of net earnings, before

interest-dividends.

(b) Required to use the reserve method, by statute, regulation or the need for

survival, these institutions are further confronted by a formula inconsistent

with the basic principle of mutual operation, in that the Code -- since the

1962 amendments -- requires that both operating expenses and the distribution

of interest-dividends be first deducted, and a tax imposed on a portion of the

remainder.
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(c) A further inequity exists In that the bill leaves unchanged the requirment,

first Imposed in the 1962 mndmentes and increases the mnunt, of tax on

amounts so set aide and available only to meet losses which are deductible

under the direct charge-off basis, thereby burdening these institutions with a

tax on their losses -- a condition which we do not find paralleled In the case

of other taxpayers.

- It is not in the public interest that supervised financial institutions should

be subject Ao inconsistent or conflicting requirement arising out of differing

statutes under the jurisdiction of serate branches of government. This fact was

recognized by the Congress hen 'it passed the 1951 Act. The Congress concluded# and

this was agreed to by those representing the affected institutions# that taxes should

be paid ov amounts carried to surplus or undivided profits, and on any allocation to

loss reserves which exceed the bounds of - or noted, the supervisory

authorities recommended deductible cations to loss reserves they equal 19%

of savings, end the Congress eed to the principle, but established th ceiling at

(a) much has been %aid about th!,flct thu but i mooet AMt of taxes Whve---

collected, In cC iseqUenCe. £Ia fact is, and the CoajWns has re;?gnizod it

its application to other mutual and co6 , org zationI4 that these

mutual institutions do not have any i co itl a sn o

Bala ~~~ rdnw seoo UofJedPtt 0

the wrd, Th .s Is demon~trat&by te c"l~in tbe ii2typi Fal figures

of a mutual iatitution Wth sa, one of 43 000:

Gross as 4/ :38-'
LAES -OP tin. Zxpense - ,oo

Less- 10% to IssReserves' $ ,2(a3 K
- Interest-dividends 100,000 "--.0

Balance to Undivided ?Wfits * 800 le)
N7
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6.- "Tax equality," ch has been the loudly-proclaimed objective of the coercial

bankers for so many years, is a meaninrles shibboleth. unless accm.n ied by "Invest-

ment equality." For 138 years, these mutual institutions have operated to provide a

specialized community service, organized not for private profit but omed by those

they serve. They originated the monthly-payment, installment mortgage which ha made

this country a nation of home-owners. They originated Installment savings plans.

roday, there are 5,250 of these mutually-owned thrift and home-owning institutions,

located in every State, of which some 2,000 are federally-chartered and supervised,

and another 3,250 are state-chartered and supervised.

(a) The distinguished Secretary of the Treasury has recommended certain re-

visions in Subtitle I (comprising Sections 441, 442 and .43) of the pending

bill, ephasizing the Treasury Department's objective "to create tax equity

among these competing institutions." Nhether the Treasury's contemplation of

"tax equity" is the sam as "tax equality" is not clear to us. It is our view

that tax equity prevailed under the 1951 Act, but that it was materially upset

by the 1962 amendments -- because they failed to recognize the specialized

character of mutual thrift institutions, as distinguished from privately-ovned

financial institutions and, in the absence of capital stock on the part of the

mutuals, their need for a reasonable allowable deduction for withholding a por-

tion of earnings for possible future losses.

(b) On the other hand, if "tax equality" (in the fashion sought by the cosrer-

cial bankers) is accepted by the Congress as a comendable and equitable ob-

jective, very obviously these mutual institutions should have equality of in-

vestment opportunities, in order to make available to them the more lucrative

field available to the privately-ovued financial institutions.

(c) The Treasury Secretary has, further outlined a "special tax deduction" to be

granted to the several types of financial institutions to encourage "the flow

of credit . . . into uses determined by the Congress to be socially preferable."
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It haa for may years ben the position of the federal Oovernment that the de-

velopeent of meeer-o d, mutual or co-operative organization warrant particu-

lar eacourageomt by statutory actiant. Most certainlyl a change in mhasis,

such as the Treasury proposes, would constitute a major change in course and

mrrants vide-spread study and consideration before legislative action.

7.- Unfortmately, the 1951 Mt. which made "doxetic buildinR and loan associations"

W "coorative baks" subject to the corporate rate of income to,. after appropriate

credits to logo reserves, contained a maor defect -- in that it failed to differen-

tiate beten the mutual institutions and the non-mutuals. This deficiency was

perpetuated In the 1962 amendments. Accordingly, we urge these steps:

(a) T7ht Section u(a) be deleted from the pending billg and

(b) As an alternative, that sections 593 and 7701(a) be revise in a manner

which (I) recognizes the distinctive character of all utual savings institutions,

(ii) accords them comparable ta status to that of other mutual or co-operative

organizations, and (ill) conforms to their basic operational requirements by

establishing reasonable allowable deductions for allocations to loss reserves,

with ceilings of not less than 10% In the case of a "Reserve for Losses on

( AalitfLng Real Property loans" and of not less than 5% in the case of a

"Reserve for Other Losses."

(c) A draft of amendments to the Code to IupluAsnt the recomendations of the

preceding parapap Is qppended.
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h sed Revision of Section 7701 and Section 593 to
recognize the distinctive character of mutual savings, building or
homestead associations and cooperative benks, particularly with respect
to thei need for reasonable and adequate allowable deductions for ad-ditioul to ]losesevesl -- and to accor1d them1 treatment comprable to
that accorded to other mutual and cooperative organization

(a) That an additional category, to be know a "domestic mtual savings Institutions *
be added to the Code by an appropriate amendment to subsection (a) of Section 7701,
reading substantially in this manner;

"(35) DO555TIC WFIUAL SAVIUGS INSTITION. o The term 'domestic mutual

institution' mans a savings bank, cooperative bank, savings association, savings

and loan association, homestead association, building association or building and

loan association whichh is domestic, without capital stock and organized SA

operated for mutual purposes and without profit."

(b) That the title and subsection (a) of Section 593 be amended to read as follows
(n ew language underlined):

"=. 593. RZE VB MR 10o 3
"(a) OM NAIZATIOND TO IICH =TON APPLIES. - This section shall apply

to any mutual savings bank not having capital stock represented by shares,

domestic building and loan association, or cooperative bank without capital

stock organized and operated for mutual purposes and without profit, except that

subsection (R) and arargeh (4) of subsection (b) hereof shall only onl to a

domestic mutual savings institution."

(c) That subparagraph (A) of paragraph (1) of subsection (b) of Section 593 be
mended to read as follows (new language underlined):

"(A) the amount determined under section 166(c) to be a reasonable addi-

tion to the reserve for losses on nonqualifying loansp or the amount determined

under subsection (i) hereof to be a reasonable addition to the reserve for

other losses, plus"

(d) That subsection (b) of Section 593 be amended by desinati parph (I) as
parsagraph by designating paaaph (5) as paragraph (6f), SM ~by4inserting4 now
paragraph to read as follows:

"(I) CAIULWIOR ) OD. - The amount determined under this paragraph for

the taxable year shall be an aount equal to the amount necessary to increase

the balance (as of the close of the taxable year) of the reserve for losses on

qualifying real property loans to 10 percent of the unpaid balance of such loans."
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(e) That Parsraph (1) of subsection (c) of Section 593 be amwedd to read as
follows (new language underlined):

"(1) STABLIMO~NT 0? RESERVES. - Each taxpayer described in subsection

(a) which uses the reserve method of accounting for bad debts shall establish

and maintain a reserve for losses on qualifying real property loans, a reserve

for losses on nonqualifying loans (or a reserve for other losses as provided

by subsection (g) of this section), and a supplemental reserve for losses on

loans. For purposes of this title, such reserves shall be treated as reserves

for bad debts and for other losses, but no deduction shall be allowed for any

addition to the supplemental reserve for losses on loans."

(f) That Section 593 be mended by inserting the following new subsecticn (g) after

subsection (f), to read u follows:

"(S) SERVES FOR OTHER LOSSES. -

(1) In lieu of any authorized deduction for losses other than for bad

debts on qualifying real property loans, a taxpayer to whom this subsection

applies shall be allowed a deduction for a reasonable addition to a reserve

for other losses, which shall in no case be les than the amount determined

by the taxpayer as the reasonable addition for such year; except that the

amount determined by the taxpayer under this subsection shall not be greater

than the lesser of -

(A) the amount of its taxable income for the taxable year, computed

without regard to this subsection, or

(B) the amount by which 5 percent of the total of its resources,

exclusive of its qualifying real property loans, at the close of such

year exceeds the balance in such reserve at the beginning of the

taxable year.

(2) Ay reserve established pursuant to this subsection shall include

the entire balance of any reserve previously established pursuant to sub-

paragraph (A) of paragraph (1) of subsection (b) of this section."
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(g) Technical amendment:

Amend subparagraph (B) of paragraph (1) of subsection (b) of Section 593 by

striking out "(2), (3), or (4)," and inserting in lieu thereof "(2), (3), (1),

or (5),".
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6%

5%

3%

U ,It Data from Reports of Pederal Home lI Bank Dowzd
ad Include both mutual Institutions and stock Cog

Computations by Council of atual Savinm Institutlor
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Testimony of U.8. Savings and Loin Lease
Re: savings nd Lon Taxation

Tax Reform Act of 19, (See Accompying "Full Statemnt")

(1) The League to opposed to my oheage in the fundamental tax

provisions (60-40 foruula). This formula has produced the anticipated tax

revenues end has enabled savings end loen associetions to perform their vital

function of residential financing. Any basic chege would be detrimntl to

the savings and loen business end to the housing market. A tax increase would

add to mortgage coets, reduce ability to attract savings and Iqpair reserve

position and future growth. the business accepts the eltiination of the

3 percent alternative end the special treatment on bond sales end these are

the only true "reform" dealtng with savings end loan associations.

(2) provisions in the Souse-epassed bill end the Treasury proposals

go beyond tax reform and loophole closing and affect the basic nature of our

fin-ntal institutions and the mechanism of financing Amrican hoes.

(3) The proposed increased taxes would impair the mortgage lending

ability of the Nation's largest hoe lenders. This would occur at a tim

vhen housing starts are declintng, mortgage rates are soaring and other lenders

(such as life insurance companies nd comercial baks) have pulled out of

residential lending, particularly single-how financing.

(4) The pending proposele "equalize" tane on thrift Institutions

as compared to comamrcil bmks whieh is contrary to historic inducemnt for

thrift Institutions to invest tn mortgages.

($) The Impact on savings mad lon association@ to mch heavier

then on commercial banks, a bonm by the follovin brief table:

* Presented by C. t. Hitchell$ Leislative Chairman.
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Comm.
S&Ls banks

"Proposed Effective Rate 30% 30%

Previous Effective Rate 1960 1% 38%
1963 16% 31%
1966 17% 23%

(6) Savings associations are by law and tradition locked into long-term rest-

dential financing and do not have the diversified higher profit operations as com-

mercial banks. Savings and loan associations cannot take advantage of rapid in-

creases in interest rates.

(7) The importance of sustaining the savings and loan business at this time

is reflected in: (a) Senate Subcoomittee on Financial Institutions' current hear-

Inges to provide Treasury advances to the Federal Home Loan Bank System, and (b)

expressions from the Secretary of Housing, the Chairman of the House banking Com-

mittee, the Chairman of the House Housing Subcomittee, the Federal Home Loan Rank

Board, homebuilders and other officials of the housing industry.

(8) The alternative Treasury proposal as presented September 4 would not

lessen the effect of the changes provided in H. 1. 13270. Both seem to have

about the same practical effect except that the Treasury proposal will get us

to the point of double taxation faster. The Treasury proposes a five-year phase-

in -- the House bill provides for a ten-year phase-in. Both proposals would

equalise the effective tax rate for savings and lo4n associations and for comer-

cial banks. Treasury spokesmen at the opening of these hearings told this Cos.

sittee that the Treasury's objective is to tax both institutions at an effective

rate of approximately 30 percent.
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FULL STATEMENT

STATEMENT OF

UNITED STATES SAVINGS AND LOAN LEAGUE

BEFORE THE

SENATE FINANCE CQHITE

ON THE

TAX REFORM ACT OF 1969

Re: Taxation of Savings and Loan Associations,
Financial Institutions, etc.

September 15, 1969

Presented by C. r. Mitchell, Legislative Chairman
Accompanied by Norman Strunk, Executive Vice President

Stephen Slipher, Legislative Director

Our principal concern with respect to the provisions of the Tax Reform Act, as

approved by the House of Representatives last month, as well as the Treasury Depart-

ment proposal for revising savings and loan taxation as presented by Treasury spokes-

men to this Comittee at the outset of these hearings, is that they go far beyond

tax reform and the closing of tax loopholes. Both the House bill provisions and the

Treasury recommendations for savings and loan taxation relate to a such more funds-

mentel question, and that is the nature of the financial institutions in this coun-

try and how homes should be built and financed. Stated succinctly, we believe that

the provisions of the House bill and the Treasury proposals for savings and loan

taxation will ultimately mean the stagnation of the savings and loan business as we

know it today. The effect would be to eliminate this assured source of hoe sort-

eThe United States Savings and Loan League has a membership of 5,000 savings and loan
associations representing over 95% of the assets of the savings and loan business.
League membership includes all types of associations - Federal and state chartered,
federally insured, uninsured, stock and mutual. The principal officers are: Tom B.
Scott, Jr., President, Jackson, Mississippi; John H. Randolph, Jr., Vice President,
lichond, Virginia; C. R. Mitchell, Legislative Chairman, Kansas City, Missouri; Norman
Struck, Executive Vice President, Chicago, Illinois; and Stephen Slipher, Legislative
Director, Washington, D. C. League headquarters is at 221 North LaSalle Street, Chi-
cago, Illinois; and the Washington Office is maintained at 425 - 13th Street, N. V.,
Vashington, D. C. - Telephone: 638-6334.
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gage credit and eventually require a much larger role fnr the Federal Government in

the financing of home for the American families.

This is a bold and sweeping statement. I propose to document it for you in my

time before the Comittee this morning.

A very brief history should be helpful. Savings and loan associations were

developed in this country in the 1SO's by the state legislatures in order that

families might have a place to go for credit to buy a home where they did not have

to compete for credit with all types of other borrowers. Lawmakers recognized from

the beginning that a typical family cannot compete on even terms for credit --

especially long-term credit of the type needed for home purchases -- with commercial

enterprises, large corporations, well-to-do families and with Governments, and that

a special type of institution had to be created in order that the home ownership

ambitions of the American families could be realized.

With the collapse of the financial system in the 1930's, the United States

Congress supplemented the actions of the state legislatures and created a system

of Federally chartered savings and loan associations, the Federal Home Loan Bank

System and the Federal Savings and Loan Insurance Corporation. The Congress took

these steps to assure itself that the family seeking credit for the purchase of a

home would come before other types of borrowers and where the typical family would

not get shoved aside in favor of someone bigger or more able to pay a higher rate

of interest.

Since the first Federal income tax law, Congress has provided some tax in-

centives to savings and loan associations. Originally, these institutions were

completely exempt from Federal income tax so long as they confined their busi-

ness to accepting savings and investing these savings in home loans. This tax

exemption was repealed in 1951, but the bad debt allowance provided resulted in

only nominal tax payments, until the Revenue Act of 1962. In that Act, Congress

carefully provided for a different bad debt allowance than that given commercial
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banks and rather deliberately structured the law so sAvings and loan associations

would pay Federal taxes at about half the rate of that paid by commercial banks. In

the early 1960's, coesrcial banks were paying an average rate of tax of about 35

percent of so-called economic Income. Beginning in 1963, savings and loan associa-

tions paid taxes at an effective rate of about 16 percent. The exact figures

follow:

Tax as Percent of "Economic Income" *
Comercial Savings and Loan

Year Banks Associations

1960 37.8% 1.01
1961 35.6 0.8
1962 33.3 0.9
1963 30.6 16.0
1964 28.2 14.8
1965 23.3 15.2.
1966 23.2 16.9

*Source: Tax Reform Studies, U. S. Treasury, February 5, 1969

Most associations pay taxes under the so-called 60-40 formula provided in the

1962 Act. This provides simply that associations may set aside 60 percent of their

income after expenses and interest payments to the depositors into reserves and pay

taxes on 40 percent of their net income. The 1962 Act also provided a so-called

3 percent of loan growth alternative method of computing allowable additions to the

reserve for bad debts.

This 3 percent of loan growth formula has been used by some savings and loan

associations and most mutual savings banks. It had the unpredicted results of mak-

ing it possible for institutions with rapid increases in their mortgage loan port-

folio to escape Federal income taxes almost completely. This turned out to be a

real loophole in the savings and loan and savings bank section of the 1962 Revenue

Act. We have no objection to this loophole being closed. We consider closing it a

legitimate part of tax reform.

Neither do we have any objection to the changes proposed in the House bill re-

lating to the tax treatment of capital gains and losses in connection with trans-
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actions in Government securities. This change has been discussed in connection with

changes in the taxation of commercial banks. It also applies to our institutions,

and we have no objection to this method of tax reduction being eliminated, nor do

we have objections to other detailed changes proposed in the House bill relating to

types of income to be included in computing taxable income. These changes consti-

tute tax reform, and we think they are appropriate in the context of this bill.

However, the heart of our position is our vigorous objection to the radical

proposed revision in the 60-40 formula. This provision in the House bill would

mean a virtual doubling of savings and loan taxation over a ten year phase-in period.

It seems to us this is much more drastic than loophole closing or tax reform.

The alternative Treasury proposal presented September 4 would not lessen the

affect of the changes provided in H. R. 13270. Both seem to have about the same

practical effect except that the Treasury proposal will get us to the point of

double taxation faster. The Treasury proposes a five-year phase-in -- the House

bill provides for a ten-year phase-in. Both proposals would equalize the effect-

ive tax rate for savings and loan associations and for commercial banks. Treasury

spokesmen told this Cbnmittee that the Treasury's objective is to tax both insti-

tutions at an effective rate of approximately 30 percent.

The Congress fortunately has always seen fit to preserve a tax rate differ-

ential between those financial institutions whose primary purpose is to assure

the American family of a source of home mortgage credit and the multi-purpose,

full-service type of financial institutions. This policy of differential was ad-

hered to in the House debate even though last minute changes with respect to com-

mercial banks did, in fact, eliminate the differential according to our statistics.

History has demonstrated that those institutions with a broad range of lend-

ing alternatives cannot be expected to be a dependable source of credit for home

ownership. Rome ownership credit is a specialized credit and there are many

periods when lending for home building and home buying is not as profitable as
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other types of lending or investing. That is why the Congress created a new system

of savings and loan associations in the 1930's and that is why they created a spe-

cial Federal Savings and Loan Insurance Corporation -- independent and separate from

the Federal Deposit Insurance Corporation which was created to insure deposits in

commercial banks, and that is why Congress created a central banking system -- the

Federal Home Loan Bank System -- separate from and independent from the Federal

Reserve System. That is why the Congress put the agencies relating to the savings

and loan business under an independent Board responsible separately to the President

and the Congress -- the Federal Home Loan Bank Board. That is why the Congress has

always given savings and loan associations a tax incentive.

The continuous Congressional concern with housing is evidenced in many ways.

The Congress has provided and has repeatedly expanded Federal programs relating

to Urban Renewal, public housing, subsidized home loans, subsidized rental loans

and the purchase of hundreds of millions of dollars by the Federal National Mort-

gage Association. Without exception, those in the Federal Government and in the

Congress with special housing responsibilities have expressed grave concern over

the present housing market conditions. Just last week a Senate Subcommittee held

hearings on proposals to provide direct Treasury support to the housing market.

Legislation has been introduced to provide for $10 billion of direct Federal loans

to middle-income families. An almost endless list of actions and statements by

public and private officials could be presented with respect to the importance of

our national housing programs.

Dr. Irwin Friend of the Wharton School of Finance at the University of

Pennsylvania has just completed a three-year study of the savings and loan busi-

ness, a study that was commissioned by the Congress. Dr. Friend's report, re-

leased last week, points out that "savings and loan associations have the most

specialized asset structure and the greatest imbalance between the maturity

structure of assets (mainly long-term residential mortgages) and liabilities
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(largely short-term deposits) of any major group of financial intermediaries."

The industry's role in the economy, he noted, has been to accumulate funds from

individual savers and make these funds available for financing housing, thus lower-

ing the cost of investment in housing and providing savers with a higher return or

lower risk.

"To help the associations carry out these functions--especially the stimula-

tion of investment in housing," Professor Friend said, "they have received several

forms of Government assistance, most notably a favorable tax treatment which was

intended, at least in part, to compensate them for the lack of investment flexi-

bility resulting from their commitment to the residential mortgage market."

The basic question that Professor Friend raised is whether these present forms

of assistance are adequate to insure the viability of the industry in the future,

especially during periods of tight money.

Dr. Friend's report pointed up the fact that the savings and loan business is

today having great problems in adjusting to the effects of inflation and much higher

interest rates. Certainly, this is no time to eliminate or even to phase-out such

special protections is the present bad debt allowance which serves in part to alle-

viate the severe operating problems that tight money has brought to our institu-

tions and to the housing market.

Housing starts currently are ina precipitous decline. Between January and

July of this year housing starts have fallen from a seasonal adjusted rate of 1.9

million to 1.3 million -- or 28.9%, and projections indicate the decline could con-

tinue to a million or less units. It is well recognized that home financing in-

stitutions are feeling the burden of tight money more heavily than comercial

banks which, by the nature of their operation, are more readily able to adjust to

rapid increases in interest rates. It is well recognized that housing and home

building are this year -- as in 1966 -- bearing a great and disproportionate share

of the cost of the economic effects of tight money. In fact, the home building

110



-7 -

industry thus far is about the only major industry in the American economy that has

been curtailed by the fiscal and monetary restraints that are currently imposed on

the economy. This is due in great part to the fact that the growth rate of the say-

ings and loan business has been declining for several years -- particularly in 1966

and again this year.

It should be noted that even relatively small differences in the rate of growth

in the savings and loan business, whether caused by adverse taxation or economic or

competitive conditions, has a tremendous impact on housing. The Federal Home Loan

Bank Board has estimated that a billion dollar change in savings affects 21,500

housing starts in the initial year, and 80,000 housing starts over the long run.

In a business the size of the savings and loan business -- over $150 billion -- it

is quite possible to have variations in growth patterns of $5 billion or more in a

year. obviously, the difference in good and bad growth for the savings and loan

business translates into hundreds of thousands of housing starts initially, and

increases to millions of houses over a period of years.

In its tentative decisions, the Ways and Means Committee indicated that a

differential in the effective rate of tax between the savings and loan associations

and comercial banks was to be preserved. Committee sources indicated that commer-

cial banks were to be taxed at an effective rate of 36 percent and savings and loan

institutions at an effective rate of 30 percent. Our business did not feel that

this was enough of a differential in the effective tax rate, but at least there

was recognition by the Ways and Means Committee that there should be a differential

in the tax rate of the commercial banks and the savings and loan associations, and

that there had to be some incentive for our institutions to continue to function as

a special service institution for home financing.

Because of a last-minute change in its treatment of tax exempt interest by

financial institutions, however, the final tax bill passed by the House would

equalize the tax rate between commercial banks and savings and loan associations,
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which, as the Treasury spokesmen say, is the objective of the Treasury Department.

Our data based on the 1968 operations show we would pay, on the average, an effect-

ive tax rate of approximately 34 percent compared to 19 percent under the present

law. This would be true under both the House bill and the Treasury proposal. Un-

less the connercial banks change their asset mix considerably, we doubt that their

effective tax rate would be that high. Both the Treasury and the FDIC estimate the

effective rate for the commercial banks to be 30 percent.

Several fundamental questions present themselves. First, is it proper and

sound public policy to tax such different types of financial institutions as banks

and savings and loan associations alike? (Remembering that a tax differential has

been public policy from the very beginning.) Second, what will be the eventual re-

sult of equality of taxation of these institutions?

We.are not dealing here with ordinary business enterprises that can do vir-

tually anything their management chooses, that can diversify their operations,

drop unprofitable lines, merge, expand to new markets and new cities, etc. We are

dealing here with financial institutions chartered either by Federal or state

governments able to do only those limited things which the lawmakers, primarily the

members of the United States Congress, rigidly prescribe. Savings and loan asso-

ciations cannot go out and broaden their scope of operation, add profitable new lines,

move into new markets in distant cities and compete on equal terms with multi-purpose,

full-service commercial banks. The laws prevent this type of competitive equality.

While the advocates of equal taxation give lip service to companion equality

among thrift institutions with respect to investment and operating powers, this is

totally unrealistic. The modest changes suggested by the savings and loan advocates

have never encroached on the fundamental commercial bank prerogatives such as de-

mand deposits, creation of money and general business banking. More importantly,

we doubt the Congress would want to see any fundamental change in the nature and

structure of savings and loan associations. The history of Congressional action
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over the last twelve to fifteen years makes it quite clear that the Congress wants

to keep the savings and loan business narrowly confined to the business of financing

shelter for the American people, primarily single-family home ownership. Congress

should recognize that as a quid pro quo for our institutions remaining home financ-

ing specialists, there should be a considerable difference in the tax treatment of

our institutions and the commercial banks.

Of course, the application of equal taxation will have the effect of driving

thrift institutions away from housing in an effort to obtain the profitability

which enables commercial banks to prosper irrespective of taxation. Either this

will happen or these institutions will lose their competitive capability and cease

to be the effective force in home financing that they need to be if our home owner-

ship and home financing system in this country is to be preserved.

The following table shows the importance of savings and loan associations and

mutual savings banks in home financing.

TOTAL RESIDENTIAL MORTGAGE LOANS OUTSTANDING
(Dollars in Billions)

December 31
1964 1965 1966 1967 1968

Savings & Loan Assne. $ 94.2 $102.3 $106.0 $112.9 $120.7
Mutual Savings Banks 36.5 40.1 42.2 44.6 46.7
Life Insurance Companies 35.8 38.4 40.6 41.6 42.4
Commercial Banks 28.9 32.4 34.9 37.6 41.4
All Other Holders 35.7 36.9 40.1 43.1 47.3

TOTAL $-. 1 $250.1 $26-3.8 $279.8 $298.5

PERCENT HELD BY SAVINGS INSTITUTIONS

Savings & Loan Aeons. 40.87. 40.97. 40.27. 40.47. 40.47.
Mutual Savings Banks 15.8 16.0 16.0 15.9 15.6

TOTAL 56.6. 56.97. 56.27. 56-'-.3. 56.0.

Sources: Federal Rome Loan Bank Board; Federal Reserve Board

These data relate to total mortgage loans including loans on multi-family prop-

erties. So far as the market for credit for one-to-four family homes is concerned,

the market is especially dependent on savings and loan associations and savings banks.

In recent years, life insurance companies have moved out of financing one-to-four
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family dwellings to multi-family and coercial real estate. Comercial banks are

much les significant in financing residential real estate. Traditionally, and

especially so in periods of tight money, the comercial bank's role in mortgage

lending is essentially that of a construction lender or one providing the so-called

interim financing with the take-out or permanent loan made by life insurance com-

panies, savings banks or savings and loan associations. In times like these, com-

mercial banks are not significant as permanent investors in mortgages or large

portfolio lenders and, incidentally, the Treasury proposal will not change this.

Commercial banks do not carry the interest rate risk. They don't get stuck with

a portfolio of long-term mortgage loans written at interest rates much lower than

rates are today. It is the savings and loan associations and the mutual savings

banks that carry the risk of rising interest rates and thus have their earnings

squeezed and their competitive abilities severely limited in periods like 1966 and

1969.

The following table shows the share of savings and time deposits allocated by

various financial institutions to residential mortgage loans.

THE SHARE OF SAVINGS AND TIME DEPOSITS ALLOCATED BY
FINANCIAL INSTITUTIONS TO RESIDENTIAL MORTGAGE LOANS

Savings Mutual Comercial Life Insurance
Dec. 31 Associations Savings Banks Banks (1) Companies (2)

1964 92.4 74.7% 24.8% 23.9.
1965 92.7 76.5 24.1 24.2
1966 93.0 76.8 23.9 24 3
1967 90.6 74.3 22.4 23.5
1968 91.7 72.5 22.4 22.6

Source: Federal Reserve Board

(I) Residential mortgage loans as a percent ot total savings and time deposits
of individuals, partnerships and corporations.

(2) Residential mortgage loans as a percent of total assets.

In recent years, the savings and loan business has secured a decreasing share

of total family or household savings. It is well known that the savings and loan

business currently is in trouble competitively and the mortgage market has suffered
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as a result.

The savings and loan business must earn enough to be able to pay enough to be

able to attract savings. Associations compete for savings with the commercial banks,

with mutual funds and with the securities market, primarily the short-term securi-

ties issued by the United States Treasury and the various Federal Agencies. Its

competitive edge over the commercial banks is protected by Regulation Q, but this

is a very slight edge. The policy people in the Administration constantly suggest

that the protection of Regulation Q as to the flows of funds into savings and loan

associations and mortgages is not to be expected as a long time proposition. Savings

and loan associations need to pay higher rates for savings, but, we cannot raise

our rates on existing ioans, and there are ceilings on mortgage loan interest rates

in many states. We do not like to constantly raise the rates we charge home buyers

and there are real limits on how much families can pay for money and afford home

ownership.

We have the problem of earning enough to be competitive and we do not know how

we can be competitive in attracting savings if our income tax is, over a phase-in

period, virtually to double. At the present time, our mortgage portfolio (heavily

weighted with previously made low-rate mortgages) earns an average of about 6 per-

cent. We currently pay our savers an average of about 5 percent. This leaves

just a one percent spread which must cover all operating expenses, allocations to

reserves, and local, state and Federal taxes. This is obviously a far cry from

the status of commercial banks. Their prime lending rate is currently 8-1/2 per-

cent, and they pay interest on only about one-half of their total deposits. We

cannot offer the broad range of services in competing for savings deposits with

full-servLce commercial banks. We have no new ways of earning more money to pay

higher taxes. We cannot go into new making-money ventures as cap commercial banks

or other lines of business.
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Ours is a very specialized business because Congress wants us to do essentially

one thing, and we do not think we will be able to continue to do that one thing if

the tax picture is radically changed as proposed by the House bill or by the Treasury.

Thus, we have at stake in this legislation not just tax reform and loophole

closing, but the fundamental question of whether Congress is to preserve a system

of home financing institutions and to protect a source of mortgage money for the

average American family -- the same family that this tax bill is designed to help.

It should be noted that there are presently two types of organizations engag-

ing to some extent in residential financing who are granted full tax exemption.

The first consists of pension and retirement funds which are granted full tax

exemption; the second are the mortgage investment trusts which pass through sub-

stantially all of their income and by reason thereof are exempt from taxation.

Neither of these two establishes or maintains reserves to enable them to survive

the impact of a substantial downturn of business. If the time ever cumes when a

substantial downturn occurs, those two types of businesses will be out of the mort-

gage market. They will also be out of the mortgage market if other types of invest-

ments are more attractive, including mortgage lending on comercial and industrial

properties. They are not limited to residential financing.

Savings and loan associations are required by regulatory authority to maintain

substantial reserves and to continue to add to those reserves annually. These re-

serves will permit them to carry on through recessioTsof all kinds, and to continue

in the limited field of residential mortgage lending. Ways must be found for this

industry to continue to grow. The job of getting this industry to again grow and

expand will be made much more difficult, if not impossible, by adding a greater tax

burden at this time.

Public policy in this country from its early years has encouraged the owner-

ship of homes and farms by ordinary families. The veterans of the Civil War were

offered 40 acres and a mule. After World War II, a grateful Congress provided the
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GI loan program. The United States has developed in great part as it has because

of the deliberate policy of encouraging the purchase of land and homes by the

ordinary family which distinguishes this country from most others of the world.

The savings and loan business has been a key part of that program. We believe

that the policy of Congress with respect to taxation of thrift institutions

should be to continue to encourage home ownership and to avoid the creation of

substantial barriers to American families who need to borrow money at reasonable

rates in order to buy a home.
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4. The savings and loan association is unique, being distinguishable

from other corporations in the several respects listed in the state-

ment of testimony.

5. The savings and loan industry needs funds readily available in bad

debt reserve more than ever during this period when the inflationary

effects on housing are more severe than in the rest of the inflated

economy.

6. Adequate bad debt reserves must be built up gradually; they cannot

be gathered overnight.

7. Surely this is not the time to diminish the ability of the savings and

loan industry to accumulate substantial bad debt reserves as quickly

as feasible.

8. The 10-year carryback and 5,-year carryforward provision for net

operating losses is not an adequate alternative to a bad debt reserve;

it produces no ready cash to meet current expenses confronting an

association suffering losses.

9. The savings and loan industry consistently supplies a major portion

of residential finance in the United States.

10. The savings and loan industry is still funding home finance from

diminishing savings funds and other resources.
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11. The current rate of residential construction - 1. 3 million units

a year - is far short of the 1968 statutory goal of 26 million units

in 10 years.

12. Savings and loan associations acquire savings and borrowed funds

on a short-term basis, but invest in long-term mortgages.

13. Consequently they must pay current market rates for working capital

but obtain only unvariable fixed-rate returns on mortgage investments

in their portfolios, making yields lag behind current interest rates in

times of high interest levels.

14. H. R. 13270 would almost double savings and loan Federal income

taxes in 10 years, 6y cutting the 60% maximum in the taxable income

bad debt reserve formula to 30% over a 10-year period.

15. Lacking dfttails as to the phase-in provisions of the Kennedy-Cohen

special deduction proposal, it cannot be supported by the National

League if it involves an immediate minimum base of 60% of taxable

income.

CONCLUSION

A. Additional taxes resulting from the bill's reduction of the 60%

maximum for the present taxable income bad debt reserve formula
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Summary of Principal Points*

in

National League of Insured Savings Associations

Testimony

to

Senate Committee on Finance

a

H. R. 13270

September 15t 1969

The savings and loan industry has been paying the amount of taxes

anticipated by the Treasury Department under the bad dobt reserve

formulas in the Revenue Act of 1962.

2. Savings and loan associations are subject to the same Federal income

tax rates as other corporations. Only the bad debt reserve allowance

differs.

3. The history of the 1930's and recent experience show that savings

and loan associations need higher bad debt reserves than other

corporations.

eprpsentod by Williw J. VcKeever, Past Presidont,
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to 30% over 10 years would absorb a significant amount of new

funds that could otherwise go to the home mortgage market.

B. They also would inhibit the ability of savings and loan associations

to build adequate bad debt reserves to offset long-term mortgage

risks.

C. The National League therefore strongly urges retention of the 60%6

maximum in the taxable income formula for computing bad debt

reserves for savings and loan associations.
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STATEMENT

of

National League of Insured Savings Associations

before the

Senate Committee on Finance

on

H. R. 13270

September 15, 1969

Mr. Chairman and members of the Committee, my name is

William J. McKeever. I am President of Public Federal Savings and

Loan Association of Philadelphia, Pennsylvania and Immediate Past

President of the National League of Insured Savings Associations. The

National League appreciates the opportunity to present to you its views

on H. R. 13270, the Tax Reform Act of 1969.

It was in 1962 that the Congress enacted three alternative bad

debt reserve formulas under which the savings anI loan industry has

operated since that time. In its report on H. R. 13270, the House

Committee on Ways and Means acknowledge that "about 90 percent of the

savings and loan associations use the 60-percent method and are currently

paying taxes in the manner generally anticipated under the tax formula
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adopted in 1962." (House Report No. 91-413 (Part 1), August Z, 1969)

Savings and loan associations are in material part subJect to

the same provisions and Federal income tax rates as other corporations.

The only substantial difference being that in computing taxable income to

which the regular tax rates apply, a more favorable bad debt reserve

allowance is permitted in recognition of the risks involved in long-term

mortgages that constitute most of the investment portfolio of savings and

loan associations.

Because as a matter of law and practice, savings and loan associa-

tions invest most of their funds in long-term real estate mortgages, they

absolutely require a higher bad debt reserve than other corporations. The

numerous failures that occurred in the industry in the Grtat Deprvssion of

the early 1930's bear stark witness to the fact that although the homes that

served as security for mortgages were sound, the financial inability of

mortgagors to make payments on the mortgage when due burdened the

savings and loan industry with losses beyond the capability of their then bad

debt reserves to meet.

The importance of maintaining adequate bad debt reserves is still

paramount despite the introduction of the monthly payment type of mortgage

generally prevalent today. It is not necessary to go outside the District of

Columbia to find a recent example of a savings and loan association that

found it necessary to merge with another because the merging association's

bad debt reserves were inadequate.
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Unfortunately, the report of the House Committee on Ways and

Means on H. R. 13270 does not give sufficient recognition to this

imperative need for bad debt reserves due to the nature of the savings

and loan association. That Committee Report cites as the Committee's

reason for concluding that present bad debt reserve provisions applicable

to mutual thrift institutions are "unduly generous", the fact that they have

allowed these institutions "to pay a much lower average effective rate of

tax than the average effective rate for all corporations. " (House Report

No. 91-413 (Part 1), page 125) Accordingly, the report continues,

H. R. 13270 amends the special bad debt reserve provisions of existing

law applicable to those institutions to provide assurance that significant

tax will be paid in most cases on their retained earnings.

We fear that this line of argument in the report fails to recognize

the enormous difference that exists between savings and loan associations

and other types of corporations, despite the Committee's sincere conclusion

that the changes wrought by the bill in such bad debt reserve provisions

would still result in reserves consistent with the proper protection of the

thrift institution.

The savings and loan association:

I. Pays out about 90 per cent of its net income as interest

on deposits to its savers (a pattern that would exempt a

real estate investment trust from Federal income tax).
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2. Invests almost 100 per cent of its savings account funds

in real estate mortgages.

3. Invests most of its assets in mortgages having maturities

in the range of 25 to 35 years.

4. From a practical standpoint must be ready to meet with-

drawal demands as they are made.

5. Borrows short and lends long.

6. Assumes the unknown risks that can arise over a quarter

century onnearly all its loan portfolio.

7. Is expected to and does finance residential construction and

transfer consistently in good times and in bad.

Savings and loan associations are unique in being corporations that

possess all of the foregoing seven attributes. Consequently they need

and deserve tax treatment substantially different from that accorded

other corporations.

Particularly during the current period of inflationary pressures,

savings and loan associations need adequate bad debt reserve funds

available. In the field of housing that provides security for nearly all

mortgages held by such associations, the inflationary pressures are even

more severe than in the rest of the national economy.

Material assembled by E. H. Boeckh and associates demonstrates

that compared with a 1957-9 base equaling 100, the construction cost
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index for residences was 111.6 in 1964 and 143. 2 in January 1969,

constituting a 28 per cent increase.

Secretary of Housing and Urban Development Romney recently

testified to the Subcommittee on Housing of the Senate Committee on

Barking and Currency that the cost of housing is rising at the rate of

1 per cent a month or 12 per cent a year.

Practically every cost element entering into the construction of

residences from the cost of land through the cost of labor and materials

is rising sharply.

The comparative size of loss on a loan in default or a foreclosed

property is likewise rising. For not only are the amounts of periodic

payments due on the mortgage loan higher but so are the costs of main-

taining property taken over by the association due to default under the

mortgage during the period when the property is an expense rather than

an income-producer for the association. Meanwhile the association must

continue to pay dividends or interest to the saver on the accounts that

produced the funds to make the mortgage loans. Associations must have

bad debt reserves on hand and available to take care of these losses in

order to continue normal operations. We wish to stress that the reserve

funds must be available for use when needed. They must be accumulated

in good times for use in bad times. They cannot be built to sufficient

levels overnight.
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During this period when the degree of inflation in housing surpasses

general inflation, it is vitally important that more funds be available in

bad debt reserves. Surely it is not a period in which the ability of associa-

tions to build substantial reserves as quickly as feasible should be diminished

in the manner proposed in H. R. 13270. Each dollar taken for additional

taxes diminishes the amount available for addition to reserves or for

investment in home finance.

Nor is the bill's proposal for a 10-year carryback and 5-year

carryforward for losses an adequate alternative. First, we question

whether this provision would achieve its intended goal since bad debts

would be chargeable against the association's reserves and, second,

we would doubt whether the provision would produce funds in time to

meet current expenses of an association that is suffering losses due to

defaulted or foreclosed mortgages.

Under the existing bad debt reserve formulas the savings and loan

industry has consistently supplied a major portion of the residential finance

in this country. Almost half the homeowners in the nation have reached that

status with the aid of mortgage loans from savings and loan associations.

The 90th Congress in the Housing and Urban Development Act of 1968 set

a housing goal of 26 million units over a 10-year period. Savings and loan

associations have combined a dwindling supply of savings funds with proceeds

of repayments on outstanding mortgage loans and borrowings from the Federal
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Home Loan Bank System and other sources to furnish a substantial

percentage of the mortgage financing for the housing now being built

at the rate of only 1. 3 million units per year, which is far below the

rate needed to meet Congressional housing goals.

Savings and loan associations by their nature borrow and acquire

savings funds on a short-term basis and lend in the real estate mortgage

market on a long-term basis. This results in a need for meeting current

market costs of money to attract short-term savings while being frozen

into fixed-rate yields on long-term mortgage investments. From 1963

through 1967 attracting savings funds has required the payment of

dividends thereon in an increasing range of more than 6 1/2 percentage

points from 62.6 per cent to 69. 2 per cent of gross operating income.

The long-term nature of mortgages held in portfolio reduces the average

yield far below current mortgage yield for new loans in a high interest

rate period. Real estate mortgage interest income ranged from 84. 7

per cent to 87.6 per cent of gross operating income from 1963 through

196.o, decreasing to 86. 2 per cent in 1967, representing a maximum

range of less than 3 percentage points. Net operating income after pay-

ment of dividends in the savings and loan industry decreased from 13. 7

per cent to 8. 9 per cent of gross operating income over the period from

1963 to 1967. Contrary to some apparent opinion, the industry does not

lay golden eggs in the form of profits.
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In the face of efforts of savings and loan associations to continue to

supply mortgage credit to a needy housing market, section 442 of H. R.

13270 would almost double the Federal income tax bill for the savings and

loan industry at the end of 10 years. This would result from the provision

in section 593(b)(2) of the Internal Revenue Code of 1954 as it would be

amended by H. R. 13270 that reduces the 60 per cent maximum for the

taxable income formula for computing a bad debt reserve to a 30 per cent

maximum over a period of 10 years at the rate of 3 percentage points a

year.

We believe the industry can live with the several other changes made

by H. R. 13270 in bad debt reserve formulas for savings and loan associa-

tions.

In their recent testimony to your Committee Secretary Kennedy and

Assistant Secretary Cohen set forth the general outline of some proposal

that would provide a special tax deduction for financial institutions, including

savings and loan associations. Their statement indicated that details would

be provided in a later memorandum to your Committee. Lacking knowledge

of those details, particularly those dealing with a phase-in period, it is

difficult to appraise the effect of the proposal. However, the testimony

disclosed sufficient information to indicate that, if the 60 per cent minimum

taxable income requirement therein mentioned would become immediately

effective, the proposal would result in immediate and substantial increases
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9.

in Federal income taxes from savings and loan associations as compared

with either the present law or the requirements of H. R. 13270 during

the next few years. If this be true, the proposal cannot be supported

by the National League for the same reasons it cannot support the

reduction H. R. 13270 would cause in the 60 per cent maximum in the

taxable income bad debt reserve formula.

In summary:

(1) The reduction of the 60 per cent maximum to 30

per cent would absorb in taxes a significant amount

of new funds from the home mortgage market.

(2) Long-term mortgages involve a degree of risk

demanding adequate bad debt reserves. The

increased tax requirements resulting from

H. R. 13270 will inhibit the ability of savings

and loan associations to build such reserves.

The National League strongly urges this Committee to retain the

present provision in section 593(b)(2) of the Internal Revenue Code of

1954 that fixes at 60 per cent the maximum for the taxable income

formula usable in determining a bad debt reserve for savings and loan

associations.

We appreciate the opportunity of presenting these views.
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'SUMMARY OF POSITION ON TAX REFORM LEGISLATION

CALIFORNIA SAVINGS AND LOAN LEAGUE'

1. In 1962 it was contended that too much savings were being
channeled into housing. Congress increased savings and
loan taxes to divert some of these savings to fill other
credit needs. The flow of savings into savings and loan
associations has declined, and there is less mortgage credit
available today than in 1962. A further increase in taxes
will further decrease the mortgage funds and will tend to
raise the cost of such funds.

2. In 1962 Congress created a differential between taxes paid
by savings and loan associations and by banks so as to ensure
that savings and loans could continue to provide the major
supply of mortgage credit. The record is clear that optional
lenders leave the mortgage market when alternative investments
are available. A continuation of this tax differential is
necessary to ensure the continued existence of savings and
loan associations as totally committed to the mortgage market.
Under both the House Bill and the Treasury proposal, the
effective tax rate on savings and loans would be higher
than that imposed on banks.

3. Present provisions of the tax law impose restrictions on the
lending activities of savings and loan associations. These
restrictions should be removed and left to regulatory law.

4. If the alternatives available to the savings and loan business
are the House-passed tax reform bill or the Treasury proposal
the California Savings and Loan League would support the
Treasury proposal with important modifications. We point
out that there must be greater incentives and higher
ceilings than those suggested by the Treasury.

The California Savings and Loan League has in its membership
250 savings and loan associations whose assets exceed
$30 billion. President of the League is Wm. Moseley Jones,
President Elect is D. W. Ferguson, and Executive Vice
President is Franklin Hardinge, Jr.

;ubntted by Franklin Hardine, Jr., Exoecutive Vice President
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Position of the California Savings and Loan League on H.R. 13270

I appear in opposition to those provisions of the
House Bill providing for increased savings and loan association
taxation.

The share of national savings going into family
shelter has become increasingly inadequate over the past several
years. Housing is already at the bottom of the totem pole. The
situation is growing more, not less critical. Only last Tuesday,
Senator Proxmire told the Banking and Currency Committee that
housing starts were down 30% since January, and would continue
to decline. Because funds are not available for shelter, many
families can neither sell nor buy a house at a time when the
total housing inventory is grossly inadequate. We believe the
House proposals, if enacted, would accelerate the trend of money
out of shelter financing. Further, we believe that the same con-
sinderations that make the House Bill grossly unfair to home-
financing specialists will be the cause of this acceleration.

Savings and loan associations are required under
federal law to make large appropriations to the federal insurance
reserve without regard to true net income or income after taxes.
Associations, even under the present tax law, have difficulty
meeting these present reserving requirements. The House Bill
would tax these inaccessible mandatory reserves as income. These
additional taxes will place us in the position where any substan-
tial growth, even if possible, will put us in violation of the
insurance reserve regulation. If.these additional tax burdens
are placed upon us it will be very difficult for us to increase
our lendable funds. Most importantly, high interest rates on
hom loans will be frozen into the system because we must make
the money meet our reserving requirements and higher taxes.

In 1962 Congress determined to increase taxes greatly
from savings and loan associations. In part this action of
Congress was in response to the contention that prior favorable
tax treatment channeled too much public savings into housing
rather than permitting funds to be allocated by free market
forces to the types of credit demand that would pay the most
for those savings.

Nevertheless, Congress intended to preserve the con-
cept that more favorable tax treatment should be accorded
savings and loans than to optional lenders in order to assure
adequate funds for family shelter.
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The House Bill would reverse this treatment. The
House proposal would increase the tax on savings and loans,
as a percentage of taxable income, from 16.9% to 31%, while
increasing the bank rate only from 23% to 27.5%, so that for
the first time the rate on savings and loans would exceed that
on banks. Exhibit A. But by more objective tests savings and
loan associations are already excessively taxed. The 1962 tax
increase severely hurt savings and loan associations, and has
combined with inflation to produce the present grossly unsatis-
factory home-financing situation which the new proposals would
exacerbate.

In 1963 California savings and loan associations pro-
vided 58% of the total funds loaned on real estate of all types,
commercial, industrial and residential, by institutional lenders
in California. But substantially the entire savings and loan
share of real estate loans was for residential financing. In
1968, the percentage of all such real estate loans in California
made by savings and loans was only 39.5%. Exhibit B. The lesser
savings and loan share of the mortgage market in recent years
shows the diversion of funds from long-ferm, single family home
financing to commercial and industrial loans in which other
institutional lenders have placed their money. This in turn
has produced the present critical shortage of funds for family
shelter. The shift in savings since 1963 has gone to commer-
cial banks. Table C demonstrates how the decline of savings
growth has impaired the ability of savings and loans to make
real estate loans. The table also reveals ttat banks have been
steadily reducing their total real estate lending nothwithstand-
ing the fact that their savings growth has been at its greatest
during this period.

The adoption of the House proposals would accelerate
this diversion of money away from family shelter. While the
House proposals'would transfer to the Treasury, in the form of
taxes, an increased percentage of the total gross income of these
institutions, the dollar amounts'so realized by the Treasury will
eventually be less than if these provisions were not enacted,
because of the financial harm these proposals would do to savings
and loans and to those who use mortgage credit.

Governments have alternatives, sometimes overlapping,
for the provision of money for housing. The alternative which
in the United States has provided the most funds for this purpose
is sponsorship of a type of institution required by law to place
the bulk of its money in the financing of homes regardless of
whether other investments are more attractive. This is the
savings and loan association. While the savings and loan associa-
tion must compete in the marketplace for available money against
all other forms of investment, it must place that money only in
long term loans on homes. To succeed, it must be able to compete'
in the marketplace for savings against lenders who can pick and
choose their investments.
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But an additional national policy is that shelter
financing be made available to families on a basis which spreads
the cost over periods as long as 25 or 30 years with no increase
in monthly payments over that period.

As a result savings and loan associations' assets are
predominantly long-term home loans. By way of example, at the
end of 1968 California savings and loan associations held $25.2
billion in mortgage loans of which $24.2 billion were neither
insured nor guaranteed. At the same time these associations
held $24.3 billion in savings accounts.

If savings and loan associations are taxed without
regard to this dominant factor that most of their funds are
invested in long-term home loans, they are unfairly taxed and
as a consequence become non-competitive. They cannot meet the
marketplace price for money. The money that would otherwise
go to them to provide shelter for families instead goes to others
to finance corporate acquisitions, or other demands of the economy
more rate competitive and flexible than is family shelter.

Exhibit D gives selected average ratios for member
commercial banks and for insured savings and loan associations
in the United States. These tables show that the bank profit
ratio before taxes but after losses (expressed as a percentage
of average assets) dropped only from 1.36 to 1.06 from the
period 1961 to 1967, even though those banks increased the
amount that they were paying for their money by 145%. In the
same period although insured savings and loans could raise
their offering price for public savings by only about 25%,
their profit ratio before taxes and after losses dropped from
.98 to .52. During this period, 90 days notes of commercial
banks have been replaced or renewed at interest rates reflecting
the market, and therefore inflation. A 30 year loan held by a
savings and loan has the same monthly payments and same interest
rates now as when it was made.

It is not proper to argue that a fair system of tax-
ation can ignore the operational restrictions placed onsavings
and loan associations. The House Bill, if it becomes law, will
condemn great numbers of families to continued inadequate shelter,
and it will have this effect because it is unfair taxation.

The Treasury proposal for taxation of financial insti-
tutions is more realistic. The 5% deduction for both banks and
savings and loan associations suggested by the Treasury against
interest income from residential mortgage loans recognizes the
inherent limitations upon long-term home loans as a form of
investment. It is designed to cause lenders to voluntarily
invest in home loans through appropriate tax treatment.
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But the proposed incentive percentage is insufficient.
Under its operation there is but slight tax benefit for the lender
who has 75% or more of his portfolio in residential loans as con-
trasted to the lender whose residential loans are 50% or less of
his total portfolio. In a low earnings year the 40% ceiling
imposed under the Treasury suggestion would eliminate all or a
portion of the deduction provided by the incentive percentage,
at a time when the deduction may be of critical importance. We
suggest that the appropriate incentive deduction would be 10%
of the interest from residential loans and that such deductions
should be permitted to total up to 50% of income.

As further evidence that there must be an adjustment
in both the percentage of deduction from income as well as the
ceilings imposed by the Treasury proposal, we point out the
comparative effective tax rates between banks and savings and
loan associations. With only a 5% incentive deduction and a
limit of 40% of net income for such deduction, the minimum
effective tax rate on a savings and loan association would be
30% and for the more profitable and efficient association the
effective rate could be as much as 42%. On the other hand the
Treasury proposal would increase the effective rate now paid
by the banks from 23% to 25.5%. The effective tax rates under
the House Bill for banks would be 27%.

The Treasury proposal implicitly assumes that the
present tax definition of savings and loan associations will be
discarded. This industry is unique in that an elaborate schedule
of percentages on investments and operations is written into the
tax law to serve as a definition of a savings and loan association,
overriding in practical effect basic supervisory statutes and
regulations, and essential public need. As an illustration, too
much investment in low cost, multi-family housing for the poor
under the present tax definition would disqualify a savings and
loan association.

This is a matter for supervisory statutes and regula-
tions, not for tax law. We suggest that, in lieu of the present
elaborate definition, every savinas and loan association insured
R§ such by the Federal Savings and Loan Insurance Corporation be
considered, for tax purposes, to be a savings and loan association.

The conversion period under the Treasury plan should
be extended to the ten years provided by the House Bill. Further,
care should be exerted that the deduction allowable from mortgage
interest income is clearly adequate to attract optional lenders
into the home-financing field.

Regardless of the adequacy of the 5% suggested by the
Treasury to attract funds into choice home loans, the 5% sugges-
tion is clearly inadequate to attract funds where they are most
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needed and the problems greater -- low and middle income family
shelter. We recommend a higher figure -- at least 12% -- for
income from loans to provide middle and low income family shelter
as from time to time defined by Executive Order. These families
cannot be deprived of shelter financing because of the cost of
lending to them. Shelter financing cannot be totally at the
mercy of the marketplace. The base should not be a narrow
definition of "interest", but should be income from residential
real estate financing.

The modifications, discussed above in the Treasury
proposals, are essential to the national interest.

Subject to these critical changes, the California
Savings and Loan League endorses the Treasury proposal. The
House Bill, on the other hand, would atrophy home-financing
funds from savings and loan associations without providing
an alternative source of funds for family shelter.

The impact of greater tax on savings and loan associa-
tions on home financing is beyond measure. There are no other
lenders who would replace the void in home financing left by the
inability of savings and loan associations to provide for tradi-
tional volume of real estate credit.

Certainly the Treasury proposal has as its objective
a tax incentive to encourage lenders to make residential real
estate loans. However, the tax proposals would not directly
stimulate the availability of funds for residential lending.
In a period when interest rates have been rising because the
demand for capital is outstripping supply, it would seem desirable
that tax incentives to the small saver be made a part of proposals
under consideration to encourage more savings. This type of
approach would also be anti-inflationary. The most logical
implementation of the suggestion would be to provide a tax
abatement of all or a portion of the interest received by
thrifty citizens of this country from their savings in passbook
deposits up to the earnings on accounts of $15,000. In effect,
this would be making these savings accounts more attractive
without raising interest rates and thus not creating a situation
where compensating increases would have to be made in interest
rates on residential real estate loans. We believe that to the
extent savings is stimulated the loss in revenue from the abate-
ment of taxes on interest earned on savings accounts would be
more than offset by taxes on the profits from the application
of those savings to home construction.
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EXHIBIT A

CALIFORNIA SAVINGS & LOAN LEAG
Changes in Effective Tax Rates -of Banu:

and Savings & Loan Assoclutiona As Proposed
Tax Reform Bill iR 13270

(Using 1966 for illustrative purposes)

BANKS

Total economic income

Tax exempt interest

Transfer to loan loss reserves
and other tax benefits

Under Present Law
Percentages Amount
of Econ. Inc. (M11ions)

100.0% $3643

33.2%

9.4

1209

342

Prono.e-td law
Perc en tat:'e. Amount
of Econ. Inc. J!A211ion.

100.0% $3643

33.2% 12C9

(1.3) _(48)
42.6% $1551

Taxable income

Tax 9 40.45

Tax as % of economic income

SAVINGS & LOANS

SAiVINGS 1. ~OAN\S
Total ecor.omic income

Tax exempt incone

Transfer to 1c:,n loss resex
and other ztx benefits

Taxablze i.. .

100.

1 .2%

$ 579

$7

56.6 321

57.8 320

42. 21

100 .)J 579

23.8 I11

. .253

'ax ! 3;.2,;

Tax aZ , i. :_,o:-. !ncone
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57.4% $2092

$ 845

68.1%

S1161

$2482

$1003
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EXHIBIT B

CALIFORNIA

Estimated Gross Real Estate Lending (in

Savings and Loans

1963

1964

1965

1966

1967

1968

$

7.90

7.43

6.10

3.10

3.99

4.06

1

58.4

53.6

48.4

36.6

42.9

39.5

Banks

$

3.23

3.64

3.53

2.86

3.09

3.54

I

23.9

26.3

28.0

33.8

33.3

34.4

billions of

Insurance
Companies

$ %

2.39 17.7

2.78 20.1

2.97 23.6

2.51 29.6

2.21 23.8

2.68 26.1

dollars)

Total all major
institutional
lenders

$ 1

13.52 100.0

13.85 100.0

12.60 100.0

8.47 100.0

9.29 100.0

10.28 100.0

EXHIBIT B
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EXHIBIT C

CALIFORNIA & UNITED STATES
NET CHANGE IN RE LOANS

VS SAVINGS GAINS

NET INCREASE IN RE LOANS FOR S&Ls & BANKS
(In Billions $)

Savings & Loans Commercial Banks
Year InsuredaI Al1-Oper.

California U.S. California U.S.

1968 $1.6 $8.9 $ .7 $6.7
1967 1.1 7.8 .2 4.6
1966 .3 3.9 .3 4.7
1965 1.6 8.9 .5 5.7
1964 2.9 10.4 .5 . 4.6
1963 3.7 12.2 .9 4.8

SAVINGS GAINS FOR S6LS & BANKS
(In Billions $)

Savings Gains IGain In Time Deposits
Savings & Loans Commercial Banks

[ Year

1968
1967
1966
1965
1964
190

I Insured All-Oper.
California U.S. California

$ .8
2.3

.2
1.7
2.8
3.2

$7.0
10.6

3.7

$1.9
1.6
1.4

8.4 1.7
10.6 1.4
11.1 1.3

U-S

$20.6
23.7
12.1
20.0
15.7
13.4

ASSETS TO RE LOANS--CALIFORNIA & U.S.
(In Billion $)

Savings and-Loan Associations Commercial Banks
California I United States California I United States

Year RE Iof I R of RE Iof RE *
_ Loans jAssets I Assets ILoans I AssetsJAssets Loans Assets Assets Loans lAssets IAssets'

$25.2
23.6
22.5
22.2
20.5
17.7

$29.4
27.9
26.4
25.8
23.9
20.7

85.6
84.4
85.1
85.8
86.1
85.5

$130.8
121.9
114.1
110.2
101.3
90.9

$152.8
143.6
134.0
129.4
119.4
107.6

85.6
84.9
85.1
85.1
84.9
84.6

$9.2
8.5
8.3
8.0
7.5
7.0

$52.1
46.7
42.6
39.8
30.7
28.4

17.7
18.2
19.4
20.0
24.5
24.7

$65.3
58.7
54.1
49.4
43.7
39.1

$500.2
450.7
402.9
375.4
276.1
253.4

13.1
13.0
13.4
13.2
15.8
15.4

Source: Federal Deposit Insurance Corporation, Reports of Call; FHLBB, Selected
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EXHIBIT D

PROFIT SQUEEZE
United States
Banks vs S&Ls

-_ _ _ _ _Member Comnercial Banks J Member S&Ls
Ratio to T Change in Ratio to Change in

Average Assets Basis Points j Average Assets Basis Points
1961f 1967 1968 1961-671961-6811961 1967 19681 61-67I61-68

Items In Nuwerator % * t-2 . .' I. , % % % I % - 7% % % .

Gross Income 4.42 5.39 5.63 +97 +121 5.60 5.83 6.02 +23 442
Loan Income 2.75 3.55 3.73 +80 +98 4.70 5.02 5.131 +32 443
Total Money Cost* .86 1.88 2.06 +102 +120 3.43 4.23 4.24 +80 +81
Spread between Gross
Income & Money Cost 3.56 3.51 3.57 -5 +1 2.17 1.60 1.78 -57 -39

Operating Cost** 2.11 2.20 2.20 +9 +9 1.20 1.06 1.08 -14 -12
Prof it before taxes but
After nonoperating
Gains & Losses 1.36 1.06 1.04 -30 -32 .98 .52 .72 -46 -26

Includes interest paid on time deposits in corrnercial banks plus

interest paid on borrowed funds. Includes dividends paid on withdrawable
shares for S&Ls plus interest paid on borrowed funds, plus stock dividends
paid by state-chartered S&Ls.

** Excludes interest paid for borrowed funds for both banks & S&Ls and
interest paid on time deposits at banks.

Source: Federal Home Loan Bank Board: Combined Financial Statements.
Board of Governors, Federal Reserve System.
Federal Reserve Bulletin.
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September 10, 1969

The Honorable Members of the Senate Finance Committee
The United States Senate
Washington, D. C.

Gentlemen:

As suggested by your Chief Counsel, Mr. Tom Vail, I would like to direct your Committee's

attention to a serious problem that exists in the interpretation of sections 541 through 565 of the Internal

Revenue Code (personal holding companies) and its application to banks of limited powers and the

inability of many lending or finance companies to meet the exemptions afforded in section 542 (c) (6).

First of all, permit me to thank you for the opportunity of having this testimony included in

the printed record of the hearings on tax reform legislation.

The problem that has arisen in this matter has to do primarily with the Interpretation and

application of section 542 (c) which section defines exceptions from the personal holding iompny

designation as defined in section 542 (a).

Section 542 (c) (2) states that a bank as defined in section 581 of IRC is to be afforded an

exemption from personal holding company taxes. At the present time, It appears that IRS is not will-

ing to interpret section 581 so as to include industrial loon associations, Morris plan type banks, etc.,

regardless of the fact that these type of institutions have already been determined to be banks within the

meaning of section 581 In four previous cases decided in the Federal Courts. The cases referred to are

as follows: (1) Valley Morris Plan vs. Commissioner, 305 Fed. 2nd 610; (2) Morris Plan Bank of New

Haven vs. Smith, Collector 125 Fed. 2nd 440; (3) Staunton Industrial Loan Corporation vs. Commissioner,

120 Fed. 2nd 930; and (4) Mutual Savings and Loan, Inc. vs. C.I.R., 1941 B.T.A. 1204.

Section 581 states that "bank means a bank or trust company incorporated and doing business

under the laws of the United States (including laws relating to the District of Columbia), of any State,

or of any Territory, a substantial port of the business of which consists of receiving deposits and making

loans and discounts, or of exercising fiduciary powers similar to those permitted to notional banks

under section I1(k) of the Federal Reserve Act (38 Stat. 262; 12 U. S. C. 248(k)), and which is subject

by low to supervision and examination by State, Territorial, or Federal authority having supervision
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over banking institutions." I will attempt herein to bring to light some of the Injustice built Into

the personal holding company portion of the tax code, and to offer some suggestions with regard to

affording the relief required to permit legitimate companies to remain in business.

At this writing, Norfolk Industrial Loan Association (NILA), of which I am President, Is

embroiled with IRS over the question of whether NILA is afforded an exemption from personal

holding company taxes by the exceptions afforded in section 542 (c) (2) and/or 542 (c) (6). The

tax years involved are 1964, 1965 and 1966.

To give you some background on this case, I would like to state that NILA was licensed in

1959 as "a bank of limited powers" under Chapter 5, sections 6.1-227 through 6.1-242 Inclusive of

the Code of Virginia. NILA Is subject to supervision and examination by State Bank Examiners of

the Bureau of Banking, State Corporation Commission of the State of Virginia. As of December 31,

1964, NILA had loans and discounts In the aggregate sum of $1,604,415.06 and more on

December 31, 1965.

With regard to a substantial part of the business being that of receiving deposits, NILA had

outstanding as of December 31, 1964, certificates of debenture in the amount of $770,500, part of

which represented funds placed with the Association through fiduciary relationship. In 1964 NILA

had a total of $357,157 in funds which It had received from guardians of estates, infants, Incompe-

tents, etc. In many instances these funds were placed with the Association by order of Courts of

Record of the State of Virginia. As you gentlemen can readily see there is no reason why this

Association should not meet the definition of a bank as defined in section 581. Yet the facts of

the matter are that NILA has been declared by IRS as not meeting the definition of a bank as de-

fined by section 581 and has been assessed $95,246 in additional taxes and interest (no penalties)

for the years 1964 and 1965. A claim has been filed in the United States District Court in Norfolk,

Virginia, for the return of these taxes which NILA feels were improperly and excessively assessed.

Section 542 (c) (6) outlines exemptions afforded lending or finance companies if they meet

certain tests as defined in subsections (A) through (D) inclusive. There is no way that a great many

lending and/or finance companies can meet the requirements of these tests unless they are willing to

greatly change the type of business they are handling, plus dismiss key executives, managers and

employees who are also shareholders so as to be in a position to meet the test outlined in subsection

(C) which subsection refers to expenses directly allocable to the active and regular conduct of
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lending and finance business. To qualify expenses must equal or exceed 15% of the ordinary gross

income from active and regular conduct of lending and finance business. This section states in effect,

and has been interpreted to mean, that when attempting to meet its requirements you cannot consider

salaries paid to officers, managers and employees who are shareholders, or members of their families,

even if they are not stockholders, nor con you consider interest paid on funds borrowed for relending

when attempting to meet the 15% test. As you gentlemen con readily see, the largest expense a

lending or finance company generally has is the solarie of its principal officers, managers, employees,

and the Interest it pays on funds borrowed. When you eliminate these two items, you eliminate the

larger portion of expenses that a lending or finance company has and thereby create a situation whereby

many lending and finance companies fail to meet the tests outlined for the exemption afforded by

section 542 (c) (6).

Our research into the legislative history of the personal holding company tax section indicates

that it was never the intent of Congress to subject legitimate industrial loon associations, Morris Plan

banks, and lending or finance companies to the unreasonable taxes (70% of undistributed personal

holding company income) called for in the personal holding company tax section.

In fact, Mr. Sidney L. Cohen, CPA, Boston, Massachusetts, in an article written for Prentice-

Hall, Inc. in their 1966 edition states, "Section 542 (c) (6) is a revelation in tax legislation, since

it simplified its prior counter rt by streamlining the PHC exemptions for finance companies. Thus,

the lending and finance company exception provides a more comprehensive and livable escape hatch

for the PHC classification." He further states, "The House report on the Revenue Act of 1964 con-

cluded that it would be desirable to have one exclusion available for all four of the above categories

of lending or finance companies. At the same time it sow no need for purposes of the personal holding

company provision to restrict the type of loans which these companies could make since this is properly

a matter of regulation of State law governing these lending or finance businesses."

Mr. Cohen further stated, "Because of the harshness of the penalty of the surtax, the Courts

have commented thot if Congress had intended otherwise it would have provided for relief. They

have gone along with the letter of the law and applied the technical rules as the law provides. How-

ever, a study of the legislative history shows that with the lapse of time, Congres has provided more

and more relief to deserving legitimate cases. Insofar as certain types of finance companies are con-

cerned this relief has taken the form of a percentage expense test, favorable treatment given to rentals,
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group affiliates, bank affiliates, a redefinition of the gross income percentage test and other

technical changes."

Therefore, as you gentlemen can see, the intent of Congress is one thing while the inter-

pretation and application of the exceptions from the personal holding company taxes are in reality

another.

It is the opinion of this Association, its CPA's and attorneys that section 542 (c) (6) is in

fact a trap that many legitimate licensed institutions are subject to being caught in. If relief is

not forthcoming, or if IRS does not take a more reasonable attitude towards it, you are going to

see a situation develop where many companies including this Association are going to be forced

to liquidate or merge with large publicly held companies because of their inability to meet the

exceptions afforded in the sections referred to herein.

Now I'm sure, some of you gentlemen will suggest that escape from PHC classification

can be obtained by meeting the stock ownership test outlined in section 542 (2) by selling its

stock to a larger number of shareholders and thereby avoiding the five individuals owning 50% or

more in value stock ownership test. This again does not necessarily work on the main streets of

America. In fact, in the case of this Association, NILA has been attempting since 1959 to go

public with no less than six stock brokerage firms including some of the largest on the East coast.

In addition, NILA has mailed more than 60,000 pieces of mail in an attempt to interest residents

of the State of Virginia in purchasing its securities which include common and preferred stock.

At this writing, NILA has 132 common and preferred stockholders, and still has a situation whereby

five stockholders own more than 50% in value of its stock. The reason being that from time to

time NILA is forced to sell stock to its existing principal stockholders in order to avoid being

subject to the thin corporation doctrine.

The problem with the present tax code as I view it from Granby Street here in Norfolk, Va.,

is that it is no longer workable. It is far too complicated. As a corporate executive I can truthfully

say that I have never personally met a CPA or on attorney who has sufficient knowledge of the present

tax code to satisfy the requirements of corporate executives. What is happening in this Country is

that the Federal bureaucracy has been tremendously successful in alienating the younger generation

and the system is now being extended to promote a tax revolt the likes of which this Country has

never witnessed before. In my opinion, approximately 70% if not all of the present tax code should
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be completely scrapped and a greatly simplified code should be adopted in its place. The present

code is filled with traps and pitfalls that defy the abilities of tax experts to understand. There i.

very little solid ground left that CPA's and tax attorneys can use to state without question that

their judgment in a particular matter is sound and unassailable. There is no reason that the code

cannot be simplified so that the average CPA con understand It. As I see It, most corporate tax-

payers do not object to paying reasonable taxes; but they want the traps removed so that they know

where they stand and what they owe and that the advice they are forced to rely on can be trusted.

I personally have reached the point where I have lost complete confidence in CPA's and tax lawyers

because of events that have transpired in our dealings with IRS in the last several years.

I would like at this paint to go into some detail in an effort to paint out the unreasonableness

and the injustice which is the end result of a corporation caught In the personal holding company trap.

In the case of NILA it should be noted that IRS arrived at a determination of its assessment

for additional corporate income taxes by substantially reducing the addition to reserve for losses

set up by the taxpayer from $42,000 to $2,019; however, this is another matter which will soon be

litigated in court. If we accept the Internal Revenue Service's adjustment in the reserve for losses

account of the taxpayer, we arrive at a 1964 corporate income of $30,786.77 for the calendar year

ended December 31, 1964. On this reguhcr corporate income, NILA has paid an assessed tax of

$50,576.22, which represents 164% of its normal corporate income, assuming that it was not a

personal holding company.

The situation for the year 1965 is that NILA has been assessed and has paid a tax equal to

120% of its regular corporate income, again assuming that it is not a personal holding company.

The effect of the payment of these taxes and interest (not including any penalties whatsoever)

on the Association's financial position is that they wipe out all but $2,01h..f NILA's reserve for

losses account, completely eliminates its retained earnings account, plus eliminates all of its paid

in surplus and impairs the capital structure of the Association. By their action, IRS has endangered

and impaired the safety of hundreds of thousands of dollars in funds deposited with NILA by guardians

of estates, infants, incompetents, and the savings of numerous elderly people and small hard working

day to day workers whose investment in NILA's certificates of debenture in many cases represents

most of their cash savings.

-5-
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If any of you gentlemen can offer a defense for this type of injustice, I would like to heur it.

In the event this Committee is desirous of affording some measure of relief for small closely

held industrial loan association, Morris Plan type banks, and lending or finance companies, it would

be my suggestion that section 581 of the code be amended so as to eliminate the following portion,

"a substantial part of the business of which consists of receiving deposits." This would have the

effect of recognizing industrial loon associations and Morris Plan type banks for what they are and

that is, banks of limited powers, legitimately licensed and supervised by the various states.

In addition, it would be my recommendation that subparagraph (i) of section 542 (c) (6)

subparagraph (B) Exceptions, be eliminated entirely or amended to read 120 months, in place of

60 months.

I furthermore recommend that section 542 (c) (6) subparagraph (C) be amended to permit

as a deduction of expense in arriving at the 15% expense test of ordinary gross income so as to

include compensation of employees of lending or finance companies regardless of whether or not

they are shareholders and interest expense paid for the borrowing of funds for the conduct of its

lending or finance business. I see no reason why small lending or finance companies should be

forced into a position of dismissing or requiring its officers, managers and/or employees to sell

shares of stock that they might own in the company which they are employed by in order to meet

the 15% deductions test outlined in this section. To me this is gross discrimination against small

lending and finance companies.

Unless some relief is forthcoming promptly you will see a situation in which hundreds of

small companies will be forced to merge or liquidate in order to escape the injustice of the

perso.wal holding company tax.

I sincerely hope that this Committee will see fit to amend the Internal Revenue Code so

as to permit small closely held legitimate licensed industrial loan associations, Morris Plan type

banks and lending or finance companies to survive. Thank you.

Respectfully submitted,

NORFOLK INDUSTRIAL LOAN ASSOCIATION

D. H. Burloge
President
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ELIZABETH H. KURY, Esq.*
KURY and KURY
216 Market Street
Sunbury, Pa. 17.301

Statement Before Senate Finance
Coivnittee on 1i.B. 1327f.

PROFI'rA-I,.: -.:oJ'VR'I3U'rI;iS B. A CHIURCH, HUSPI'TAT,, SCOiOOL OR O'NER

'AX INX1,IT O. r iaA P(,ri it) A 1'40-i',(4PTi rRUrP S11OULD BE EXCLUDED

FOM P'OPO3ED S,C'rio 321 (hi.

If !i.L. 1327n is e:dcted witho.it the, anianoidenL icerein
bunrmitted it will have 3 serious adverse affect on thte churches,
hospitals, sc'hooIs and ott.cr charitaule organizations which n.st
cum;)ete with private indusLri to at~tract aijjily qualified
personnel. 'niu amend:inet )rcposed horein consists of the
underl,:ied portion of proposedd new SectLon 321(b)t

"(',) ~~0N-.XE24PT TRf'3 r3 AND NO'JUA',IFI'W A'Ri'i,;IES.-

(l) 1NEFIC.I RY (F -,XFI'T TRIST. - 3ect;on
4n2(h) (relating to taxability of beieficiart' of non-exempt
trist) is a,en..ed t, read as fAlc,.s:

"'(b) TAX.MLI,' oF 3?i{21:L':CA.1Y OF c:i-EX:,NP'r TU3'r.
Contributions to an eiloyees' trust ,nad by an employer
diritij a taxable yetr of the (rn,.o yer which cids within
or with a taxable year of the trust for which the trust
is not exempt from tax under section 501(a) shall be
included in the gross income of the em'?loyee in accordance
with section 85 (relating to restricted property). If
the employer is described in Section 501(c) and exempt
from tax under Section 501(a) and the beneficial interest
of the eployee in sich contributions is forfeitable at
the time the contributions are "iade, the preceding sentence
shall not apply. The amount actually distriuted or made
available to any distribute oy y such trust shall be

*LL.S. University of Pittsburgh, 1963; I,.M. in Law of Taxation,

N.Y.U., 1966; admitted to practice before all courts of Pa.
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taxable to him in the year in which so distributed or
made available, under section 72 (relating to annuities),
except that distributions of income of such trust before
the annuity starting date (as defined in section 72(c)(4))
shall be included in tie gross income of the employee
witlcu. regard to section 72(e)(1) (relating to amount not
received as annuities). . beneficiary of any such trust
shiU r'v) 00 consider] tic owner 3f any portion of such
trus- under s9bpart Z if part I or suochapter J (relating
to gr,,ntors ani others treated as substaittial owners).'

'(2) 3,'FFIClA -1 .,R N2:1 iJA!,PIi AMNUIiY. -
Section 4 13 (relatn: tr, taxation cf ,:n.loyee annuities)
is an,,Me ) :, strilkn ouL subscct icn' ic) and (d) and

:.'zt.nj in lieu there the £olloving new subsection:

"'U(c) AXA3I1,i*, OF 3-Z PI* :J,%RY 11JDZR NO:-Q')AYIPID
All.:'I'I..3 ",' "."Z~i. T'IT ES PLM'CIIA. .- :J 3Y EXEM4Pr

, b;l,',' I,' IS. - Prem1 iums paid *' ,-- employer for an
,r .tuity contract waic., is not soub>,ct to subsection (a)
ji,all be iaclude,. -.n t,,e -gross -.nco:e of the employee
1% accordance with s,:ctt'n 15 (relating to restricted
wroyerTy). if the es,,tlj-er is exemyot from tax under

section 501(a) or 521(a', the preceding sentence shall
apply only to that portion of th2 premiums paid which
is not excluded from ]ross income under subsection (b).
ho. amount actually ,31,1 or mad! availaole to any

b,.neficiary unuer sucti contract snall be taxable to nin
in the year in which so paid or made available under
section 72 (relating to annuities).'

"(c) CLERICAL ANCI4DMEar. - The tale of sections
.or part II of suLc1id'rter 3 of chapter I is amended by
adding at the end thereof the following new items

"'Sec. 35. Restricted property.'

"(d) EFFECTIJ- DVrTS. - The amendments made by
subsections (a) and (c) shall take effect upon the date
of enactment of this Act. The amendments made by subsection
(b) shall apply to transfers made and to premiums :)aid
after August 4, 196-."
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Prevent Law

Under Section 402(b) of the present law the employee-
beneficiary of a non-exempt trust does not include in his gross
income contributions made by a tax exempt charitable employer
(or any other employer) if the employee's beneficial interest
in the contribution is forfeitable when made. Only the amounts
distributed to him are taxed, and such distributions are taxed
in the year of distribution under Section 72 (relating to
annuities).

Many churches, hospitals and universities which cannot
compete with profit-corporations for highly qualified personnel
by offering the pensions and other fringe benefits that the
large corporations offer have used Section 402(b) to provide
retirement benefits that they could not otherwise provide.
Charitable institutions for which it is impracticable or
undesirable to set up a tax exempt trust in conjunction with
a qualified pension plan under Section 401 can easily set up
a non-exempt trust under Section 402(b) by a simple employment
contract with the employee and trust agreement with a bank.
The charitable employer then simply mails periodic contributions
as contracted for to the trustee and has no further respon-
sibilities with respect to investments and distributions.
Contributions are conditioned on the employee's future per-
formance of substantial services and/or such other conditions
as are advantageous to the employer, and do not vest or become
non-forfeitable for a period of usually two to five years.

A similar provision of present law, Section 403(b),
provides that premiums paid by a tax exempt charity for a
non-forfeitable annuity are not includable in the employee's
gross income except to the extent that they exceed twenty
percent af his includable compensation. New Section 321(b)(2)
specifically retains this exclusion which in present law applies
only to tax exempt organizations.

The employee usually pays for at least part of retirement
benefit provided by either the annuity or the tax-exempt trust
by contracting for a lesser salary than he would otherwise be
entitled if he did not elect to have his employer contribute
to the trust or purchase retirement annuities. The trust or
annuities are attractive, however, because of the tax deferment
until payments are received. The provisions of Sections 402(b)
and 403(b) have not been abused by charitable employers and
have not opened the door to any treasury raid. It is a very,
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very rare contribution or premium by a tax exempt institution
or distribution or payment to a beneficiary which equals or
exceeds $10#000 - the amount which new proposed Section 1354
permits any individual to receive from any employer as
deferred compensation payment without tax penalty.

The non-exempt trust is a more attractive device than
an annuity for funding a retirement program, however, because
with competent management the trust fund will grow to provide
a much more adequate retirement benefit than an annuity program.
The institution generally prefers it to a straight deferred
compensation payment because it does not wish to fund payments
out of current income in the year of payment and does not wish
to become involved in the investment management and bookkeeping
incident to the funding of deferred compensation payments.

Proposed Changes by H.B. 13270

Under proposed new Section 321(b)(1) all contributions by
a charitable employer to a non-exempt trust would be taxable to
the employee'in the year they became non-forfeitable, by
reference to proposed new Section 85. Where forfeitability
is conditioned on performance of future services this would
have disastrous consequences in the year of retirement or lawful
termination of employment, for it would require the inclusion
of the entire trust fund in the employee's gross income for
that year. It is difficult to imagine forefeiture conditions
which would remain in effect after retirementeand, therefore,
proposed Secbion 321(b)(1) effectively kills future use of
forfeitable non-exempt trusts by tax exempt organizations,

Reasons Why H.B. 13270 Should Be Amended To exclude Forfeitable
Contributions By Tx Exempt Organizations From Provisions of
Section 321(b)(1):

1. It is socially desirable to permit these institutions
to provide employees with retirement benefits which could not
otherwise be financed in competition with industry, through
the device of a forfeitable non-exempt trust.

2. This amendment merely corrects an illogical inconsis-
tency in H.B. 13270. It is illogical and inconsistent to defer
until payment the tax on premiums paid for non-forfeitable
annuities and to tax the accumulated forfeitable trust contri-
butions of a charitable employer in the year they become
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non-forfeitable. Surely this result was not contemplated in
the drafting of H.B. 13270.

3. 4'bployee trust beneficiaries should enjoy at least
as much tax deferment as is ,nale available through straight
deferred compensation :);ymCn tL. It is inconsistent to penalize
the ernployee-benefici,:ry ul a .on-ex'inpt trust by taxing him
on any contributions in thu year made or the bear they become
non-forfeitible when : roposvc; actionon 331 provides total and
complete tax deferment without tax !)enalt:, from the year
contracted until the year :,ment on any straight deferred
compensation payment of less tnan I-,000.

'Ale general reasons for cnanj~nq tax treatment of
deferred compensation stated on pace Y) o" the Coittee Report
argue even more strongly for the amendment sought herein
deferring tax on forfeitable contributions by charitable
institutions to non-exempt trusts:

"It is .nornalo-.s that the tax treatment of deferred
compensation should de;'end on whether the amount to be
deferred is :laced in a trust or whther it is merely
accuulated as a reserve on tae books oL the employer
corporation. An employee who receives additional
compensation in the form of a p,'oinise to pay him that
compensation in the future made by a large, financially
sound corporation, is probably as likely to receive the
compensation as an employee whose deferred compensation
is placed in trust."

If changes in the treatment of deferred compensation
are justified on the very sound theory that a deferred compen-
sation payment is as certain to be received as a trust distribu-
tion, surely tax should be deferred on a trust contribution to
a like extent without penalty, especially if the trust contri-
bution is forfeitable in the year of contribution. The
beneficiary of a forfeitable contribution to a non-exempt
trust should be in no worse position than if the charitable
employer promised to make a deferred compensation payment.

IM provide the same benefit through a straight deferred
compensation payment as can be provided through the trust the
charitable empl oyer must either (I) pay out more dollars in the
year of payment than under the trust arrangement yearly or
(2) manage its own investment program to fund the benefit.
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Most institutions which use the trust device cannot cit
themselves to an unfunded deferred compensation program and
are not equipped to manage investment programs to fund either
single-employee trusts or trusts which pool the funds of
several or many employees. A trust arrangement involving
periodic payments to a bank, on the other hand. is economical
and convenient.

4. The failure to exclude forfeitable contributions to
non-exempt trusts by charitable organizations was probably an
oversight due to the fact that Section 402(b) is general with
terms and not specifically applicable to charitable organiza-
tions. See the Committee Report at page 39, which indicates
an intention to preserve the provisions of the present law
which provide tax deferment on retirement benefits to employees
of tax exempt institutions.

5. The attractiveness of forfeiture provisions to the
charitable institution as a means of insudng the loyalty of
employees and the non-violation of employment contracts should
not be overlooked. Such protection is not as readily afforded
by either the Section 403(b) annuity or straight deferred
compensation arrangement.

4 0 4 1 4
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Statiet of J. Austin Wite, 3. A. White & Cany, Central Trust
Tower, Cinoinnati, Ohio, to the Cimittee on Finance, U. S. Senate,
relative to Sc. 443 07reatmet of Bonds, eto. Held By FInAnciol
Institutione," of H.R. 13270, a bill to reform the Inom. tax laws.

Probably the most widespread and vocal opposition to the tax reform bill,
as passed by the House, is against two setions: (1) the proposal to include interest
fron state and municipal bonds in the "limit on tax proferoenm" (So. 301 of the
bill); and (2) the proposal to Include such Interest in the "allocation of
deductions" (Soo. 302 of the bill)-and Il'a opposed to both of those proposals.

But !n this atatment I should like to concentrate on one provision of
the bill (Bo. 443) about whioh there Is not heard so much hubbub of opposition, but
whioh, if allowed to stad as is, will oauso undue and unjust hardship to thousands
of banks throughout the notion. In the words of the Rouse Ways and Means Cmitte
(on page 130 of Its 'House Report No. 91-4i3, Part 1"), this Seo. 443 "eliminate
the preset preferential -treatment accorded to financial institutions' transactions
in corporate and goverment bonds and other evidecces of indebtedness by providing
perallel treatment of gains end losses on these transactions. Under the bill,
financial institutions are to treat net gains from these transactions as ordinary
income Instead of as capital gains; they will continue to treat net losses from such
transaotims as ordinary losses an under preset law."

Now this smouns fairly innocuous. Bat I beg your indulge uhile I try
to point out an endknt that should be added to prevet both undue and unjustly
harsh treatment that will result to the thousands of mostly mailer banks acrss the
nation, from the brod application of this So. 443 if it is not sm ded.

By mwy of introduction, lot me say that I m the Proprietor of a relatively
small municipal bond house, J. A. Whit* & Cpany, established in Cincinnati in 1937.
I am no stock in ap bank, and I presetly have practically no bonds to sell to
banks. But for thirty-five year, since 1934, I have specialised in selling bonds
to emervlal banks. This, and much "axtra-curricular" work done chiefly for W bank
cliets over thee 35 years, give me, I think, a sound basis to speak authoritatively
and intimately of the Investmet policies and problas of omercial banks.

First, let ae quote again fron "House Report No. 91-413, Part 1" wherein
on page 129 under "Reasons for change the House Ways and Mew Comitte states
(undaocoring is mine) "MagggJi of financial institutions in corporate and
govermet bods and other evideces of Indebtedness do not appear to be true
capital tJegMtgj they are more akin to tLr acti i in inventory or stook in
vim of the sue of the bank holdings of these items nd the uctet-of their
X in them. Moreover, financial institutions now maximize their tax

advantages by arranging their J in bonds in the light of existing market
conditions in order to realize gains in selected yeas and losses in other years."

Right here, lt me state unequivocally that of the 14,000 or so banks in
the nation, probably 85. to 901 of the. do not follow such a practice of "arranging
their transactions in bods." Those that do follow such a practice are the larger
banks. If this Se. 443 Is allowed to beacme law without an amendmet such as I
suggest later, the Coittee's effort to get at a practice followed by only a
relatively fow large banks will pealise unduly and, I repest, unjustly, the many
thousands of smaller banks who do not wen follow that practice.

Second, please note from the above quotation that the Ways and Meas"
Coittee reform five tines to "transaction " in bonds. This constant use of the
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word transactions, would infer that the Caomittee's attention was concentrating on
at least fairly frequent buying and selling of bonds, as contrasted to the far more
caren practice amongst the thousands of banks of simply buying bonds MM as an
investment and g then to collect at maturity.

My point is that a distinction should be made between "transactions of
buying and selling bonds, and the one-time purchase of bonds for investment that are
held constantly to maturity and simply collected when due. When a bank buys a bond
and holds it for a year, or three years, or five, ten or twenty years, and then
sends it in for collection at maturity, that could bhrdly be considered "transaction?
in bonds, especially in the light of the Csmmittee's further reference as a "reason
for change that "financial institutions now mauimise their tax advantages by arrang-
ing their transactions in bonds in the light of existing market conditions in order
to realize gains in selected years and losses in other years."

Quite possibly the Committee did not intend to penalize the legitimate
one-time purchase of bonds held to maturity as an investment. Indeed, the actual
wording of the bill itself (H.R. 13270, page 264) reads as follows (underscoring
mine)h "(c) BOND, ETC., WSW AND GAINS OF FINANCIAL INSTITUTIONS.-For purposes of
this subtitle, in the case of a financial institution to which section 585 or 593
applies, the 1l or echawl of a bond, debenture, note, or certificate, or other
evidence of indebtedness, shell not be considered a sale or ewhange of a capital
asset." Now certainly sending a bond in for collection when it matures (or is called
for parent), could hardly be properly called a sale of the bond. But I cannot be
so sure that sane Internal Revenue Agent might not call the collection of a bond at
maturity an "exhange," for cash, though certainly that would seem to be a strained
interpretation of the meaning of the word exchangee."

Our problem here is that many thousands of banks, if indeed not all of
them, have purchased bonds at prices below per, for investment, and they fully evpet
to hold such bonds to maturity. 'When such bonds are collected at maturity at par
(their face value), the bank technically has a gain, which is the difference between
the purchase price below par, and the par value collected at maturity. Under a
broad interpretation of Sec. 443, without sane aendment, this "gain" will far too
likely be taxed in full as ordinary income, particularly in view of the broad cement
of the Ways and Means Comittee quoted at the outset of this statement (frau page 130
of "House Report No. 91-413, Part 1"): "Under the bill, financial institutions are
to treat net gains from these transactions as ordinary income instead of as capital
gains."

But, as I have indicated above, the "net gains from these transactions"
should be considered quite differently from the technical "gain" which a bank earns
when investing in a bond at a discount below par and holding it to maturity and then
sending it in for collection at per. This latter type of gain is not the type of
gain which I feel the Camittee wanted to tax as ordinary income, since it is really
a delayed collection by the bank of part of the investment return at which it agreed
to invest in the bond %hen the bank originally purchased the bond for investment.

At the risk of being too technical, allow me to go into this point a bit
further as it forms the basis of my argoent for a protecting amendment to Sec. 443.
Due to the high interest rates prevailing generally over the past four years (not
just in 1969), probably 75 to 857 of the bonds that have been available in the
market have had to be sold at discount prices below per, because they were issued in
prior years when interest rates were lower. For emple, a bond issued say in 1962
with an interest rate of 3 1/41 has not been worth its face value, or par, for the
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past several years, because of rising interest rates in general. No oe would buy
such a bond today, nor last year, nor the year before at its face value. But, a
bank might have been willing to invest in such a 3 114% bond In 1967 at a yield of
5%. This means of course that the boud would have to be purchased at a discount
price, below its per or face value, let us say at 90 cents n the dollar, or 90% of
its par or face value. Now, the bank which buys that bond at 90, and holds it to
maturity is not reaping a gain of 10% of its face value in the normal connotation of
gain, nor, I think, in the sense that the Ways and Means Cimittee considered "gains
from transactions." Rather, this 10% of face value which the bank collects after
holding the bond to maturity is Just as much a part of the investment return, or
yield, as the interest coupons collected sami-annually while the bank owned the bond.
The only difference between this "gain" and the interest couomns is that the bank
had to wait two years, or five, ten or twenty years to collect this p'rt of its
interest, whereas the bank collected the 3 114% coucns each year.

So, for all of the above reasons, and, I repeat, to protect many thousands
of banks across the country from undue hardship from too broad an interpretation of
Sac. 443, I earnestly urge the Committee on Finance to add an amendment to this
Sec. 443 to make certain that it does not apply to bonds purchased for investment
and held to maturity (or call payment date). This could be accomplished, I believe,
by adding the following underscored words to the paragraph quoted above frm page
164 of H.R. 13270: "(o) BOID, ETC., LOSES AND GAINS OF FINANCIAL INSTITUTIOtS.--
For purposes of this subtitle, in the case of a financial institution to which
section 585 or 593 applies, the sale or ezohange of a bond, debenture, note, or
certificate, or other evidence of indebtedness, shall not be considered a sale or
change of a capital asset," but a bond. debInt u . note- orcertficate, or other
eAidenoe of indkebtedness orcased for invetet1 and heldto mturity, or to the
callpament date if called Prior to maturity,. shall be considered a capital asset.

Now if, after considering all of the above points, you should perchance
still refuse to amend this Sac. 443 to differentiate between "gains from transaction."
and the one-time purchase of bond. for investment that are held constantly to
aturity, then let me point out the injustice that will be done to many thousands of

banks across the nation by the retroactive feature of this Sec. 443 as it stands now.
There is no "grandfather clause" in the section as now drawn. There is no consider-
ation given to the effect of this Sec. 443 on prior commitments by a bank, which
vould be represented by bonds still owned and not yet matured but purchased a year,
or three, five, ten or even twenty years ago. The effective date of this Sec. 443
read. simply as follows (from page 265 of H.R. 13270)-"'The amendments made by this
section shall apply with respect to taxable years beginning after July 11, 1969."

In other words, this Sec. 443 as now drawn will require bluntly that
starting next year L1 bods owned by a bank will no longer be considered capital
assets, regardless of whether the bonds represent new purchases or purchases made
five, ten or twenty years agol I sincerely hope you will agree that it is eminently
mfair thus to make this change retroactive.

As stated above, over the past four years or so because of high interest
rates, probably 75% to 85% of the bonds available in the market have had to be priced
at discounts below their face value, because the bonds had been issued in previous
years of lower interest rates-and for the five or six years before that perhaps
half or more of the bonds available in the market had to sell at discount prices for
the same reason.
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This situation has been true of all bonds, Government, municipal and
corporate, and as a result, over the past decade practically all of the 14,000 banks
throughout the nation have purchased, in the aggregate, hundreds of millions of
dollars worth of bonds that had to be purchased at discount prices below face value
in order to campete with the declining market, and, most important, many millions of
dollars worth of such discount bonds are still owned by many thousands of banks.

Now, here is the important point that deserves your careful and honest
consideration. In all of those purchase cmmiments involving these millions of
dollars of bonds, a very important consideration in the making of these ommitments
was the realization that such bonds would be considered capital assets, and the
"gain" represented by the appreciation to par at maturity would be taxed as a long
term capital gain. As of course you know the maximiD tax rate on such long term
capital gains has been 257, and it was on the basis of such a tax rate that these
coitaents were made. And now, if you do not amend this Sec. 443 to keep it from
being retroactive, you are about to double that tax rate, on commitments made
previously, even as long as years ago. I earnestly hope you will agree this would
be unjust.

Sec. 443, as now worded, will result in banks having to put into ordinary
income taxed at regular rates the full amount of the "gain" represented by the
appreciation to par at maturity of the discount on bonds purchased below par. Of
the 14,000 banks in the nation, relatively few now earn net taxable income of les
than $25,000; so that the vast majority of then pay the regular corporate tax rate
now at about 507 (4 plus the surtax). Hoee, I repeat, if you do not amend Sec.
443 to keep it from being retroactive, you will in effect be doubling the tax rate
retroactively on commitments made even years ago. In the example mentioned
previously, of a bank that purchased a few years ago a 3 1/4% bond at 90, the bank
in making the cmmitment understood that the 107 appreciation to par at maturity
would be subject to a maxima tax rate of 257. It would be unfair, and an injustice,
to make that bank pay twice as high a tax rate on that appreciation just because the
bond matures in 197(1 or beyond. The injustice that would be thus done is magnified
to great proportions if you realize, as you should, that this simple example would
be repeated in hundreds of thousands of commitments greviouslZ made by thousands of
banks across the nation.

I most strongly urge you to eliminate at least these injustices by amending
Sec. 443 with same such wording as the following underscored words added to Sec. 443
as quoted from page 264 of H.R. 13270: "(c) BOND, ETC., WSSES AND GAINS OF FINANCIAL
INSTITUTIOS.-IFor purposes of this subtitle, in the case of a financial institution
to which section 585 or 593 applies, the sale or exhange of a bond, debenture, note,
or certificate, or other evidence of indebtedness," ourchasedafter July 11. 1969
"shall not be considered a sale or exchange of a capital asset."

Thank you for your consideration.
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