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TAX REFORM ACT OF 1969

MONDAY, SEPTEMBER 22, 1969

U. S. SENATE,
CommrrTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 2221,
New Senate Office Building, Senator Herman E. Talmadge presiding.

Present: Senators Long (chairman), Anderson, Gore, Talmadge,
Hartke, Harris, Byrd Jr. of Virginia, Williams of Delware, Curtis,
Miller, Jordan of Idaho, and Fannin,

Senator TarLmapce. The committee will come to order.

This morning the subject before the committes is the tax treatment
of farm losses and hobby farmers. We will also take testimony on
the revisions proposed by the House tax reform bill in the taxation of
cooperative enterprises and their patrons.

Because we have an unusually long list of witnesses to hear today
1 am going to urge that each witness make a special effort to avoid
duplicating testimony that has already been given to the committee.
I urge that witnesses summarize their statements as expeditiously as
possible so that the work of the committee might move forward.

Our first witness this morning is Mr. George l\iea,ny, president of the
AFL-CIO.

I might say for the record that Mr. Meany’s testimony does not deal
with farm losses. Indeed, his statement barely touches on the subject.

Mr. Meany, we are happy to see you with us this morning. You
may proceed as you ses fit,

STATEMENT OF GEORGE MEANY, PRESIDENT OF THE AMERICAN
FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGA-
NIZATIONS; ACCOMPANIED BY ANDREW J. BIEMILLER, DIREC-
TOR OF THE DEPARTMENT OF LEGISLATION, AFL-CI0; AND
NATHANIEL GOLDFINGER, DIRECTOR OF THE DEPARTMENT OF
RESEARCH, AFL-CIO

Mr. Meany. Thank you.

My name is George Meany and I am president of the American
Federation of Labor and Congress of Industrial Organizations.

‘The 13.5 million members of the unions of the AFL~CIO are, almost
without exception, taxpayers. They pay their taxes regularly, payday
after Kaydt}y, through the payroll withholding program. They are
loyal Americans; they appreciate the value of government, the services
of government, the need for paying for government.

(2863)
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They are willing to pay their fairshave,

But they are tired of having to pay the share of other Americans,
Specifically, they are tired of paying the share of those Americans
whose incomes arve greater and whose taxes arve lower—the *“Joophole
set” in today’s society.

So it is on behalf of the largest organized group of taxpayers in
America that the AF[~CIO appears here today as advocates of tax
justice. We do not have tax justice today and we will not achieve it
under the House hill. And the administration’s proposals bear ne
resemblance at all to tax justice.

The Federal tax system is rigged against those whose livelihood
comes from the work they do. It is rigged in favor of those whose
income results from investments,

This unfair rigging results from the fact that a triple standard is
applied to income taxed by the Federal Government.

ne standard applies to wages, salaries, and other forms of so-
called ordinary income. This income is taxed in full and, for workers,
the tax is regularly deducted from their paychecks.

A second standard applies to income from stocks, real estate, and
other so-called capital assets sold at a profit. Only half of such in-
come is taxed. Ang under present law the tax can never be more than
25 percent—even for those in the very top tax brackets.

third standard is applied to certain forms of income which
never even appear on the tax form, such as the interest on State and
local bonds, or the income that is washed out by phantom, nonexistent
costs as oil depletion, fast depreciation writeotls, and bookkeeping
farm losses. This type of income completely escapes taxation.

The wealthier you are, the greater are the opportunities to take ad-
vantage of these preferentially taxed or untaxed forms of income.

This triple standard will not be ended through reforms that elimi-
nate or curb some relatively obscure tax dodges affecting a handful of
people. Nor will it be ended merely by ensuring that those of extreme
wea\th and ability-to-pay are called upon to make some contribution to
the Federal Treasury.

The now infamous 21 persons, for example, who paid no taxes at all
on their incomes of §1 million and over, have become a symbol. And,
I fear, too many have addressed themselves only to this symbol. Tax
measures to insure that those with astronomically high incomes merely
puay some taxes to the Federal Government. falls far short of justice.

Justice can only come when:

The completely impoverished are removed from the tax rolls.

There is a meaningful reduction in the relative tax burdens of low-
and middle-income families,

The loopholes of specinl tax privilege for wealthy families and busi-
nesses are eliminabedl.

‘The single most costly loophole and the one that is the prime culprit
of unfairness is the capital gains loophole.

This is not a loophole which applies only to a handful. It is not a
loophole which reduces anyone's taxes to zero. And its effect on the
tax structure does not give risc to tax evasion horror stories that can
be dramatically illustrated through the media.

Yet, because of the half tax on capital gains and the zero tax on
such gains passed on at death, some $30-40 billion escapes the tax
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base, resulting in an annual Treasury revenue loss of over $10 billion,

And it is a tax preference that says, in effect, the more wealth and
income you have, the more opportunities you should be allowed to
avoid a fair share of taxes.

The AFL-CIO has continually pointed to this loophole as the major
flaw in the tax system. The Treasury study published last February
confirms this, saying that the special treatment accorded capital gains
is the “most important factor in reducing the tax rates of those with
high incomes.”

Wae sce no justice to a tax lprovisiou which says that a married tax-
payer with $8,000 in capital gains income should pay a tax of $354
while a married taxpayer, with the same amount of wage income,
should pay $1,000.

We also recommend taxation of the $15 billion in capital gains that
is passed on annually to heirs without even being mentioned on the
income-tax form.

Under the IHouse action, some of the capital gains loopholes would
be trimmed. The House would eliminate the 25 percent maximum and
would extend the holding period for lang-term capital gains from 6
months to 1 year.

Even with these improvements, capital gains would still remain as
the prime factor in eroding the fairness of the tax structure, for un-
earned income would still be preferentially taxed. And, what is worse
the administration has proposed to weaken even these modest reforms.

If the tax structure is to meet America’s standards of fair play, loop-
hole closing must be broad-gaged and substantial. On April 1, 1969,
before the House Ways and Means Committee, the AFL-CIO pre-
sented a program which we believe would achieve tax justice—a pro-

rram which would generate some $15 to 17 billion in federal revenues

%mm substantial loophole closing, provide relief to those of low and
moderate and middle incomes, and allow some $8 to $10 billion to
fully fund existing Federal programs geared to meeting domestic
needls.

Against that background, we think the House bill merits commen-
dation, for:

1. The working poor are relieved of any Federal tax obligation,

2. The hard-working, tax-paying low- and middle-income Ameri-
cans, who have been forced to bear far more than their just share of
the tax burden, have been given a modicum of relief.

3. The single most inflationary pressure in the economy, the 7 per-
cent investment credit to business, has been eliminated.

4. Some of the loopholes and gimmicks in the tax structure, designed
to provide special; unfair tax bonanzas for the very wealthy, have
been trimmed, although not eliminated.

We urge the Senate to improve upon the House action and to reject
all proposals, including those of the administration. which would move
tho tax structure still further away from America'’s standards of fair
play.

Specifically, we urge the Senate to:

1. Close the capital gains loophole, ending the major tax preference
for unearned income,

There cannot be tax justice as long as unearned income is half-taxed
while earned income is taxed in full.
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The modest changes recommended by the House are welcome but.
not enough and the administration would largely undo the positive
action taken by the House.

2. Put an end to the tax abuses of the oil, gas, and other mineral
industries,

Again the measures taken by the House are welcome ones. They
would reduce the depletion allowance, eliminate depletion on foreign
oil and gas wells, place a limit on the amount of exploration expenses
that can be immediately written off, and end some other abuses such
as the carved-out production payment.

Nevertheless, of the total revenue that escapes taxation due to the
activities of these industries, only one-third would be recorded by the
House action.,

We recommend the complete elimination of these abuses.

3. Eliminate the maximum-tax provision.

Under the maximum-tax provision contained in the House bill the
top tax rate on earned income would be 50 percent.

his proposal would benefit only those with incomes above $50,000.

_ It would serve to provide an uncalled-for tax bonanza of $100 mil-

lion to top corporate executives, doctors, lawyers, and others whose
income comes from astronomically high fees and salaries.

The administration has strongly endorsed this proposal. It reflects
a cynical philosophy that if taxes on the wealthy are cut, they will
not try so hard to find loopholes. Such a Ehilosophy makes a mockery of
gax~re.i;}onn efforts. We cannot subscribe to it and we strongly con-

emn it.

4. Strengthen the minimum-tax provisions of the House bill.

The so-called limit on tax preferences—LTP—proposed by the
House and the weaker version offered by the administration are prime
examg}es of reforms addressed solely to symbols.

Both the House and the administration versions would limit the
amount of certain types of income that can be completely tax exempt
to no more than ha?’f of total income plus $10,000. }i‘hus, the more the
income you have, the more can be tax free.

What is more, if you fail to shelter all your income in 1 year, yvou
can keep trying for another 5.

Under the House bill, though a wealthy individual affected by the
LTP would by no means pay his fair share of taxes, he would pay
some.

Under the administration proposals, since State and local hond
interest would not be recognized as income under the LTP, some
wealthy individuals would still escape seot free and pay no taxes at all.

The AFL~CIO has proposed a 25 percent tax on exempt income in
excess of $10,000 for individuals and $25,000 for corporations—regard-
less of the amount of the taxpayer’s ordinary income.

5. Strengthen and improve other measures contained in the House
bill.
For example: . )

Interest on State and local bonds should be taxed in full with the
Federal Government guaranteeing the bonds and providing an intevest
subsidy to insure that the fiscal powers of the State and local govern-
ments are not damaged.
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Instead of the hobby farm loophole-closing proposals suggested by
the House and the administration, the loss-limit approach contained
in S. 500 should be adopted. This procedure was recommended by
Senator Metcalf and endorsed by a Eipartisan group of 26 Senators.
This approach is specifically tailored to the tax-loss farmer and insures
that legitimate farm operators will not be penalized.

The income-averaging formula should not be liberalized to include
capital gains unless the preferential treatment accorded such gains is
eliminated.

Interest deductions on bonds used to finance corporate mergers and
mxzismons should be completely disallowed.

1l rapid depreciaticn on real estate should be disallowed, except for
low- and moderate-income housing.

Accelerated depreciation on regulated utilities should not be allowed
unless the tax benefits flow through to the consumer.

Finally, the Senate should provide more substantive relief to those
whose incomes are moderate and whose tax burdens are unnecessarily
severe.

Tax relief and tax justice do not necessarily go hand-in-hand. The
equity in the tax structure can be as badly damaged by tax cuts as it
can by tax increases or the addition of new loopholes and gimmicks.

Under the House-passed bill this concept was partially recognized.
Though all groups would receive relief, a significant proportion of the
relief would flow to low- and middle-income taxpayers.

Under the changes proposed by the administration needed relief for
those just above the Government-defined poverty threshold and those
in the middle-income brackets would be cut back, the State gasoline-
tax deduction would be disallowed, and a tax cut would be given to
corporations.

nder the House proposals, $4 billion in tax relief is provided
through the low income allowance and standard deduction increases.
These primarily benefit low- and middle-income taxpayers. Another
$4.5 billion is granted through across-the-board rate cuts. Over half of
this relief goes to taxpayers with incomes of $15,000 or over.

The admin stration agrees with the House on cutting the taxes of
the wealthy, but says it goes too far when it would cut taxes for those
of low and modest incomes. In addition, claims the Treasury, corpo-
rate taxes should be cut $1.6 billion.

We endorse the House proposals to increase the low-income allow-
ance to a flat $1,100. In agdition, we endorse the House proposals to
increase the standard deduction to 15 percent and $2,000.

We do not agree with the general rate reductions recommended by
the House and the administration ; and certainly there is no justifica-
tion for a reduction in corporate taxes.

Instead we recommend a reduction in the tax rates that apply to the
first $8,000 of everyone’s taxable income for married individuals and
the first $4,000 for single individuals.

The rate changes we propose and their effect are shown on tables
that we will present to the committee along with this statement.

Our relief proposals would result in the same revenue loss as that
proposed by the ’i'Iouse. They would cost roughly $600 million more
than proposed by the administration—an amount that could easily
be maﬁe up by, for example, eliminating the maximum-tax provision,
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effectively closing the hobby-farm gimmick, and adopting a meaning-

ful minimum tax. ) )
Mr. Chairman, we urge that this committee bring the Federal in-

come tax into line with what it is supposed to do—tax income in accord-

ance with ability to pay. That is tax justice.
(The charts accompanying Mr. Meany’s statement follow:)

TasLe 1.—AFL-CIO proposcd changes in income tax ratcs

The rate changes would be as follows:
The 149% rate should be cut to 9%.
The 15% rate should be cut to 139%.
The 16% rate should be cut to 139%,.
The 17% rate should be cut to 16%.
The 19% rate should be cut to 189%.

All other rates would remain the same.

Under this procedure, every taxpayer would receive a tax reduction. But, the
individual with a taxable income of $100,000 woald get the same tax break as the
$8,000 man. With the rate structure recommended by the House, a marrled indi-
vidual whose taxable income is $100,000 would receive a $3,600 cut while the
$8,000 married individual would have his taxes reduced by only $80. Under the
AFL-~CIO proposal both would receive a cut of $130.

TABLE Il.—FEDERAL INCOME TAX BURDEN

PRESENT LAW COMPARED WITH. HOUSE REFORM BILL, TREASURY PROPOSALS, AND AFL-CIO PROPOSALS—
MARRIED COUPLE, 2 DEPENDENTS

Total tax
House Tax reduction

Wage or Present reform Treasury  AFL-CIO
salary income law bill  proposals  proposals House Treasury AFL-CIO
0 0 0 L1
$140 $65 $81 $45 $75 $59 $95
290 200 253 155 90 37 135
687 516 616 526 1 7 161
1,114 958 1,012 908 156 102 206
1,567 1.33 1,447 1,300 220 120 28?7
3,062 1,8 1,951 1,822 216 i 240
3,160 2,968 , 968 3,030 192 192 130
4,412 4,170 4,170 4,282 242 282 130
13,388 12,604 12,604 13,258 784 784 130
37,748 34,892 34,892 37,618 2,85 2,85 130

Note: Assumes deductions equal to 10 percent of income, minimum standard deduction (low-income allowance) or
standard deduction—whichever Is greater. Table takes into account the rate culting, standard deduction changes, and
low-income allowance proposed by the House, the Treasury and the AFL-C10. Surtax excluded.

Source: AFL-CIO Research Department, September 1969.

The CaAmRMAN. Thank you, Mr. Meany. We are always pleased to
have you here with our committee.

Senator Williams?

Senator Wirriams. No questions.

The CHairMaN. Senator Goref

Senator Gore. Mr. Meany, I agree with many of the recommenda-
tions you have made, because of the progress that labor has made in
organization, technical skill and productivity. Labor is now, I am
pleased to say, middle income. It seems to me that the middle-income
group, with annual earnings of from $7,000 to $15,000, constitute the
group for whom the bill provides the least amount of equity.

Instead of the rate changes which the bill contains and which you
su%gest ( I would prefer those you suggest to those contained in the
bill) I have thought the fairest tax reduction would be to provide an
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increase in the personal exemption for each taxpayer and each of his
dependents, because this would provide tax relief to those needing it
most; those with the largest number of children to feed and educate.

I would like your reaction to this.

Mr. Meaxy. We could go along with your proposal. However, we
would prefer the approach suggested in our prepared stateraent.

Senator Gore. I would like to ask your view with respect to one
other item.

When you were testifying about the capital gains tax rate, you said,
“While earned income remains fully taxed.” However, you later re-
ferred to the 50 percent ceiling. Now if earned income is to be given
a tax preference, do you think we should start at the top?

Mr. MeEaNy. You mean remove the ceiling?

Senator Gore. If we are to give a preference for earned income
above $50,000, what is the justification for refusing a tax preference
to earned income below $50,000?

Mr. Meany. Idonotthink there is any justification.

Senator Gore. You said in your statement that “The wealthier the
individual the more attractive the tax loophole.” As a matter of fact
one must have either large wealth or large income to take advantage
of any tax preference; is t%mt not true?

Mr. Meany. That is basically true. If you do not have the income
you do not have to worry about taxes, but what we say is that the
wealthier the person the more opportunities there are to escape taxation
through these different devices.

Senator Gore. What opportunity do you see for a tax loophole
for a man earning $100 a week, and having the taxes withheld out
of each check?

Mr. Meany. I don'’t see any.

Senator Gore. Where is there any loophole?

Mr. Meany. None at all.

Scenator Gore. Whereas a man with a $50,000 income can look about
and find some preferential tax treatment areas.

Mr. Meany. Tax exempts, real estate with fast depreciation writeoff.
The ordinary wage earning taxpayer does not have any of those oppor-
tunities. He just pays his taxes through the withholding and that is
that, and this, of course, is really the gist of our whole position.

There are many angles to this, but the basis of our whole position
is the lack of what we call tax justice.

Senator Gore. Thank you, Mr. Chairman.

The Crairman. Senator Curtis?

Senator Curtis. Mr. Meany, I agree with the position on some of
these matters. We are running a $6 billion deficit this year, and I do
not feel that. at this time we can adopt the 50 percent ceiling, nor do
I feel that we can reduce the corporate levy, but. I want to ask youabout
a couple of others. Do you favor the provisions of the House bill which
tax the investment income of fraternities?

Mr. Meany. Theinvestment income of fraternities?

Senator Curtis. Yes, sir.

Mr. Meany. I think fraternities should pay their share the same as
a,ng other group.

enator Curtis. There are tax exempt organizations that—-—
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Mr. Meany. On anything that is not related to their activities, and
this would include fraternities and labor unions and any other group
that is tax exempt, that income should be taxed.

Senator Corris. I am talking about their tax-exempt income which
would be interest dividends and the like.

Mr. Meany. That would be unrelated to their direct activities, and
I think it should be taxed.

Senator Currs. I am not sure that it is unrelated. I am quite inti-
mately acquainted with one fraternity that has built up a fund. They
use it all or 90 percent of it for loans for houses on college campuses
thereby releiving the taxpayers of that much. Those loans earn inter-
est. Under this bill—they have 10 percent otherwise——

Mr. Mranvy. If it is related to their normal activities in whatever
ﬁ}sld]ghey are in it should not be taxed. If it is unrelated we say it
should.

Senator Curtis. The House taxes their investment income. Do you
support that or not ¢

Mr. Mrany. If it is on unrelated business income, we say yes. I have
not read the House bill. Do you mind letting Mr. Goldfinger reply?

Senator Curtis. Noj; I will be happy.

Mr. GororFINGER. Senator, our view, as President Meany indicated, is
that the unrelated investment income of fraternal organizations and all
other kiunds of organizations including trade unions should be taxable,
should 'v: subject to taxes.

Senate * Oorris, That is not my question. We understand that if a
lahor unio.. buys a bank, the bank pays taxes as do other banks. That
is the unrelated income. I am talking about the investment income that
the organization itself has. The House bill imposes a tax on the invest-
ment income of fraternities. Do you have a position on that ?

Mr. Meany. Without regard to what the income is used for, my posi-
tion would be it should be taxed, unless it is used for the specific fra-
ternal purposes of that organization. You say it is used—-

Senator Cortis. Itisnottaxed as unrelated business, It is the invest-
ment income in their central treasury.

Mr. Meany. I would like to give that a little study, that specific
question,

Senator Curtis. Now tax-exempt beneficial societies. According to
the House bill are taxed on exempt income. Do you favor that ¢

Mr. Meany. No.

Senator Curtis. Investment income, according to the House bill, is
tax that accrues to tax-exempt social clubs. Do you favor that?

Mr. Meany. No.

Senator Curtis. Take, for instance, Shrine, which operates some 12
or 14 hospitals for crippled children.

]I(&I(ti Mrany. That is different than what you have just previously
asked.

Senator Curris. They have some investment income. Under the
House bill it is taxable. Do you favor that

Mr. Meany. No.

Senator Curtis. Do you favor—-I gather from your answer—you
are not in accord with the House bill taxing this investment income.
Do you favor taxing labor unions on their investment income ¢

r. MEany. Yes; not related to their regular activities.




2673

Senator Curris. No, no; that was not my question. I understand
that if a labor union buys a bank, that the bank pays taxes, If the labor
union has some money in the till, and it is either drawing interest from
a bank, a savings and loan, or it is in securities. Should it be taxed ?

Mr., Meaxy. No.

Senator Cuorrtis. Are you at liberty to tell me how much investment
income the labor unions have?

Mr, Meany. I haven’t any idea. T have no way of knowing, and I
would not have any way of finding out.

Senator Curris. Now let me ask you something else. What percent
of the compensation to labor, which enjoys the %eneﬁt of organized
labor, collective bargaining, what percent of that compensation is
fringe benefits ?

Mr. Meany. Ido notknow.

Senator Curmis. Can your stafl supply that?

Mr. Meany. We migflt give you an approximate figure.

Mr. Gorpringer. It 1s somewhere in the area of 20-25 percent, sir.

Senator Curris. \bout 20 or 25 percent ?

Mr, GoLDFINGER. Yes.

Senator Curtts. What percent of fringe benefits are taxable under
our revenue laws and what percent are not ¢

Mr. Gororinger. To my knowledge, sir, they are all taxed when
they are received. Some of these forms of fringe benefits are deferred
payments, such as pension plans and pension money, and are subject to
taxation when received. They are not

Senator Corrrs. Now the individual who operates a cobbler’s shop
for himself repairing shoes, unless he can qualify for an elaborate
pension plan to set up and get some lawyers and tax accountants to
set it up, if he makes some money and puts it in the savings and loan
for?a rainy day for his old age, Ke is taxed on that as he earns, is he
not?

Mr. GOLDFINGER, Yes.

Mr. Meany. He hasanother alternative. ,

Senator Cortis. He is taxed on it as he earns it, is he not ?

Mr. Meany. If he puts it in a savings and loan, yes.

Senator Curtis. Regardless of what he does. Isn’t the earnings of
an individual such as u shoe repair man operating on his own, his
earnings are taxed as he earns them, is that ri ht%

Mr. Meany. I do not think he understands the question. You had
better try again,

The CHairamaN. I must remind the audience that they are here as
spectators and they are not here as a gallery to indicate approval or
disapproval of any answer of the witnesses.

Scnator Curtis. Can your staft answer that ?

Mr. Meany. If he sets it aside separately, it is not taxed until he
gets it. If he does not, he puts it in a savings and loan, it is taxed as
of the time it is paid.

Senator Cortis. I understand that he can go through a rather diffi-
cult and complex procedure and qualify for HL.R. 10 benefits, but it
is quite difficult for the individual of modest income to do that.

Now assuming that he has not, he pays taxes on it, as he earns it,
if his few dollars in the savings and loan draw some interest, that is
taxable, is it not ¢

Mr. Meany. That is right.

T R AN W
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Senator Curris. I am not suggesting that our pension plan tax laws
be changed. But tax equality as the term implies, it is treating every-
one alike who faces a similar circumstance. In reference to my ques-
tion whether or not fringe benefits were taxed, your reply was they
were taxed when they were received. Now that means this. That as a
result of negotiations or otherwise, if employees are granted a retire-
ment fund, the company or the employer pays into that fund and of
course that is the tax deduction to the company and not taxed, is that
correct ?

Mr. GoLDFINGER. Yes.

Senator Curris. And the pension fund, if it earns interest, divi-
dends or other capital gains, they are not taxed, isn’t that right# But
the recipient recelves tﬁe taxes or pays taxes when he draws that re-
tirement money some years later ?

Mr. Meany. Yes.

Senator Curtis. I think it is a good system. What makes up to the
20 or 25 percent fringe benefits that are not taxed at the time besides
retirement ¢

Mr. GoLprIiNGER. That is about the only form that I can think of.
There are probably medical insurance contributions and other things
of that sort, but vacation pay is something that is taxed at the time
that it is received. That would be during the year. Shift differentials
are taxed when they are received.

Senator Curtis. If as a result of negotiations the employer provides
hospital and medical insurance as a fringe benefit, that is not taxed to
the worker currently, isit?

Mr. Meany. No.

Senator Curtis. And it is your position that investment income not
by an unrelated business but held by the unions should not be taxed ?

Mr. Meany. That is right.

Senator Curtis. I cannot quarrel with your position. I do hope that
we will not get involved in one group against another group, and these
principles that you have come out for in reference to this group will
not be applied to other groups.

That 1s all, Mr. Chairman.

The Cuamman. Gentlemen, I am going to ask the committee to
agree to a limitation on interrogating this witness. George Meany
speaks for many millions of workers and I can understand why every-
one would like to interrogate him on matters that interest them. But
we started a procedure a while back which will make it impossible to
hear other witnesses and some of them also reﬁresent a great number
of the people. I am going to urge members that we limit ourselves.
Let us say to about 7 minutes each on the first interrogation of this
witness. Then, if anyone wants to ask any further questions I will
arrange for one of our secretaries to meet with them in our confer-
ence room here, and they can interrogate Mr. Meany at length, and
I am sure he would be glad to respond.

Senator Talmadge?

Senator Tarmapce. Mr. Meany, as I understood your testimony,
you suggested a substitute or alternative plan from the minimum in-
come tax proposal of the House bill

Mr. MeaNY. Yes.

Senator TaLmMapce. What was that, please?
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Mr. Meany. Wo suggested that this provision of the House bill be
strengthened by imposing a 25 percent minimum tax on exempt in-
come in excess of $10,000 for individuals, and in excess of $25,000 for
corporations regardless of the amount of the taxpayer’s ordinary
income,

Senator Tarmapce. In other words, your proposal is that, if an in-
dividual has more than $10,000 in income, regardless of its source, you
would tax it at 25 percent.

Mr. Meany. No, no, no. Outside of his regular, ordinary income.

Senator TaLmapce. Exclusive of his ordinary income, What would
that be ? His wages, salary ¢

Mr. Meany. We say tﬂat we want 25 percent tax on the exempt in-
come in excess of $10,000 for an individual, regardless of how much
ordinary income he has, and the same thing for corporations, only it
is in excess of $25,000.

Senator Tarsapce. In other words, above the normal deductions?

Mr, Meany. That is right.

X Senqtogr TavMapce. Do you know how much revenue that would
ring in

M%. Meany. We have some figures on all of these items, Senator, Mr.
Goldfinger I think can give them to you.

Senator Taryapce. How does that compare with the House bill ¢

Mr. GoLoFINGER. This would be substantially greater than the House
bill. We can submit our estimates. :

Mr. MEany. We have estimates on all of these. We do not have
them here.

Senator TaLmapce. You will submit that for the record, Mr.
Meany?

Mr. Meany. Yes.

Senator Tarymapce. Thank you very much.

(The information to be furnished for inclusion in the record
follows:)

The revenue gains from AFL-CIO proposed 25% tax on ezcmpt income in ex-
cess of $10,000 for individual or $25,000 for corporations would be $1.5 billlon.

Exempt income is defined as:

(1) The excluded one-half of capital gains.

(2) State and local bond interest.

(3) Depletion taken after the cost of the property has been written off.

(4) The difference between the cost and the market value of property donated

to charity.
(5) Depreciation on real estate taken in excess of straightline, except for low

and moderate income housing.

The Cirairman. Senator Miller?

Senator MILLER. Good morning, Mr. Meany.

Mr. Meany. Good Morning.

Senator MiLLer. May I ask what the position of the AFL-CIO was
on the investment tax credit when it was originally proposed ?

Mr. Meany. The original granting, We were opposed to it..

Senlaétor MirLer, What is your position now with respect to its
repeal ?

IL{II‘. MEeany. We feel it should be repealed.

Senator Mir.Ler. You have indicated that you wish to do away with
capital gains?

Mr. Meany. That is right.
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Senator MirLrr. I Lave almost come to think that the capital gains
provisions were calculated to encourage people to invest capital, and
that unless we have an investment of capital, our capitalistic system
will go by the board, and that the capital is necessary in order to pro-
vide plant and equipment, in order to have jeb opportunities.

Mr. MEaNy. Senator, you are not going to argue with me on that.

Senator Mir.er. I want to ask you the question how would the
capital formation occur in your thinking if the capital gains provision
of the tax law were done away with ¢

Mr. Meany. I think the investment would still be attractive. I am
all for investment, because this is one of the things that makes our
system work, but I d- not think that if you took away this tax prefer-
ence you would substantially discourage investment.

Senator MirLer. Do you think it would encourage investments to
go overseas, over to England, for example, where they do not even
have a tax on capital gains? :

Mr. Meany. Well, I do not know whether it would go overseas or
not. I cannot answer that.

Senator Micrer. If you were persuaded that this is what would
happen, and if you were persuaded that there would be a slowdown on
construction if this were done——

Mr. MesNy. We undoubtedly would take another look at it.

Senatcr MiLLEr. Yes. I must tell you that while I have some reserva-
tions about some of (’.e capital gains provisions that are proposed, I
am deeply7 concerned that if we should just automatically repeal them,
without more that we could have a drying up of capital which we decp-
ly need in order to get into construction, in order to preserve our bal-
ance of payments, in order to encourage overseas investors to cone into
the United States, instead of having investors in the United States
go over to Europe and other countries.

Let me ask you another %uestion. I am not trying to get political,
but I want to raise a point. It is my understanding that you supported
Vice President Humphrey for the Presidency, is that correct? I think
that is public record. Were you familiar with the fact that Vice Presi-
dent Humphrey, during the Presidental campaign, advocated that the
plercer?ltage depletion provisions of the Internal Revenue Code be left
alone

Mr. Meany. No; I am not aware of that, no. I listened to a lot of
his statements, his speeches, but I do not recall that.

Senator MiLLER. As I recall, it was in Business Week or one of the
business publications where the positions of the two candidates were
set forth, and they both were opposed to the repeal of the 2714 percent
or a reduction of the 2714-percent depletion for oil and gas.

My recollection is that Vice President Humphrey premised his posi-
tion on the theory that if this were done it would increase consumer
prices. Do you think that this percentage depletion reduction is not
going to affect consumer prices?

Mr. Meany. Ido not know, Senator, whether it is or not, but I know
that the depletion allowance is very, very unfair, at least from my

oint of view, it is unfair, and T certainly will not change my idea just
use Vice President Humphrey thinks differently.

Senator MiLLER. I understand that. I would not expect you to. But
I call your attention to his positicn, because I do think that it should
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carry some weight with you. There is a great fear on the part of many
knowledgeable peopie that a change in this is going to result in an
increase in consumer prices, and I know you aie very much opposed to
that too, and if you came to the conclusion that an arbitrar= attack
upon percentage depletion would in fact result in an "~crease in con-
sumetg' prices, would that cause you to think this thing over a little
more

Mr. Meaxy. I doubt it. I doubt it because T would have to have that
demonstrated quite forcefully before I would change my mind. I think
it ii a tax gimmick that is unfair, and I think it should be done away
with.

Senator MiLLer. Let me ask you this. Let us take two corporations
both oil corporations. One corporation, A, has $1 million in percent-
age depletion. Corporation B also has $1 million in percentage deple-
tion. Corporation A takes that $1 million and plows it back into
exploration and development of petroleum resources which redound
to the benefit of the people of the country. Corporation B does not do
that. Corporation B pays that out as dividends to stockholders. Do
you think both corporations should be treated exactly alike?

Mr. Meany. No,no; I do not. I think there should be some provision
for the corporation that plows it back in for development.

Senator MiLLer. Thank you very much.

The CHaTRMAN. Senator Jordan?

Senator Jorpan. Mr. Meany, under your AFL-CIO proposed
changes in income tax rates, where you suggest that the 14-percent
rate should be cut to 9 percent, the 15-percent rate cut to 13 percent,
the 16-percent rate to 15 percent, the 17-percent rate to 16 percent, the
19-percent rate to 18 percent, how much revenue do you calculate wonld
be lost under this proposal as compared to the present law, first, and
secondly as com'ﬁ)‘ared to the ¥ouse bill?

Mr. Meany. The same as the House bill, I do not have the figures,
Senator. We have put a price tag on all of these things but unfortu-
nately I do not have it here. Mr. Goldfinger says it would be the same
asthe House bill.

Senator Jorpan. The proposed rate changes that you suggest would
result in the same revenue income ?

Mr. Meany. Asthe House bill.

Senator JorbaN. As the House bill ?

Mr. MeaNy. Yes.

Senator JorpaN. No change. If you do find there is a change, will
you supply that for the record ?

Mr. NY. Yes.

Senator Jorpan. Thank you.

The CHAIRMAN. Senator Byrd ¢ i

Senator Byrp. Thank you, Mr. Chairman.

Mr. Maany, like you I feel it is very important that in a democracy
that there be tax justice. I do not like the 1dea of persons in this coun-
try earning more than $200,000 paying no tax. I think all individuals
.who earn significant income should pay a tax. The problem as I see
it that faces the Congress is how to tighten the so-called loopholes
without penalizing a large segment of our population. I speak now of
the colleges, hospitals and churches, and State and local governments.
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I think that your testimony brings out interesting points. Some of
your proposals I am sympathetic to. Some I am not too sympathetic
}t)(‘)l\;'ard. haveé made no commitment, however, on any part of the tax

ill;

There is one asy])ect that I find particularly interesting. I agree with
vou thoroughly that, industrial development bonds should not bo tax
exempt. In rogard to State and municipal bonds, this presents, as I ses
it, a real dilemma, because if we change the tax status of State and
municipal bonds, and I do not say at this point whether it should or
should not be changed, but if we do, that inevitably will increaso the
cost of local and State government, which nicans that every taxpayer
in every country and every city and every State in the Union will feel
the effect of it. :

Now I notice in your testimony that you make a proposal which I
do not recall ever secing proposed bhefore, and that is that the Federal
l()}ov(;’mnment; should guarantee, should guarantee the State and local

onds. |

Mr, Mrany. Guarantee the principal of the bonds.

Senator Byrp. Guarantee the &)rincipal of the bonds and pay—-

Mr. Meany., An interést subsidy, '

Senator Byrp (continuinﬁ). ne-third of the interest on these
bonds. May I ask you this, How extensive is this? What is the total
of State and local bonds now outstanding?

Mr. Meany. The total amount? I do not know,

Mr. GororiNugr, We have worked this out, Senator, and we have
come to the conclusion that there would be a gain of revenue.

Senator Byrn, My question is this, What is the total amount of
State and local bonds outstanding? .

Mr. Gororinger. Offhand I do not know. We probably have it in the

" lerﬁxy statement,.
ator Byao, I can give you the answer. The answer is that at the
end of 1969 it is estimated that there will be $140 billion in State and
‘local bonds outstanding. As I understand your proposal, you would
- have the Federal Government guarantee all of these State and local
¥ bonds, am I correct in that assumption? '
Mr, Meaxy., That is right.
f Senator Byrp. Aren’t you asking that the Federal Government
undertake  very severe task when it begins to guarantee State and
local bonds? . ‘
- Mr. Muany, Yes; I think that is quite a job for them, but I think
it should be done. After all, Senator, I think there is a factor here
that you are porhaps disregarding, and that is that even though there
rasy be some sound reasons from the point of view of State and local
problems to have these bonds tax exempt, the average citizen of this
colintry reeents very much the fact that certain people get the benefit
- of this unearned income and pay no taxes on it. This has a tendency
- yoally to ,b:éd:.dg:&v:égm morale of the people, and that certainly is

nqg in that statement. I do not defend that. I
n e that

£ whe feel th ' about m‘"?g%’- Bﬁlthe%e ésm?
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Government get the money to do that? It gets the money out of the
taxpayer’s pocket. That is the only place it can get it——

Mr. Mrany. That is right. :

Senator Byrp (continuing.) From your members and every wage
earner. '

Mr. Meany. And it would get some of that money from people who
are not now paying taxes,

Senator Byap. I just feel that this one proposal of yours that I have
never seen advocated before, It is one of the most far-reaching propo-
sals I think that has been presented to the Congress in a long time,
I am glad to get your——

Mr. Meany. I think the President has come up with a proposal
for sharing the taxes with the State and local gavernments.

- Scnator Byrp, That is entively different from ‘ta,l%ng over and
Mﬂ)onds. My time has expired apd I thank

you, Mr. Meany. -
The CuarRMAN. Senpator Fannin ¢ (e
Senator Fanvin/ Thank you, M\ Chajrman,
Mr, Meany, we/hare your nce:a over\the equjéable' treatment of

earned income, gnd we aré concerned abqut leopholes, but we Are

also concerned gbout jobs. Have you consideréd how many jobs would

be eliminated if all your recommé‘n}latmﬁ Mnaqted \ \
Mr. Meany.] We feel that the 'not b

\
¥, ul » ayy elinjination of.
]0 8. - ' - 14 |

Senator FayNin, Dap't yau thirk that is a\li\ttla\faxﬁetched t

{

w

1]

say that they \would nat be eltmiinated, w}lex) ‘we are going to take
investment capjtal awa b

\ 1
Mr. Meany. \I have haard this rgu&gh{t aboyt” osals that
make eliminating jobs fo\ mary years, We have been to a“f(ir 30 yea
//
e 3

now every time yve discus wage and houy legislgtion that/it is going
to eliminate jobs {ut it never has eliminatad jobs g

Senator FanniniJ certainly question tha ;

Mr. Meany. I thigk you aré-selling the} Am n economy—the
whole system—short If you think that by-setting up a systend of tax
justice, where everyone wquld be paying his fair share, that this would
eliminate jobs. 0\')““ -

Senator Fannin. Don’t you~think it has eliminated jobs that we
have exported ¢ Let us take the automotive induistry.

Mr. Meaxy. I think this is a problem and it is a problem for Cong-
ress about the export of jobs, I do not think anything we do on the
tax situation is going to change that, The American corporations are
exporting jobs quite rapidly right now.

enator FANNIN. But only to become competitive in many of the
foreign countries. That is why this is done. .
Mr. Mrany. Well, be that as it may. Do you mean competitive

“in bringing down the standard of life? ,
Senator Fannin. No, I certainly do not, but the consideration given

by other countries. For examgle, there 1s no capital gaing tax, in
a.nagqp,, nor as brought out by Senator Miller, in the European
countmes, . -

. ~Mr. Meany, Isn't thequanytliing Congress can do about that

Senator. FanNIN. Certainly Congress can do something about, it.

.., Thay can give greater incentive to hold industries in this country and
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to make us more competitive. Look at what has happened in the auto-
motive industry and the electronic industry as a result of Japanese
competition. I am vitally concerned about that, and I think you should
be. 1 }i(l)pe you consider that matter. It is I think of vital importance
tousall.

Mr. Mrany. Mr. Senator, I do not think you are going to gét the
Americans and the average American trade unionist to consider com-
peting with Hong Kong wages or wages that a lot of corporations
are paying down on the Mexican border.

Senator FaAnNIN. I am talking about making it more enticing to
our American industry to work with the labor unions, and to have
a better competitive position with which to face the other nations of
the world.

Now you know as far as world markets are concerned, we have
lost out tremendously percentagewise in the last few years.

Mr. Meany. Well, the best customer of the American corporations
over the years, and I think statistics will prove this, is the American
worker, the American citizen here at home, and I do not think, no
matter what way you approach this, that the American worker is
going to compete with 20 and 25 cents an hour wages in South Amer-
Ica orin Africa or in the Far East.

Senator Fannin. He can better compete if we have modernized
etﬁlipment, if we have the capital investments that will make that pos-
sible. But to go on to another subject which Senator Curtis discussed
with you, it is my understandinf that all labor unions are now exempt
from taxation under 501(¢c) of the Internal Revenue Code. I think

ou agree that that is right. What sort of union income would be
mcluded within the exemption? Would this include dues collected,
interest on bonds, stock dividends and other investments of the un-
ions? Are these all included ?

Mr. Meany. Yes.

Senator FaNNIN. So we do have a situation where the unions are
being given I think special treatment. H.R. 13270 in its present form
would penalize foundations from engaging in political activities,
including the sponsorship of voter registration drives.

I have introduced an amendment to this bill which would deny
tax-exempt status to labor unions which engage in political activities.
Do you see any objection to this measure?

Mr. MeaNy. You mean political activities in Federal elections? We
are barred from that now.

Senator FanniN., Well, it would include activities in all elections.

Mr. Meany. But we are not barred from using our money for voter
registration drives, and we thought that was something everybody
wanted. We want higher voter participation on the part of the people,
and this is really a bipartisan, nonpartisan activity.

Senator FanNiN, Well, that is questionable {)ut nevertheless—

Mr. MBaNY. You would try to stop that?

Senator FannIN. I am asking you 2 question. This bill, H.R. 13270,
which you strongly support, and even want to go further than it does
in this area would penalize foundations for engaging in political
activities, including the sponsorship of voter registration drives, Do
you agree with this provision ¢ In other words, turnabout is fair play ¢
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Mr. Meany. I want to look at that bill again, I do not think there
is a complete bar.

Senator Fan~IN. Sir?

Mr. Meany. I do not think there is a complete bar in that bill. T
would have to look that up.

Senator Faxn~in. I think you had better read it then and have your
people look into it.

Mr. Meany. All right.

Senator Fannin. Further pursuing Senator Byrd’s line of question-
ing about subsidizing and guaranteemg municipal bonds, how wouald
this be controlled ? Just to give you an illustration, some bonas now ure
not salable, but of course would be with the guarantee of the Federal
Gov:irnment. In many instances perhaps these bonds should not be
issued, but what control would you have over this? Isn’t that leaving
your financing just wide open ?

Mr. MeaNy. Surely the Federal Government would set up some
standards by which it would guarantee municipal bonds. It would
not guarantee them indiscriminately no matter what the features
of them were. .

Senator Fax~nin., How about the outstanding?

Mr, Meany. How about what ?

Senator FanNiN, The outstanding bonds? What would be your
point as far as the outstanding bonds?

Mr. Meany. We are talking about bonds from now on. We are
not talking about the outstanding bonds.

Senator Faxxin. But I think in your testimony you considered
that all issues would be approved whether or not needed.

Mr. Meany. All future issues, yes.

Senator FaAnNIN. Whether or not needed ?

Mr. Meany. Whether what?

Senator Fan~NiN. Whether or not needed. In other words, I am
questioning you as to how this could ever be controlled.

Mr. Meany. I think it can be controlled by the Federal Govern-
ment setting up standards.

Senator FanNIN. Then you would have them subsidized and
then controlled ?

Mr, MeaNy. Yes.

Senator FANNIN. As to what is done in the local communities?

Mr. Meany. That is right.

; Senator FANNIN. And the States and all. Then is there any need
or——

Mr. Meany. I do not know that it would necessarily mean that
they would control everything done by the local governments. I
think setting up standards is one thing and controlling is another.

Senator FANNIN. How would you handle the interest on outstand-
ing bonds? You are going to subsidize the interest on the bonds that
are gc;ing to be issued now. What about the bonds on outstanding
issues?

Mr. Meany. We would not touch them at all.

Senator FaANNIN. You would not, but they are touched by this bill.

Mr.Meany. They aret

Senator FaANNIN. Oh, yes. They are tax exempt, and so they are
affected by the bill.
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Mr. Meany. You mean the outstanding bonds?

Senator FaAnniN. Yes, the outstanding bonds.

Mr. Meany. That is not our proposal. 4

Senator Fan~in, They are included in some of the stipulations,
sir; as far as taxes are concerned, tax preferences and all, they are
affected.

My time is up, Mr. Meany, but I wish you would look into some of
these problems.

Mr. Meany. Icertainly will look at that one.

Senator Faxnin. I hope you will take a look at the effect that this
would have on jobs and our competitive position with other countries
also, the number of people that would be eliminated if all your recom-
mendations were enacted. I think it would be disastrous.

Mr. Meany. Well, we donot agree with that.

The CuamrmaN. Senator Hansen ¢

Senator Hansen. Thank you, Mr. Chairman.

Mr. Meany, did I understand you to say it was your feeling that the
proposals you have made would be prespective in nature, that they
should apply to bond issues that are yet to be made ?

Mr. MeaNy. Yes. : ‘

Senator HaNseN. And it should not refer to those which are already
on the books? I think Senator Byrd spoke about there being some
$140 billion worth of bonds now outstanding. As I understand your
proposal it would exempt that $140 billion worth of bonds?

r. Meany. Well, the people who bought them bought them under
the conditions which now prevail and we think that should prevail as
far as those bonds are concerned.

Senator Hansen, Would it be your feeling generally that this
legislation should be prospective in nature rather than retroactive?

Mr, Meany. I do not think the legislation should be retroactive if
that is what you mean.

Senator HanseN. That is what I mean.

T have no further questions, Mr. Chairman.

The CrARMAN. Mr. Meany, I would like to just ask one or two
questions of you. I personally have always had some doubts about the
wisdom of this investment tax credit, and I think that your organiza-
tion probably did, too. At first I was willing to go along with part of it
and then later on part of the rest of it. It occurred to me later on that
the credit may have been providing too big an incentive at a time when
money was tight, and I advocated that it be repealed well before the
administration—at that time of President Johnson—agreed it ought to
be repealed. I wanted to relieve the tight money situation as I do now.
The repeal of the investment tax credit involves about $3 billion.

The one thing yon have to give it credit for is that it really did
stimulate a lot o%investments.

From the point of virw of & lot of business people at that time it
had the effect of cutting the effective tax rate from 50 percent down to
36 percent if they could fully utilize the investment tax credit of 7
percent.

Of course, you are well awure cf the fact that a tax credit of 7 per-
cent is just like a deductior of 14 percent if the tax rate is 50 percent.

Now this accelerated depreciation thing started out under President
Eisenhower, and it was made mors liberal under the succeeding admin-

¢
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istrations. Capital gains had always been one of the things that busi-
ness people looked for. I understand on Manhattan most rich people
are not much interested in investing their money in something unless
they can find some way to make a capital %ain out of it, either in whole

or in part. And I see that you would like to eliminate percentage
depletion entirely.

Would it not scem to you that if we strike at all those items, I think
they would total about $4.5 billion right there, and you take the other
so-called incentive items that are justified on the basis that they would
be incentive to invest money to do something constructive, it would
add up to about $3.5 billion of tax incentive provisions that would
be removed from law.

Would it not scem to you that that would discourage a lot of people
from investing money in things that give labor good jobs?

Mr. Meaxy, Well, I answered that before, Senator. I do not think
so. I think the investments would still be attractive, despite these
so-called sweetners.

The CramrymaN. I am just familiar with one phase of it. I know
you feel strongly about it. In a small way I am in the oil business.
My family owned a piece of property. We were willinﬁ to put up
our money if we could find somebody else. Just the talk of change
in this matter has made it so that nobody else was interested in going
i, The impression that I gained is that independents were getting
out of the business in droves the way it was, and that this change
would accelerate that trend.

Now, of course, if we drill a well, we are going to pay the regular
wages, and those are good wages, whether we find oil or not. We do
not mind paying the union scale of wages. We hope to finish ahead,
and if we have to pay a lot of wages that is all right with us. But
we would like some hope of making our money back and winding up
with a profit by the time the thing is all over with.

Now if you have literally hundreds of people getting out of that
business the way it is now, and frankly fregard myself as one of
those people '

Mr. Meaxy. Getting out of the oil business?

The CrarMaN. Yes, sir, they are not drilling any more wells at
all. There are a lot of people who have already quit. Now, why would
not the elimination of the oil depletion allowance, and also taking
away or compromising their intangible drilling cost provisions make
a lot of people having doubt about it decide that that was the straw
that broke the camel’s back to say “Well, we just will not drill any
more. Let us just get out of this business”?

Mr. Meany. Well, that means we would have to put our cars up.
There would not. be any gasoline for our cars.

The Cuamrmax. Well, it would put a lot of people out of work,
I would think.

Mr. Mrany. I do not think so. I think the incentive for profit is
still there, and I do not know who you mean is going out of business.

The CramrMaN., Now, Mr., Meany, I— _

Mr. Meaxy. Humble has not got out of the business, Standard Oil
of New Jersey has not gone out of the business. .

The CuarMaN. Mr. Meany, you are the first person I have heard
advocating cutting the depletion allowance who did not couple that
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with the proposition that you ought to bring all your oil in from
overseas, which means that you would hire Arabs, you wonld hire
SJ{loks, vou would hire varions and sundry people to produce that
oil but you would not be producing it here. You would be hauling
it ir. from overseas,

Mr. Meany. Irrespective of the depletion allowance, if oil companies
can make more money by bringing it from overseas I suppose they
would bring it from overseas, without regard to whether depletion
allowance is there or not.

The Ciamirman. T am one of those fellows who has been trying to
fix it up so they produce it here rather than bring it in from there.
Over a period of time T suspect that has been part of the problem.

Mr. Meany. As Senator Miller said, shouldn't there be some line
drawn between those who put this money back into new ventures to
try to provide new jobs, and others who just pay it out in dividends?

10 Criamratan, Well, T would ask you a question. We tell a man,
“If you will ‘go out and find some oil, or any other fuel, we will give
you a liberal depletion allowance.” That 1s his incentive to do it.

Now, after he fulfills his end of the bargain why should we take
it away from him? Why would you want to chinge it in the middle
of the game after a fellow has gone out, rely ing upon that incentive,
and performed on it?

Mr. Meany. Well, T would be quite happy to set 2714 phased out
over the years, little by little.

Senator Gore. Good, that is a deal.

The Cuamrman. May T say that is a generous concession,

Senator Anderson?

Senator ANpersoN. In this morning's mail there is a letter from
a customer who wants to talk about bonds. He suggests that there are
bonds he can dispase of which have three different charges: 8 percent
note April 15; 714 percent note due in November, and 715 during the
coming year. Don’t yon think that is a pretty high rate of interest?

Mr. Meany. Idid not get the question.

Senator ANpErsoN. The interest rate on bonds. Eight percent note,
714 percent note, and 714 percent note. I think that interest is out-
rageous, don’t yout

Mr. MEany. T think interest rates generally are outrageous today.
Certainly they are outrageous from the point of view of the ordinary
home buyer. f would be happy to hear more about that because wo
have people who would like to buy their own homes, but the interest
cost on the purchase of a new home is getting up near 914 or 10 percent,
when you figure the rate of interest at 714, and then they add on points
for this and that.

Senator Anprrson. It is frightening. It has stopped home owner-
ship to a great degree. I just hope that there wil lower interest
rates in the future,

Mr. Mrany. We would like to see the interest rates come down.

The CralrMAN. Senator Williams?

I am going to let each Senator have one round. Senator Williams
did not ask any questions, and so I am going to give him the oppor-
tunity now.

Senator Harris has shown up meanwhile and he will be covered by

those same rules.
]
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Senator WiLLians. I just want to clarify one S)oint. As I under-
stand it in your testimony and from questions, you have recommended
that ca;)itn gains be taxed on the same basis as earned income, is that
correct ¢

Mr. Meaxy. Yes.

Senator WirLiams. Now one of the arguments that I have heard
made, and I am wondering if you subscribe to it, is suppose Mr. X
buys 100 shares of a bank stock. The dividends ave taxed at regular
income. Is it your theory that the appreciation in the bank stock is
largely the result of undistributed mcome, the accumulation of it,
which when he sells the stock he gets that as an appreciation? Is that
the basis of suggesting that it be taxed as regular income?

Mr. Meany. That is one of the bases. The general basis is as I
stated in my testimony, that the fellow who works with his hands
and draws a salary, he has got to pay on his income. Why shouldn’t
the others pay on their income?

Senator Witriams. Now if o labor union owns a bank, the bank
is taxed the same corporate rates as any other industry. Now if the
labor union is buying that bank, and the bank distributes about half
of its earnings, the other half builds up equity. If that union sells that
stock later should they be taxed at capital gains—since it is a delayed
p» ment of accumulated earnings—the saume as you are proposing for
in..viduals?

Mr. Meany. If everybody else would have to pay it, why not the
labor union.

Senator Wirriams. That is what I was asking,.

Mr, MEaNY. Yes.

Senator WirLiams, That answers the question. Thank you. Yeu
would have no objections to the bill being so amended §

Mr. Meany. No.

Senator WiLLiams. Thank you.

The CairmaN. Senator Harris?

Scnator Harris. I do not have any questions, Mr. Chairman,
except to sny that I have studied your testimony, Mr. Meany, and
I appreciate the thrust of it and the influence that you have been
generally on the side of tax reform and tax relief.

The (JYIIAIRMAN. Senator Metcalf, a former member of this com-
mittee, has been sitting here with us, If you want to ask & question or
two go ahead.

Senator MercarLr. I am delighted that he is supporting the bill
that Tam going to testify to next.

The Cirairman. Senator Cooper, do you have any questions?

Well, let me say if there are other members who want to interrogatoe
Mr. Meany further X think he might make himself available to you
to ask a few questions in our conference room. If someone wants to
request that privilege, I would ask the witness to cooperate. Other-
wise, we are going to excuse Mr. Meany. We have had him here for
ﬁn hour and 15 minutes and we have many other important witnesses

ere,

Thank you very much, Mr. Meany, Mr. Biemiller and your able
associate. We appreciate very much your being here to explain your
views on behalf of your great organization.
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Next we would like to hear from the Honorable Lee Metcalf,
former member of this committee, and Senator from the State of

Montana.
(George Meany’s prepared statement follows:)

STATEMENT OF GEORGE MEANY, PRESIDENT, AMERICAN FEDERATION OF ILABOR AND
CONGRESS OF INDUSTRIAL ORGANIZATIONS

SUMMARY

My name is George Meany and I am president of the American Federation
of Labor and Congress of Industrial Orgarizations.

The 18.5 million members of the unions of the AFL-CIO are, almost without
exception, taxpayers. They pay their taxes regularly, payday after payday,
through the payroll withholding program. They are loyal Americans; they ap-
preciate the value of government, the services of government, the need for paying
for government.

They are willing to pay their fair share.

But they are tired of having to pay the share of other Americans. Specifically,
they are tired of paying the share of those Americans whose incomes are greater
and whose taxes are lower—the “loophole set” in today’s society.

So it i3 on behalf of the largest organized group of taxpayers in America
that the AFL~OI0 appears here today as advocates of tax justice. We don’t have
tax justice today and will not achieve it under the House bill. And the Ad-
ministration’s proposals bear no resemblance at all to tax justice.

The federal tax system ig rigged against those whose livelihood comes from
the work they do. It is rigged in favor of those whose income results from
investments.

This uniair rigging results from the fact that a triple standard is applied to
income taxed by the federal government.

One standard applies to wages, salaries, and other forms of so-called ordinary
income. This income is taxed in full and, for workers, the tax is regularly
deducted from their paychecks,

A second standard applies to income from stocks, real estate, and other so-
called capital assets sold at a profit. Only half of such income is taxed. And under
present law the tax can never be more than 25%-—even for those in the very
top tax brackets.

A third standard is applied to certain forms of income which never even appear
on the tax form, such as the interest on state and local bonds, or the income that
is washed out by phantom, nonexistent costs as oil depletion, fast depreciation
wrlteo&oﬂs, and bookkeeping farm losses. This type of income completely escapes
taxation.

The wealthier you are, the greater are the opportunities to take advantage of
these preferentially taxed or untaxed forms of income.

This triple standard will uot be ended through reforms that eliminate or
curb some relatively obscure tax dodges affecting a handful of people. Nor will
it be ended merely by ensuring that those of extreme wealth and ability-to-pay
are called upon to make some contribution to the federal Treasury.

The now infamous 21 persons, for example, who paid no taxes at all on
their incomes of $1 million and over, have become a symbol. And, I fear, too
many have addressed themselves only to this symbol. Tax measures to ensure
that those with astronomically high incomes merely pay some taxes to the federal
government fall far short of tax justice.

Justice can only come when :

*The completely impoverished are removed from the tax rolls.:

* There i{s a meaningful reduction in the relative tax burdens of low and
middle-income families.

* The loopholes of special tax privilege for wealthy families and businesses are
eliminated.

The eingle most costly loophole and the one that 1s the prime culprit of unfair-
ness is the capital-gains loophole,

This is not a loophole which applies only to a handful. It is not a loophole
which reduces anyone's :axes to zero. And {ts effect on the tax structure does not
glve rise to tax-evasion horror stories that can be dramatically fllustrated
through the media.

Yet, because of the half tax on capital gains and the zero tax on such gains
passed on at death some $30-$40 billion escapes the tax base, resulting {n an an-
nual Treasury revenue loss of over $10 bimon.

’
s
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And it is a tax preference that says, in effect, the more wealth and income
you have, the more opportunities you should be allowed to avoid a fair share of
taxes.

The AFL-CIO has continually pointed to this loophole as the major flaw in
the tax system. The Treasury study published last February confirms this, say-
ing that the speclal treatment accorded capital gains is the “most important
factor in reducing the tax rates of those with high incomes.”

We see no justice to a tax provision which says that a married taxpayer
with $8,000 in capital-gains income should pay a tax of $354 while a married tax-
payer, with the same amount of wage income, should pay $1,000.

We also recommend taxation of the $15 billion in capital gains that is
passed on annually to heirs without even being mentioned on the income tax
form.

Under the House action, some of the capital-gains loopholes would be trimmed.
The House would eliminate the 259, maximum and would extend the holding
period for long-term capital gains from six months to one year.

Even with these improvements, capital gains would still remain as the prime
factor in eroding the fairness of the tax structure, for unearned income would
still be preferentially taxed. And, what is worse the Administration has proposed
to weaken even these modest reforms.

If the tax structure is to meet America’s standards of fair play, loophole
closing must be broad-gauged and substantial. On April 1, 1969, before the
House Ways and Means Committee. The AFI~CIO presented a program which
we believe would achieve tax Justice—a program which would generate some
$15-17 billion in federal revenues from substantial loophole-closing, provide
relief to those of low and moderate and@ middle incomes, and allow some $8-10
billion to fully fund existing federal programs geared to meeting domestic needs.

Against that background, we think the House bill merits commendation, for:

1. The working poor are relieved of any federal tax obligation.

2. The hard-working, tax-paying low- and middle-income Americans, who have
been forced to bear far more than their just share of the tax burden, have
been given & modicum of relief.

3. The single most inflationary pressure in the economy, the 7% investment
credit to business, has been eliminated.

4, Some of the loopholes and gimmicks in the tax structure, designed to pro-
vide special, unfair tax bonanzas for the very wealthy, have been trimmed,
although not eliminated.

We urge the Senate to improve upon the House action and to reject all pro-
posals, including those of the Administration, which would move the tax struc-
ture still further away from America’s standards of fair play.

Specifically, we urge the Senate to:

1. Close the capital-gains loophole, ending the major tax preference for un-
earned income.—There cannot be tax justice as long as unearned income is half-
taxed while earned income is taxed in full.

The modest changes recommended by the House are welcome but not enough
%nd the Administration would largely undo the positive action taken by the

ouse.

2. Put an end to the taax abuses of the oil, gas and other mineral industries.—
Again the measures taken by the House are welcome ones. They would reduce
the depletion allowance, eliminate depletion on foreign oil and gas wells, place
a limit on the amount of exploration expenses that can be immediately written
off, and end some other abuses such as the carved-out production payment.

Nevertheless, of the total revenue that escapes taxation due to the activities
of these industries, only one-third would be recovered by the House action,

We recommend the complete elimination of these abuses.

3. Eliminate the maxvimum-tae provisions.—Under the maximum-tax provision
contained in the House bill the top tax rate on earned income would be 509,.

This proposal would benefit only those with incomes above $50,000.

It would serve to provide an uncalled-for tax bananza of $100 million to top
corporate executives, doctors, lawyers and others whose income comes from astro-
nomically high fees and salaries.

The Administration has strongly endorsed this proposal. It reflects a cynical
philosophy that if taxes on the wealthy are cut, they won't try so hard to find
loopholes. Such a philosophy makes a mockery of tax-reform efforts. We cannot
subscribe to it and we strongly condemn it.
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4. Strengthen the minimum-tax provisions of the House bill.—The so-called
Limit on Tax Preferences (L.T.P.) proposed by the House and the weaker ver-
sicn offered by the Administration are prime examples of reforms addressed
solely to symbols.

Both the House and the Administration versions would limit the amount of
certain types of income that can be completely tax-exempt to no more than half
of total income plus $10,000. Thus, the more the income you have, the more can
be tax-free.

What's more, if you fail to shelter all your income in one year, you can keep
trying for another five.

Under the House bill, though a wealthy individual affected by the L.T.P.
would by no means pay his fair share of taxes, he would pay some.

Under the Administration proposals, since State and local bond interest would
not be recognized as income under the L.T.P., some wealthy individuals would
still escape scot-free and pay no taxes at all.

The AFL-CIO has proposed a 25% minimum tax on exempt income in excess
of $10,000 for individuals and $23,000 for corporations—regardless of the amount
of the taxpayer’s ordinary income.

5. Stlrengthtm and improve other measures contained in the House bill.—For
example:

—Interest on State and local bonds should be taxed in full with the Federal
Government guaranteeing the bonds and providing an interest subsidy to ensure
that the fiscal powers of the State and local governments are not damaged.

—Instead of the Hobby Farm loophole-closing proposals suggested by the
House and the Administration, the lost-limit approach contained in 8. 500 should
be adopted. This procedure was recommended by Senator Metcalf and endorsed
by a bipartisan group of 26 Senators. This approach is specifically tailored to
the ati?xé(fl]oss farmer and ensures that legitimate farm operators will not be
penalized.

—The income-averaging formula should not be liberalized to include capital
gains unless the preferential treatment accorded such gains is eliminated.

—Interest deductions on bonds used to finance corporate mergers and acquisi-
tions should be completely disallowed.

—All rapid depreciation on real estate should be disallowed, except for low-
and moderate-income housing.

—Accelerated depreciation on regulated utilities should not be allowed unless
the tax benefits flow through to the consumer.

Finally, the Senate should provide more substantive relief to those whose
incomes are moderate and whose tax burdens are unnecessarily severe.

Tax relief and tax justice do not necessarily go hand-in-hand. The equity in
the tax structure can be badly damaged by tax cuis as it can by tax increases
or the addition of new loopholes and gimmicks.

Under the House-passed bill this concept was partially recognized. Though all
groups would receive relief, a significant proportion of the relief would flow to
low- and middle-income taxpayers.

Under the changes proposed by the Admiristration needed relief for those just
above the government-defined poverty threshold and those in the middle-income
brackets would be cut back, the state-gasoline-tax deduction would be disallowed,
and a tax cut would be given to corporations.

Under the House proposals, $4 billion in tax relief is provided through the
low income allowance and standard deduction increases. These primarily benefit
low- and middle-income taxpayers. Another $4.0 billion is granted through
across-the-board rate cuts. Over half of this relief goes to taxpayers with incomes
of $15,000 or over.

The Administration agrees with the House on cutting the taxes of the wealthy,
but says it goes too far when it would cut taxes for those of low and modest
incomes. In addition, claims the Treasury, corporate taxes should be cut $1.6
billion.

We endorse the House proposals to increase the low-income allowance to a flat
$1,100. In addition, we endorse the House proposals to increase the standard
deduction to 159 and $2,000.

We do not agree with the general rate reductions recommended by the House
and the Administration; and certainly there is po justification for a reduction in
corporate taxes.

Instes.d we recommend a reduction in the tax rates that apply to the first $8,000
of everyone’s taxable income for married individuals and the first $4,000 for
single individuala.

!
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The rate changes we propose and their effect are shown on the attached tables.

Our relief proposals would result in the same revenue loss as that proposed by
the House. They would cost roughly $600 million more than proposed by the
Administration—an amount that could easily be made up by, for example, elim-
inating the maximum-tax provision, effectively closing the hobby-farm gimmick,
angd adopting a meaningful minimum tax.

Mr. Chairman, we urge that this committee bring the federal income tax into
line with what it’s supposed to do—tax income in accordance with ability-to-pay.

That's tax justice.
TABLE 1.—~AFL-CIO proposed changes in income tax rates

The rate changes would be as follows :
The 14¢, rate should be cut to 9%.
The 15% rate should be cut to 139,
The 169 rate should be cut to 15%.
The 17% rate should be cut to 169.
The 19% rate should be cut to 18%.
All other rates would remain the same.

Under this procedure, every taxpayer would receive a tax reduction. But, the
individual with a taxable income of $100,000 would get the same tax break as the
$8,000 man. With the rate structure recommended by the House, a married in-
dividual whose taxable income is $100,000 would receive a $3,600 cut while the
§8,000 married individual would have his taxes reduced by only $80. Under the
AFL-CIO proposal both would receive a cut of $130.

TABLE I11.—FEDERAL INCOME TAX BURDEN

PRESENT LAW COMPARED WITH HOUSE REFORM BILL, TREASURY PROPOSALS, AND AFL-CIO PROPOSALS—
MARRIED COUPLE, 2 DEPENDENTS

Total tax
House Tax reduction
Wage or Present reiornm, Treasury  AFL-CIO
salary income law bi't  proposals  proposals House  Treasury AFL-CiO
$3, 0 0 [
4, .. $140 $65 $81 $45 $75 $59 $95
9, - 200 253 155 90 37 135
7, 7 516 616 526 3 n 161
10000... ... ... ... 1,114 9 1,012 908 1 2
125000 ... ... 1,567 1,347 1,447 1,300 220 120 267
$15, . 2, 062 1,846 1,951 1,822 216 m 240
20,000 _ 3,160 2,968 2,968 3,030 192 192 130
25,000. . 4,412 4,170 4,170 4,282 242 242 130
50,000 13,388 12,604 12,604 13,258 784 784 130
$100,000 37,748 34,892 34,892 37,618 2,85 2,856 130

Note: Assumes deductions equal to 10 percent of income, minimum standard deduction (low-income allowance) or
standard deduction—whichever is greater, Table takes into account the rate cutting, standard deduction changes, and
low-income allowarice proposed by the House, the Treasury and the AFL-CIO. Surtax excluded.

Source: AFL-CIO Research Department, September 1969.

STATEMENT

The federal income tax structure is unjust. Events of recent months have made
this fact increasingly clear to all reasonably informed citizens.

In 1967, the most recent date for available information, the taxes paid by
millionaires averaged only 259% of their total income. Twenty-one of these mil-
lionaires and 134 other persons whose reported incomes exceeded $200.000 paid
not one cent in federal income taxes.

In that same year, 214 million taxpayers wbnse incomes fell below the gov-
ernment’s definition of poverty paid $100 million in income taxes. And the mar-
ried wtage earner, with an income of $8,000, paid $1,000 in income taxes—1234
percent.

The federal tax structure is rigged againust wages and salaries—against income
from work. It is rigged in favor of unearned income.

This unfair rigging results from the fact that a triple standard is applied to
{ncome taxed by the federal government.
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One standard applies to wages, salaries and other forms of so-called ordinary
income. This income is taxed in full, and for workers the tax is regularly deducted
through payroll withholding. .

A second standard applies to income from stocks, real estate and other so-
called capital assets sold at a profit. Only half of such income is taxed. And
under present law the tax can never be more than 239 —even for those in
the very top tax brackets.

A third standard is applied to certain forms of income which never even
appear on the tax form, such as the interest on state and local bonds or the
income that is washed out by phantom, nonexistent costs as oil depletion, fast
depreciation writ2-offs, and bookkeeping farm losses. This trpe of income
completely escapes taxation.

Thus:

® Income gains from the sale of stock or other property, held for more than
six months, are taxed at only half the regular tax rate—with a top maximum
rate of 23%. Moreover, when stock or other property is passed on to heirs at
death, the increased value of the property from the date of purchase is not sub-
ject even to this much-reduced capital gains tax.

® Income from interest pay.nents on state and local bonds is completely
exempt from federal taxation.

@ Sizable portions of the income from oil and gas properties and a large
number of minerals never enter the tax stream because nonexistent ‘“depletion”
expenses are written off.

@® Much of the income from real estate escapes taxation since it is written off
as depreciation. Such income iIs not only exempt from taxation but, since it is
considered a write-off cost. it provides an additional tax shelter for the wealthy
because it is deducted from other taxable income.

@ Because of the little-known unlimited-charitable-contribution-deduction spe-
cial privilege, many wealthy individuals and businesses use the disquise of philan-
thropy to avoid paying any tax at all.

® Tax-exempt family foundations can be set up so wealthy families can con-
trol their fortunes in perpetuity without paying taxes.

@® Wealthy nonfarmers can invest in farm operations which yield imaginary
losses that can be charged off against their high nonfarm incomes.

@ Business deducts 79 of the cost of new equipment and machinery from its
tax bill--as a special tax credit. And, they can deduct it agein as part of
depreciation.

As a result of these and other inequities, an unduly large part of the burden
of running the Federal government is heaped upon the shoulders of those who
can afford it least.

These facts are generally known. They are causing an alarming erosion of
public confidence in the tax structure and in the fairness of the federal govern-
ment as well. And since Americans expect so much from their tax structure—
national defense, public facilities and services, grants-in-aid to the States and
local governments—these inequities in the tax structure undermine publle sup-
port for much-needed expansion of government services—Federal, State and
local—for a growing, urban population.

It is for these reasons ,the AFL-CIO {is seeking tax justice. To us, there is a
critical distinction between tax reform and tax justice, and recent events have
made it imperative that this distinction be clearly set forth.

The now infamous 21 persons, for example, who paid no taxes at all on their
incomes of $1 million and over have become a symbol. And too many have ad-
dressed themselves only to this symbol. Tax measures that eliminate or curb
some obscure tax dodges or that ensure that those with astronomically high in-

‘comes merely pay some taxes to the Federal Government, fall far short of a

just and equitable Federal income tax structure.
Justice can only come about if each taxpayer bears his rightful share of the

‘burden of operating our government.

_‘This will only happen when:
1. The impoverished are completely removed from the tax rolls.
2. There 1s a meaningful reduction in the relative tax burdens of low- and
middle-income familiés.
3. The loopholes of special tax privilege for wealthy families and businesses

‘gré eliminated.

This is not now the case. Although the situation would improve if the House-
passed Tax Reform Act becomes law, justice would still not be achieved. More-

ki



2691

over, the Administration would undo much of the good proposed by the House
and would add additional inequities to the tax structure.

A major point here is that there are loopholes and there are loopholes.

There are some, like the unlimited-charitable-contribution gimmick, which en-
able a handful of multimillionaires to pay little or no taxes even though they
make more in a year than the average worker makes in a lifetime.

This type of gimmick i{s an unconscionable flaw in our tax laws and it lénds
itself to horror stories of tax avoidance.

It should be ended, Both the House bill and the Administration recommend its
termination, Ending it would add a measure of justice to the tax structure. But
closing this loophole will do little in the way of eliminating the basie structural
flaws in the system that cost billions upon billions In Federal revenues and serve
to pull the entire structure away from principles of progressive taxation of in-
come based on ability-to-pay.

In contrast, the single most costly loophole and the prime culprit in the unfair
way in which our tax system is rigged is the capital-gains loophole.

This i1s not a loopbole which applies only to a handful. It is not a loophale
which reduces anyone’s taxes to zero. And its effect on the tax structure does
not give rise to tax-evasion horror stories that can be dramatically illustrated
through the media.

Yet, because of the half tax on capital gains and the zero tax on such gains
passed on at death, some $30-40 billion escapes the tax base, resulting in an
annual Treasury revenue loss of over $10 billion.

And it is a tax preference that says, in effect, the more wealth and income you
have, the more opportunities you should be allowed to avold a fair share of
taxes. Such gains come about through buying stocks, real estate, and other assets
cheap and selling them dear. It i3 therefore a game for those who have weaith.

The effect of the half tax on capital gains on the entire tax structure was made
alarmingly clear in the Treasury study presented to the Ways and Means Com-
mittee last February. The study showed, for example, that the capital-gains pro-
visions alone compressed the tax-rate schedule down to a point where those with
$1 million-and-over annual incomes pald an average tax rate of less than 33%.
(See Table 4)

The AFL-CIO has continually pointed to this loophole as the major flaw in our
tax system. The Treasury confirms this and claims that the special treatment
accorded capital gaing is the “most important factor in reducing the tax rates of
those with high incomes.”

‘We have proposed the elimination of this loophole. We see no justice to a tax
provision which says that a married taxpayer with $8,000 in capital-gains Income
should pay a tax of $354 while a married taxpayer with the same amount of
wage income would be taxed at $1,000.

We have also recommended taxation of the $15 billlon in capiiai gains that
}s passed on annually to heirs without even being mentioned on the income-tax

orm.

As a result of the House-passed bill, some of the capital-gains abuses would be
trimmed. The House would eliminate the 26% maximum and extend the holding
perlod for long-term capital gains fromn six months to one year.

Even with these improvements, caplital gains would stilt remain as the prime
factor in eroding the fairness of the tax structure, for unearned income would still
be preferentially taxed. Moreover, the Administration has proposed to undo even
these modest improvements.

Thus, if the tax structure Is to meet America’s standards of fair play, loophole
closing must be broad-gauged and substantlal. The gimmicks that give rise to
the evasion horror stories must be eliminated, but loophole closing also must be
addressed to the costly and disruptive preferences that cause the burden of the
Federal income tax tofall on those least able to bear it,

On April 1, 1969, before tte House Ways aud Means Committee the AFL-CIO
presented a program which would achieve tax justice——a program which would
generate some $15-17 billlon in Federal revenues from substantial loophole-
closing, provide relief to those of low and moderate and middle Incomes, and
allow some $8-10 billion to fully fund existing Federal programs geared to
meeting domestic needs.

The House of Representatives has trken a major step in this direction. Un-
fortunately it has not gone far enough and the Administration’s recommenda-
tions, if adooted, would undo many of the forward measures proposed by the
House and add additlonal inequities.

The House tax-reform measure merits commendation, for ;
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1. The working poor would be relieved of any Federal tax obligation—a meas-
ure long sought by the AFL-CIO. .

2. The hard-working, tax-paying low- and middie-income Americans, who have
been forced to bear far more than their just share of the tax burden, would be
glvgn a modicum of relief. This is a move toward a long-time goal of the AFL~

3. The single most inflationary pressure in the economy—the 79, investment
3"‘;‘}“‘ to business—would be eliminated. The AFL-CIO has always opposed this

evice.

4. Some of the loopholes and gimmicks in the tax structure, designed to pro-
vide special, unfair tax bonanzas for the very wealthy in the nation, would be
trimmed, although not eliminated. It has long been the AFL-CIO position that
special tax privileges to the few best able to pay their fair share of taxes are
completely unfair and must be eliminated. That remains our position.

We urge the Senate to improve upon the House action and to reject all pro-
posals, including those of the Administration, which would move our tax struc-
ture still further away from America’s standards of fair play.

Specifically, our recommendations are:

1. The Senate should close the capital-gains loophole, ending the major tac
preference for unearned income.—The preferential half-tax rate which applies
to capital gains and the zero tax that applies to such gains when passed on
at death are the most disruptive elements in our tax structure. Indeed, there
cannot be tax justice as long as unearned income is half-taxed while earned
income is taxed in full. .

The modest changes recommended by the House are welcome. Extending the
holding period to one year and eliminating the 25% maximum are steps toward
Justice. Nevertheless the preferential one-half tax would not be changed and
the Administration proposals, if adopted, would largely undo the positive action
taken by the House.

2. The Senate should put an end to the tax abuses of tke oil, gas and other
mineral industries.—Again the measures taken by the House are welcome ones.
They would reduce the depletion allowance, eliminate depletion on foreign oil
and gas wells, place a limit on the amount of exporation expenses that can be
immediately written off, and end some other abuses such as the carved-out pro-
duction payment.

Nevertheless, of the total revenue that escapes taxation due to the activities
of these industries, only one-third would be recovered by the House action.

The AFL-0OI0 recommends the complete elimination of these abuses,

8. The Senate should eliminate the mazimum-iaz provision.—Under the maxi-
mum-tax provision, the top tax rate on ordinary income would be 509%.

This proposal would benefit only those with incomes above $50,000. It would
serve to provide an uncalled-for tax bonanza to top corporate executives, doctors,
lawyers and others whose income comes from astronomically high fees and
salaries.

The Administration has strongly endorsed this proposal. It is a proposal which
reflects the cynical philosophy that if you cut the taxes on the wealthy, they
won’t try so hard to find loopholes. Such a philosophy makes a mockery of tax-
reform efforts. We cannot subscribe to it, and we condemn it.

4. The Senate should strengthen the minimum-tax provisions of the House
bill.—The so-called Limit on Tax Preferences (L.T.I>.) proposed by the House
and the weaker version offered by the Administration are prime examples of
reforms addressed solely to symbols.

Both the House and the Administration versions would limit the amount of
certain types of income that can be completely tax-exempt to no more than half
of total income plus $10,000. Thus, the more the income you have, the more
can be tax-free.

{What’s more, the amounts of tax-exempt income Jdisallowed under the L./T\P.
formula can be carried forward for five years. In other words, if you fail to
shelter all your incoine in one year, you can keep trying for another five.

Under the House bill, though a wealthy individual taxed under the L.T.D.
would by no means pay his fair share of taxes, he would pay some.

Under the Administration proposals, since state and local bond interest would
not be recognized as income under the L.T.P., some wealthy individuals would
atill escape scot-free and pay no taxes at all. -

The AFL~CIO proposed a 25% minimum tax on exempt income in excess of
$10,000 for individuals and $25,000 for corporations—regardless of the amount
of the taxpayer’s ordinary income. f

;
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As part of the minimum-tax approach, both the House and the Administration
have recommended what is called an Allocation of Deductions provision, Indi-
viduals with substantial amounts of tax-free income would be required to allocate
itemized personal deductions between tax-free income and taxable income, This
is a desirable provision, but various phase-in periods and exceptions recom-
mended by the House and the Administration would blunt its effectiveness. More-
over, neither the House nor the Administration would extend this provision to
corporations.

‘Under present law, those who receive tax-exempt income derive a double bene-
fit. The income never appears on the tax return; hence no tax is paid. Secondly,
personal or non-operating business deductions can be deducted in full from
taxable income.

The AFL-CIO recommends that before such deductions are permitted, since
they are designed to define ability-to-pay, total income (taxable and exempt
income) should be taken into account: Thus, individuals with excluded income,
as defined below, in excess of $10,000, should be required to allocate certain
percsonal deductions in line with the ratio their adjusted gross income bears to
adjusted gross income plus exempt income. The deductions that should be
allocated are: interest and tax payments, casualty losses, charitable contribu-
tions, medical expenses, and cooperative housing expenses. Allocation formula

should be as follows:

Adjusted Gross Income

AGI Plus Exempt Income
Minus $10,000

Excluded income which would cause deduction to be allocated should include
the following:

1. One-half of capital gains.

2. State and local bond interest.

8. Depletion taken after the cost of the property has been written off.

4. The difference between the cost and the market value of property donated
to charity.

8. Depreciation on real estate taken in excess of straight-line, except for low-
and moderate-housing.

Corporations with excluded income, as defined above, in excess of $25,000 should
be required to allocate non-operating expense deductions between net profit from
operations and excluded income.

The allocation formula should be as follows:

Net Operating Profit___
Net Operating Profit” Aﬂowlgz(ll%gﬂ)x;:pe rating
Plus Exempt Income

Minus $25,000

The AFL-CIO further recommends that deductions disallowed under the allo-
cation formula should be taken into account under the AFL-CIO proposed mini-
mum tax. The disallowed deductions should be added to the $10,000 (325,000
for corporations) of cxcmpt iucome that would not be affected by the minimum
tax.

5. The Senate should strengthen and improve other mcasures contained in the
House bill.

For example:
—1Interest on state and local bonds should be taxed in full with the federal

government guaranteeing the bonds and providing an interest subsidy to assure
that the fiscal powers of the state and local governments are not damaged.

—Instead of the Hobby Farm loophole-closing proposals suggested by the
House and the Administration, the loss-limit approach contained in S. 500
should be adopted. Thig procedure was recommended by Senator Metcalf and
endorsed by a bipartisan group of 26 Senators. This approach is specifically
tailored to the tax-loss farmer and ensures that legitimate farm operators will
not be penalized.

—The income-averaging formula should not be liberalized to include capital
gains unless the preferential treatment accorded such gains is eliminated.

—Interest deductions on bonds used to finance corporate mergers and acquisi-
tions shoutd be completely disallowed.

—AIll rapid depreclation on real estate should be disallowed, except for low-
and moderate-income housing.

= Allowable Deductions

Deductions X:

Non-operating X
Deductions
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—Accelerated depreciation on regulated utilities should not be allowed unless
the tax benefits flow through to the consumer, .

Of equal importance, the Senate should provide more substantive relief to
those whose incomes are moderate and whose tax burdens are unnecessarily
severe.

Tax rellef and tax justice do not necessarily go hand-in-hand. The equity in
the tax structure can be as badly damaged by tax cuts as it can by tax increases
or the addition of new loopholes and gimmicks.

Under the House-passed bill this concept was partially recognized. Though all
groups would recelve some relief through the combination of changes in the low-
income allowance, the standard deduction and the rate reductions, a significant
proportion of the relief recommended by the House would flow to low- and middle-
income taxpayers.

Under the changes proposed by the Administration, needed relief for those
just. above the government-defined poverty threshold and those in the middle-
-income brackets would be cut back; the state-gasoline-tax deduction would be
disallowed, and a tax cut would be given to corporations.

Under the House proposals, $4 billion in tax relief is provided through the
low-income aliowance and the standard-deduction increases. Another $4.5 billion
is granted through rate cuts.

The first two relief proposals—the low-income allowance and standard-deduc-
tion provisions—provide 909 of the tax relief or $3.6 billlon to those with
incomes of $15,000 or less. The Administration would cut back on both of these
forms of tax rellef, - '

But the House rate cuts which in the main benefit higher income groups would
remain intact. Specifically, of the $4.5 billion relief recommended through rate
cutting, over half flows to the 109, of taxpayers with incomes of $15,000 or over,
On top of this the Administration would provide a $1.6 billion tax cut to
corporations,

In basic terms, the Administration agrees with the House when the House
wishes to cut the taxes of the wealthy. But the Administration says the House
B .goes too far when it suggests cutting taxes for those of low and modest incomes—
L instead, claims the Treasury, corporate taxes should be cut.

. ‘We endorse the House proposals to increase the low-income allowance to a

flat $1,100. In addition, we endorse the House proposals to iucrease the standard

‘deduction to 15% anad $2,000. » :

- We do not agree with the general rate reductions recommended by the House

and the Administration; nor do we feel there is any justification for a reduction

in corporate taxes. - C

‘Instead of the general rate reductions proposed by the House and the $1.6
billion corporate rate cut, we recommend & reduction in the tax rates that apply
to the first $8,000 of everyone’s taxable income for married individuals and the
first $4,000 for single individuals.

The rate changea would be as follows:

The 14% rate should be cut to 99.
. . 'The 15% rate should be cut to 13%.
The 16% rate should be cut to 15%.
The 179 rate should be cut to 169.
The 19% rate should he cut to 189%.
All other rates would remain the same.
Under this procedure, every taxpayer would receive a tax reduction. But, the
. individual with a taxable income of $100,000 would get the same tax break as
the $8,000 man. Under the rate structure recommended by the House, 8 married
. indlvidual whose taxable income is $100,000 would receive a $3,600 cut while
the $8,000 married individual would have his taxes reduced by only $80. The
- AFL-CIO proposal would grant both a cut of $130 (see Table 2).
i+,~Under the AFL-CIO proposals, the net revenue loss would be approximuately
- - the same as that proposed by the House. It would be roughly $600 million more
~then proposed by the Administration—an amount that could easily be made up, -
“for example, by eliminating the maximum-tax provision, effectively closing
- the hobby-farm gimmick, and adopting a meaningful minimum tax.
ix;’We want to reemphasize that the complete loophole-closing programs we have
* urged would leave many billlons of dollars whith could be used for funding the
-‘ no%loan(loeonomlcprograms which the Congress has enacted In recent years.
' objective of tax justice is an ambitious one. But it is long overdue and
_-exitically urgent. There is no longer time for pause, delay, gestures or tokens.
K AP, g i c [ . .
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Only twice since its inception in 1913 has the federal tax structure been revised.
And these two revisions—in 1939 and 1954—were, according to a former Com-
missioner of Internal Revenue, only “faceliftings.”

The tax system must now provide for the interests and needs of a nation of
over 200 million people who are demanding more and better public facilities. Yet
many of the tlaws that have existed since the federal government first began
to tax incomes still exist and many new ones have been added.

The costs of government are not being shared fairly. An unwarranted limita-
tion is placed on the effectiveness of tax policy in promoting broad goals of
balanced economic growth and full employment and public confidence is decaying.

When tax revenues are to be spent, the legislative and executive branches ap-

propriately study and evaluate every outlay of public funds to assure that

national interests will be forwarded and priorities balanced. Yet, on the revenue-
raising side, tax policy is all too frequently considered only in terms of need for
more dollars or fewer dollars.

The temporary surtax, adopted in 1968, is a prime example. A flat percentage
tax on top of the existing tax is a fair way to divide the burden of an increase
in taxes—but only if the original burden is fair.

Since a tax on a tax cannot be collected if no taxes are paid, those who are
rich enough to avoid their fair share of taxes through capital gains, depletion,
accelerated depreciation, tax-exempt interest and other tax-escape routes, pay
no surtax on such exempt income, Because of this, others pay more and the
basic inequities are compounded.

What is more, many of the inequities cause the taxation system to run in direct
opposition to the objectives sought through public tax-spending programs.

For example:

® While the nation is being burdened with inflationary pressures and high
interest rates, the task of easing these burdens is made more difficult by the tax
system. Privileges such as the 7% investment credit and accelerated deprecia-
tion on real estate fuel the fires of the only source of inflationary demand in the
national economy—business investment in plants, machines and equipment.

@ $935 million in federal funds are being spent on low- and moderate-income
housing; yet $800 million worth of tax loopholes go to real-estate operators con-
structing motels, office buildings, plants and high-rise, high-rent apartment
complexes.

@ $4.5 billion 18 spent to “stabilize farm incomes” ; yet wealthy nonfarmers are
encouraged, through the tax system, to disrupt and distort the farm economy.

@® The large and growing concentrations of wealth and economic power are
a source of growing national concern; yet the income-tax system allows $15
billion in appreclated assets to accumulate and be transferred to heirs without

ever entering the tax base, At the same time, tax-exempt status is given to certain

types of family foundations set up for avoiding taxes and perpetuating control
of family and industrial financial dynasties. Eight million dollars are spent en-
forcing antitrust laws; yet the tax system provides incentives for those who
would merge and “conglomerate.”

® Oil, gas and other depletion allowances are justified largely on the basis
of encouraging development of domestic productive capacity; yet similar tax
benefits flow to those bolstering the productive capability of foreign nations.

® Some $25 billion in federal categorical grant-in-aid funds will go to the
states and localities in 1969; yet the amount of federal money available to hard-
pressed state and local governments is diluted by allowing interest on state and
local bonds to go tax-free, since this exemption costs the Treasury more than the
states and municipalities gain,

@® The nation is committed to alleviating the plight of its 25 million poor;
yet many of these inmilles today pay federal income taxes while many of the
wealthiest legally ignore the federal tax collector.

Though the case for reform is compelling and perhaps conclusively demon-
strated by these incongruities and paradoxes, there is another too frequently

‘overlooked aspect.

Federal income taxes are not the only taxes Americans must pay. In fact,
though federal income-tax revenues have grown and still loom largest among
the taxes pald by most individuals, state and local taxes have grown at a far
faster pace. What’s more, the increases in state and ilocal taxes have in the main
resulted from levies on property and sales to consumers which take their toll

.from those whose ability to pay taxes is the least.

33-865—689—pt. 4——4



2606

The 1969 Economic Report of the President showed that the combined federal,
state and local tax systems converge in such a manner as to redistribute income
“away from the poor.” At the same time, those of modest and middle incomes
are bearing a disproportionately high share of the tax burden while those with
wealth and ability-to-pay escape thelr fair share.

Thoroughgoing federal income-tax loophole closing and reform would make a
substantial contribution toward compensating for the unfair manner in which
the burden of other taxes fall.

Furthermore, it is the federal income-tax system that most states look upon as
the standard for a good and fair way to allocate the costs of public services. A
number of states that do use income taxes use the federal definitions and stand-
ards as models for their own systems, and three states now “piggyback” their
taxes directly upon the federal taxes that their residents must pay.

Yet, as the inequities in the federal system grow and become more and more
notorious, the basic principles of taxation based on income and ability-to-pay
become suspect and fair-minded state and local legislators find it increasingly
difficult to convince those they represent of the advantages of fair taxation
methods.

CLOSING THE LOOPHOLES
Capital gaina

The capital-gains route is, according to the Treasury, the most important fac-
tor in reducing the tax rates of those with high incomes.

In examining the tax returns of all those with incomes of over $100,000, the
Treasury shows that this group shelters $3.8 billion from the tax base through
this loophole—nine times the amount this group shelters through tax-exempt
interest, 36 times the amount this group shelters through the unlimited-charita-
ble-contribution loophole, 34 times the amount this group shelters through tax-
loss farming.

Under present law, when certain so-called “capital” assets are sold, the profit
is taxed at only one-half the rates that apply to ordinary income. And, the tax
rate cannot exceed 25% regardless of the amount of the seller's total income.
Capital assets under the Internal Revenue Code consist of property such as
corporate stocks, vacant land, and other assets not held for use in the taxpayer’s
trade or business.
~ In addition, profits from the sale of many other assets—although not defined
by the Code as capital assets—can also receive this same privileged preferential
tax treatment. Profits from the sale of livestock used for draft, dairy or breed-
ing; real estate used in a trade or business; royalties from sales of timber, iron
ore, and coal deposits can ull qualify for the preferential treatment as capital
gains as can gains on sales of business machinery and equipment.

What's more, the capital-gains-tax escape route combines neatly with many
other avoidance schemes, stimulating their use and compounding the tax benefits.
Accelerated depreciation on real estate—a loophole which permits postponement
of taxes and creates opportunities for tax-loss gimmickry—also paves the way
for converting what would be ordinary rental iucome into capital gains. The deple-
tion allowances for mineral industries, in themselves an unconscionable gimmick
for deducting nonexistent expenses, also serve as the vehicle whereby ordinary
income is unjustifiably converted to capital gains.

Another major leak in the tax system, according to the Treasury Department,
results from the fact thiat large amounts of capital gains “fall completely outside
the income system,” since capital gains on assets transferred at death or by
charitable donation go tax-free. The Treasury estimates that $15 billion of capital
galns in 1967 were not taxed at all, through this escape route. If an individual
holds an appreciated asset till he dles, the appreciation is not subject to the
income tax. If an individual or corporation donates appreciated property to a
charitable organimtlon. the appreciation is never taxed—anad the full appreciated
value ¢an be deducted from other income,

: . For example, if a taxpayer donates $1,000 work of stock which cost him $100,
A he pays no tax on the $800 of appreciated value and is permitted to deduct the
7. - full value ($1,000) from his income. If he were in the 50% bmcket, this gift of
.an asset which cost him $100 would save him $500 in taxes. If he sold the ascets,
- included half the capital gain in his income; and then contributed the $1,000 in
-eash, his net tax saving would have been only $275. If the $900 appreclation were
‘taxed Rt ordinary rates rather than the 25% maximum capital-gains rate, the
g:natlon of this asset that cost $100 would have only ylelded a net tax saving

'I i
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Moreover, under certain circumstances it is possible for an individual to actu-
ally improve his after-tax position by giving away rather than selling an asset.

In testifying before the House Ways and Means Committee, Professors Martin
David and Roger Miller of the University of Wisconsin said:

“The American public has every right to ask what positive justification exists
for the failure to colleot $15-20 billion of revenue, for the ‘tax expenditure’
created by the capital gains provisions. No concrete research indicates that this
tax expenditure has contributed to our economic growth; no one has defended
this system who does not himself have a vested interest in its preservation; ary
tax lawyer or tax economist will confess that these provisions are the ulcer that
is primarily responsible for rotting out the taxing power of our nominal tax rates.
The dishonesty sanctioned by the capital gains provisions is the first step to a
taxing system, such as Italy’s, where it is known that open collusion exists be-
tween taxpayers and tax accountants to defraud the government.” )

The modest reforms recommended by the House are welcome, Extending the
holiding period to one year and eliminating the 259 maximum are steps toward
Justice. Nevertheless the preferential one-half tax would not be changed nor
would gains passed on to heirs be subject to income tax. The Administration
proposals, if adopted, would largely undo the positive action taken by the House.

To close this loopbole, the AFL-CIO urges adoption of the followlng proposals:

1. Elimination of preferential tax treatment of capital gains for both indi-
viduals and corporatlions. Such gains should be taxed at regular tax rates. At the
same time, the present income-averaging provisions should be broadened to in-
clude capital gains.

The approximate revenue gain from the AFL-~CIO proposal would be $6-7
biillliion. The House bill would raise $810 million and the Administration, $600
million.

2. Capital gains on property transferred at death,

All appreciation (difference between original cost and market value) should
be taxed in full on transfer at death. The tax rate should apply to all appreciation
occurring after date of enactment; one-half the tax rate should apply to all galns
occurring between an appropriate date such as January 1, 1950, and the date of
enactment.

The tax should be allowed as a deduction for estate-tax purposes. It should
not apply on tranafers between the decedent and spouse nor to estates valued
at less than $60,000.

To prevent “forced” sales of assets, appropriate installment-payment procedures
should be adopted.

The approximate revenue gain under the AFL-CIO proposals would be $3-4
billion. Neither the House nor the Administration made proposals in this area.

Depletion :

Oll, gas and other mineral-extraction industries are allowed to take deductfons
for depletion. In principle, depletion for extractive firms is akin to the deprecia-
tion allowance taken by other industries and is geared to permit the gradual
write-oftf of capital cost over the life of the investment.

However, the percentage-depletion deduction formula is based on income; it
has no relationship to the amount of investment. Moreover, unlike depreciation
the annual deduction from income never stops—it continues even after the cost
of the investment has been fully written off.

On top of this, certain exploration and development expenditures are immedi-
ately tax-deductible (for other industries such expenditures would have to be
amortized over a period 0 years) which means a major part of the investment
of many companies has already been written off—yet the depletion allowance is
not changed.

As a result, according to Treasury estimates, oil, gas and other depletion deduc-
tions average twelve times the deduction that would be allowed if the deductions
were based on actual costs, In the petroleum industry, for example, 90% of the
depletion deductions taken are “excessive.” In other words, these firms are legally
deducting nonexistent costs.

The percentage-depletion formula allows mineral operators to deduct amounts
ranging from §% (gravel, sand and clay) up to 27.5% (in the case of oil) of the
gross income from the property—regardless of the amount of investment. The
amount that can be deducted is limited to 5095 of net income which means, in
many cases, that only half the net income generated from the property is subject

to tax.
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In addition, there are other gimmicks used by mineral industries to circum-
vent the modest limitations that do exist on the depletion deduction. The carved-
out production payment, for example, i8 in actuality a loan. The proceeds, how-
ever, are treated as income in the year received, thereby boosting the depletion
deduction that can be taken. When paid off, the loan is considered an expense.
These transactions are timed to generate tax advantages which the Treasury
estimates cost $200 million in lost revenues.

And again, thece abuses become magnifled and compounded by providing
opportunities for individuals, corporations and their stockholders to defer taxes,
convert ordinarily taxable income to preferentially taxed capital gains, and traflic
in tax-loss gimmickry by writing off imaginary losses against other income.

. According to the Treasury, the 1968 revenue loss due to excess percentage
depletion and the immediate write-off of development costs was as follows:

Excess depletion : Millions

" T0 COrPOratloNSa e e m e ——————— - 81,100
To individuals. e 200
Expensing capital costs: .
To corporations. o e 240

To Individuals e ———— 60
Total oo - S U 1,600

The two most frequently offered justifications for the tax incentives granted
these industries are: (1) special incentives are needed because these businesses
are risky, and (2) these resources must beé developed domestically for strategic
considerations. Yet, risk is certainly not unique to mineral development and
many other industries are as strategic or more so. What’s more, the fact that
percentage depletion is also allowed to companies developing the mineral capa-
bilities of foreign nations hardly squares with the notion of developing a domes-
tic¢ productive base. .

The most dramatic testimonial to the fallacy of these arguments, however,
wasg contained in a study done under contract with the Treasury by the Consad
Research Corporation of Pittsburgh. This study viewed the $1.6 billion tax
incentive appropriately in terms of a federal subsidy, since this is the amount
of tax revenue the nation loses as a result of the special privileges. The study

¥ showed that this $1.6 billion subsidy led to additional national mineral resources
o valued in the market at only $150 million. Every dollar in federal tax forgiveness
yielded 9¢c worth of additional reserves.

And, according to the Treasury’s analysis of the Consad study, the depletion
allowance encourages excessive drilling and inefficient production methods and
discourages research into other potential fuel sources.

The House reform measures would reduce the depletion allowance, eliminate
depletion on foreign oil and gas wells, place a limit on the amount of exploration
expenses that can be immediately written off, and end some other abuses such
as the carved-out production payment.

Nevertheless, of the total revenue that escapes taxation due to the activities
of these industries, only one-third would be recovered by the House action.
Fo The AFL-CIO recommends that deductions fuor depletlon should not be per-

mitted to be taken after the cost of the property has been fully written off.

The approximate revenue gain under our proposals would be $1.5 billion. The
House action and the' Administration proposals would raise $600 million.

Interest on State and local bonds

The Interest paid to holders of state and local bonds is completely tax-exempt
and never even appears on the income-tax form.

The Treasury estimates that state and local governments save $1.2 billion in
interest expense, since the tax-exempt privilege enabled them to sell these bonds
at less than market rates of interest. And the Treasury loses $1.8 billion in
revenue. The balance—$600 million—goes as tax benefits to the wealthy individ-
‘uals and commercial banks holding most of the bonds, :

"'Since the Treasury loses more: than the state and local governments gain,
the tax-exempt privilege is a wasteful, as well as back-door, method of providing
- ald to.state and local governments. Moreover, this tax-free interest erodes the
. equity of tlie income-tax system since the tax advantages benefit only the wealthy.

“The Treasury notes that tax-free income from state and local bonds is the
- mecond ‘most important factor (capital gains is first) in reducing the taxes of
" those individuals with incomes of over $100,000 per year. ‘

’

14
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In 1968, for example, the average yield on high-grade municipal bonds was
4.51% and top-rate (Aaa) corporate bonds was 6.18¢5. The tax-exempt status
compensates for the lower rate only for those in tax brackets of 27% and higher—
the rates which apply to married persons with taxable incomes in excess of
$16,000 per year.

To illustrate, if a married person with taxable income of about $8,000 (22%
bracket) bought a high-rated tax-exempt municipal rather than a corporate
bond, he would lose $1.67 in interest on every $100 invested and save $1.36 in
taxes, suffering a net loss of 3lc for each $100 invested. On the other hand,
for someone in the $100,000-or-over bracket the $1.67 in interest lost saves him
$3.83 in taxes—thus, a net gain of $2.16 on each $100 invested in tax-exempt
bonds.

Also the benefits of the tax forgiveness to state and local governments often
run counter to the needs and objectives of most subsidies. Since the amount of
debt most state and local governments can issue is tied to property values, it
is the richer areas of the nation that rely heaviest on debt financing. Thus, the
wealthier areas get the largest tax-forgiveness subsidies. Similarly, the bonds
issued by the smaller, less affluent governments generally are low-“rated” or
not “rated” at all by the investment analysts. Consequently, these bonds are
considered riskier and, if they are to compete in the bond market, the poorer
governments must bear higher interest costs.

_On top of this, there has been a rapid growth in the proportion of municipal
bonds held by commercial banks. In 1961 these banks purchased 56% of the
state and local debt, and in 1967 roughly 90¢, of the net purchases were attrib-
uted to commercial banks. This has resuited in an erratic market for municipal
securities, since these banks switch their investment portfolios back and forth
in response to demand for business loans. ‘

In time of tight money and rising business loans, commereial banks reduce
purchases of municipals and may, in fact, sell them, thereby limiting the market
and driving up the interest rates that municipalities must pay. Such develop-
ments require states and localities to pay higher and higher interest rates, in
order to market their bonds.

" A June 1968 study by the Federal Reserve Bank of Philadelphia notes: many
bankers have *, . . begun to view municipals as a secondary reserve subject to
liquidation when funds are needed for other purposes.” A year later Business
.Week magazine stated: “Indeed, municipal bond rates have been streaking up
for weeks as commercial banks turned from major buyers of tax-exempt issues
into substantial sellers.”

Hence, in many ways the interest rates a munieipality must pay on its debt
(and the amounts of taxes its citizens must pay as a result) are at the mercy of
the commercial banks and the bond raters.

What's more, many state and local governments have abused the tax-exempt
privilege by issuing so-called industrial development bonds. These tax-exempt
bonds have been used to build factories for private industry—sometimes to the
corporations’ exact specifications. In this manner, a number of states have
pirated firms from other areas, using their federal subsidy for the private benefit
of wealthy corporations.

Under the Tax Reform Act passed by the House, state and local governments
would be given a choice between floating taxable or tax-exempt bonds, If they
choose the former, they will receive a federal subsidy.

The Administration is against this proposal.

The AFL-CIO recommends that all interest on state and local debt securities
issued after the date of enactment (following an appropriate transition period)
should be subject to the income tax. The federal government should guarantee
the bonds and pay the issuing state or Iocal government an amount equal to
one-third of the interest cost on such taxable issues. No federal guarantee or
interest-rate subsidy should be permitted for industrial development bonds,
regardless of the amount of the issue. ,

There would be a net revenue gain, after taking into account the cost of the
-subsldy and the guarantee, of approximately $100 million under our proposal.
The net revenue gain under the House proposal would be small. The Administra-
tion would keep the present system.

Real estate

A host of special tax-forgiveness provisions apply to real estate. Taken by
themselves, thes¢ privileges are hardly justifiable but, when manipulated and
combined, they result in unconscionable tax-avoidance opportunities for wealthy
real-estate operators, investors, and speculators,
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The major tax-escape route is the special accelerated-depreciation deduction.
Cnder these fast write-off formulas, the cost of new buildings can be deducted
from income at twice normal or “straight-line rates” and the cost of used build-
ings can be charged off at 114 times normal depreciation rates. In the case of
a new building with a 40-year estimated life, the result is that about 239% of its
cost can be deducted from income during the first five years of the property’s
rl}ife. For a used building, 179 of the investment can be written off in the first

ve years.

The following table shows the effects of the special depreciation formulas
compared to the “straoight-line” method which apportions the depreciation
deduction equally over the useful life of the asset:

[in percent]

Building with a 40-year life
200-percent- Sum-of-  150-percent-
! . declining- the-years- declining-
Gumulative total Straight-line balance digits balance
2.5 5.0 4.8 3.7
5.0 9.8 9.6 7.4
2.5 14.3 14.3 10.8
10.0 18.5 18.8 14,2
12.5 22,6 23.2 17.4
25.0 40.1 43.3 37
50.0 64.0 74.4 53.4

Since depreclation write-offs are considered a cost, these fast write-offs and
other costs are subtracted from rental income and the income tax, if any, is
paid on the remainder. Often there is no income at all, or even a reported loss
in the early years of ownership, as a result of accelerated depreciation.

Technically, the fast write-off provisions mean that tax liabilities ure
deferred—in principle, the lower taxes in the early life, due to excess deduc-
tions, will be made up later, as smaller deductions are permitted. To this extent,
the excess depreciation results in an interest-free, no-strings federal loan to the
real-estate operator.

But the accelerated-depreciation special privilege also paves the way for other
tax gimmickry. First, a good part of the excessive depreciation deductions are
never returned to the tax base, because the property is sold long before the
depreciation deduction runs out. And a good part of that which is eventually
taxed is taxed at only half the usual rate, and never more than 259, since it
is considered a capital gain. .

Combining these advantages with “leverage”-—much debt, little equity—the

infamous real-estate tax shelter is created. The excessive depreciation plus
interest charges on the debt result in large bookkeeping tax losses. These
phantom losses are in turn washed out against an individual’s other income,
sheltering it from the federal tax. To take full advantage of this, many high-
income individuals join together into syndicates. These syndicates buy or develop
high-depreciation property that will show a loss which can be applied to the
wealthy Investors’ other income. What's more, when the properties approach
a point when a profit might be shown (depreciation and interest become less
than rental income), the property is then sold or refinanced, starting the cycle
all over again,
. A Treasury study of 19 investors, exploiting the real-estate shelter, showed
that the group had a combined income of $2.7 million from their major economic
activities. But, since they made investments in real estate, they were able to
“ghelter” (remove from their otherwise taxable income) $1.5 million and cut
‘their tax bill by more than half.

The average Investor in this group, according to the Treasury, had an income
of $141,000 from his other interests. He sheltered $77,500 of this from the Internal
Revenue Service by his real-estate investments, and his paper real-estate “losses”
saved him $45,0001in taxes. .

The Treasury also traced the activities of one real-estate investor over a
seven-year period. This operator had a seveniyear income of over $7.5 million.
-Yet, because of real-estate depreciation deductions, he paid the same effective tax
‘rate on bis total income as & married wage earner with two children and an
anpual ipcome of $10,000. , .

e
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Moreover, real-estate operators can unfairly lighten their share of taxes
through reporting capital gains in installments, exchanging appreciated property
tax-free, and through complicated mortgage-refinancing arrangements. Again,
these are all games open only to those with wealth. And, this real-estate
gimmickry :

1. Costs hundreds of millions of dollars in terms of federal revenues foregone—
expenditures or subsidies granted through the tax system. Nonhousing, fast
depreciation, alone, accounts for a revenue loss of $960 million.

2. Runs in direct opposition to meeting one of our most serious national needs.
These privileges serve to channel resources into luxury housing and away from
the much-needed improvements and additions to the housing available for those
with low and moderate incomes. The Treasury estimates that, of the totai tax
benefits flowing to real-estate operators, only $50 million went to those investing
in low- and moderate-income facilities.

The House bill would limit double depreciation to residential property. De-
preciation write-offs for commercial and industrial real estate would be limited
to 1509% of normal. The House bill provides a five-year write-off for expenditures
for the rehabilitation of buildings for low-cost rental housing. The Administra-
tion supports the House proposals.

The AFL-CIO recommends that all depreciation in excess of straight-line
should be disallowed ou all real estate except low- and moderate-housing.

Approximate revenue gain, under the AFL~-CIO proposal would@ be approxi-
glately $1.5 billion. The House and Administration proposals would raise about

1 billion.

Tax havens for wealthy farm investors .

Under the Internal Revenue Code there are special tax-accounting privileges
for farmers—privileges which were developed to ease the bookkeeping chores of
ordinary farmers.

However, these accounting privileges are being manipulated to provide wind-
fall tax benefits to wealthy individuals and corporations who operate or invest
in tarms in order to get tax losses. These losses are not true losses ; nevertheless
they can be deducted from the wealthy investor’s nonfarm income, sheltering it
from the federal income tax.

Though most businesses use the “accrual” method of accounting, since it is the
most accurate way to reflect the true income of the business, farmers are per-
mitted to choose between use of the accrual method or the “cash” method. Using
the cash method, inventories are ignored. The growth in inventories is not
balanced off against other costs. Put another way, costs that reflect the building
up of an asset (inventories) are deducted from otherwise taxable income, but
there is no corresponding adjustments made for increase in the value of the asset
(inventory). As a result, certain farm operators abuse this privilege by carefully
mismatching costs and the income generated by these costs, to their tax
advantage.

Losses, which under normal (accrual) accounting procedures would result in
gains, are created which, in turn, are used to ‘“shelter” the wealthy investor's
nonfarm income from his taxable income,

What’s more, since many of these ‘paper” losses actually reflect increases in
investment, iIncome taxes that should be paid annually at ordinary rates are post-
poned until the sale of the inventory at which time the tax is cut in half because
capital-gains rates apply. Under these circumstances it is possible for the tax-
deductible costs of raising an animal to exceed the taxable gain even though the
animal is sold at a profit.

For example, a cash-basis farmer spends $200 over a three-year period in rais-
ing a cow and charges the $200 off over the period as an expense. He then sells
the cow for $250. His real profit on the transaction was $50; yet, since the entire
$250 is considered as capital gains, only half of the $250 ($125) must be reported
as taxable income. As a result, he reports $125 in income and deducts $200 in
expenses over the three-year period—his tax returns show a $75 loss on a trans-
action which in actuality yielded a profit of $50.

Under normal accounting techniques, the $200 spent in raising the cow would
have been treated as an increase in inventory and would not have resulted in a
deductible expense. Upon the sale of the cow, the capital gain would have heen
$50 and one-half of it, or $25, would enter his taxable income. Hence the “accrual”
farmer would have reported $25 in income (although it was really $50) and no
deductions. The “cash” farmer reported income of $125 and expenses of $200.
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- Moreover, the definition of whai are capital assets (and therefore subject to
capital-gains tax rates) is stretched considerably, to the advantage of certain
farmers. The Internal Revenue Code, for oxample, treats livestock used for draft
dairy or breeding purposes as depreciable capital assets.

Through the use of “leveraging” (much borrowing—little cash investment),
the advantages of these special privileges are compounded. The combined effects
of interest charges on the money borrowed for the farm investment and the
operating losses, that are so easily shown through cash accounting, result in phe-
nomenal phantom tax losses, which are washod out against the other income of
wealthy farm investors, sheltering it from tazation.

Some insight into how these special privileges are utilized by the wealthy can
ls)e found in the annual income-tax return data published by the Internal Revenue

ervice.

In 1967, for example, there were over 1 miliion tax returns filed showing net
farm losses, and almost 2 million reporting a net gain, For those taxpayers with
adjusted gross income under $50,000, the number of returns showing profits from
farm operations exceeded the number showing losses, by rather substantial
amounts. The overwhelming majority of actual, operating farmers were in this
group.

However, where adjusted gross incomes were over $50,000, more returns
showed losses than gains. In the $1,000,000-and-over income group, only 12 re-
turns showed profits—totaling $74,000—compared to 101 returns claiming losses—
totaling $7.6 million. (See Table 5.)

Obviously, “nonfarmers” are investing in farms solely for tax purposes. As a
consequence, these nonfarmers compete unfairly with legitimate farmers. They
distort the farm economy by bidding up the price of farmland and forcing ordi-
nary farmers to compete in the market with those who are totally indifferent to
whether they receive a fair price for the product or not.

The Treasury estimates an annual tax loss of some $800 million due to the
farm loopholes. By placing a $15,000 limit, just on the amount of phantom tax
{)%ss that can be applied against other income, some $145,000,000 in revenue could

recouped.

Both the House and the Administration recommend trimming this abuse.

Though the Administration would go :arther than the House, the basic ap-
proach is the same and little would be done to curb the tax-loss farm abuses.
What'’s more, under the House and Administration recommendations there is a
possibility that some legitimate farmers would be penalized.

The AFL~CIO recommends enactment of the loss-limit approach contained in
8. 500. This procedure was recommended by Senator Metcalf and endorsed by a
bipartisan group of 26 Senators. This approach is specifically tailored to the tax-
loss farmer and ensures that legitimate farm operators will not be penalized.

Under this approach, each dollar of nonfarm income over $15,000 would reduce
the amount of farm loss that can be deducted from nonfarm income by $1. This
provision would not apply to farm losses resulting from taxes, interest, casuailty,
drought, and sale of farm property. This provision would nat apply to farmers
using the acerual method of accounting.

The approximate revenue gain under our proposal would be $143 million. The
Housge would raise $20 million ; the administration $50 million.

Tax-exempt foundations

The tax-exempt status granted to certain foundations represents one of the
most glaring examples of how a well-intentioned, seemingly desirable, tax
privilege can become twisted.

As a nation, we recognize that philanthropy is desirable and it should be en-
couraged. In line with this reasoning, individuals are permitted, within certain
Himits, to deduct from their taxable income, contributions to organlzations estab-
lished for religious, charitable, scientific, educational and similar purposes. Like-
wise, the federal government grants tax-exempt status to the organizations re-
ceiving the contributions. :

Granting special tax privileges for such contributions or to such institutions
raises the same fundamental question as in all tax-forgiveness schemes. The
government is relinquishing funds it would otherwise be entitled to, and therefore
others mast pay a' higher share of the costs of government. Thus, where there is
tax foregiveness, there must also be an assurance that the nation’s interests are

Recent investigations into certain tax-exempt foundations—non-profit organi-
sations set up and supported by wealthy families or individuals—have raised

1

.
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some serfous doubts as to whether appropriate purposes are in fact being ful-
filled and the nation’s interest is being served. )

Tax-exempt foundations have grown phenomenally—new ones are cropping
up at the rate of some 2,000 per year. The assets of the larger foundations have
recently been estimated at some $20 billion, and each of the 27 largest foundations
has assets worth $100 million or more.

The philosophy underlying the private foundations, according to a foundation
spokesman is ‘the systematic use of private funds for public purposes.” Unfor-
tunately, the studies of the activities of tax-exempt foundations done by the
House Committee on Small Business have shown that in many cases the oppo-
site situation prevails. That is, public funds are being systematically used for
private purposes.

Family foundations frequently are used as a means whereby the wealthy can
avoid income, gift and inheritance taxes, yet maintain control over wealth. When
families donate company stock to private family-run foundations, family control
over the business can be assured from generation to generation, while inheritance
taxes are avoided. The donor can control the management of the foundation—
appointing relatives, rewarding friends and employees. The foundation provides
the conduit for donations which reduce the taxes on his business income.

Furthermore, this control can be parlayed to a point where the foundation
is used to promote the foundation owner's other business interests. Practices have
been uncovered which can be questioned on the basis of unfair competition, con-
flict Ogh interest, self-dealing, “insider” arrangements to affect stock prices, and
80 forth,

Foundations, for example, can lend money to the founder, his family, or the
family business at preferential interest rates, thus supplying venture capital for
the donor's other interests. The Subcommittee’s studies noted situations, where
suppliers and buyers have made sizeable contributions to foundations, controlled
by customers, indicating underhanded pricing deals. What’s more, these organi-
zations can enter into deals, whereby through intricate tax maneuvering, they
can buy a business, invest none of their own money and pay the seller more than
the market value of the business. On top of this, the deal can be set up as an
installment purchase, permitting the seller to convert what should have been
ordinary income into preferentially taxed capital gains.

A Prentice-Hall Executive Tax Report, for example, offers this advice:

Have You Put a Price on Your Business? You may be able to double it—
by selling to a Charity. '

Say yow're planning to sell your business, and you think a fair price would
be five times earnings. If the company earns, say, $101,500 after taxes
($200,000 before), you're probably figuring on selling for about $500,000. If
that’s the case, Stop Right There—you may be shortchanging yourself:

That business could be worth $1,000,000 to a tax-exempt organization:
An ordinary buyer is only interested in earnings after taxes—that's all he
gets to see. But a tax-exempt buyer keeps a hundred cents on the dollar. So
a fair price to a charity would be five times $200,000, or $1,000,000—twice
what you figured!

Finally, the Report notes some 'frosting on the cake” and cites & case where
the seller maintained 48% ownership of the corporation “was active in manage-
ment and drew a good salary.”

Commenting on the abuses uncovered, a New York Times editorial added an-
. otlllier dimension—that of the increased role of founda$ions in shaping national
policy:

“Since almost everyone pays income taxes, the burden of exempting the income
of the foundations is borne by the public at large. Yet the public is virtually
go?lrerless to influence the ways in which the foundations spend their tax-free

ollars.”

Generous tax treatment is appropriate for charitable organizations since pri-
vate philanthropy is an important adjunct to public programs serving the goals
of the nation. However, this special treatment is justifiable only if these organi-
zations are in fact using the foundations, and thelr tax-exempt privile e, for
:he public good and not merely for the private advaL.uge of a select well-heeled
ow. .

The Housge-passed bill would substantially narrow the permissible activities
of private foundations desiring to preserve their tax-exempt status, Limits would
be placed on self-dealing between foundations and contributors, and provisions
are recommended which would require distribution of their income over a period
of time, Umit thelr private business holdings, and make sure that investments
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of these organizations are not jeopardized by financial speculation. The House
would also levy a 7.5% tax on the investment income of private foundations.

The Administration has, in the main, endorsed the House action. However, the
Administration recommends a 27 levy on investment income rather than the
7% % rate recommended by the House,

The AFL-CIO recommends that:

(1) Financial transactions between a foundation and its founders, contributors,
officers, directors or trustees should be prohibited.

(2) Foundations should be required to spend their incomes within one year
of receipt.

(3) Foundations should not be permitted to own 20% or more of any business
unrelated to their charitable function—a reasonable time should be allowed for
presently organized foundations to comply with this provision.

«{4) If a donor maintains control of a business or property after it is con-
tributed, no donation deduction from taxes should be allowed until the foundation
disposes of the property or the donor’s control over the property ends.

(5) Foundation borrowing to buy investment properties should be prohibited.
Foundation lending should be limited to appropriate charitable functions.

(6) A limitation, su:ch as 40 years, should be placed on the life of foundations.

(7) Congress should carefully examine the problems posed by the actual opera-
tions of foundations and the need for some degree of federal regulation of the
use of the tax-exempt funds of foundations.

Unlimited charitable-contridution deduction

The ordinary taxpayer cannot deduct charitable contributions that exceed 30%
of his income. However, through use of a little-known loophole——the unlimited
charitable-contribution deduction—about 100 of the nation’s wealthiest families
escape paying $25 million in taxes. Many of these families pay no federal income
taxes at all.

Though the loophole alone yields tax benefits to some of the nation’s wealthiest,
the major part of the tax bonanza comes about through combining the unlimited-
deduction gimmick with another loophole—that which permits the contribution
deduction to be based on the appreclated value of assets (typlcally stocks)
donated, not the cost. Hence, no tax—not even at privileged capital-gain rates-—
is ever paid on the appreciated value; yet the full amount is allowed as a
deduction from income.

The unlimited-deduction privilege seems stringent in that it’s only allowed
if total contributions plus income taxes paid in eight out of the ten preceding
years exceeds 909 of taxadle income. However, these criteria are easily met by
many wealthy individuals whose income comes from nontaxable sources, Thus
many who rely upon state and local bond interest, or capital gains, or whose
taxable income is ‘“sheHered” by means of excessive depletion or depreciation
deductions can easily give away large percentages of taxable income—since
g0 little of their income is subject to tax.

The Treasury studied the 1964 tax returns of four wealthy “non-taxpayers”
and found that each had a total income of between six and ten million dollars
and a taxable income of zero. Their incomes came almost entirely from dividends
and/or capital gains, Each gave away property close to, or in excess of, the
reported adjusted gross income—property which was for the most part appre-
ciuted stocks, upon which no capital-gains tax was ever paid—and in each case,
taxable income and income tax were $0.

As a result, 2 seemingly innocent and appropriate tax-forgiveness provision
geared to encouraging philanthropy serves in the main to divert public revenues
to private use. The public revenue cost is far out of proportion to the philanth-opic
goals forwarded, and the difference flows to a privileged few individuals of
extreme wealth.

What is more, studies have shown that the charities supported by the con-
tributions of the wealthy are generally quite different from those that receive
the bulk of their contributions from the majority of the nation’s taxpayers. And
this evidence suggests that Congressional intent and the national interest in
supporting charitable organizations is thwarted.

For example, 2 19685 Treasury Department report showed that in the income
classes under $20,000, over 80% of the contributions went to religious organiza-
tions and charities concerned with social welfare, such as the Community Chest
and the Red Cross. In contrast, those in the over-$1,000,000 income class gave
over two-thirds of their contributions to so-called “other organizations”—prin-

f
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cipally foundations. Religious and social-welfare organizations like the Com-
munity Chest received less than 109, of the wealthier group's philanthropy.

The House tax-reform bill would phase out the unlimited-charitable-contribu-
tion loophole over a five-year period. However, the House would also increase
the general-charitable-contribution deduction from its current level of 209% or
80% (depending on type of organizations contributed to) to 50%. In the main,
the Administration has endorsed these proposals.

The AFIL-CIO recommends immediate repeal of the unlimited-charitable-
contribution deduction, The approximate revenue gain under our proposal would
be $£50 million. Under the House and Administration proposals $20 million
would be gained.

The 7% investment credit

The investment-credit tax privilege was added to the Internal Revenue Code
in 1962 and liberalized in 1964, The privilege was enacted as an effort to spur
the economy by encouraging business to invest in new machinery and equipment.

Under this provision, business firms are permitted to deduct from the federal
income taxes owed an amount equal to 7% of the cost of new machinery and
equipment. The full 7% can be deducted for firms with tax liabilities up to
825,000, If the tax liabilities are more than $25,000 the amount of credit that
can be deducted is limited to one-fourth of their taxable income, In other words,
the only limit on the credit is that it cannot reduce the firin’s tax bill by
more than 25%.

In effect then, the nation’s taxpayers are picking up the tab so that a private
firln can get a discount on the costs of its equipment,

What’s more, prior to 1964, businesses had to deduct the credit from the cost
of the investment before they were allowed to write off depreciation. This was
changed in 1964 and currently the credit can be taken, and the full purchase
price can be written off. Thus, more than 1009 of the cost can be written off
and, like the oil-depletion deduction, imaginary expenses are used to reduce
taxable income,

The revenue cost of the credit, according to the Treasury, amounts to $3.3
billion at current levels of buxiness profits and investment. This $3.3 billion tax
forgiveness subsidy induces increased business investment and feeds the only
major source of inflattonary-demand pressure in 1969—while the entire national
economy is burdened with tight money, unprecedented interest rates and other
generally restrictive measures.

Both the House and the Admipistration recommend repeal of the credit. This
is also the position of the AFL-CIO.

The approximate revenue gain would be $£3.3 billion.

Multiple surtad cxemptions

The corporate income tax is a two-step affair. The first $25,000 of profit is
taxed at a rate of 22% and the remainder is taxed at 489 (excluding the
temporary 109, surtax).

The exemption of the {.rst $25,000 from the full corporate tax rate was made
part of the Internal Revenue Code in order to help small corporations.

However, the intent of this provision has bheen thwarted by many large cor-
porations, which have intentionally organized themselves into chains, to shelter
much of their income from the full corporate rate,

Thus, by spinning off into subsidiaries, a corporation can reduce its taxes
annually by $6,500 per subsidiary. A single corporation, for example, with a net
profit of $1 million would pay a tax of $473,500. If the same corporation operated
through 40 subsidiariex, each showing a profit of $25,000, the tax would be cut
by more than half.

The Treasury estimates that the exemption results in a reduction of the tax
rate on corporations generally from 489 to 45.8% and a revenue loss of approx-
imately $1.8 billion, The combined effect of both the 7% investment credit and
the $25,000 exemption brings the effective rate down to only 43.49 and the
revenue loss to some $4-5 billion.

Moreover, this special privilege amounts to a tax incentive that encourages
unsound corporate arrangements. It also adds an element of discrimination
between those types of corporations that can easily be split up to take advantage
of the special privilege and those that cannot. -

As a result, a benefit intended to help small business also provides tax-windfall
opportunities to large, highly profitable operations.

Both the House and the Administration recommend repeal of the multiple
surtax exemption, This is also the position of the AFI-CIO.

Approximate revenue gain: $285 million.
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Conglomcratcs

The greatest wave of corporate mergers in American history is now rolling
through the economy. This movement towards the concentration of economnic
power has been building up over the last 20 years. It obscures the peaks of
the two previous corporate merger waves in 1899 and 1929. The number of
mergers of mining and manufacturing companies zoomed from 219 in 1950 to
844 in 1960 to nearly 1,600 in 1966 and over 2,400 in 1908, according to the Fed-
eral Trade Commission.

Not only are the “bigs” taking over the “smalls”, but the minows are swallow-
ing whales, and the “bigs” are merging with other *“bigs.” Conglowmerates
marriages, with increasing frequency, involve partners with assets over 310
million, In 1960, there were 101 mergers involving an acquired company with
assets in excess of $10 million. The Federal Trade Commission reported 192 such
mergers in 1968, with assets of the acquired companies totaling $12.6 billion.
The 200 largest companies acquired 70 firms in mergers in 1968, the FTC re-
ported

AS a result, one of every six firms that made Fortune Magazine's 1962 top-300
list has completely disappeared.

These conglomerate corporations grow in all directions, by acquiring companies
in any industry or product-line, no matter how unrelated. They operate in all
kinds of different industries and markets.

The great merger movement of recent years has brought an alarming increase
in the concentration of economic power in the hands of the major corporations,
In 1967, the 200 largest manufacturing corporations held nearly 59% of the total
assets of all manufacturing corporations—up from about 48% in 1948 The 8
giant manufacturing corporations, with assets of $1 billion or more, held 43¢ of
the assets of manufacturing corporations in 1968 and received 49¢% of the profits
of all manufacturing corporations.

The concern is not with large conglomerate corporations merely because they
are large. It is the effects which must be examined. The immediate questions
concern plant ciosedowns and impacts on collective bargaining and the local
community, Beyond this, what does the concentration of economic power do to
the political system and economic system in terms of prices, competition, effi-
clency and inventiveness?

These questions go beyond those that can be answered through the tax struc-
ture. They involve the anti-trust laws and the operations of the Justice Depart-
ment, as well as such other government agencies as the Federal Trade Com-
mission and the Securities and Exchange Commission. Yet it is clear that there
are tax inducements to those who would merge and the tax structure adds
thrust tc the corporate take-over movement.

o By ‘“swapping debt for equity” (offering bonds in exchange for stock) the
acquiring firm has to pay bond interest rather than stock dividends. Interest is
tax-deductible; dividends are not. Because of this tax advantage, the purchaser
can offer a bond (debenture) supposedly valued at more than the stock, creating
what has been labeled “funny money.”

The seller also has a tax advantage since he pays no taxes on the transaction
until the bond is pald off. Hence, it is the nation’s taxpayers whko are helping
to finance the take-over.

e If the seller receives stock in the acquiring firm in exchange for hix old
stock, the transaction, under most circumstances, is tax-free, Of the 352 major
acquisitions that took place in 1967 and 1968, some 90% were tax-free, The “new”
firms were valued in the stock market at $3 billion higher than the pre-merged
firms ; yet no taxes were paid.

¢ The tax-loss “carry-over” provisions in the Internal Revenue Code lead to
anomalous situations, where a firm showing a l1oss becomes & more desirable part-
ner for a merger than a profitable one. And again the natlon’s taxpayers are the
loszers. If a firm has losses, it pays no taxes. If the firm merges with a profitable
firm, its losses can be washed out against the acquiring firm’s otherwise taxable
income. And, of course, other tax loopholes can be called into play to create-
phantom losses and situations similar to the tax havens built by wealthy real-
estate speculators and tax-loss farmers.

Moreover, other business tax privileges—as the 7% investment credit, for ex-
ample, and accelerated depreciation—help to provide many corporations with
unreasonably large amounts of cash (depreciation allowances plus retained
profits) after payment of taxes and dividends to stockholders. The cash is thus

!
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available for such ventures as those involved in the sharp rise of foreign invest-
ment and buying out other firms.

The House bill would curtail some of the financial manipulations that en-
courage the rise of corporate mergers and the spread of conglomerates. The
AFL-CIO agrees with these proposals. Most important, under the House action
(supported by the Administration), limitations would be placed on the amount
of interest deductions allowed on debt used to finance corporate mergers and
acquisitions.

The AFL-CIO recommends that such interest deductions be completely dis-
allowed. Furthermore, the AFL-CIO recommends a thorough investigation be
conducted to determine the extent to which the federal tax structure contributes
to the alarniing trend of corporate mergers and acquisitions.

Among the tax provisions that should be examined are those which permit:

1. Capital-gains taxes to be paid in installinents when stock is exchanged

for debt securities,
2, Tax-free exchanges on corporate stock transfers made for purposes of merg-

ers and acquisitions,

3. Corporations to ‘“‘carry over” the operating and capital losses of an ac-
quired firm,

In addition, the penalty tax provisions applying to excessive amounts of re-
tained profits should be made workable in the light of recent experience.

OTHER HOUSE PROPOSALS

The House bill includes other improvements which we consider steps toward
tax justice and which we support. Among these are :

1. Liberalization of moving expense deductions.

2. Tightening of the deferred-compensation loophole,

3. Limiting the tax advantages of forelgn investment income.
. Requiring financial institutions to shoulder more of the tax burden.
. Eliminating special tax breaks for stock dividends.

[

TABLE 1.—FEDERAL INCOME TAX BURDEN

PRESENT LAW COMPARED WITH HOUSE REFORM BILL, TREASURY PROPOSALS, AND AFL-CI0 PROPOSALS—
MARRIED COUPLE, 2 DEPENDENTS

: Total tax Tax reduction

Wage or salary Present House  Treasury  AFL-CIO

income law reform bill  proposals  proposals House  Treasury AFL-CIO

b s 48 g ? g ......... jgeemeeeerg . eeneesss

R S S - L T it

687 576 616 526 1 71 161

1,114 958 1,012 908 156 102 206

, 567 1,34 1,447 1,300 220 120 267

2,062 1,846 1,951 1,822 216 11 240

3,160 2,%8 2,968 3,030 192 192 130

4,412 4,170 4,170 4,282 42 242 130

13,388 12,604 12,604 13,2 84 784 130

37,748 34,892 34,892 37,618 2,8% 2,85 130

Nole: Assumes deductions equal to 10 percent of income, minimum standard deduction (low-income allowance) or
standard deduction—whichaver is greater. Table takes into account the rate cutting, standard-deduction changes, and
low-income allowance proposed by the Houss, the Treasury, and the AFL-CIO. Surtay. excluded.
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TABLE 2.—EFFECT OF AFL~CIO-PROPOSED REDUCTION IN 1ST 5 TAX BRACKET RATES TO 9 PERCENT, 13
PERCENT, 15 PERCENT, 16 PERCENT, AND 18 PERCENT ON MARRIED TAXPAYER FILING JOINT RETURN

Tax reduction as

Tax under a percentage of

Present Federal AFL-CI0 . present tax
Taxable income? income tax proposal  Tax reduction (percent)
$140 go $50 35.7

2 0 70 24,1

450 370 80 17.8

810 710 100 12.3

1,285 1,160 125 9.7

, 820 1,690 130 .1

2,385 2,255 130 5.9

3,010 2,880 130 4.3

4, 380 4,250 130 3.0

9, 920 9,790 130 1.3

17, 060 16, 930 130 .8

1 Wage and salary income less personal exemptions and deductions.
Note: Figures exclude 1968 surtax and do not take into account additional relief measures which would increase the
standard deduction and provide a low-income allowance,

TABLE 3.—IMPACT OF FEDERAL, STATE, AND LOCAL TAXES, FAMILY OF 4, 1963-68

Change in net income after taxes (in percent)

Federal

Decreasein ‘ increase in Federal Federal income,
Federal  Increassin State and income  incomeand QASDHI, State,
Wage or salary income income tax OASDHI local taxes taxes only OASOHI and local
1.15 {: B -0.9 -14.2

5.50 10 ... -.8 -2.9

23.25 132 +2.0 +1.3 -3.9

46.00 168 +2.8 +1.9 -2.2

156. 00 182 $2.1 -.3 -3.4

169. 20 25 +2.0 0 =31

169. 20 +2.0 +.5 2.6

169.20 317 +2.1 -. 8 -1.9

169,20 3 +2.5 +1.5 -.9

94 169.20 567 +3.6 +3.0 +.9

Note: State and local taxes were estimated by the AFL-Ci0 Research Department, These estimates were based ug:
Council of Economic Advisers studies for 1965 and Bureau of Cinsus State and local tax data for 1963, 1965, and 1968.
Federal income taxes based on family of 4, using the minimum standard deduction where applicable and assuming

deductions equal to 10 percent of income for all other groups.

TABLE 4.—RETURNS WITH TAXABLE INCOME 1966 EFFECTIVE TAX RATES

Percent of effective tax rate—
On taxable income

includinf excluded
On present law half of capital
Adjusted gross incoms (thousands) taxable income gains!
15.3 15.0

16.4 16.2

18,1 17.8

4.0 2.8

35.8 32.6

45.6 31.8

52.3 3.9

55.3 35.8

55. 5 32.7

1 offective rates are actually overstated—particularly in the upper brackets—because other forms of exempt
lmom:;“ such as !ntm:t' from State ':nd local bonds are nolﬂt‘kon into account in this table. For example, the Treasury

rtment estimates that the effective tax rate on total incoma for nearly 3§ of those with adjusted gross incomes of
?1‘.530.000 and over is 30 percent or less—4 percent of this group pay an effective tax rate of 5 percent or less.

Source: U.S, Treasury Department ''Tax Reform Studies and Proposils '’ Feb. 5 1969 p. 81.
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TABLE 5.—SELECTED DATA FROM INCOME TAX RETURNS REPORTING FAPR PROFITS AND LOSSES
[Dollar amounts in thousands}

Farm returns

Net profit Net loss
Number of Number of

Adjusted gross income returns Amount returns Amount
415, 346 $728,615 180, 557 $183, 583
502,044 1,580,178 371,917 410, 518
240, 493 1, 388, 520 161, 340 254,104
50,608 605, 232 41, 441 161,673
6, 059 100,476 10,023 83,326
1,292 25,537 4,262 85, 827
12 74 101 2,577

Source: U.S. Treasury Department, Internal Revenue Service, Preliminary Statistics of Income, Individual Income Tax
Returns, 1967,

TABLE 6.—ILLUSTRATION OF AFL-CIO 25 PERCENT TAX ON EXEMPT INCOME AND ALLOCATION OF DEDUCTIONS
PROPOSALS ON A TAXPAYER (ACTUAL CASE) WITH OVER $1,000,000 OF INCOME AND AN EFFECTIVE TAX RATE
OF 0.03 PERCENT (ACTUAL CASE CITED BY TREASURY DEPARTMENT)

Actual Proposed
A. Application of allocation of deductions proposal:

Reported adjusted gross iNCOMe. ... .. .. ... .o oiiir i iiaaaaannn $679, 405 $679, 405
Less personal exemption. . ... ... ....... .. .... e ~600 —600
Less ttemized deductions. .. ... .. ... iiiiiiiiaaanas —676,419 —357, 352
Taxable INCOMe. ... . et ans 2,386 321,453
LYt R ] S P 383 210, 507
B. Application of 25-percent tax on exempt income: T

Total excluded income:
Excluded capital gains._ . ... ... .. ... . e 605,313
Excess depreciation on real astate e 11,141
L 1] 616, 454
0088 10,000, .. L. et ea e mmeneeannn —-10, 000
Less disatlowed deductions ($676,419—8357,352) .. . .. ... . i iieieiaeaas 319,067
Exempt income subject t0 25-percent tax. ... ... ... 287, 387
25-gercenl taX 0N @XeMP INCOMB. & . . ittt e e 71,847
Add tax on taxable income after deductions allocated. ... ... ... ... .. ... ... .. ....... 210, 507
INCOM® B, L. i iiiiiiieiccaeciamiaacemeaeacaeaaens 383 282,354
Income tax as percent of totalincome. ... ... ... . ... .. . ... o 0.03 21.8

t Computed as follows:

Adjusted Bross INCOME. ... . . L ittt acmiataiaaa e eaaanas $679, 405
Add excluded capital gains. .. ... ... ... ..t iieveeeeeaeeeemaeaaeecaeaanan 605, 313
Add excess depreciation on real estate s . . ... i iiiiieeiececicieccceaannnan 11,141
Totad INCOMe. - e ieiiiiaei i it iiciitmascretcernrraantaanaa e caaanemanannn . 1,295,859

. 679,405
Deductions X i35 853 $10,000

» Actual foss reported was $22,283—analysis assumes only 34 of this ioss due to excessive depreciation.
Note: 1968 surtax excluded.

=$357,352 allowable deductions,
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TABLE 7.—~ESTIMATED FEDERAL REVENUE GAINS RESULTING FROM MAJOR AFL~CIO LOOPHOLE-
CLOSING PROPOSALS

Approximate

N revenue 5ain (in

Loophole-closing proposals millions of dollars)

1. Elimination of preferential tax treatment of capital gains. ... cooeooonniiiiiiiiiiiiiiiiaies 6, 000-7, 000

2. Taxstion of gains on property transferred atdeath. ... . . .o . LIl llllllllll 13,100-2 4, 200

3. Disallowance of deplstion after investment lul(l‘y written off_ ... eiicieiiiaininn 1,500

4, Eummati?n of tax-exempt State and local bond Interest and inclusion of Federal subsidy and loan 100
BUBTBNTOO. ..o ovoeieneecrenee cene meaeecseerisascecseasasecscnenanasansrenaasanasann

S. Elimination of 7-percent Investment credit. . ... ounieaao el 3,300

. Elimination of accelerated depreciation on real estate except for low- and moderate-income housing.. . 1,500

7. Limitation of farm-1088 deductions. .. .. ... .cieoueccciancannencamacarananrancsnomnecenaans 145

8. Elimination of unlimited charitable-contribution deduction. .. ... coiciinenimnmiiainanaa.s 50

9. Elimination of corporate multiple surtax exemplion. ... .. ..o veoiiiiiiacianecacanncacanaans 235

TORB. e irneiereieecrreanceesrnasnaneascneasacessnarasscsesaannanssenssnasasnnumans 15,930-18, 030

10. Allocation of deductionsd. ... . ccuenianaenncccaacanaecccicrecrammnrmnasaanasesarannacnnn 250

11. 25-percent minimum tax on exempt inCOMOd . cueorerie ittt eiectienaanaa - 1,500

1,750

1[I taxed at current capital-gains rates.
2|1 taxed at full rales.
1 Proposal would not apply if loopholes eliminated.

STATEMENT OF HON. LEE METCALF, A U.S. SENATOR FROM THE
STATE OF MONTANA; ACCOMPANIED BY STEVE KOPLAN

Senator Mercarr. I have with me Mr. Steve Koplan who has been
helpful with me working on this and on other tax legislation. I am
very grateful to return to this committee and I appreciate this oppor-
tunity to testify for lefis]ation that would remove in«ﬁuities between
those who depend on farming and ranching for their livelihood and
the comgaratlve few who now distort the farm economy by taking
unfair advantage of farm accounting rules. _

Rules origina g intended to ease the bookkeeping chores of legiti-
mate farmers and ranchers are being used by both corporations and
individuals to create artificial farm losses that are then used to reduce
the amount of taxes they would otherwise have to pay on substantial
amounts of nonfarm income.

My bill, S. 500, would eliminate that problem by limiting to $15,000
or to the amount of special deductions listed in my bill, whichever is
higher, the amount by which a farm loss may be used to offset non-
farm income. Special deductions are those that would be allowed to
someone whether or not he was in farming or because it is the type of
deduction clearly beyond the taxgayer’s control. I am referring to
such things as taxes, Interest, abandonment or theft of farm property
fire, storm or other casualty, losses and expenses from drought, and
recognized losses from sales, exchanges, and involuntary conversions of
farm property.

Neither the House-passed bill nor the administration’s proposal con-

tain_a comparable provision to protect the legitimate farmer and
rancher from being penalized for having incurred an economic agricul-
tural farm loss in a given year.
. My bill also provides safeguards to protect those just starting out
in farming as well as those who might find themselves in a loss situa-
tgm in’a given year, not by design for tax purposes but rather by
chance.
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This is accomglished by the provision that allows any disallowed
loss to be carried back 3 years and forward 5 years against past or
future farm income.

The problem with the approach recommended by the administration
and now contained in the House-passed bill except for different dollar
exclusions is that it allows the tax-dodge farmer to defer any recognized
capital gains while at the same time he is allowed to continue using
the full amount of his artificial losses as an offset against nonfarm
income year after year. This is what the National Livestock Tax Com-
mittee had to say about the excess deductions account approach when
its representatives testified before the House Ways an(f {\Ieans Com-
mittee in 1963, and I quote:

We cannot say whether it would work or would not, but it isx the most modest
approach that has come to our attention.

With proper tax {))Lanning, the balance in an excess deduction
account, XDA, can substantially reduced before the taxpayer
decides he is ready to recognize long-term capital gains. Such a pro-
posal will not remove any of the incentive from existing clients of
cattle management firms such as Oppenheimer Industries.

‘While I am on the subject of that particular firm, 1 should mention
that last week my office requested an opportunity to examine a repre-
sentative sample of that firm’s advertising brochures. At first the
request was granted. However, before the material could be sent to me,
I was informed that on direct orders from the Bonaparte of Beef him-
self, Gen. Harold L. Oppenheimer, no material would be forthcoming.

I suggest that this committee make a similar request of General
Op enﬁeimer before concluding consideration of the farm tax problem.

(Subsequent to the above discussion regarding Oppenheimer Indus-
tries, Senator Metcalf submitted the following information:) - -

U.S. SENATE, ..
Washington, D.C., Octoder 3, 1969.
Hon. RusseLL LoNg,
Chairman,
Senate Finanoe Commitiee,
U.S. Senate,
Washington, D.C.

DraAr CHAIRMAN LoNa: When I testified before your Committee on the prob-
lem of tax-dodge farming, I mentioned that my office had requested an oppor-
tunity to examine a representative sample of the advertising brochures of Oppen-
heimer Industries: I further informed the Committee that I was advised that
on direct orders from General Harold L. Oppenheimer, my request was denied. I
then suggested that your Committee make a similar request of General Oppen-
heimer before consideration of the farm tax problem.

Apparently representatives of Oppenheimer Industries were present when I
testified because the next day General Oppenheimer’s Washington representative
circulated to members of your Committee the very materials I had been denied.

Because of the relevance of certain of those materials to any consideration of
this problem and to avoid any criticism that there has been biased analysis on
my part, I request that this letter together with the document entitled, *An Intro-
duction To Cattle Ownership And Its Benefits,” and General Oppenheimer’s
message contained in his corporativn’s Annual Report for fiscal year ended
January 31, 1969, be printed in their entirety as a part of the hearing record.

Very truly yours,
LEE METCALF.

Enclosure.

33-865—00—pt. 4—08



2712

OPPEXEEIMER INDUSTRIES, INO.—AN INTRODUOTION 'ro' CATTI® OWNERSHIP
AND IT8 BENEFITS

Federal tax laws favor cattle if you pick the right kind and stick to the rules.
Herds of beef cows top the list. When you buy them, you become a farmer and
can keep your books on the cash basis. You put in dollars that depreclate or are
deductible. You take out capital gains,

As in oll exploration, you are better off if you are presently paying high
income taxes, say, 609 or better. This makes every ingoing $1.00 cost you 40¢.
Unlike oll, you never get a dry hole. Your returning dollars are taxed at only
259% making them worth 75¢.

To take advantage of this favorable atmosphere you might raise your own
cattle herds. This creates management headaches, however, and could require
lots of your time for supervision. Your best bet is to hire qualified executive
managers to run your cattle business for you.

JLet's gee bow this works:

1. Buying the Oattle.—Your managers select grade cows and yearlings.

“Grade” means they are the normal commercial stock you see around the West and
not expensgive ‘registered” show animals. Your cattle may be on two or more
ranches, to give you dispersion. These are regular Western cattle ranches and
do not belong to the managers. You get a bill of sale on the cattle, backed up by
a registered brand.
* 2. Terms of the Purchase.—Cash oan be paid, and it generally earns you
a 10% discount. Most buy for a low downpayment (10%), and give their 90%
non-recourse note for the balance. If you do this, you are required to prepay
yo?r feed bill and the breeding fee one year, ag well as the interest on your
note. :

8. Manager's Fee~—8etting up your business and ‘acquiring your cattle is
complicated if done properly. An initial fee ranging from 8% 9% to 5% %
(depending on the number of head purchased) times the gross cost of the cattle
is charged. This also entitles you to the ultimate sale of your business without
further charge. Year-to-year as you continue t0 own the business, you also
pay & mangement charge again ranging from 814% to 5% %, this time computed
against. the annual operating expense (roughly equs! to a real estate agent’s
fee for managing a bullding). s

4 An Ecample (Starting November 15) : .

(a) Cost of 400 cows at $228. .. cnciccccccccccana $90, 000
{b) Downpayment (Percent)ea. .ccuccacc nocccconcarcncnannanaas 10
(€) BQUItY e e ccm e e e — e e ———- 9,000
(d) Interest on $81,000 note at 7 percent. ... c-cccmccncnnmcan= 8, 700
(e) Year's feed dbill pald at start of contract at $50ccccceccnaeea- 20, 000
(£) Year's breeding fee pald at start of contract at 88— caoce 8, 200
(g) Manager’'s initial fee plus regular management fee at 7% per- .

cent ($6,750 plus $2,170) o e e —— - 8, 900
(h) Cesh due Nov. 15 to carry for 1 year... -~ 46,800

8. Iniiial Tax Situation.—Your herd is an asset and depreciates. Like other
personal property, you are entitled (if you file 2 jcint return) to a special
209 depreciation on the first $20,000 of initial purchase. You also get 150%
declining balance depreciation. All expenses are deductible when paid. Here's
how the above example would work out still sssuming November 15th

purchase date) :
(a) Cash requirement (from above) - -—- $46, 800
(b) BExpenses pald at start._ ... - $37, 800
{¢) Depreclation e cacncccccamceccccce——— 5, 800
(d) Deductions mmtmmemese—msemsmnenaetn .. 48, 100
(e) Percent deductible ..o eeeoccomcaccccucncaaa 90

Now, when all this is complete, you will be in the cattle dbusiness for as long
as you wish to stay. Your managers take care of all the records and physical
operation, sending you a steady stream of recommendations and reports including
your year end income tax results (Schedule F, Form 1040). When the next
November rolls around, your herds on the different ranches are rounded up,
counted, and culls (unfit animals) eent to market. Calves are weaned, with
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steers being sold and heifers retained to grow into cows and bulld up the herd
size. Before sale calves are weighed and the rancher is paid a bonus (usually
$10 to $15 per head) if good results were obtained. But, if the operation is
below average, he pays you a penalty. In other words, you pay only for what
ou get.

¥ At this point, you have completed one annual cycle runuing from November
to November. Most of your expenses (approximately 807 ) were paid the previous
year at the start of the cattle maintenance contracts. The rest (approximately
209 ) are paid as the cattle are rounded up. Now, a second annual cycle begins.
Again you (a) pay for feed and breeding fees for the second contract year, (b)
pay interest in advance on your note, and (c¢) pay the management fee. For
the second calendar year, it would look something like this:

(8) Interest oo e ceam e crcmmeccmccmcmm—cm—e—— $4, 100
(b) All expenses paid to:
(1) Settle expiring maintenance contractS .o oo 6, 400
(2) Prepay new (2d-year) contractS_ ..o 30, 700
(c¢) Cash outlay for expense .o eemccccacea 41, 200
(d) Proceeds from steer calf 8ales e ccccccccae—aa 19, 200
{e) Cash due second Nov. 15 to carry for another year. —o——.... 22, 000

Your tax situation for the second calendar year would show net expenses of
$22,000 and depreciation of $21,000, for a total of $43,000. However, it is normal
to make an amortization payment the second year equal in size to the depreciation.
You would actually contribute the principal ($21,000) and money to pay the
expenses ($22,000) for a total of $43,000. Against this you would have a matching
$43,000 of deductfons.

How long do you keep the herd? As long as it serves a purpose for you. It is an
excellent estate planning device, and some herds are retained indefinitely for that
purpose. If you have an unexpected change of heart or circumstances, you can
gell at any time with reasonable notice. The minimum holding period to qualify
for capital gain is 12 months, but you might have to pay an ordinary tax anyway
lunless you can convince your IRS agent that you really intended to keep them
onger.

Let’s say you decided at the end of five years sell your cattle business, You
did, but only broke even, What have you accomplished ? Something like this:

(a) You sold your herd for $225,000, paid your taxes (capital gain
on herd, ordinary on calf crop), came out with_ .o __._ $150, 000
(b) You had contributed, {n increments. oo . $225, 000
(¢) Your deductions were. ..o ccammaeaao $228, 000
(d) Your tax bracket was (percent). ... 70
(e) You had tax savings of . co e oo aae $160, 000
(f) Giving and after-tax cost of .o oo $65, 000
(g8) For a profit of 180 percent. oo $85, 000

Here are some other things that could have happened :

1. High market prices.—You might have had an economic profit as high as
25 percent, making the after-tax profit 200 percent or better.

2, Low market prices.—Economically, you might lose up to half ¢t your cash,
reduclng your after-tax profit to a nominal amount.

8. Reduced tan dracket.—Your personal income circumstances may change,
making tax shelter less attractive anad creating after-tax losses should the cattie
market g0 down,

4. Changes s fleld operation.—Calf production and operating expenses can be
hlgher or lower, affecting the outcome. Over a period of time, however, the aver-
ages are reliable.

When you decide to sell your herd, you may do so for cash. You may also sell
on installments over a {wo-year period. You get a 109, premium from the buyer
when you accept installments. Herds are generally sold in the Fall., Sales could
require up to 90 days to accomplish in full, Purchasers are other individuals and
partnerships such as yourself, ranchers, cattle order buyers, ete. Parts of your
herd can be sold outright at central markets such as Omaha or Kansas City.

Our company has been handling these cattle businesses as agents and managers
for nearly 15 years. We operate on a nationwide basis, and our reputation can
be verified by bank inquiry or Dun & Bradstreet reports. You can have a specific
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program for your examination by calling or writing our Sales Manager at 1808
Main Street in Kansas City, Missouri (A.C. 816; VI 2-6923).

Please Note.—All information furnished above is approximate and has been
over-simpliied for the purpose of clarity and understanding. While considered
reliable, it is rubject to change. Interpretation may also be different. Those in-
tendlngta t(::. sta:'t a cattle business should first confer with their attorney or
accountan

MESSAGE FROM THE CHAIRMAN OF THE BOARD

s L]

In our flscal year ending 81 January 1969 earnings before income taxes were
$683,066 as corupared to $269,253 the previous year. After taxes they were
$339,227 as compared to $159,180. On the shares outstanding on 81 January the
earningr, per :thare were $2.13 before taxes and $1.08 after taxes as compared to
$.85 and $.50 the preceding year. Subsequent to the close of the fiscal year but
before the printing of this report a 10% stock dividend was issued. In addition,
differing from previous years, we diluted our per share earnings with the number
of shares set aslde for employee options even though such options were neither
exercised nor assigned. Adding the 10% dividend shares and 52,470 shares from
the unissued stock options we arrive at a figure of $1.78 per share before taxes
and $.88 per share after taxes. The comparisons are shown later in this report.

In addition to doubling its after tax earnings despite the new surtax, your
‘Company significantly reoriented its business during fiscal 1969. Increased
-emphasis is being put on rural land brokerage and development, agricultural
consulting, and on feeder cattle transactions over the running of breeding herds
on contract. Income derived from rural land brokerage and management increased
from $36,000 in 1068 to $5561,000 in 1969, As & percentage of total gross revenue
the change was from 2% to 20%. Feeder income increased from $94,000 to
$286,000 and its percentage of gross from 6% to 11%.

Over the past six months & substantial portion of the time of the executive
staff of your Company has been tled up in working with the livestock industry
to fight hostile legislation aimed at removing the tax incentlves encouraging
urban risk capital to invest in American agriculture. The current Treasury pro-
posel on farm taxation, which we think has little chance of passing, would only
hurt the breeding herd end of our busines:, not affecting the deductibility of
expenses but increasing the portion of eventual herd sales that would be ordinary
income instead of capital gain.

While the breeding herd portion of the business provides a decreasing but still
substantial percentage of our total gross revenue, it should be .oted .that it
creates a disproportionately large portion of our gross expenses. Should the
unlikely event occur that the present Treasury proposal be passed intact, the
adverse effect on our net income might be of modest proportions.

Other major developments during the year: (1) Approximately 150,000 square
feet of additional land was acquired in the downtown Kansas City area, much
of it adjacent to our existing holdings in the proposed urban renewal area,
south of the new Orosstown Freeway, which is nearing completion. (2) An
office was opened in Calgary, Canada to line up local feedlots to service our
customers, It is believed that relatively lower grain prices in Canada will eénable
us to provide very competitive contracts, Numerous inquiries have been recelved
from European and Latin American corporations for Canadian cattle. (3) The
Oppenheimer-Janss Realty Corporation was set up in Sun Valley, Idaho with
your Company having a 459% interest, to specialize in ranch brokerage and
agricultural land development in the Idaho, Nevada, and Montana areas. The
other principal stockholder 1s Mr. Willlam Janss, the Chairman of the Board
of the Janss Corporation of Los Angeles, California. (4) At the end of the year
we obtalned the management of a substantial portion of the land and cattle
holdings formerly owned by the Kern County Land Company of California. {

At the moment discussions are being conducted by various of our clients and
soveral major ranch ownerships on the merger of their holdings into a very
large public corporation that will be one of the principal land owning entitles
in the United States. In the event this should occur, it is belfeved that your
Company will be employed to handle its agricultural and land development

iftairs.

~.Senator MercaLr. Yesterday in the Sunday Post appeared another
ad from the Chateau Briand Ranches, Inc., offering managed breeding
herds of purebred Charolais cattle as tax sheltered investment pro-

!
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grams exclusively for the high-tax bracket investor., It might he well
to have o copy of their current prospectus before the committee to
find out what they are doing. Apparently they are not very much
afraid of what this committee is going to do as a result of this hearing,
because they took quite an ad in yesterday’s paper.

Instead of catching the tax-dodge farmer with his hand in the cookie
}'ar by limiting premature deductions each year, the EDA approach
ets kim put us, that is Uncle Sam, in the position of having to refill
an empty cookie jar. Revenue ﬁ%ures provide some insight into the
comparative effectiveness of the House bill, the administration pro-
posal and S. 500. My bill would affect about 14,000 individual tax
returns, and would raise about an additional $205 million a year from
theso individuals,

The House bill would aftect about 3,000 returns and when fully
operative raise an additional $25 million annually. These revenue
estimates do not include comparative figures for corporations. I can
only imagine the amount by which the gap between the two bills would
widen even further. The administration has estimated its fourth of
September proposal would apply to 9,300 individuals, and raise $50
million annually. I am puzzled by that revenue estimate, since that was
the same estimate used when Treasury officials testified before the
House Ways and Means Committes last April. .

The April proposal contained a much lower dollar exclusion in its
EDA provision, I suggest that this committee ask Secretary Kennedy
to explain how he was able to come up with the same revenue estimate
carlier this month on substantially higher exclusion figures,

I do not quarrel with the administration’s comment on the House
bill. On the fourth of September Treasury officials termed the dollar
exclusions contained in the tax reform bill so high as to render it
ineffective.

Mr. Chairman, I was é;oing to conclude my testimony at this time,.
but after I read some of the statements that have been or are about
to be presented, very graciously given to me by the committee, I have
a couple of comments because some of those people are going to testify
a little later today.

I do not mind losing a fair fight, but it is inoxcusabjo to find inac-
curate descriptions of my bill Eein presented to this committee at
this late date, I refer first to the fifth of September when Assistant
Secretary of the Treasury Edwin Cohen appeared before this com-
mittee and he was specifically asked by Senator Hartke what was
wrong with S. 500,

Well, suppose, as Senator Gore said a short while ago, there were an actual
economic loss of $50,000. Suppose there is an economlc loss from tornados, floods,
low prices, drought, any number of factors. Why should we disallow a true
economic loss to the farmer or should we disallow it in any event at strictly
$15,000 a year?

Now that answer completely ignores the specific safeguards in my
bill to protect economic agricultural losses, 1 have already described
these in more detail in my full statement. But T find Mr. Cohen’s
answer somewhat ironic, since it is the Treasury’s proposal that fails
to distinguish between true economic losses and artificially created
ones, The EDA approach looks only to dollar figures, not to the nature
of the deduction that generates the loss.
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Turning next to today’s prepared testimony of the National Live-
stoctlf3 Tax Committeo, I found at page 47 that under my bill, and I
quote:

Farm loss deductions would be restricted or totally denied to farmers or
ranchers who are not on a proper accrual method of accounting and who had
ronfarm income in excess of $15,000.

Legitimate farmers or ranchers who earned $30,000 of nonfarm income would
have all farm losses disallowed.

Aguin the fact that my bill applies only to artificial losses is com-

letely ignored. No mention is made of the fact that my bill, and it
is the only bill, takes into account a taxpayer’s economic agricultural
0sses,

Next there is the following statement contained on page 10 of the
statement of the American Horse Council, and I quote:

The Metcalf Bill (8. 500) applies to any farmer who does not adopt the acerual
method and capitalize all costs which can now be expensed or capitalized at the
taxpayer’s option. Farmers who do not comply with these conditions would
lose thelr right to offset farm losses against nonfarm income on a dollar-for-
dollar basis to the extent that nonfarm income exceeded $15,000. Thus, a farmer
having a $30,000 nonfarm income, could deduct no farm losses against his non-
farm income.

Now that statement completely ignores the fact that my bill con-
tains & provision to carry back 3 years and forward 5 geurs against
past or future farm income, the disallowed portion of a farm loss
in a given year. So in addition to safeguarding agninst economic
losses, my bill contains safeguards for those just getting into farming
by providing them ample time to get their feet on the ground an
turn an economic Proﬁt.

This provision also safeguards the taxpayer who finds himself in &
loss situation in a given year by chance rather than by design, as I
have already remarked. The bill does not require anyone to change
his method of accounting. Ever since this bill was introduced 2 years
ago, the main charge has been it would force the farmer to go into
acorual accounting, and even in the statements today there are still
charges to that effect. .

Mr. Davenport, in the statement he submitted to the committee,
points this out very clearly, that the real way to get at this is to
remove the cash basis accounting system that has been to the benefit
of the ordinary legitimate farmer.

I do not want to do that. I want only to correct abuses that have
gown up, and at the same time, continue the cash basis system for the
nefit of legitimate farmers and ranchers. . )

My bill merely provides the tax dodge farmer wit. the option
to report his income the way he would in any other kind of business,
or be covered by the bill. And by tax dodge farmers, I mean people
who do not depend on farming for their livelihoed, but depend on
it rather as a primary device to reduce taxes on their nonfarm income.

I intend to comment further, of course, on today’s statements when
I hs::e?ln opportunity to review the hearing record before this bill is

re .
%gor example, one witness testifies,or implies that if you favor mg

bill you are opposed to rural electrification, soil conservation, an

motherhood. However, to conserve this committee’s time, I will dis-

auss the opposition’s testimony in further comments on the Senate
00T, t
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As this committee knows, I am concerned with many tax problems,
some of which have been discussed today; co-op, capital gains, tax
excmpt securities, depletion allowance, Mr. Chairman, and others;
and I hope that I will have an opportunity to discuss those matters,
but this 18 a matter that I have worked on specially, and I feel that
I should present my views to the committee.

Here is a unique opportunity to combine substantial revenue in-
creases with substantial equity and tax justice by restoring health
and fair competition to our farm economy. The House-passed bill
can be amended and reshaped to serve as a meaningful vehicle for
equitable and effective reform in this area.

Thank you very much, Mr, Chairman,

The CxairMaN. Senator Anderson

Senator ANDERSON. Some of the objections are from ranch owners
who have been involved in this for 50 to 100 years. You are not opposed
tothem; are you?

Senator MercaLr. This bill protects the ranch owner who has been
there for 50 to 100 years, The ranch owner who has been in my part
of the country since it was settled more than 100 years ago, and his
children when they inherit a ranch, have to pay an inheritance tax,
for examfle, on this inflated tax value that has been created by eastern
industrialists, Texas oilmen, local bankers, who buy farmland for
hobby farming and tax shelter programs,

A legitimate rancher in the State of Montana or the State of New
Mexico or anywhere in the West will not be affected by this bill. He
will be helped because the price of land will be restored to its pro-
ductive -capacity and he will not have to compete with these tax
dodgers who create an artificial loss on their beef or their orange
groves or something of that sort, in order to reduce the taxes they
would otherwise have to pay on their nonfarm income.

The CHAIRMAN. Senator Williams?

Senator WrrLtrams. Would you continue the present capital gains
treatment for livestock, or would you repeal that?

Senator MercaLr. Now that is a different proposition. With this
section I am trying to continue the present capital gains treatment
for livestock, en we come to livestock, when we come to the capital
gains provision, I feel that maybe when we have a complete reform
of it, capital gains would be a%ected to the regular farmer just the
same as everything else, but what I am trying to do here is to say that
‘when we do give the farmer a capital gains treatment, and we allow
him a cash basis rather than accrual system of tax accounting, so that
when he sells his crop off, whether 1t is calves or mature steers or
:semething from an orange or citrus grove, he can take his capital gains.

What I am tx;lyin to do is to keep nonfarmers from abusing that
tby creating artificial farm losses year after year. .

Senator WiLLiams. Livestock is the only {ype of farming oparation
‘which is subject to capital gainsthen

Senator ALF. No, orchards are,

Senator WrLrLrams, I am speaking of the Montana farming or Dela-
ware farming. I do not think orchards would come in as real estate.
;I‘hey can charge off citrus groves for the land, sure, I was just asking

or—-—
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Senator MercaLr. The question is without any change in our pres-
ent structure, such as I have suggested here, sﬁould we remove the
exception for livestock from recapture of capital gains. I say no.
Someone else said in a statement that is filed today, that the .way to
correct this abuse is to go back to the accrual system for all farming.

I do not want to do that. I feel that the farmer needs this special
benefit, The legitimate farmer needs cash basis accounting, but people
who abuse vhese accounting rules by creating artificial farm losses to
offset substantial amounts of nonfarm income, do not.

The CrHAIRMAN. Senator Gore?

Senator Gore. Are you satisfied with the House bill?

Senator MercaLr. No. I have submitted an amendment to the House
bill that would replace the EDA provision, so that artificial farm
losses over $15,000 could not be used to offset more than that amount
of nonfarm income in a given year. That is to take care of the man
who is working on a farm and has a part-time {'ob in a town.

Above $15,000 nonfarm incoma you begin to phase out the otherwise
allowable portion of an artificial farm loss on a dollar-for-dollar basis,
so that someone with over $30,000 of nonfarm income could not use
an artificial farm loss to offset' nonfarm income in that year. I
am not referring to farm losses that occur as a result of flood or
ilrought or natural occurrences—they are not artificially created farm

osses.

Senator Gore. As I listened to your statement, you seemed to place
emphasis on economic loss. Would you mind explaining just what you
mean by that ?

Senator MEercaLr. Yes. I feel that when a farmer goes in, & live-
stock operator or any other farmer goes into a business and it costs
him so much to grow a crop, raise some 2-year-olds or somethin
of that sort and then sells them at a loss that is an economic loss an
that is a legitimate farm loss, and you can take that loss against any
other income. If a man had a $100,000 economic loss, he could take the
whole amount. But he could not charge an artificial farm loss above
$15,000 off against outside income in a given year.

Senator Gore. You confuse me # little about what kind of loss he
could charge against income from other sources.

Senator ALF. He could take the whole amount.

Senator Gore. He could take the whole amount ?

Senator MercaLr. If he were a broker and had an income let us say
of $100,000 a year, if he were an oilman and had depletion allowance
income of $100,000, he could charge the loss against the whole income.

Senator Gore. What kind of —

Senator MercaLr. And my bill isunique in that.

Senator Gore. What king of losses would you deny him#

Senator MercaLr. The prospectus of Black Watch Farms provides
a splendid example.

would like to make the prospectus of Black Watch Farms a part of
the hearing record, Mr. Chairman, if there is no objection.

(The document referred to follows:)

STATEMENT oF TAX SHELTER
The tax advantages Inherent iIn the cattle industry are unusuval when com-

pared with most other industries, For instance, although the life expectancy of
purebred cattle is generally well over 10; years, particularly since such animals

’
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enjoy the benefits of unusual care, feeding and treatment, the Federal Internal
Revenue Service permits depreciation that is based on an 8-year period. Under
these circumstances, the entire sum paid for an Angus which is, for instance,
2 years old, 1may be depreciated for tax purposes in the remaining 6 years, and
the sum paid for an Angus at age four may be depreciated in the remaining 4
vears, Furthermore, since breeding cattle themselves are considered a capital
asset, under certain interpretations, profit realized on their sale is considered
long term capital gain,

There is still another tax advantage which is unique to this industry. Based
on the cash method of accounting, which Black Watch Farms will adopt, when &
calf is born, no capital asset is required to be recorded on the books and only at
the time of sale is the required entry made. Therefore the only capital addition
to the herd that can be made is through purchase of additional cattle or interests
in other cattle and Lence no tax is paid until time of sale.

It is the opinion of counsel, for the genera! partner, that the operations of
Black Watch Farms will be taxed as a partnership.

TABLE OF TAX STATUS OF ANTICIPATED PARTNERSHIP DISTRIBUTIONS

Anticipated  Portion re?.re- Portion repre- Portion repre-
1

cash distribu- senting sentin sentjn1
tion per ordinary return 0 term capita

Year $10,000 unit income capital gain
$450 0 $450 0

900 0 0 $900

1,375 0 124 1,251

1,500 $13 0 1,487

1,500 13 0 1,487

1,500 13 0 1,487

1,500 13 0 1,487

1,500 13 0 ,487

1,500 13 0 1,487

1,500 13 0 1,487

This treatment of distributions for income tax purposes does not change the
proportionate interest of each limited partner in the partnership property or in
any future cash distributions to the partners. The tax shelter as estimated is
subject to review by the Internal Revenue Service and applies only if the
presently existing applicable sections of the U.S. Internal Revenue Code and Reg-
ulations are not repealed or materially amended.

ADDITIONAL POSSIBLE DISTRIBUTIONS

All income from Black Watch Farms which exceeds the amount necessary to
pay distributions to limited partners at the rate of 15 percent per annum return
on their investment capital, wil' be distributed in the ratio of 50 percent to the
limited partners and 50 percent to the general partners.

Senator Mercavr. The kind of loss is where Oppenheimer Indus-
tries, and I guess this outfit that advertises in the Washington Post,
gets someone to invest in a farm, and he pays an advance fee and
converts taxes at ordinary income rates into eventual capital-gain
rates. He does not sell his yearlings the first year; he sells them the
second year, and he takes a loss, and he charges that off against his
outside income, and charges fencing. Mr. Stevens charged an ajrstri
out in Montana and took a farm loss. Things of that sort have distorteg
the price of the——

Senator Gore. As I understand it then, you are suggesting that——

Senator MercarLr. In my prepared statement I have said that these
artificial losses arise from deductions taken because of capital costs
or inventory costs and represent an investment in farm assets rather
than an amount actually lost. Usually the investment is ultimately sold
as cattle are sold later, and taxed only at capital gains rates. Both
the administration, the House, and I recognize the same problem. They
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appronch it from the EDA account, but I approach it on an annual
basis by limiting the amount of artificinl losses that can be used to
offset nonfarm income,

Senator Gore. Thank you, Senator.

I note you have given a great deal of study to this problem, and
you have been a member of this committee, also a member of the

ouse Ways and Means Commiittee, so you have had a great deal of
experience. I am trying to discover the precise problemn covered by
your amendment,.

As I understand the example you have given, you would deny to
& man who purchases a horse or a cow or a sheep dog or any other
four-footed animal the privilege of deprecinting his investment. Is
this correct?

Senator Mercavr, Noj that is not correct. Farm accounting grow
up before we even had capital gains.

Senator Gore. I was asking you tirst about depreciation.

Senator MErcatr. Let me tell you. So we said to the farmer, “Look,
we are going to allow you to use the cash basis, and when you sell a
flock of sheep or & herd of steers or something, you report your income,
and we are not going to make you say I grew some hero and I had a
certain inventory this year and then I have to carry that over to next
year,” and so forth.

Then along came capitnl gains.

Senator Gorr. Let me understand your problem. You say that the
Congress provided that a farmer (to put it in farmers’ language if
I may) does not have income until he sells his pig or his ealf or his
horse; is that correct?

Senator Mercarr. Yes. They said he did not have to keep an inven-
fog' from year to year like & man in a store, an industrialist.

enator Gore. ou wish to change that?

Senator Meroarr. No, sir. I wish to keep that. That is just exactly
what I wish to keep.

Senator Gore, Tl.en you would %pply that to all farmers?

Senator MercaLr. All farmers. Everybody has the same privilege.
I do not change that provision of the law. 1 think it grew up and it
grew up well, and I am in favor of it.

Senator Gore. Then I do not quite get your point that——

Senator MercavLr. If he takes a loss in 1 year or 2 years or 4 years,
and takes a consistent loss——

Senator Gore. What kind of a losst

Senator MercaLr. He says, “Well, I did not sell my cattle,” or he
;ml s}?lls part of them, or he lets them stay in. Ile continues to

them.

Senator Gore. You would say to one farmer that he does not have
an income until he sells it, but you say to the other that he does?

Senator Mercarr. They all have an income when they sell it; but
when they have outside income, and they take artificial losses, they
cannot charge that artificial loss against their outside income, Now
here are two farmers. One makes $50,000 a year from outside activities,
and one has to live on the productive capacity of his farm, One has a
tremendous competitive—— .
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Senator Gore. That outside income does not necessarily have to be
earned income; does it#

Senntor Mercarr. No.

Senator Gore. He could draw that from oil.

Senator Meroarr. Dividends, oil wells, but under my bill, he cannot
charge artiticial farm losses off against it.

Senator Gore. Thank you. My time is up.

The Cairman. Senator Curtis?

Senator Curris. Senator, you referred to economic losses and arti-
ficial losses? What is an artificinl loss?

Senator Mercarr. An artificial loss is a loss that arises from deduc-
tions taken because of capital costs or inventory costs and thus usually
represent an investment in farm assets rather than amounts actually
lost. Usually the investment is sold and taxed only at lower capital
gains rates, This is the technique—because of this special bookkeeping
privilege that we lend farmers, the technique of the tax-dodge farmer
is to convert ordinary income rates into capital gains mtes.

Senator Curris. Soil and water conservation practices can be treated
as a business expense under existing law., Do they fall under your
definition of an artificial loss?

Senator MercaLF. Some of them would fall under my definition.

Senator Curris. Some of them ¥

Senttor Mercarr. Some of them would fall under my definition of
an artificinl loss, if year after year soil conservation practices such as
fencing, fertilizing and so forth, amounted to a reported agricultural
loss on the farm that is charged off against outside income, and then
at the end of the year, or the end of the period, they come in here and
sell, get all that money back, but the pry capital gains of 25 percent
instead of ordinary income rates of let's say 60 percent on that same
income,

Senator Curtis. Would you apply this across the board to every-
body or just single out farmers.

Senator MrrcaLF, No, the farmer has been singled out.

genator (i}nms. No,I ngége hag. . . S M :

enator MErcALF. to differ with you, Senator. ro
does not attack the legitimate farmer. yol Y propest

Senator Curtis. Well, now, here. Do you propose that if someone
owns & newspaper and runs it year after year at a loss that that be
denied offsetting that loss against other income{

Senator MercaLr, The newspaperman does not have the special tax
accounting benefits that the farmer gets,

Senator Curris. Do you propose that if a newspaper is operated
with no intention of making a profit by someone who has other income
that the loss be denied {

Senator MErcaLr, When someone elects the special farm accounting
srstam of the cash basis, which is only given to farmers, then I say
that the farmer, the legitimate farmer, should be the only one that
should have that benefit. .

Senator Curtis. Does your bill call for denying the loss to a
restaurant or a tearoom in a dopartment store that is run year after
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year at intended. loss, denying that loss to the department store against
its other income?

Senator Mercarr. My bill does not touch that.

Senator Curris. That is what I say. Your bill is the only bill—

Senator Mercavr, There isn’t any analogy Senator.,

Senator Curtis. Oh, ycs, there is, Across the board in our economic
lifo losses in one activity are offset against income in another activity,
and the Treasury or no one else has come up with a proposal that
affects anybody in this respect.

That is all, Mr. Chairman,

The CHAmMAN. Senator Talmadge?

Sanator Taraapar. Mr. Chairman, Senator Metealf, it is a pleasure
indeed to welcome you back as u former member of this committee
before us today. This morning a leading cattleman of my State came
in the office. Ho is completely and utterly self-made, He started with
nothing. e is one of the better I'Iemfor((breeders of the country. 1o
happens to be incorporated at the I;Pesent time. Last year I beliove
he had a three hum}red thousand-odd dollar loss. How would your
amendment affect that ?

Senator Mrrcaryr. Is that loss to be charged off against outside
income? )

Senator Tararance. Ie is incorporated. He has no other income in
the corporation except his farm operations.

Senator Mercarr. It would not touch him.

Senator Taraanae. Would not affect him at all?

Senator Mercarr. Would not affect him at all, )

Senator Tararance. Supgoso ho were not incorporated, would it
affect him if he had no outside income?

Senator Mercarr. No. : )

Senator Taratapar. In other words, your amendment comes into play
.only if there is outside income involv . .

Senator MErcarr. Yes, sir. My amendment comes into play only if
there is outside income of more than $15,000 offset by artificial agricul-
tural losses.

Senator TaLmanar. And then what happens if he operates his farm
at a loss for say 5 or 6 years? What happens to his farm situation
at that time?

Senator Mrroarr. In which case, when he has outside income?

Senator Taryapae. Yes, Say he has the $15,000 outside income, and
maybe the price of cattle is quite cheap. You know, it has gone down
from something liko 35 cents to about 28 cents for prime steers in the
last 6 or 8 months, so if the price stays down, he could lose monoy on
his farming operation for several years. Would his farm loss, wonld
he utilize that in any way in the future, or would he have to just take
it as a permanent loss? .

- Senator Mercarr. I tried to draw the bill and I think it does con-
tain the provision that there is no penalty on a recognized loss, an
unanticipated loss. Moreover, the disallowed portion of an artificial
loss can be brought forward 5 years or back 3 years to offset past or
future farm income. ;

Now if he has nonfarm income of between $15,000 to $30,000, he
can offset artificial farm losses at a decreasing rate, because it is
phased out. But if he has income, outside income of over $30,000

!
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a year, we just say he is not in the legitimate farming business so
he cannot dnm‘go any portion of an artificial loss off.” A loss that
occurs from drought or something of that sort, can be charged off
against any amount of nonfarm income becauvse something of that
sort is not an artificial loss. '

Senator Taryanae. I think I know what you are trying to do,
Senator Metcalf, and I applaud your efforts to eliminate these farm
gimmicks. For instance there 1s the ad that you vead in your
testimony-in-chief, “Buy some cattle and lose some money and save
yourself some taxes.” 1 think everyone wants to eliminate that. But
wouldn’t you accomplish the same vesult by the deprecintion fea-
tures that are in the House bill, and its recapture provisions?

Senntor Mercarr, No.

Senator Tatyavar. Why wouldn’t you?

Senator Mercarr. I feel that the House bill features, regarding
depreciation recapture and the holding period of livestock, in the
first place will not remove the incentive from the very people that
you aroe talking about, that we ave trying to prevent from abusing
a legitimate favm activity.

Senator Tararavar. Let me sco if I follow you. In the first place,
they cannot depreciate the cattle unless they have held them one
year from the time they should have been brought into service.
Now normal breeding time of u heifer is certainly not earlier than
15 months, sometimes 18 months, and occasionally 2 years, so if they
bought a heifer, say, that was 2 years old, they would have to hold that
heifer for a year before they could sell her and take depreciation, When
they took depreciation and sold the heifer, us I understand it, there
wonld be a rccus)ture provision in the Ifouse bill where they would
make no profit whatever on the depreciation, Is that not correet.?

Senator Mercawr, Well, of course several other things enter into
it. Thero is & tax-free loan as far as that amount of tax forgone is
concerned. May I have your permission to read out of my full
statement what Mr. Oppenheimer, who is the known expert on this,
snys about that very situation?

Senator Tarayapar, Certainly.

Senator Mrrcavr. Elimination of the exception for livestock
from the depreciation recapture rules was analyzed in detail several
iem‘s ago by the gmsident of Oppenheimer Industries, Gen, Iarold
. O%) senheimer. IIe has authored three books for the cattle indus-
try, “Cowboy Arithmetic,” “Cowboy FEconomics,” and “Cowboy
Latigation.” 1Te said that:

Members of Congress and officials of both the old and the new adwminis-
trations have suggested that where acecelerated deprecintion s taken on any
subsequent sale, the portion of the capital gain which represents the recovery
of previously taken depreclation should be treated as ordinary income. This
is essentially the system now used in Canada.

This plece of legislation is undoubtedly going to get passed within the
next year or so, although it was deleted by the House Ways and Means
Committee from the 1864 tax DIl However, as far as breeding herds are
concerned, this is a matter of relatively little significance,

During the first two years of a purchased breeding herd the culls sold from the
herd on a capital gains basis are very unlikely to exceed the deprecianted value by
more than & few hundred dollars. During the third and fourth years, this could
be a matter of some {mportance in the sale of culls, but without an appreciable
percentage effect on the overall picture, During the fifth yecar, most of the animals

with an original capitat base will have been sold and the herd will consist alinost
entirely of animals born to it at no cost basis, s0 the effect this legislation would

achieve would then be rero.



274

Senator Tar.mapGe. It seems to me though if you recapture deprecia-
tion, you would take the gimmick out of the tax dodge ana thereby
solve the problem.

Senator MErcaLF. It still gives the tax-dodge farmers, this big o?em-
ator that you and I are talking about, and that I am trying to elimi-
nate, it still leaves him with the opportunity to determine when his
artificial losses are going to be, and when he is going to use artificial
losses against nonfarm income.

Senator TaLmapee. Thank you, Sens ;r. My time has expired. I
appreciate very much your comments on this.

enator ANDERSON. Senator Miller?

Senator MiLLER. Senator, you and I share a common objective in
this area. As a background I would guess that what motivated both of
us was the realization that the farm economy is at the bottom end of
the economy. If the farm economy was sharing, the farm industry was
sharing—fairly with segments of other industries I do not imagine
we would be as concerned as we are, isn’t that so ?

Senator Mercavrr. That is right. We need every bit of incentive to
helg) the farmer.

enator MiLLER. That is right, and there are two thrusts of your
comments. One is that this so-called artificial farm loss deal results in
increased real estate prices which aggravate farmers from the stand-
point of property taxes and the like, and the other is that they have
unfair competition when a farm loss writeoff taxpayer does not have
to worry so much about the prices he receives because after all Uncle
Sam is going to pick up 70 percent of the loss, or 70 percent of the
reduced price, whereas the farmer who has to make it on his own is
geing to have to keep on fighting for the price, isn’t that sof

Senator MeToarr. That is right. That is the most important impact
of the legislation. :

Senator Mirrer. That is what you are talking about, that this consti-
tutes unfair competition. Now you did state, I believe, that the pro-
vision in your bill to recognize losses if they consist of losses attribu-
table to drought and hardship and things of that nature is a uniquo
feature of your hill, or that your bill is unique on that point?

Senator MetcaLr. I did not compare it to your bill. I compared it
to the administration bill and the House bill.

Senator MiLLER. Because as you know both——

Senator MercaLr. Because your bill does, yes.

Senator MiLLer, Do I understand that this 3-year carryback and
5-year carryover disallowed losses, that is, those that exceed $15,000, is
to be applied against farm income only{

Senator Mercavr. Yes.

Senator MitrEr. Because, as I understand it, that was available
against ordinary income. Suppose a farmer had $100,000 of
wages or salary, and he had & farm loss of $25,000. He would be allowed
to take $15,000 off that, against the $100,000, but the $10,000 that was
not allowed could be carried over to a;gply against another year’s
$100,000 of outside income, is that correct

Senator Meroarr. I do not think so. I am not quite sure. In the first
place, if he had $100,000 outside income, the phaseout——

Senator MiLLer. And a loss of $25,000.
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Senator MercaLr. The phaseout provision would come into
operation.

Senator MirLLer. Well, let us just take 1968. He had $100,000 of
outside income and $25,000 loss?

Senator MErcaLF. Yes.

Senator MirLer. He would be allowed to take off $15,000 against
the $100,000¢ .

Mr. Korpran. That would depend on the nature of the deduction
that gave rise to the farm loss.

Senator MiLrer. I am talking about the deductions that are not
recognized in this case. I am not talking about drought losses or any-
thing. I am just talking about ordinary farm loss, He does not sell off
his Inventory. He just went into the whole $15,000 expenses over
income, 1 mean $25,000 of expenses over income. Now as I understand
it, yon will say to him $15,000 is OK but the other $10,000 is not OK,
but you can carry it over, or carry it back ¢

Senator Mercavr. There is carryback carryforward,

Senator MiLrLER, Now, my question is what do you do with it when
you carry it back ¢

Tenator Mercanr. You use it against past and future farm income
only.

Senator MiLLER. And not against the $100,000 of salari. Iet us just
take the carryover to 1969 to Eeep it simple. In 1969 he had $100,000
of outside income, and his farm income was zero. He just broke even.
what happens to that $10,000 that was carried over?

Senator Mrrcarr. Nothing.

Mr. Korran. It would stiﬁ be carried forward again.

Senator MiLLer. Until he had——

Mr. Korr.aN. But that is because the type of deduction or loss that

is carried back or carried forward is only the artificial deduction or the
artificial loss that we are talking about.
. In other words, your casuaﬂy and your drought, your taxes and
Interest or your recognized losses on the sale or exchange of farm
property, they do not get thrown into the carry-back, carry-forward
provision. You are allowed to use them to the full extent against non-
}farm income regardless of the amount of nonfarm income that you
ave.

Senator Mercavr. But his question—if your question had $25,000
drought loss, he would take the whole $25,000.

Senator MiLLer. I do not want to mix those side things in.

Senator Mercarr. Then the answer is on next year it is no.

Senator MiLLer. Where he has $25,000, you say we recognize $15,000
of that. There is an example, $15,000. So he can write the $15,000 off
against his $100,000 salary, right% What is the $15,000 limit that you
are talking about?

Senator Metoavr. Then, of course, the phaseout provision from
$15,000 to $30,000 would also come into effect in the example that you
have given,

Senator MiLLER. Let us just take one year, and he has got $25,000
of farm losses, his wages and his seed smdv all that, property taxes and
interest

Senator Meroarr. He can only carry it forward or carry it back
against farm income.
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Senator MiLLer. All right, but in that one year in which it was
incurred, as I understand it, you say he can take $15,000 against non-
farm income?

Mr. KorrLan. That is right, unless his nonfarm income is in excess
of $30,000. When his nonfarm income is between $15,000 and $30,000,
the Senator’s bill has, as he has already described, a phaseout pro-
vision, so for every dollar of nonfarm income above $15,000 you sub-
tract a dollar of what would otherwise be the allowable $15,000 arti-
ficial loss, so a fellow with nonfarm income above $30,000 with $15,000
of artifical losses in a given year would not be able to take any of
those artificial losses in that year.

- He would have to carry them back first and then forward against
past and future farm incore.

Senator MiLLer. But up to $30,000 he could offset against nonfarm
~ income?

Senator MercaLr. But it would be phased out again, you know, the
first dollar above $15,000 of nonfarm income.

. Senator MiLLer. But on the carryover there is no capability of
offsetting this carryover loss again nonfarm income?

Senator Mercarr. That is right.

Senator MiLLEr. You mentioned this. Do I understand that your
bill exempts accrual basis farmers from its impact ¢

Senator MercaLr. Yes, sir.

Senator MiLLER. I have two questions on that, The first is wouldn't
this have a tendency to encourage farmers to switch from the cash
basis to the accrual basis to protect themselves aguinst disallowance
of farm losses? ;

Senator MErcarLr. A farmer that had no outside income would
never have to be forced to change from one basis to another. It is only
the tax-dodge farmer who has outside income of over $30,000 that
might choose to go into the accrual basis or to the acerual reporting
system in which case, of course, he could take all his losses and take
his deductions just as in the example given by the Senator from
Nebraska.

Senator MiLLer. All right. Now, the second question is this. If
you are going to exempt the accrual basis farmer, are you going to or
don’t you recognize that you have different methods of evaluating your
inventory in the accrual basis of accounting, and if you are trying to
put a stop to the conversion of ordinary losses into capital gain, you
are not going to plug up the loophole very much with respect to the
inventory valuation on a unit livestock basis. Now if you are going to
have the farmer value his livestock on a fair market value basis, then
you do not have a problem, but if he values it on the unit livestock

rice basis, all he has to do is to set unit values at an arbitrary, very low

gure, and to that extent he will incur losses, and to that extent he is

ing to convert ordinary losses into cagital gain. Now do you have

any 1dea of how we can handle that problem, or could we cover it by

exempting the accrual basis farmer who does not use the unit livestock
price basis? Would that be your thought

Senator Mercarr. I did not have any thought. You just brought
up a new subject. My problem is as you have outlined it, the problem
that you and I are trying to reach is the fact that the farmer has been
allowed a special accounting system, that system is being abused by

!
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tax-dodge farmers who create artificial farm losses to reduce the taxes
they would otherwise have to pay on their nonfarm income,.

Senator MiLLzr. We have the same objectives.

Senator MercaLr. And you brought up a question that perhaps is

not covered in here,

Senator MiLLer. I do not want to belabor the question.

My time is up. But would you be good enough to give us a sugges-
tion for the record on how to cover that problem ?

Senator MetcavLr. I certainly shall. I will look at it.

Senator MirLer. Thank you very much for your testimony. I-might
say that you and I share a very common objective on this, and I ap-

plaud your position.
Senator Mercarr. Thank you very much. .
(Pursuant to the above discussion the following information was

received by the committee:)
U.S. SENATE,

Washington, D.C. October 2, 1969.

Houn. RusseLrt B. LoxNg
Chairman, Scnate Finance, Committce

Senate Office Building,

Washington, D.C.

DeAR CHAIRMAN J.oNG: When I testified before your Committee on Septem-
ber 22 in behalf of my tex-dodge farming amendment to H.R. 13270, I was asked
by Senator Miller whether an accrual basis farmer using the unit livestock
method could still create artificial farin losses by setting his unit values “at
an arbitrary, very low figure . . .”

The unit-livestock-price method was incorporiated in December 1944 into the
regulations in order to obviate some of the difficulties encountered by livestock
raisers in determining the price of their livestock. It is applicable only to live-
stock raised and to livestock purchased before maturity and raised to maturity.
(Livestock purchased after maturity is to be included in inventory at cost when
the unit-livestock method is used. However, draft, breeding or dairy animals
purchased after maturity can, at the election of the livestock raiser, be either
included in inventory or treated as deprcciable capital assets.)

Under this method, the livestock is to be grouped by the raiser according to
class and age. Thus, a cattle raiser might have separate classes of calves, steers,
heifers and cows, and might have further classification into those for resale,
those for breeding, and those kept for dairy purposes. He must divide these into
age groups for calves, yearling steers, two-year-old steers, yearling heifers, two-
year-old heifers, and mature animals. The selected unit livestock price figure
for ench class should represent the estimated average cost of ralsing the animal
during the first year. At the close of the following year, the estimated cost of rais-
ing the animal for that year is added to the original unit livestock price. At the
end of the next year, a further addition is made, until after three years, a fiat
sum for lvestock of a particular class is arrived at and this price remains
constant.

The fact that once established, the unit prices anad classifications selected by the
taxpayer cannot be changed without the approval of the Commissioner, conld
possibly result in a premature deduction of costs “when costs are rising. In order
to assure proper recognition of price increases, I would suggest that a provision
be added to my blll that would enable the Secretary of the Treasury or his dele-
gate in conjunction with the Department of Agriculture and local officlals, to-
conduct an wanunl review of the propriety of existing estimated average costs.

I request that this letter appear in the hearing record at the conclusion of
my testimony.

Very truly yours,
. LEE METCALF.

Senator ANpERsON. Senator Harris?

Senator Harris. Senator, I, you know, share your desire to get at
these people who arrange purposely for & farm loss in order to ¢ \arge

it against nonfarm income. Do you have any way to know what per-.
33-365—09— pt. 4——6
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centage of farm and ranch land is under their control or what percent-
age of the cattle market say these kind of people represent ?

Senator Mercarr. I do not know, I do not have that information.
I have been informed by the staff of the Joint Committee on Internal
Revenue Taxation that my bill would affect less than 2 percent of the
taxable individual income tax retuins reporting a net loss from farm-
ing. I base it on the available statistics of returns of individuals with
nonfarm income rather than the amount of land that each person has.

Senator Harris. I know that you also are worried as I am that in
the process we not hurt the legitimate farmer and rancher, and it has
been said that with that amount involved, you are not talking about
vo? much recaptured revenue, but perhaps a lot of extra accounting
and other problems, tax problems for those who are legitimately in
this business, How would you respond to that ?

Senator Mercarr. We are not touching those who are legitimately
in this business. In fact, as the Senator from Iowa has indicated. the
people that are legitimately in this business are suﬁ'erins from higher
taxes and greater adjacent land values as a result of distorted land
prices, and are suffering from the unfair competition of people who
can turn outside income coupled with artificial farm losses year after
year into a tax profit, and so the other 98 percent of the farm returns
that we are telking about are going to be benefited by this bill.

I said I think that my bill would affect 14,000 individual tax returns
and brinf in $205 million. T would hope that eventually my bill, Sen-
ator Miller's approach or something of that sort would result in
having no tax revenue, because we would remove this distortion, and
this kind of competition, from our farmers, and our livestock men.

Senator Harris. That isall I have.

The CHairman. Senator Jordan?

Senator JorpaN, Senator, I just have a very simple question, and I
will relate an exact circumstance I am familiar with. A cattle rancher,
you and I know can grow a catch crop every year, and it takes possibly
80 years to grow a crop of trees, but suppose that this cattle rancher
once in 80 years sells the stumpage on his ranch for a capital gain. Can
he offset the losses of his cattle operation against that capital gaini

Senator MeTcaLr. I think both Senator Miller and I have exempted
that type of income, timber and such sold off the land.

Senator JorpaN. All right. Now assume that the $100,000 of timber
income is from a tract of land adjacent to the cattle operation but not.
used in connection with it?{

Senator Mercavr. No. If it is not used in connection with a farming
operation, for instance, if the adjacent land had an oil well on it, and
the income from the oil well, that would be nonfarm income,

Senator JornaN. So in the one instance if the timber is cut, harvest-
ed on the land, it is used with the cattle operation, it is——

Senator MeroaLr. We specifically have taken care of that.

_Senator Joroan. But if it is adjacent to it, if it is over the fence,
timberland upon which no cattle graze, you would not grant that
exemption {

Senator MercaLr. A lumber yard or something of that sort, we do
not grant it. That would be nonfarm income.

Senator JoroaN. Thank you.

The CrammMAN, Senator Fannin{

!
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Senator FanNIN. Mr. Chairman, I have just two questions,

Senator Metcalf, I agree with your objective of protecting legiti-
mate farmers, but I am just wondering how you determine who are
legitimate farmers. According to your testimony this morning, I would
think that when a farmer becomes successful and wants to diversify his
investments, then he becomes illegitimate.

Senator METCALF. Golly, in Arizona and Montana you call a farmer
illegitimate and you get into a shooting match. .

enator FANNIN, %edon’t know how else to say it. You say legiti-
mate, but I am concerned because I am thinking of Arizona. I don’t
know about Montana, but we have fariners that over a period of years
their family and all, become successful and they certainly are entitled
to diversify their investments.

Senator MErcaLy. But those successful farmers are the farmers that
make a profit on their farm, year in and year out. They are not these
men who take big artificial farm losses an(f, try to offset them with out-
side income.

Senator FaNNIN. I disagres with you on that. I think that we can
prove that you are wrong in that respect as far as the risk involved in
our State. I know you are covering drought and things of that nature
but you are not covering farming prices, you are not covering many of
the problems that occur.

ou, for instance, say that an airstrip is wrong; to have an airstrip.

Senator MercaLr. I say that it is wrong to take sume outside income
from a Texas oil firm and build an industrial type fence and put “no
;respassing” and “no hunting” every 200 yards around a 200,000 acre

arm——

Senator FANNIN. But that isn’t what you said. You were referring
to an airstrip. .

Senator MErcaLy. I referred to an airstrip that J. P. Stevens, the
former Secretary of the Army, built on a farm in Montana, and he
uses it for weekend recreation for people from his area, and he charges
off artificial farm deductions, and I doubt if he has enough herefords
on that farm to have a barbecue.

Senator FANNIN. Isn't that an exception? Senator, you are talking
about covering all of the livestock people or the ranchers just because
of one exception. There are exceptions.

Senator ALF, No; 14,000 individual tax returns are what I am
gg}ng to cover. Comparable statistics for corporations are not avail-
able,

Senator FANNIN. Wait a minute, you are talking about an airstrip.
It is highly essential in my State to have an airstrip on a farm or to
have it 1n a livestock Oferation.

Senator Mercarr. I know wheat farmers, I know livestock opera-
tors, I know sheep farmers in my State that have built airstrips, but
they don't build them because they are bankers or brokers who have
outside income and went in and bought that farm so that they could
have tax losses that they could use to reduce taxes they would other-
wise have to pay at ordinary income rates.

Senator FANNIN. What I am concerned about, do you know of any
other businesses that are being legislated against on the basis of your
bill except these?
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Senator Mercarr. I don’t know any other business, and this is what
I told Senator Curtis, that has this special accounting advantagv, and
the only reason that I am trying to put this legislation in is because
this accounting advantage that farmers have had, and I want them to.
lfmep, and they deserve, is being abused by people who are not legitimate

armers.

Senator Faxnin. But the thing about it, you are saying that as soon
as & man becomes successful, then he is in trouble.

Senator MercarLr. That is not right. What I am saying is when a
man goes out and gets himself an oil well or makes himself $100,000
income, or is a downtown banker, and then goes out and pays twice
as much as the roductivity of the farm concerned, and takes artificial
farm tax losses in order to offset his nonfarm income and by dving that
changes his incomo tux bracket from 60 percent a year to at the most
25 percent, we should keep him out of the farming business.

enator FANNIN. I am not arguing with you about your objectives.
I am arguing with you about what you achieve and the effect it has on
our livestock and farm economy.

Senator Mercarr. The effect it will have on the livestock and the
farm economy will be to restore the livestock and farm economy to
the legitimate livestock operator,

Senator FanNin. I can’t understand your analogy there. It just
doesn’t apply to successful livestock, })eople who are successful farmers,
because you would penalize them the same as you would somebody
where you give an isolated example.

Senator MercaLr. Successful livestock operators and successful
farmers don’t suffer tax losses year after year after year.

Senator FANNIN. When you say year after year, they don’t have to
before your bill would app?’ , it doesn’t have to year after year after
year after year.

Senator Mercarr. They do. My bill doesn't affect an economic farm
loss no matter what the income off the farm is. One of the men on the
Ways and Means Committee asked me the same question. He said:

; “Tl}’is bill won’t apply to my farm because I make a profit on my
arm.

And as Stanley Surrey said when he testified a couple of years ago,
he said it is a strange situation that the best businessmen in America,
the highest paid lawyers in America, the best brokers in America, the
minute they go into farming they lose more money than anybody else,
and these are the kinds of men that it would apply to.

Senator FanNin. I think that you are taking some examples that
are, I don't say completely isolated, but I would just compare it in my
own State as to what is actually happening. I tilink that is what we
have to do. We have to consider what is happening. What exists in
our States. And I don’t know about Montana, but I certainly do know
about Arizona, and I think this bill would be disastrous to my State,
because you would be taking one group and legislating against them.

Senator MeroaLr. We have one group, and that is the farmer, and
we have given him a preferred accounting system. We have already
done that. And I want to continue to do glmt, but as a result of that
preferred accounting system, Senator, we have abuses by other people
coming in and using that to reduce taxes at ordinary income rates, and
that is what I want to stop, and I think my bill, next Senator Miller’s

!
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bill, next the administration bill, and last the House bill will help

accomplish that.

Senator Fannin, Of course, when you say what you are trying to
accomplish, it is what is actually happening that T am concerned about.

Senator Mercarr. I am telling you what is actually happening.

Senator FannIn. If your bill is approved, I am thinking about the
consequences.

My time is up but I certainly cannot follow your conclusions.

The Chairman. Senator Byrd.

Senator Byrn. Senator Metcalf—thank you, Mr. Chairman—a Vir-
ginia citizen came to my office and brought me his income tax returns,
and asked me to take off somo fignres and then to put a Guestion Lo you.
I think he would gualify nnder vour definition of being a legitimate
farmer in that in 19 of the past 2 years he has made a profit. He lost
money 3 years. Now as he did well in the farming business, he made
investments, and he now has an outside income, and the outside income,
while it varies from yvear to year, to simplify the matter I will just
put it at $50,000.

Now in 1961 he had a net income from his farming operations of
£30,000, and he added that to his 50 and paid a tax on $80,000. In 1962
he had an income from his farming operations of $12,000. In 1963 he
had a net income from his farming operations of $15,000. In 1964 he
had an income from his farming operations of $9,000.

In 1965 conditions were excellent and he had an income from his
farming operations of $41,000. In cach case, of course, he added that to
his 50,000 of nonfarm income and paid a tax on the total.

Now wo come to 1966, and this is the point that particularly inter-
ested him. As a result of a combination of factors, general marketing
conditions, general weather conditions, the weather was too cold when
it should have been cool and was too hot when it shenld have been
warm, and a combination of factors, as a result of that he lost $60,000
n 1966.

Now, under your proposal, what would happen to that $60,0007

Senator Mercarr. I think under $60,000, he could go back 3 ycars,
and take it off. In 1963, 1964, and 1965 he had farm income in total
of $65,000. Ho could charge it off against his farm profits and take it
off, or if he didn't have enough 3 vears back, and the next year he
made say $15,000, he could go forward.

Senator Byrp. How would he pay a tax in 1966. He had outside
income of $50,000 but lost $60,000 on his farming operation. What
could he do then?

Mr. Korran. Senator, from the way you described the deductions
that generated that loss in 1966, they would seem to fall into the cate-
gory of special deductions in the Senator’s bill, and if that is so, then
he could take the higher figure, either the $60,000 against his nonfarm
income in that same year, because the way I understood you describe
!‘holsf?ﬁ(éeductions, they appear to be actual economic agricultural losses
in 1966,

Senator Byrp. With marketing conditions being the number one.

M:. Korr.an. Well, if these are recognized losses on the sale or ex-
change of farm property and what have you, he could take all of it in
that year and he won’t even have to carry-back or carry forward.

Senator Byrp. In other words, your bill takes into consideration the
goneral marketing conditions?
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Mr. KorLaN. Assuming that he has a recognized loss on the sale
of his farm property. I mean like a piece of stock, nothing happens
until you sell the stock. . )

Senator Byro. This has nothing to do with capital gains at all. It is
a general income.

r. KorrLaN, Right.

Senator Byrp. From general farmingoperations.

Mr. Korran. Right. '

Senator Byro. There is no change of e%uity. )

Mr. Korran. Under the facts as ycu have described, I believe that
he would be able to take it all off in 1966 against his—if it is not in the
gpecial deduction category, and the breakdown of that culvgory is
specifically listed in the blli, taxes, interest and what have you, when
youadd it all up if it is not in thet category then he has the opportunity
to carry-back and forward, but you raise a point. There is a provision
in the bill that says that if you are reporting your income the way you
would in any other kind of businass, then the {;ill doesn’t apply to you.
That particular provision is in there as a relief measure, for the fellow
who isn’t satisfied with all of the safeguards that are in the bill, for
example, he is not satisfied with the fact that there is a category for
special deductions and if they add up to a higher figure he could take
it all off, he is not satisfied with the fact that there is a carry back-
carry forward provision in the bill, he is the one that Senator Metcalf
describes as the tax dodge farmer, and that fellow is given this relief
measure in the bill to either report his income the way he would in any
other kind of business, rather than have the bill a})p]y to him because
he creates premature deductions at a time when there is no offsetting
income. ‘

Senator Byro. Did I understand you to say though that your bill
takes into consideration the general marketing conditions? If the price
of hogiis 35 cents in one year and it drops to 21 cents the next year,
then that is a special exemption isit?

Mr. Kopran. If he sells at 21 cents in that year, yes, because if those
hogs cost him more than 21 cents that is a recognized loss on the sale

of those ho§

Senator MercaLr. But when I first responded to your question,
Senator, I am not sure when you say well, he saved his money and so
he had an $80,000 income, $30,000 of which was from farming, and then
he had $12,000, and you didn’t tell me how much it was——

Senator Byrb, Just assume the outside to be 50,

Senator MercaLr. Yes.

Senator Byrp. For the Furposes of simplicity.

Senator MercaLr. Well, just as again with the store with the tea--
house that takes a loss, if he is on the accrual system and he pays taxes
on the whole unit, he is in a different situation than if he is on the cash
basis that we have especially allowed the farmer. So if he just lumps
his whole income, outside income and farm income together, and
uses inventories and so forth, he takes his losses every year. He is not
sflected by this legislation, That is what Senator Miller was pointing
ow, that we have excepted theaccrual farm.

. Senator Byrp. Assuming he is a legitimate farmer under the defini-
tion of a legitimate farmer, he makes money 19 years out of 22, he is
& fuirly good farmer if he can do that, not many I guess can do that,

¢
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g_hen he operates his farm the same as any other farmer operates his

arm.

He calculates his earnings or his losses the same as any other farmer
does, and then when he determines how much he earns on that farm
operation, he adds that to his outside income. That doesn’t put him on
an accrual basis,

Senator MercaLr. It does not. Then the response that we gave you,.
both Mr. Koplan and I, would be correct.

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

The CrairmaN. Senator Hansen.

Senator HansenN. Thank vou, Mr, Chairman.

I am very pleased to welcome my colleague from Montana here this
morning. I served with him on a few other occasions, and I have great
respect for him.

I want to clarify, if I can, Senator Metcalf, the concerns that have
grom ted your introducing the amendment that you have proposed.

understand that there are roughly around 3 million taxpayers in the
farming business who report annually, and this figure has remained
fairly constant. Does this check with tI)x’e figures you get? And I under-
stand from your test,imonf your bill would affect about 14,000 indivi-
dual tax refurns and would Taise an additional $205 million a year in
tax revenue. Is that right?

Senator MercaLr. According to the estimate that the staff of the
Joint Committee on Internal Revenue Taxation have given me.

Senator HanseN. Oh, I see.

Senator MercaLr. Itis from the Joint Committee.

Senator Hansen. Do dy'ou agree with that?

Senator Mercavrr. I don’t g::ve any reason to disagree with it.

Senator HanseN. What is the major purpose that you seek in pro-
pols'mé your amendment? Are you thinking about tax reform and tax
relie

Senator Mercarr. I am thinking about tax equity.

Senator Hansen. Tax equity. :

. Senator MercaLr. And removal of unfair competition from the
livestock and the farming industry, and removal of a serious distor-
tion of farm prices which causes increased taxes and so forth of legiti-
mate farmers above and beyond the productive capacity of those farms
and ranches,

Senator HanseN. You say a serious distortion of farm prices. Are
you implying that the presence of this unfair competition has driven
farm prices down? A

Senator MercavLr. No. It has driven the price of land ir and around
productive farms above the productive capacity of such a farm, so-
that if a young farmer, for example, wants to expand his farm, he has:
to pay sometimes twice as much for the land as it can produce, and
so he can’t go to a bank or an insurance company and say “Look, I
would like to get a couple sections of land over here.” He says, “Well,
that land sold the other day to so and so from Texas, and how much
am I going to have to pay for it ¢” :

The banker says “Well, you will have to pay about the same amount
per acre.”
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The young farmer says “I can’t produce that. I can’t make a profit
on that basis on that land.” And then it is completely distorted, Then
the tax assessor comes through and sa{s “Look, this land sold here,
this land sold there, we will have to double your tax.” And so a serious
distortion of land values results.

Senator Haxsex. When you speak of a scrious distortion of land
values, I guess you are aware, if my arithmetic is correct, that if this
bill would affect some 14,000 individuals, out of around 3 million, this
would be about one out of every 214 persons.

Senator Mrrcarr. Your arithmetic I know is better than mine, so
if you have made the computation, that is right.

enator Hansen. Wouldn’t guarantee it, but as I figure it, it comes
to about one out of every 214. Now I can share your concern over the
roung man who would like to get into the ranching business. Obviously
16 would like to get into a profitable business just as cheaply as he
could having in mind the least amount of necessary capital outlay.
What would be the attitude of the other 213 persons in the business?
D(i yo?u think they would like to see their land increase or decrease in
value

Senator MercaLr. Legitimate farmers trying to keep their farming
business productive want to keep this distortion of land value out of
the farm economy. -

Senator Hansen. How did you find that out ?

A Se}lll;itor MercaLr. Well, I am just guessing just as you are. May I
nis

Senator HanseN. Yes.

Senator MercaLr. Maybe 14 or 15 who have their land for sale
immediately are anxious to sell to these industries that are going into
the area for the tax benefits they can have. Some of the people who
are immediately inheriting the land, and want to get out of their
father’s farming business are anxious to sell.

But the one who inherits the land and has to pay an inheritance tax
on the basis of a distorted value next door doesn’t like it. The one who
is going out and trying to expand his farm doesn’t like it. The man
who has to pay taxes on this distorted value doesn't like it. It is only
the man who is trying to liquidate his ranch that thinks that that is a
pretty good idea.

Senaor HanseN. I would question that the typical rancher, who
has had to go to a bank and ask for credit would like to see the price
of real estate lowered materially. I know I have talked with a good
friend of mine who makes appraisals for one of the major life insur-
ance companies, and he cites me a considerable instance of people in
the Nebraska, Colorado and Wyoming area near Cheyenne, who have
asked for appraisals on their land, and invariably have made an
.apPIicatlon for increased loan backed up by the appreciated land
values

Now, would you suspect that any of those people would like to see
a depreciation in land values?

Senator Mercarr. They don’t like to see a depreciation in land
values if it is a depreciation in the productive capacity of their land,
‘but those farmers, at least it has been iny experience from insurance
companies and lending agencies in Montana, those farmers can’t get
:an appraisal on the basis of the productive capacity. They have to com-

4
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pete with substantial outside income so that they can convince others
that they can pay off this extra amount of money that they are paying
for others to enjoy a tax shelter. )

Senator HanseN. It has been proposed that for estate taxation pur-
poses, evaiuations be made on the basis of productive capacity rather
than on real value. What is your feeling in this instance ¢ )

Senator Mercarr. I think that it should be based on productive
capacity; yes, sir.

Senator HanseN. And not on actual value.

Senator MeTcaLr. Not on a distorted value as a result of sales to tax-
dodge farmers.

Senator Hansen. May not a distorted value become actual value?

Senator Mercarr. If it is on a productive capacity. Of course if
it is in subdivisions or something like that, that is another matter.
That is not a matter that enters into the proposition of this bill. This
bill applies only to those })eo le who are taking advantage of the
special tax situation that the farmer has, and abuses it by covering
substantial high nonfarm income, as this ad I have for high income
people suggests, with a tax shelter.

Senator HanseN. Thank you, Senator Metcalf.

My time is up.

Senator Gore. Since Senator Byrd responded to a request, I had a
young man from a neighboring State the other day ask me to submit
to you his problem and ask your reaction.

He has a farm which he obtained from his father. He made quite
an investment, in brood mares, and some cows. He expects to lose
money for the next 3 or 4 years. Hopefully eventually it will be profit-
able. He has fallen in love with a young lady who had inherited a
building from her father that provides considerable rent; also she:
teaches. Her income is something in excess of $15,000, and he wants
to know of you whether they should go ahead and get married or live
in sin,

Senator Mercarr. I would say that that young man, who is a very
smart young man, will nail down that proposition right now and get
married.

Senator Gore. Will you provide an amendment in your bill for him ¥

Senator Mercarr. He will have the income anyway.

Senator Gore. I will not argue with you, Senator. There is a prob-
lem of tax shelter here with which the Congress must deal, but I think
ﬂour contribution this morning and the questions indicate that we:

aven’t found the proper and full answer yet. I thank you very much.

Senator Mercavrr. I do want to say, that every single farm organiza-
tion is in favor of my bill. I hope, Mr. Chairman, that my other col-
leagues that follow me in support of other types of legislation will be
treated better by the audience than I bave been treated just in the last
response.

(Senator Lee Metcalf’s prepared statement and the text of his

‘amendment follow:)

STATEMENT OF HoON. LEE METCALF, A U.S. SENATOR FROM THE STATE OF MONTANA
ON BEHALF OF His PROPOSAL To ELIMINATE “TAxX-DODGE” FARMING

SUMMARY

My bill, 8. 500, would eliminate existing distortions in the farm economy by
limiting to $15,000 or to the amount of ‘special deductions” listed in my bill,
whichever is higher, the amount by which a “farm loss” may offset nonfarm.
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income. Special deductions are those that would be allowed to someone whether
or not he was in farming or because it is the type of deduction clearly beyond
a taxpayer’s control. I am referring to such things as taxes, interest, abandon-
ment or theft of farm property, fire, storm, or other casualty, losses and expenses
from drought, and recognized losses from sales, exchanges, and involuntary
conversions of farm property. Neither the House-passed bill nor the Administra-
tion’s proposal contain a comparable provision to protect the legitimate farmer
and rancher from being penalized for having incurred an economic agricultural
farm loss in a given year. My bill also provides safeguards to protect those just
starting out in farming as well as those who might find themselves in a loss
situation in a given year, not by design for tax purposes but rather by chance.
This is accomplished by a provision that allows any disallowed loss to be carried
back three years and forward five years against past or future farm income.
The problem with the approach recommended by the Administration and now
contained in the House-passed bill except for different dollar excluslons is that
it allows the tax-dodge farmer to defer any recognized capital gains while at the
same time he is allowed to continue using the full amount of his artificial losses
as an offset against nonfarm income year after year. By attempting to convert
capital gains into ordinary income rather than nip the losses in the bud before
the tax-dodge farmer can use them, both the House bill and the Administration
allow offenders an easy out with just the proper amount of tax planning.
Revenue figures provide some insight into the comparative effectiveness of
the House bill, the Administration’s proposal, and 8. 500. My bill would affect
about 14,000 individual tax returns and would raise an additional $205 million
a year from these individuals. The House bill would affect about 3,000 returns
and when fully operative raise an additional $25 million annually. These revenue
estimates do not include comparative figures for corporations. I can only imagine
the amount by which the gap between the two bills would widen even further.
The Administration estimated its 4 September proposal would apply to 9,300
individuals and raise $50 million annually. The Administration has already ad-
mitted that although the House bill adopts the same approach, the dollar ex-
clusions contained in the House bill are so high as to render it ineffective.
Here is a unique opportunity to combine substantial revenue increases with
substantial equity by restoring healthy competition to our farm economy. The
House-passed bill can be reshaped to serve as a meaningful vehicle for equitable
and effective reform in this area.
STATEMENR?T

I appreciate the opportunity to testify for legislation that would remove in-
equities between legitimate farm operators and tax dodge farmers—people who
engage In farming for the purpose of creating artificial losses which can be used
to offset substantial amouats of thelr nonfarm income,

In the firet session of the 90th Congress, I introduced 8. 2613, to amend the
Internal Revenue Code of 1054 to provide that farming losses incurred by persons
who are not bona fide farmers may not be used to offset nonfarm income. When
I ultimately decided upon the loss limitation approach as the best way to get at
this problem, one of the sources of information I considered was an article
written by Hendrik S. Houthakker, now a member of the Council of Economie
Advisors, At the time that he wrote the article, Mr. Houthakker was engaged as
a professor of Economics at Harvard. He concluded his article, which appeared
in the January-February 1967 issue of Challenge, with the observation that “if
this sacred cow is to be finally eliminated, the Internal Revenue Service may
need some help from the Congress.”

I found Mr. Houthakker’s discussion of possible methods to get at this problem
particularly stimulating. He stated as followe:

“If the tax laws are to be effective in this area, a more sophisticated definition
-of farmers is needed, or, alternatively, the offsetting of farm losses against other
income should be restricted. But this restriction has to be introduced with due
regard to the interests of genuine farmers.

“The best poesibility would be to limit the farm loss deduction to, say, $10,000
in any one year, with provisions to carry larger losses backward or forward to
be offeet against earlier or later farm profits, but not against nonfarm income.
In 1962 the taxpayers who claimed over $10,000 in farm losses had an average
noafarm income of about $50,000. ‘

“Another possibility would be to treat as farmers only those who have derived
& specified fraction of their income from farming during the past five years.

, .
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“Still another (similar to the Treasury proposal of 1963 which was rejected
by Congress) would be to allow capital gains treatment only for the amount by
which sales exceed deductions for farm losses in prior years. This proposal,
however, would not deter those who do not take capital gains at all.”

The 1963 Treasury proposal referred to by Mr. Houthakker is basically the
same proposal as that suggested by Administration officials in their testimony
before the House Ways and Means Committee on 22 Apri] of this year and re-
stated again but with higher dollar figures before this Committee on 4 September.
This proposal which has come to be known as the Excess Deductions Account ap-
proach is now contained in the tax reform bill under review by this Committee.

In July of last year, both the Departments of Treasury and Agriculture issued
highly favorable reports on S. 2613, the predecessor to my bill, S. 500, which I
reintroduced with substantial bipartisan support in January of this year. Both of
those reports endorsed the principle of my original bill but at the same time
suggested constructive modifications which I incorporated in the bill which was
lntrti)duced last Fall for discussion purposes and then reintroduced early this
session.

In order for the record to be complete on this matter here are the constructive
suggestions made by the Treasury Department in its report of 11 July 1968:

“As an alternative, we suggest placing a ceilling on the amount of nonfarm in-
come which could be offset by farm losses in any one year. If there were excess
farm Jlosses, they could be carried backward and forward to offset farm income,
but no other income, of other years. If part of a taxpayer’s income for a year
-consists of capital gains, his carryover of excess farm deductions arising from
the special farm accounting rules would not be permitted to offset it. On the
other hand, the ordinary farmer incurring a loss would be protected under this
approach in two ways: First, by allowing a limited deduction for farm losses, an
-ordinary farmer who must take part-time or seasonal employment to supplement
his income In a poor year in his farm operations would not be deprived of his
farm loss deductions. Second, the carryover ana carryback provisions would be
available to absorb large one-time losses. In other words, the provision .would,
in operation, only affect taxpayers with relatively large amounts of nonfarm
income, that is, individuals who do not have to depend on their farm income
for their livelihood.

“It is suggested that . . . corporations could be covered in the same manner
as individual farmers and farms run by a partnership.”

The Treasury Department concluded by suggesting that some kinds of farm
expenses should be excepted from the disallowance provisions. Here is the reason
for that suggestion:

“One category of farm expenses would include taxes and interest which are
generally deductible whether or not they are attributable to an income producing
activity. A second category would include casualty and abandonment losses and
expenses and losses arising from drought. These events are generally not in the
taxpayer’s control and disallowance of the loss or expense could create an undue
hardship to the taxpayer since they may be catastrophic. These same expenses
and losses are now excluded from the operation of section 270 which excludes
losses in connection with a hobby operation.”

One additional suggestion made in the report was to provide “for an adjust-
ment that would limit the measure of allowable farm deductions to the taxable
one-half of capital gains.” The reason for this suggestion was to prevent the
taxpayer from receiving a double deduction agalnst his capital gain farm income.

The suggestions contained in last year’s Treasury and Agriculture reports
together with those contalned in Mr. Houthakker's article made a great deal of
sense. For example, it was clear that all concerned agreed the most equitable
and effective way to get at this problem is to limit the amount of farm losses that
<an be used as an offset against nonfarm income in any one year.

The problem which now exists is that liberal tax accounting rules designed
for the benefit of the ordinary farmer are being manipulated by nonfarmers.
These nonfarmers engage in farming for the purpose of creating artificial losses
that they can use to reduce the taxes they would otherwise have to pay on high-
bracket nonfarm income. The tax losses which these tax-dodge farmers show
are not true economic losses. These so-called ‘‘tax losses” arise from deductions
taken because of capital costs or inventory costs and thus usually represent &an
investment in farm assets rather than amounts actually lost. Usually, the invest-
ment is ultimately sold and taxed only at lower capital gains rates.

The deductions are set off against ordinary income, while the sale price of the
resulting assets represents capital gain. The gain is then usually the enfire sales



A A

2738

price since the full cost of creating the asset has previously been deducted against
ordinary income, In reporting on my original bill S. 2613, in July of 196%, the
Treasury reviewed the two principal methods of accounting used in reportin<
business income for tax purposes. Generally speaking, those businesses which do
not Involve the production or sale of merchandise may use the cash method.
Under that method, income is reported when received in cash or its equivalent,
and expenses are deducted when paid in cash or its equivalent.

However, in businesses where the production or sale of merchandise Is a sig-
nificant factor, Income can be properly reflected only by deducting the costs of
merchandise in the accounting period in which the income from its sale is
realized. This means that costs are recorded when Incurred and sales when
made, and costs attributable to unsold goods on hand at year's end are included
in inventory. Under this method of accounting, the deduction of costs included
in inventory must be deferred until the goods to which they relate are sold rather
than being deducted wnen the costs are incurred. Thus, under this second method
of accounting, income from sales of inventory and the costs of producing or
purchasing such inventory are matched in the same accounting period. The end
result in this type of business is a proper reflection of income.

The Treasury Department has bistorically permitted farmers to deviate from
general accounting practices to spare the ordinary farmer the bookkeeping
chores associated with inventories and accrual accounting. In addition the
Treasury has in the case of some capital outlays permitted farmers to write
them off as if they were current expenses.

On 5 February of this year, the House Ways and Means Commit*ee published

a study of needed areas for tax reform conducted by the Treasury Department
during the last two years of the Johnson Administration. In discussing the effect
that tax-dodge farmers have on the farm economy the study points out that “when
a taxpayer purchases and operates a farm for its tax benefits, the transaction
leads to a distortion of the farm economy. The tax benefits allow an individual
to operate a farm at an economic breakeven or even a loss and still realize an
overall profit. For example, for a top-bracket taxpayer, where n deduction fx
assoclated with eventual capital gains income, each dollar of deduction means
an immediate tax savings of seventy cents”—or seventy-seven cents with the
surtax—*''to be offset in the future by only twenty-five cents of tax. This cannot
‘help but result in a distortion of the farm economy, and it is harmful to the
ordinary farmer who depends on his farm to produce the income needed to sup-
port him and his family.
" *“This distortion may be evidenced in a varlety of ways: For one, the attrac-
tive tax benefits available to wealthy persons have caused them to bid up the
price of farmiand beyond the price which would prevail in a normal farm
economy, and i8 harmful to the ordinary farmer who must compete in the market-
place with these wealthy farm owners who may consider a farm profit—in the
economic sense—unnecessary for their purposes.”

My bill would eliminate these distortions by limiting to $15,000 or to the
amount of the ‘“special deductions” listed in the blll., whichever is higher, the
amount by which a “farm loss” may offset a taxpayer’s nonfarm income. The
$15,000 figure is reinforced by the following observation contained in Treasury’s
two-year study, and I quote: “If a taxpayer has more than $15,000 of nonfarm
income, his primary source of livelihood is not likely to be his farming efforts,
and, thus, he is not the type of farmer for swhom the special accounting rules were
devised.” Generally, a farm loss would be the amount by which farm deductions

‘exceeded farm income in any given year. For this purpose, as tlie 1968 Treasury

report suggested, the untaxed one-half of long-term capital gains attributable
to farm property would not be included in farm income. Farm deductions include
all deductions that are attributable to the business of farming. If the taxpayer's

nonfarm income 18 in excess of $156,000 in any given year, the limit on his deduct-

ible loss in that year would be reduced by one dollar for each dollar of such

-excess, However, economic losses are protected by providing that the $15.000

Toss limftation will be raised to the amount of the taxpayer’s special deductions

" if that amount 1s higher than $15,000.

When Assistant Secretary of the Treasury Edwin 8. Cohen testified before this
Committee on 5 September he referred to the fact my bill is now pending before:
this Committee. He was then asked by Senator Hartke and I quote: “What Is
wrong with that bil1?” Answer by Mr. Cohen, “Well, suppose as Senator Gore said,
a.short while ago, there were an actual economic loss of $50,000, suppose there is

an actaal economic loss from tornado, floods, low prices, drought, any number of

!
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factors, why should we disallow a true economic loss to the farmer or where
should we disallow it in any event at strictly $15,000 a year.”

There are two observations I must make with respect to that answer. First,
if there were an actual economic 1oss of $50,000 from tornado, floods, low prices,
drought or any other factor beyond the control of the taxpayer under the pro-
visions of my bill the entire amount of that economic loss could be used to offset
nonfarm income. Assistant Secretary Cohen’s answer simply demonstrated that
he had never read my bill, My bill specifically takes into account the nature of
the deductions that generate a loss in a given year. It provides that if the sum
total of deductions paid or incurred in the business of farming and which are
attributable to taxes, interest, the abandonment or theft of farm property, or
losses of farm property arising from fire, storm, or other casualty, losses and
expenses directly attributable to drought, and recognized losses from sales,
exchanges and involuntary conversions of farm property—if any one or all of
those deductions adds up to a figure that is higher than $15,000 then the tax-
payer is allowed to use the higher figure as an offset against nonfarm income.
An exception is made in my bill for such deductions since they are in general
deductlons which would be allowed to apyone holding farm property without
regard to whether it was being used in farming or because it is the type of
deduction that is clearly beyond the control of the taxpayer.

My second observation is that assuming an actual economic loss of $50,000
caused by any of the economic factors listed by Assistant Secretary Cohen, and
assume one additional fact ., . . that the taxpayer has an adjusted gross nonfarm
income in excess of $25,000 in that same year, it is the Administration’s proposal
that would penalize the taxpayer for an economic loss. Although the loss could
be used as an offset against nonfarm income the entire amount of that loss
would have to be included in the Administration's excess deductions account.
To the extent of the balance in that account, what would otherwise be a long-term
capital gain from farming in a subsequent year would be converted into ordinary
income. The House-passed bill would also attempt to recapture an econonic loss
by the same method but to a lesser degree because it only applies to that portion
.of n farm loss above $25,000 and then only if nonfarm adjusted gross income
ix above $30,000. When Assistant Secretary Cohen testified he observed that the
dollar exclusions contained in the House-passed bill render the bill ineffective,

Getting back to the loss limitation approach, my bill adopts a suggestion made
in both the 1908 Agriculture and Treasury reports as well as in Mr. Houthakker's
article, If the farm loss in any given year is greater than the allowable amount,
it would be carried backward three years and forward five years to offset farm
income of those years. This safeguard is in the bill to protect new farmers who
.are sincerely interested in farming but who understandably might be unable
to turn an economic profit in those years.

My bill also provides that a taxpayer may treat a nonfarm business as a part
-of his farming operation if it is related to and on an integrated basis with the
farm business. Some recent inquiries about this provision indicate that there
are those vwho would attempt to use it to offset some artificial farm losses arising
from the farm tax accounting rules against income earned in another business.
This provisivn is not intended to allow & business to be considered as related
.and conducted on an integrated basis with the farming operation unless it
wconsists of the processing of a product raised in the farming operation. Further-
Inore, it is only equitable that to qualify to elect this provision, the sale of such
processed product should produce a substantial portion of the total receipts of the
.over-all operation. Moreover, this provision is intended only for purposes of
‘measuring the size of the “farm loss” to ascertain whether certain deductions
are allowable. This provision is not meant to allow the nonfarm business to be
treated as a farm operation for the purpose of adopting accounting methods,
the filing of estimated tax returns, or the filing of final returns, aud the like.

The House-passed bill and the Administration’s proposal both adopt the pro-
posal contained in 8. 500 which would exclude from the application of any
limitation, the taxpayer who is willing to follow with respect to his farming
Ancome, accounting rules which apply generally to other taxpayers; that is it
he uses inventories in determining taxable income and treats as capital items—
but subject to depreciation in cases where other taxpayers wonld take deprecla-
tion—all expendjtures which are properly treated as capital items rather than
.treating them as expenses fully deductible in the current year.

My bill ‘bas gained substantial bipartisan support in both the House and the
.Senate. Twenty-six other Senators, including three members of this Committee
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(Senators Hartke, McCarthy, and Harris) are cosponsors of 8. 500. At last
count, the loss limitation approach contained in the bill had been specifically
endorsed by members of at least thirty different Congressional delegations..

Aside from Congressional support the method of approach taken in S. 500 has
the full support of all those who are sincerely interested in the working farmers.
of our Nation. For example, the National Farmers Union, the American Farm
Bureau Federation, the National Grange, the National Farmers Organization,
the National Council of Farmer Cooperatives, the National Assoctation of Wheat
Growers, the Cooperative League of the U.S.A. the National Association of
Farmer Elected Committeemen, the Farmland Industries Cooperative, the Mid-
Continent Farmers Association—formerly known as the Missourl Farmers
Assgociation, the Farmers Grain Dealers Association, the AFL-CIO, the Industrial
Union Department of the AFL-CIO, the United Steelworkers, the South Texas
Cotton and Grain Association, Inc.,, and the Amalgamated Meat Cutters and
Butcher Workmen, have all called for a limit to be placed on the amount of
artificial farm losses that can be used as an offset against nonfarm income.

Contrast this type of support with the testimony of the National Livestock
Tax Committee before the House Ways and Means Committee some six years
ago. This Is what the National Iivestock Tax Committee had to say about the
excess deductions account approach in 1963 and I quote: “We cannot say whether
it would work or would not, but it is the most modest approach that has come
to our attention.”

Well, that sort of grudging praise coming from an organization that has been
fighting tax reform in this area every step of the way made be take a hard look
at the EDA approach when I first considered ways to get at this problem without
hurting the legitimate farmer.

The basic problem with the EDA approach is that it allows the tax-dodge
farmer to defer any recognized capital gains until he chooses to sell and at the
same time, allows him to continue along his merry way each year using artificial
farm losses as an offset against nonfarm income. With proper tax planning the
balance in the excess deductions account can be milked dry by the time the
taxpayer decldes he is ready to recognize long-term capital gains. Such a pro-
posal will not remove any of the incentive from existing clients of cattle manage-
ment firms such as Oppenheimer Industries. Instead of catching the taz-dodge
farmer with his hand in the cookle jar by limiting premature deductions each
year, the EDA spproach lets the tax-dodge farmer put us in the position of
having to reflll an empty jar.

Farm operations carried on by corporations usually are not separately
reported on the corporation tax return. Consequently, data concerning the
number of corporations and revenue effect with respect to corporations could
not be be determined with respect to either the EDA approach or the loss
limitation approach.

However, I do have revenue figures that provide some fnsight into the com-
parative effectiveness of the House bill, the Administration’s proposal, and 8. 500.
At my request the Chief of Staff of the Joint Committee on Internal Revenue
Taxation, Laurence N. Woodworth, has provided me with the following statistics.

My bill would affect in the neighborhood of 14,000 individual tax returns.
It is estimated that it would raise an additional $205 million a year from these
individuals. The number of returns affected by the “Excess Deductions Account”
provision of H.R. 18270 is estimated to be in the neighborhood of 8,000. By 1979
the estimated increase in tax liability under the farm provisions of the House
bill are as follows: excess deductions account, $10 million; depreciation recap-
ture, $6 million ; holding period of livestock, $5 million ; hobby losses, negligible ;
for a total of $20 million by 1979. It is estimated that sometime after 1979 the
increase in tax lability ascribed to the excess deductions account provision
would increase an additional $56 million. 8o we are talking in terms of increased
revenue under the House-passed bill of $25 million a year as opposed to $205
million under 8, 500, These revenue estimates do not include comparative figures
for corporations. We can only leave to the fmagination the amount by which
the gap between the two bills would widen even further.

The Administration estimated on 4 September that its modified EDA rule
“would apply to only 9,800 individuals” and that the long-range revenue effect
of its farm loes provisions would be $50 million, still & far cry from the amount
of revenue that could be raised by equitably and effectively dealing with this

problem.
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Elimination of the exception for livestock from the depreciation recapture
rules was analyzed in detail several years ago by the President of Oppenheimer
Industries, General Harold L. Oppenheimer. General Oppenheimer has been
described by Time magazine as the “Bonaparte of Beef.” He has authored three
books for the cattle industry, Cowboy Arithmetic, Cowboy Economics and Cowboy
Litigation. I have been informed by his Washington representative that a fourth
book, Cowboy Politics is now in preparation. Here is what the General had to
say in 1966 in his book, Cowboy Economics, about the depreciation recapture
provision that has since been adopted in the House-passed bill :

“Members of Congress and officials of both the old and the new administrations
have suggested that where accelerated depreciation is taken, on any subsequent
sale, the portion of the capital gain which represents the recovery of previously
taken depreciation should be treated as ordinary income. This is essentially the
system now used in Canada.

“Evaluation. This piece of legislation is undoubtedly going to get passed within
the next year or so, although it was deleted by the House Ways and Means
Committee from the 1964 Tax Bill. However, as far as breeding herds are con-
cerned, this is a matter of relatively little significance. During the first two years
of a purchased breeding herd, the culls sold from the herd on a capital gain basis
are very unlikely to exceed the depreciated value by more than a few dollars.
During the third and fourth years, this could be a matter of some importance
in the sale of culls but without an appreciable percentage effect on the overall
picture. During the fifth year, most of the animals with an original capital base
will have been sold and the herd will consist almost entirely of animals born
lt;; it at,no cost basis, so the effect this legislation would achieve would then

zero.’

General Oppenheimer’s book, Cowboy Litigation, contains an interesting chap-
ter, “Tax Play in Race Horses.” Here are some of the observations contained in
that chapter.

‘“The tax aspects of the horse business are unique, but in most instances,
parallel the cattle business . . .

“Stud fees paid by the owner of a mare are currently deductible or they can
be capitalized and depreciated over the life of the foal. Unless the breeder is
in a loss position and concerned about a so-celled hobby loss, it would be better
to expense the fee. ..

“Depreciation can produce considerable tax benefits as with cattle . . .

“Animals held for breeding are treated the same as other livestock such as
cattle. ..

“Continued losses are a problem and always subject to scrutiny. . . . Breeding,
racing, and the showing of horses have always been suspect, particularly when
conducted by a high-bracket taxpayer that endeavors to write the losses off
against other income . . . As with cattle, the decision turns on the subjective
motives and profit potential of the owner . . . Country estates and small opera-
tions are in the face suspect. The more attention paid to the business and the
professional manner in which the business is operated are all plus factors.”

I shall turn now to some of the more common allegations made by those who
oppose my hill. For example, there are some who say that the bill would force
farmers to use the accrual system of accounting; that the bill would prevent
the successful farmer or rancher from engaging in nonfarm operations with
outside income for fear of losing his right to deduct farm losses; that the bill
would discourage the flow of sutside money into ranching and farming operations
and so on,

I have repeatedly denied these allegations. Statistics reveal that there are
a comparatively few taxpayers who enter into farming as a tax-dodge device.
The 82-page report, “Statistics of Income—1967, Preliminary, Individual Income
Tax Returns,” published on January 14 of this year reveals that for 1967 there
were approximately 770 thousand taxuble individual income tax returns filed
that reported a net loss from farming. My bill would affect in the neighborhood
of 14 thousand or slightly less than 2 percent of those returns. This s statistical
evidence that my bill will only affect the tax-dodge farmers who are currently
distorting the farm economy.

In discussing statistical evidence of this problem, the Treasury’s two-year
study, published on 6§ February of this year, points out that a growing bhody of
investment advisors 18 currently advertising that they will arrange farm invest-
ments for high-bracket taxpayers to enjoy deductions on dollars that are really
spent to acquire capital assets. It is because of that kind of advertising that
people are being drawn to farm ‘“‘tax-loss” situations.
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Just last year I saw an ad in a magazine called the Airline Pitot that read
in part—“Own a cltrus grove using tax dollars as your total invesiment, . ., ."”
The ad was headed “Tax Shelters for 1968” You can pick up the Wall Street
Journal on any given day and find ads of this type. For example, the other day
I came across one that read in part: “Pistachio Nuts, The Green Nut with the
Golden Future . . . Outstanding opportunity for land investment and Pistachio
nut tree planting program . . . Most of growing costs deductible.”

As I evaluated each of the proposals pending before this Committee, I must
admit that I have become even more convinced that the fairest and most effec-
tive way to get at this problem is to adopt the loss limitation approach contained
in 8. 500. Here is a unique opportunity to scale down the long run revenue loss
that results from the sum total of all the provisions of the 368-page House bill
while at the same time we increase substantially the equity of our tax laws
through a healthier farm economy.

{H.R. 13270, 91st Cong., first sess.)
[Amdt. No. 139]
IN THE SENATE OF THE UNITED STATES
AvugusTt 13, 1969
Referred to the Committee on Finance and ordered to be printed

AMENDMENT

Intended to be proposed by Mr. MeToaLr to H.R. 13270, an Act to reform the
income tax laws, viz: Page 139, beginning with line 10, strike out all
through line 6, page 152 (section 211 of the bill), and insert the following:

SEC. 211. FARM LOSSES.

(a) IN GENERAL.~—Part IX of subchapter B of chanter 1 (relating to items not
deductible) is amended by adding after section 279 (added by section 411(a) of
this Act) the following new section:

“SEC. 280. LIMITATION ON DEDUCTIONS ATTRIBUTABLE TO FARMING.

“(a) GENerAL RurLE.—In the case of a taxpayer engaged in the business of
farming, the deductions attributable to such business which, but for this section,
wouldtbe allowable under this chapter for the taxable year shall not exceed the
sum of—

) “(1) the adjusted farm gross income for the taxable year, and
4(2) the higher of—

“(A) the amount of the special deductions (as defined in subsection
(@) (3)) allowable for the taxable year, or :

“(B) $15,000 ($7,500 in the case of & married individual filing a
Separate return), reduced by the amount by which the taxpayer's ad-
justed gross income (taxable income in the case of a corporation) for
the taxable year attributable to all sources other than the business of
farming (determined before the application of this section) exceeds
slés,wt; {37,500 in the case of a married individual filing a separate
return).

¥(b) ExCEPTION YOR TAXPAYERS USING CERTAIN ACOOUNTING RULES.~—
“(1) Ix Genrsar.—Subsection (&) shall not apply to & taxpayer who has
filed a statement, which is effective for the taxable year, that—-

““(A) he is using, and will use, a method of accounting in computing
taxable income from the business of farming which uses inventories in
determining fncome and deductions for the taxable year, and

“{B) he is charging, and will charge, to capital account all expendi-
tures paid or incurred in the business of farming which are properly
chargeable to capital account (including such expenditures which the
taxpayer may, under this chapter or regulations prescribed thereunder,
otherwise treat or elect to treat as expenditures which are not chargeable
to capital account),

S
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*(2) TIME, MANNER, AND EFFECT OF STATEMENT.—A statement under para-
graph (1) for any taxable year shall be filed within the time prescribed by
law (including extensions thereof) for filing the return for such taxable
year, and shall be made and filed in such manner as the Secretary or his
delegate shall prescribe by regulations. Such statement shall be binding on
the taxpayer, and be effective, for such taxable year and for all snbsequent
taxable years and may not be revoked except with the consent of the Secre-
tary or his delegate.

“(3) CHANGE OF METHOD OF ACCOUNTING, ETC.—If, in connection with a
statement under paragraph (1), a taxpayer changes his method of nccount-
ing in computing taxable income or changes a method of treating expendi-
tures chargeable to capital account, such change shall be treated as having
been made with the consent of the Secretary or his delegate and, in the case
of a change in method of accounting, shall be treated as a change not initiated
by the taxpayer.

‘*(¢) CARRYBACK AND CARRYOVER OF DIBALLOWED FARM OPERATING LOSSES.—-

‘(1) IN GENERAL.—The disallowed farm operating loss for any taxable
year (hereinafter referred to as the ‘loss year') shall be—

“(A) a disallowed farm operating loss carryback to each of the 3
taxable years preceding the loss year, and

“(B) a disallowed farm operating loss carryover to each of the §
taxable years following the loss year,

and (subject to the limitations contained in paragraph (2)) shall be allowed
as a deduction for such years, under regulations prescribed by the Secretary
or his delegate, in 8 manner consistent with the allowance of the net operating
loss deduction under section 172.

“(2) LIMITATIONS.—

“(A) IN GENERAL.—The deduction under paragraph (1) for any taxable
year for disallowed farm operating loss carrybacks and carryovers to
such taxable year shall not exceed the taxpayers’' net farm income for
such taxable year.

“(B) CarryBaCcKk8.—The deduction under paragraph (1) for any tax-
able year for disallowed farm operating loss carrybacks to such taxable
year shall not be allowable to the extent it would increase or produce a
net operating loss (as defined in section 172(c)) for such taxable year.

-(3) TREATMENT AS NET OPERATING LOSS CARRYBACK.—Except as proviled
in regulations prescribed by the Secretary or his delegate, n disallowed farm
operating loss carryback shall, for purposes of this title, be treated in the
same manner as a net operating loss carryback.

“(d) DexnITIoNs.—For purposes of this section—

“(1) ADJUSTED FARM GR088 INCOME.—The term ‘adjusted farm gross in-
come’ means, with respect to any taxable year, the gross income derived
from the business of farming for such taxable year (including recognized
gains derived from sales, exchanges, or involuntary conversions of farm
property), reduced, in the case of a taxpayer other than a corporation, by an
amount equal to 50 percent of the lower of—

“(A) the amount (if any) by which the recognized gains on sales,
exchanges, or involuntary conversions of farm property which, under
section 1231(a), are treated as gains from sales or exchanges of capital
assets held for more than 12 months exceed the recognized losses on
sales, exchanges, or involuntary conversions of farm property which
under section 1231(a) are treated as losses from sales or exchanges of
capital assets held for more than 12 months, or

“(B) the amount (if any) by which the recognized gains described
in section 1231 (a) exceed the recognized losses described in such section.

#(2) NET FARM INCOME.—The term ‘net farm income’ means, with respect
to any taxable year, the gross income derived from the business of farm-
ing for such taxable year (including recognized gains derived from sales,
excha}]ges. or involuntary conversions of farm property), reduced by the
sum of—

“(A) the deductions allowable under this chapter (other than by
subsection (c) of this section) for such taxable year which are at-
tributable to such business, and

“(B) in the case of a taxpayer other than a corporation, an amount
equal to 50 percent of the amount described in subparagraph (A) or
(B) of paragraph (1), whichever is lower.

§3-865 0—69—pt. 4—7
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“(8) SPECIAL DEDUCTIONS.—The term ‘special deductions’ means the deduc-
tions allowable under this chayter which are paid or incurred in the busli-
" ness of farming and which are attributable to—

“(A) taxes,

*(B) interest,

‘“(C) the abandonment or theft of farm property, or losses of farm
property arising from fire, storm, or other casualty,

“(D) losses and expenses directly atiributable to drought, and

‘“(B) recognized losses from sales, exchanges, and involuntary con-
versions of farm property.

(4) FARrM PROPERTY.—The term ‘farm property’ means property which is
used In the business of farming and which is property used in the trade or
business within the meaning of paragraph (1), (3), or (4) of section 1231 (b)
(determined without regard to the perfod for which held).

“(5) DISALLOWED FARM OPERATING Los8.—The term ‘disallowed farm op- |
erating loss’ means, with respect to any taxable year, the amount disallowed
as deductlons under subsection (a) for such taxable year, reduced, in the
case of a taxpayer other than a corporation, by an amount equal to 60 per-
cent of the amount described in subparagraph (A) or (B) of paragraph (1), !
whichever 18 lower. :

“(e) SpeciaL RULEs.—For purposes of this section—
“(1) BUSINESS OF FARMING.—A taxpayer shall be treated as engaged in
the business of farming for any taxable year if— :
“(A) any deduction is allowable under section 162 or 167 for any |
expense paid or incurred by the taxpayer with respect to farming, or with
respect to any farm property held by the taxpayer, or
“(B) any deduction would (but for this paragraph) otherwise be hl-
lowable to the taxpayer under section 212 or 167 for any expense paid
or incurred with respect to farming, or with respect to property held
for the production of income which is used in farming.
For purposes of this paragraph, farming does not include the raising of
timber. In the case of a taxpayer who is engaged in the business of farmjng .
for any taxable year by reason of subparagraph (R), property held for the &
production of income which is used in farming shall, for purposes of this -
chapter, be treated as property used in such business.

“(2) INcoME AND DEDUCTIONS,—The determination of whether any item of
income {8 derived from the business of farming and whether any deduction
is attributable to the business of farming shall be made under regulations ¢
prescribed by the Secretary or his delegate, but no deduction allowable
under section 1202 (relating to deduction for capital gains) shall be attrib- E
utable to such business.

t:;(%) CONTROLLED GROUP OF CORPORATIONS.—If two or more corporations
which—
“(A) are component members of a controlled group of corporations
(as defined in section 1563) on a December 31, and
“(B) have not filed r statement under subsection (b) which is ef-
fective for the taxable year which includes such December 31,
each have deductions attributable to the business of farming (before the
application of subsection (a)) in excess of its gross incame derived from
such business for its taxable year which includes such December 81, then, in
applying subsection (a) for such taxable year, the $15,000 amount specified
in paragraph (2) (B) of such subsection shall be reduceG for each such cor-
poration to an amount which bears the same ratio to $15,000 as the excess of
such deductions over such gross tncome of such corporation bears to the ag-
gregate excess of such deductions over such gross income of all such
corporations.

““(4) PARTNERSHIPS.—A business of farming carried on by a partnership
shall be treated as carried on by the members of such partnership in propor-
tlon to their interest In such partnership. To the extent that income and
deductions attributable to a business of farming are treated under the preced-
ing senence as income and deductions of members of a partnership, such in-
come and deductions shall, for purpoges of this chapter, not be taken into
account by the partnership.

“(8) Two OR MORE BUSBIRESSES.—If a taxpayer is engaged in two or more
businesses of farming, such businesses shall be treated as a single business.

f
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“(6) RELATED INTEGRATED BUSINESSES.—If a taxpayer is engaged in the
business of farming and is also engaged in one or more businesses which
are directly related to his business of farming and are conducted on an in-
tegrated basis with his business of farming, the taxpayer may elect to treat
all such businesses as a single business engaged in the business of farming.
An election under this paragraph shall be made in such manner, at such time,
and subject to such conditions as the Secretary or his delegate may pre-
scribe by regulations.
“(7) SUBCHAPTER 8 CORPORATIONS AND TIIEIR BHAREHOLDERS.—
“For a special treatment of electing small business corporations
which do not file statements under subsection (b) and of the share-
holders of such corporations, see section 1380.

“(f) ReauratioNs.—The Secretary or his delegate shall preseribe such regu-

lations as may be necessary to carry out the purposes of this section,”
(b) SUBCHAPTER S8 CORPORATIONS.—Subchapter S (relating to election of
certain small business corporations as to taxable status) is amended by adding
after section 1379 (as added by section 541(a) of this Act) the followlng new

section:
“SEC. 1380. ELECTING SMALL BUSINESS CORPORATIONS ENGAGED IN
BUSINESS OF FARMING.

“(a) SEPARATE APPLICATION TO FARMING INCOME AND DEpUcTIONS.—Under
regulations prescribed by the Secretary or his delegate, an electing small business
corporation which is engaged in the business of farming during its taxable year
(other than a corporation which has filed a statement under section 280(b)
which is effective for such taxable year), and the shareholders of such corpora-
tion, shall apply the provisions of sections 1373 through 1378, separately with
respect to—

“(1) income derived from the business of farming by such corporation
and deductions attributable to such business. and )
“(2) all other income and deductions of such corporation.
In computing the taxable incoma and undistributed taxable income, or net
operating loss, of such corporation with respect to the business of farming,
no deduction otherwise allowable under this chapter shall be disallowed to such

corporation under secton 280.
“(b) SHAREHOLLERS TREATED A8 ENGAGED IN BUBINESS OF FARMING, ETC.—For

purposes of section 280—
(1) each shareholder of an electing small business corporation to swhich
supsectlon (a) applies shall be treated as engaged in the business of farming,
‘(2) the undistributed taxable income of such corporation which is
included in the gross income of such shareholder under section 1373 and is
attributable to income and deductions referred to in subsection (a) (1),
and dividends recelved which are attributable to such income and deductions
and are distributed out of earnings and profits of the taxable year as
specified in section 816(a) (2), shall be trerted as income derived from the
buglness of fayming by such shareholder, and
(3) the deduction allowable (before the application of section 280) to
such shareholder under section 1374 as his portion of such corporation’s
net operating loss attributable to income and deductions referred to in
ggb&e:tl?n (a) (1) shall be treated as a deduction attributable to the business
ming.
“(e) SPECIAL RULES OF SECTION 280(e) ArpLICABLE.—For purposes of this
section, the specfal rules set forth in section 280(e) shall apply.”pos
paig)l fuafmm:)ré hAm: C(E«Ff;m;]mo AMENDMENTS.— (1) The table of section for
of subchapter B of chapter 1 is amended ddi
the following new item: ot by adding at the end thereof
2) Beetl "Sec:zzso. Limitation on deductions attributable to farming.”
ection 172(1) is amended by adding at th ;
new p?tgz)raph: y g e end thereof the following
¢ For limitations on deductions attributable to farmin and speclal
treatment of disallowed farm operating losses, see section 2%0.” pee
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(8) Section 881(c) is amended by adding at the end thereof the following
new paragraph:

“(24) FABM OPERATING LOSS CARRYOVERS.—The acquiring corporation
shall take into account, under regulations prescribed by the Secretary
or his delegate, the disallowed farin operating loss carryovers under
section 280 of the distributor or transferor corporation.”

(4) The table of sections for subchapter S is amended by adding at the end
thereof the following new item:

“S8ec. 1380. Electlnf small business corporations engaged in business of
farming."

(d) EfFecTive DATE—The amendments made by this section shall apply to
taxable years beginning after December 31, 1989, except that for purposes of
applying section 280(c) of the Internal Revenue Code of 1954 (as added by
subsection (a)) with respect to disallowed farm operating losses of any tax-
payer for taxable years beginning after such date—

(1) such amendments shall also apply to the 3 taxable years of such
taxpayer preceding the first taxable year beginning after such date, and

{2) in the case of a taxpayer to whom section 1380(b) of such Code
(as added by subsection (b)) applies for any of his first 3 taxable years
beginning after such date, section 1530 of such Code shall apply with
respect to the electing small business corporation of which such taxpayer
is a shareholder for the 3 taxable years preceding each such taxable year
of such taxpayer, but only with respect to any such preceding taxable year
for which the corporation was an electing small business corporation.

Senator ANDERsON. Senator Cooper.

STATEMENT OF HON. JOHN SHENMAN COOPER, A U.S. SENATOR
FROM THE STATE OF KERTUCKY .

Senator Cooprer. Yes.

Mr. Chairman and members of the committee, it is my honor today
to introduce to the committee the Governor of the Commonwealth of
Kentucky, the Honorable Louie B. Nunn, now serving the second year
of his 4-year term. We appreciate your waiting here. He will testify
on a subject which is of concern to our State.

STATEMENT OF HORN. LOUIE B. NUNN, GOVERNOR OF THE STATE
OF KENTUCKY; ACCOMPANIED BY GEORGE A. SMATHERS,
GENERAL COUNSEL, AMERICAN HORSE COUNCIL

Mr. SsatERs. Mr. Chairman, may I say preliminarily that we had
an agreement with the chairman and the staff that the American Horse
Council* would have four witnesses, each one of which would testify
not to exceed 10 minutes, and that we are, of course, very proud and
happy to have as our first witness the distinguished Governor of Ken-
tucky, Mr. Nunn.

Governor Nun~. Thank you Senator Cooper, Mr. Smathers, mem-
bers of the committee. I apEreciate this opportunity to appear before
the committee, but more than that, the opportunity to Yisten to the
various witnesses and the discussion this morning, particularly as it
relates to the farm economy. As I listened, I was reminded of Mr.
Butler, a farmer down in Kentucky and I think he would fall in the
category of a “legitimate farmer.” He had been farming for several
years, when the county aﬁcnt, under a State and Federal program,
went out to advise him on how he could enhance his income. The agent
sfzugg%toaq dthat he buy a herd of cattle and feed them out, which the

armer did.

*The prepared statement of the American Horse Council submitted by former Senator
Thruston Morton and George Smathers appears at p. 2792. 4

I
’



T TR A I g 0 R T o Sl

-y

Py .

bl

R -

2747

Later, at a meeting that the county agent was conducting down at
the local schoolhouse, he was explaining the programs and what they
had meant to the farmers. He called on Mr. Butler to explain what
his herd of cattle had meant to him.

The old farmer said that when he took into consideration the feed
that he had raised, the feed that he bought, and the time that it took
to care for them, that he figures he broke about even.

The county agent said “that is the trouble with you farmers—you
didn’t take into consideration, Mr. Butler, the fact that if you hadn’t
had that herd of cattle, you would have had to buy fertilizer for that
east 40 acres. Since you used the manure, that saved yo: from spending
money on fertilizer, and you should consider that as profit.”

Mr. Butler said that he thought the farm situation had come to a
sorry plight when you had to take your profit out in manure.
[Laughter.)

My purpose in appearing before this committee is to present to you
facts and statistics on this proposed legislation which would materially
and adversely affect the economy of my own State and that of 26 other
States that are involved in horse raising and breeding.

In addition to the 27 States to which I refer, I am sure that there
will be other presentations that will be made to this committee on the
effect that the legislation would have on them.

Realizing the importance and the significance of the proposed legis-
lation, and the limited time resulting from the tremendous workload
of this committee, my remarks shall be very brief and pointed.

Kentucky, as you know, has achieved the position of worldwide
preeminence in thoroughbred, standard bred, and saddle bred, breed-
ing and racing horses. While these endeavors are most drastically
affected by the legislation that you now must consider, they are not
the only areas about which we have the greatest concern. I would
only point out in passing that my State ranks 10th in the production
of cattle and dairy products, and certainly we all know that in every
phase of the farm economy, it is suffering. Therefore my interest is
not directed toward a single purpose.

Indeed, even though f may make frequent references to my own
State, this legislation is of such wide geographical and economic co'1-
cern that I am sure any number of Governors could and would appear
before you if time permitted.

Let me make it abundantly clear that I am not here today to ask for
special favors for Kentucky or for special treatment for the Kentucky
horse industr?'. My purpose is to outline the importance of the horse
industry of the United States and to help the members of this com-
mittee to weigh carefully the consequences of the various tax changes
that have been propose({

My statement is not mere conjecture or verbiage. It is based on sta-
tistics—statistics developed by the Spindletop Research, Inc., a not-
for-profit independent research institute estaglished to stimulate the
economy and the industrial development of Kentucky and its regions.

I would point out that the Federal Government and many private
enterprises have used Spindletop for research purposes.

. The study is entitled “Economic Importance of the E}’Iorses Industry
in the United States.” The study was performed as a special public
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service in hopes of clarifying some of the questions and some of the
misconceptions surrounding 510 horse industry. Attached to this state-
ment and to be filed herewith is the complete text of the Spindletop Re-
search report. (See p. 2755.) .

When viewing the horse industry from the national standpoint, it
is necessary to consider not only its economic importance but also its
recreational and educational significance. Directly affected are those
who engage in the commercial activity of the horse industry. This in-
cludes greeding, training, racing and showing, since people in these
activities make their living directly from working on or with horses.
In other words, horses are the tools of their trade.

Indirect commercial activities are conducted by the manufacturers
and suppliers who furnish products and the professional people who
furnish service for either commercial or recreational horses. There-
fore the total horse population can be considered applicable to indirect
commercial activity.

I would like to discuss briefly tourism. In some areas of the countrIv,
and especially in Kentucky, the tourist industry is considerab
. strengthened by the substantial number of visitors to our famous
horse farms. Last year alone the tourist industry resulted in $43 mil-
lion in direct taxes being paid into our State’s economy. The horse
industry was responsible either directly or indirectly for attracting
more than 50 percent of this amount, and I want to pause here to say
that there are other areas for tax consideration other than the Federal
Government alone, because the States must have a source of revenue
likewise, ' :

The most difficult factor to measure in terms of the recreational as-
pect of the horse industry as it affects tourism is the potential number
of é)eople who come to the horsefarms, who go to horseshows, to racing
and to rodeos. There are certainly many secondary factors that merit
consideration, such as the extra time that the families spend in the
State, the distance that they travel, to view participate in these activi-
ties, and the promotional value of the image created by the horse
recreation activity More directly, the matter of commerce. In 1968
the horse population of the United States was estimated to be in excess
of 6 million. Of this, 1.2 million horses were known to be registered.
Of the registered horses, 832,000 were listed as recreational, and over
428,000 were listed for commercial pur .

The labor utilized for commercial horses alone in the category of
breeding, training, and showing amounts to more than 125,000 full-
time jobs. In addition, there are between 25,000 and 33,000 full-time
jobs in sui)port.ive services and supply industries for all horses, bring-
ing a total of 150,000 full-time jobs with many more people employed
throughout the year on a part-time basis, and much of this employ-
ment 18 in the agricultural sector. '

The known total annual wages for this labor amounts to more than
$727 million. Wages paid by service vendors and suppliers were a
proximately $250 million. ’lzhus the proposed legislation would ag:
versely affect total annual wages of $1 biﬁ(i)sg.

As to capital investment, total capital investment in breeding fa-
cilities and equipment is $543 million, An additional $79 million is
invested in training, and $602 million in racetracks. The value of the
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commercial horse is $1.12 billion. This adds up to a total capital invest-
ment of $2.34 billion. Although substantial, this figure must be con-
sidered only a very conservative estimate, because there are many
items as to which we were not able to get exact figures. This would
have to do with horse trailers and other related industries.

Now as to land use and values. Land devoted to commercial horses
used in 1968 amounted to more than 1.9 million acres, having a total
value of $1.26 million. I would remind you that these values apply
only to those portions of farms that are devoted to commercial horses.

The statistics make it abundantly clear that this extensive industry
employs a large number of workers in agricultural type jobs, and -
further that the capital investment in facilities, equipment, and land
represents major generators of economic activities.

Gentlemen, thesé facts are particularly significant when those of
us charged-with public responsibility face the multitude of contem-
porary problems with which we are expected to deal.

The horse industry provides jobs at a time when we are seeking
solytions to unemployment. - \

-As to State geﬁen\xe, the horse industry generatas substantial revenue
directly to the States at & time-tvhen you are being asked to provide
Federal reévenue to the States. Last week at the Southern Governors’
Conferente I.said thit the States must commence to solve their own
problems rather $han lgoking\to the Congress, States cannot
solve their problefs/ without revenue any more than the Federal Gov-
ernm cagso]v the proplems for the Statés without revenue. -

In 1968 thetotpl parimu e;‘vg\renue toall States amounted to $26.9
million.\ This cqmbined with tz)e almost $19 million in other taxes

t from trackd¢ and parimutuel
tting td over $44 million. - ﬁ t,a{\\ z ep

Proponents of this ha%'is ion imight argue that /you are indirectly
subsidlzmﬁ this sector. of the farm economy. If that argument be true,
I'would only say in-responseéthat s bsi{dizing empJoyment, encouraging
industry, apd sdpporting a \(_iable enue prodacing source certainly
is Tar more preferable “than subsidizipg unemployment and
nonproductivity. /g

_ I 'woul& also add that migration froprthe rural to the urban areas
1s considered a-major problem in this'country. This proposed legisla-
tion conceivably compounds that problem.

RECREATION AND SOIL CONSERVATION

In this period of urban sprawl and urban blight, it is gratifying
to note that a substantial amount of land, muc% of it within easy
commuting distance of our cities, has been set aside for horse industry
activities, Land use for horses is generally well cared for, with good
cover and with a minimum of eroding. In some parts of the country
such land represents the only open space in the greenbelts that would
otherwise be an endless sea of houses.

It is clear to me, coming as I do from a State having an unparalleled
richness in scenic attractions, that the conservation and esthetic aspects
of the horse industry have great intangible value. It is my sincere
hope that changes in the tax structure will not result in fragmenting
these farms or in drastically altering existing land use patterns.
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Many Federal dollars are being invested in recreation. I think it is
therefore significant that the number of horses used in recreation has
increased considerably in ths last decade.

Furthermore, Future Farmers of America, 4-H Clubs and other
farm-oriented youth organizations are becoming increasingly engaged
in horse é)roject,s. Thus it is clear that the success of many of these
projects depends strongly on the availability of horses at a reasonable
price.

To further demonstrate the recreational aspects of the industry,
in 1967 the attendance at horse-racing events alone exceeded the attend-
ance of all other professional or amateur sports.

In summary, I urge you to carefully reflect on the dimensions of
thisimportant industry that I have outlined to you today. I respectfully
ask that you also consider the other factors which either have not
been measured or are of an intanigible nature. These factors also
substantially increase the economic impact and the other contributions
of the horse industry to America.

I certainly want to salute you and your diligent efforts to find
equitable means for sharing the burden of taxation, but by the same
token I would urge you to take care that you do not throw out the
baby with the wash water.

Senator ANDERSON., Will you be available this afternoon?

Governor NunN. I can be available. However, there are others here
who I am sure will be glad to answer any questions that I may not be
able to answer. I will make myself available to the committee if it
is t(;leir desire. If any member desires that I appear I will be glad
to do so.

Senator ANDERsON. I think we can excuse you and we will return
at 2:30 this afternoon.
| (G())V. Louie B. Nunn’s prepared statement with attachment fol-

ows:

STATEMENT BY LoOUIE B. NUNN, GOVERNOR, COMMONWEALTH OF KENTUOKY

SBUMMARY

Proposed legislation before the Congress would have a detrimental effect
on the national horse industry and thus would materially and adversely affect
the economy of Kentucky as well as several other states, Governor Loule B.
Nunn told the Senate Finance Committee.

Armed with a report from Spindletop Research, Inc., of Lexington, Kentucky,
the Governor strongly implicd that the impaect of the many contributions of the
horse l:élus’cry would be significantly lessened should proposed legislation be
approved.

He cited the following supportive evidence:

More than half of Kentucky’'s tourist industry, which last year contributed
$43 mililon in tax revenue to the State, resuits directly or indirectly from the
horse industry.

Labor utilized for commercial horses alone in the categories of breeding,
training, racing and showing amounts to more than 125,000 full-time jobs.

Between 25,000 and 33,000 full-time jobs are created among the supportive
services and supply industries for horses.

Known total annual wages for horse industry labor and related service and
supply vendors amount to $1 billion.

Total capital investment in the commercial horse industry is $2.34 billion.

1.9 million acres of land valued at $1.26 billion 1s devoted to commercial horse
uses.
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The horse industry in 1968 generated $426.9 million directly to the states in
revenue from pari-mutuel wagering and $18.9 willion in other taxes pald by
race tracks.

Recreation, conservation of aesthetic values and education are other facets
of the horse industry important to any consideration of detrimental legislation.

“The horse industry provides jobs at a time when we are seeking solutions to
unemployment. It generates substantial revenue directly to the states at a time
when you are being asked to provide federal revenue to the states,” Governor
Nunn said.

“Iet me make it abundantly clear to you that I am not here today to ask for
speclal favors for Kentucky or for special treatment for the Kentucky horse
industry,” he added.

“At the same time: however, I would urge you to take care that you do not
‘throw out the baby with the washwater’,” Governor Nunn said.

BTATEMENT

Mr. Chairman and members of the committee ; I am Louie B. Nunn, Governor
of the Commonwealth of Kentucky. My purpose for appearing before this dis-
tinguished Committee is to present facts and statistics on proposed legislation
which would materially and adversely affect the economy of my own state and
that ?r twenty-six (28) additional states that are involved in horse racing or
breeding.

In addition to the 27 states to which I refer, others who will make presentations
to this Committee no doubt will give further information as to how this proposed
legistation would affect them.

Realizing the importance and the significance of the proposed legislation and
the limited time resulting from the tremendous workload of this Committee,
my remarks shall be brief and to the point.

Kentucky has achieved a position of worldwide preeminence in Thoroughbred,
Standardbred, saddlebred and quarter-horse breeding and racing.

While these endeavors are most drastically affected by the legislation that you
must now consider, they are not the only areas about which we have the
greatest concern.

Other testimony no doubt will dwell on the detrimental effect that H.R. 13270
will bave on the cattle industry and other phases of the suffering farm economy,
but in passing, I would only relate that my state rerks 10th in the nation in
the production of cattle and dairy products.

Therefore, my interest is not directod toward a single purpose. Indeed, even
though I shall make frequent reference to my own state, this legislation is of
such wide geographical and econoinic concern that I am sure any number of
Governors could appear before you and many of them stand ready to do so it
your time permits.

Let me make it abundantly clear to you that I am not here today to ask for
gpgcial favors for Kentucky or for special treatment for the Kentucky horse
ndustry.

My purpose is to outline the importance of the horse industry in the United
States and to help the members of this Committee to weigh carefully the con-
sequence of the various tax changes that have been proposed.

My statement is not mere conjecture or verbage. It is based on statistics devel-
oped by Spindeltop Research, Incorporated, a not-for-profit, independent re-
search institute established to stimulate the economic and industrial develop-
ment of Kentucky and its region.

Spindletop has engaged in many projects that relate to Kentucky's most
important industries, as well as having done work for the federal government
and many private enterprises.

The study entitled “Economic Importance of the Horse Industry in the United
States” was performed as a special public service in hope of clarifying some
of the questions and misconceptions surrounding the horse industry. Attached to
this statement and to be filed herewith is the complete text of the Spindletop
Research report.

When viewing the horse industry from a national standpoint, it is necessary
to consider not only its economic importance, but also its recreational and
educational significance.
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Directly affected are those who engage in the commercial activity of the
horse industry. This includes breeding, training, racing, and showling, since
people in these activities make their living directly from working on or with
horses. In other words, horses are the tools of their trade.

Indirect commercial activities are conducted by the manufacturers and sup-
pliers who furnish products and by professional people who furnish services
for either commercial or recreational horses.

Therefore, the total horse population can be considered applicable to indirect
commercial activity.

TOURISM

Furthermore, in some areas of the country, especlally in Kentucky, the tour-
ist industry is considerably strengthened by substantial numbers of visitors
to our famous horse farms.

Last year alone, the tourist industry resulted in $43 million dollars in direct
taxes being paid into our state’s economy. The horse industry was responsible,
either directly or indirectly, for attracting more than fifty (50) per cent of this
amount.

The most difficult factor to measure in terms of the recreational aspects of
horses is the tourist potential for horse farms, horse shows, racing and rodeos.

There are certainly many secondary factors that merit consideration, such as
the extra time that families spend in an area because of these attractions, the
extra distance traveled to view or participate in these activities, and the promo-
tional value of the image created by the horse recreation activities.

COMMERCE

In 1968, the total horse population of the United States was estimated to be
in excess of six (6) milllon. Of this total, 1.2 million horses were known to be
registered. Of the registered horses, 832 thousand were listed as recreational
and over 428 thousand were listed for commercial purposes.

The labor utilized for commercial horses alone in the category of breeding,
training, racing and showing amounts to more than 125 thousand full-time jobs.

In addition, there are between 25 thousand and 33 thousand full-time jobs in
the supportive services and supply industries for all horses, bringing the total
employment to more than 150 thousand full-time jobs, with many more persons
employed throughout the year on a part-time basis. Much of this employment is in
the agricultural sector.

The known total annual wages for this labor amounted to more than $727
million dollars.

Wages pald by service vendors and suppliers were approximately $250 million
dollars. Thus, this proposed legislation would adversely affect total annual
wages of $1 billion dollars.

CAPITAL INVESTMENT

Total capital investment in breeding facilities and equipment is $543 million
dollars. An additional $79 million is invested in training, $602 million is invested
in race tracks. The value of the commercial horse is $1.12 billlon dollars.

This adds up to a capital investment of $2.34 billion dollars. Although sub-
stantial, this figure must be considered only a very conservative estimate, in as
much as there are many items of equipment such as horse trailers which could
not be estimated with any degree of precision.

LAND USE AND VALUES

Land devoted to commercial horse uses in 1968 amounted to more than 1.9
million acres having a total value of $1.26 billion dollars. I would remind you
that these values apply only to those portions of farms that are devoted to

commercial horses.
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The statistics make it abundantly clear that this extensive industry employs
a large number of workers in agricultural type jobs and further, that the capital
fnvestment in facilities, equipment and land represents major generators of
economic activities.

Gentlemen, these statistics are particularly significant when those of us
charged with public responsibility face the multitude of contemporary problems
with which we are expected to deal.

The horse indnstry provides jobs at a time when we are seeking solutions to
unemployment.

STATE REVENUE

The horse industry generates substantial revenue directly to the states at a
time when you are being asked to provide federal revenue to the states.

Last week at the Southern Governors' Conference, I said that the states must
commence to solve their own problems rather than look to the Congress. The
states cannot solve their problems without revenue any more than the federal
government can solve the problems for the states without revenue. In 1968, the
total pari-mutuel revenue to all states amounted to $426.9 million. This com-
bined with the $18.9 million in other taxes paid by race tracks brings the total
tax from tracks and pari-mutuel betting to $445.8 million.

Proponents of this legislation might argue that you are indirectly subsidizing
this sector of the farmm economy. If that argument be true, I would only say in
response that subsidizing employment, encouraging industry and supporting a
viable revenue-producing source certainly is far more preferable than subsidizing
unemployment and nonproductivity.

I would also add that migration from the rural to the urban areas is consid-
ered n major problem in this country. This proposed legislation conceivably com-
pounds the problem,

RECREATION AND CONSERVATION OF AESTHETIC VALUES

In this period of urban sprawl and urban blight, it is gratifying to note that
a substantial amount of land . . . much of it within easy commuting distance
of our cities . . . has been set aside for horse industry activities.

Land used for horses is generally well cared for, with good cover and a mini-
mum of erosion. In some parts of the country, such land represents the only
open space and “green belts” in what would otherwise be an endless sea of
houses.

It is clear to me, coming as I do from a state having an unparalleled richness
in scenic attractions, that the conservation and aesthetic aspects of the horse
industry have great intangible value,

It is my sincere hope that changes in the tax structure will not result in
fragmenting thesc farms, or in drastically altering existing land-use patterns.

Many federal dollars are being invested in recreation, It is therefore highly
significant that the number of horses used in recreation has increased con-
siderably in the last decade.

Horseback riding is a major outdoor recreation activity and even without being
federally subsidized has contributed to the health and vitality of our citizens.

Furthermore, Future Farmers of America, 4-H Clubs and other farm-oriented
youth organizations are becoming increasingly engaged in horse projects. Thus,
it is clear that the success of many of these projects depends strongly on the
availability of horses at reasonable prices.

To further demonstrate the recreational aspects of this industry, in 1967 the
attendance at horse racing events alone exceeded the attendance at all other
professionmal or amateur spectator sports.

There were 63.4 million spectators at horse races in America while only 43.4
million attended professional and college football games and 24.2 million
attended all major league baseball games.
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In summary, I urge you to carefully reflect on the dimensions of this important
industry that I have outlined briefly today. I respectfully ask that you also
consider the many other factors which either have not been measured or are
by nature intangible.

Still, these factors, too, substantially increase the economic impact and other
contributions of the horse industry to America,

I salute each of you for your diligent efforts to find equitable means for shar-
ing the burden of taxation.

At the same time, however, I would urge you to take care that you do not
“throw out the baby with the washwater.”
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I. INTRODUCTLON

The public's intlcecrest in all forws of rccrcation in the United
states has oxpanded during the last ten years, primarily as a
result of the rapid growth of incoine. Overlooked has been the
growth in recrcatjonal activities associated with horses.
Especially impressive has been the growth of activitics utiliz-
ing western horsces, such as horsc shows, trail riding, contests,
and other participatory events. Inlerest in the different breeds
and all horse activities is cevident in the rapid incrcasc in

horse registrations, in numbors and frequency of horse sales, in
the rapid growth in sales volume of supplics and cquipment, and
the proliferation of firms cstablished to supply and service
horscs. One of the more obvious indicators of interest in horscs
is the incrcase in the number of horse magazines and their circula-
tion. The study includes data obtained from a survey of 75 horsc
periodicals, most of which have been operating less than 15 years.

The size, scope, and growth of (the horse "induslry" has been
largely unnoticed by much of the nation. 7The fragmented, heter-
ogcencous nature of horse activities has prevented horscemen Lrom
joining in a common e¢ffort to publicize the rencwed and changed
size of the horsc industry and its importance to the economy of
the nation.,

The Commonwcalth of Kentucky is internationally known for the high
quality of its horses. This reputation results from two factors:
favorable gcography, and expert horscmen. People in Kentucky have
long recognized the importance of horses to the economy of the
state, and arc interested in the growth and vitality of the horse
industry.

Spindletop Rescarch, Inc., a not-for-profit rescarch institution
established by the Commonwealth in 1961, is active in resecarch
efforls directed toward the growth and development of Kentucky.

As a public service effort, it has undertaken this study of the
effcct that horscs have upon the econony of the nation, and in-
directly upon the state. The results of the study may help show
the importance of horses to Kentucky and to the nation as a whole.

SCOPE OF WORK

A nationwide study of an economic activity in the entire country
can be made by two meothods: a study of the activity in individual
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statcs con be made, and the state totals added to give national
results; or, the study can be nade on & broud agyregate basis,
without specific atvention paid to any individual states. Since
there have been no comprehensive, state-wide studies of horse
activities, only the sccond alternative was possible, and the
results obtained in this stludy are aggregate national figures.
It includes no figures for individual states.

The bulk of the published work on horscs relates to pari-mutuel
racing and the distribution of racing incowe to the various
participants, Most of the moncy at tracks becones transfers be-
tween segients of the racing industry. To the extent that money
transactions in racing, or in other conwercial horsce activitices,
affect the economy of the nation, they have been included in the
study. The basic aim of the study was to estimate the resources
used on horscs. The final results show the total amount of threc
traditional economic resourccs--land, labor, and capital--that
were used in the horse industry in onc year, 1968. Nothing can
be or has becn said about earlier years, and no projections are
shown for future years. However, the rapid increase in activitics
related to horses is obvious, ard this growth can be expected to
continue for somc years after 1968.

PLAN AND MBTHOD

Horses are no longer used in any numbor for either transportation
or powcer. Their sole purposoe now is to provide recreation, either
as commercial spectator recreation, or as non-conmcrcial participa-
tory recreation. For purposes of data collection and analysis,

the study was divided into threc arcas of impact:

® Direct commercial

¢ Indirect commnercial
\ .

® Recreation

Direct commercial activities are thosec in which the horse is the
instrument of commerce: breeding, training, racing, showing, and
rodeoing. People in these activities make their living directly
from working on or with horses. These horscs are the tools of the
trade. Only a small fraction of the tctal horse population can
be considered part of direct commercial activities.
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Indirect conmercial activities are conducted by manufacturcrs and
supplicrs who furnigh products and by professional people who
furnish scrvices. People who supply guods and services for either
conmercial or recrcation horses depend upon horses for their liveli-
hood, so that the total horse population can he considered appli-
cable to indirect commcrcial activities.

Recreation as an economic activity has been given attention here
only in its role as a gencrator of economic actjivities. The end
product of the horsc industry is recreation in the forwu of viewing
races, shows, and rodeos; and in owning and ric. g pleasure horses.

The lack of economic data on horse activities reguired that the
bulk of the information be gathered frorn each different group or
activity in the direct commercial sector and for several in the
indirect sector. Nearly 800 questionnaires were mailed, including
distribution to 20 scparate activity groups. None of these surveys
was scientific enough to dctermine the statistical limits and
accuracy of the results. However, the data rcceived from question-
naires from 17 breed registries did allow the findings to be within
the limits of reasonable accuracy. The final results are shown as
high estimates and low estimateg, bascd upon asswned upper and
lower numbers of horses. The low total is the critical total in
the study and is presented here as a conservative figqure. 1t was
not possible to gather economic data on hundreds of known and un-
known firms in the many indirect commercial activities. No attempt
was made to sum all of each resource used nationally, but instead,
unit resources used for each horse was determined on a limited
basis. Once the resource requirements for each horse in each brecd
and direct commercial activity were determined, then the require-
ments were applied to the number of commercial horses in that breed
and activity.

The determination of thoroughbred trainers' employment and wages
can be given as an example. Returns from thoroughbred trainers
indicate' that as a general average, two men can take care of threec
horses in training. There are 40,000 to 46,000 thoroughbred horses
in.training; hence, trainring requires a minimum of 27,000 employces
each year. At an annual average wage of $5,050, the total wage
bill is $135,000,000. Employment, wages, and capital in each
conmercial activity were determined by this method.

RN
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I1. TiHE HORSE POPULATION

The total number of horses in the Uanited States has never been
accurately determined, but it is likely that the horse population
increascd along with the increase in human population. The Census
of Agriculture has reported the number of horses and mules on
farms through 1959. The peak ycar was 1915, when 26 million were
reported; the number has steadily declined since then (reflecting
the mechanization of farming), and in 1959, it was 3.2 million.

The last count by the Department of Agriculture was 3.0 million in
1960. The series was discontinued and was not reported in the 1964
census.

A count of non-farm horses in the United States has never been
made, but the number must have declined after 1900 when automobiles
becane widely used. The horsc population probably reached its
lowest point during the 1955 to 1960 period, when the use of horses
for transportation and power had practically stopped. Stimulated
by the growth of personal income, more leisure time, and suburban
living, the use of the horsc for recreation probably began to
increase during that same decade. The increase in recreation
horses, and the accompanying stimulus to commercial horse activities,
has gone practically unnoticed except by the pcople directly in-
volved with horses.

The only current data available on numbers of horses come from the
horse breed registries. They registered 143,035 horses in 1968,
compared to 72,898 in 1960, an increasv of 96 percent (see Table
1). All kinds of horse recreation have been increasing rapidly.
Local horse shows, contests, trail rides, and horse club activities
have increased along with the increase in registration. The regis-
tries estimate that there were 1.26 million horses alive on their
books in 1968.%*

The number of unregistered (grade) horses used on farms or for
recreation in the United States in 1968 is not known. The surveys
of horse population made by individual states (see Table 2) have
shown that the total number of horses exceeded that shown by the
last national census. These studies indicate that the growth in
non-registered recreational horses is greater than the decline in
farm horses. A conservative estimate of the total number of horscs
in the country is the combined number of registered horses in 1968,

*The number of Shetland ponies was not available and has not been
included.

]



Table 1

Horses Registered in the United States

Number Registered

in in
Tyve Horse r_1960 1968
American Albino 45 78
American Saddle 1,600 3,500
Appaloosa 4,052 12,389
Arabian 1,610 6,980
Half Arabian 2,200 2,800
Hackney 459 656
Morgan 1,069 2,134
Palomino 657 1,262
Pinto 230 2,258
Paint - 2,390
Quarter 37,000 57,000
Standardbred 7,100 10,200
Tennessee Walker 2,623 8,492
Thoroughbred 12,901 22,700
Ponies:
Pony of America 612 1,468
Connemara - 303
Welsh 740 1,425
TOTALS 72,898 143,035
Source: Individual breefl registries

Uses
Cormmercial Recreation
100 900
30,000 20,000
10,000 90, 000
28,000 17,000
5,500 42,500
8C0 6,7C0
1,700 15,300
4,600 18,400
2,000 8,000
2,000 3,000
86,500 413,500
75,000 57,500
60,000 15,000
119,500 87,500
1,000 8,500
200 1,800
1,600 14,400
428,500 832,000

Total
Number Alive

in 1968

1,000
50,000
100,000
45,000
55,000
7,500
17,000
23,000
10,000
10,000
500,000
132,500
75,000
207,000

2,500
2,000
16,000

1,260,500

G9.2
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Table 2 &
Comparison of Horse Censuscs in Various States %

© v gt

Number of Horses (in 1000°'s)

USDA* T B )
: Count LATEST COUNT .
State 1960 Farm __ Recreation__ Total Year Madec
]
California 79 N.A. N.A. . 267 1959 1
New Jersey 8 10 8 18 1961 #
Pennsylvania 58 12 73 85 - 1961 % :
New York 48 N.A: N.A. 125 1964 **
90 23 - 85 108 1964 t1  ©

virginia

* USDA, Aqricultural Statistics 1961, pp. 370
t california State Hcrseman's Association, Horse Cersus, 1959 )

$ New Jersey Crop Reporting Service, New Jersey Equine Survey, 1961
§ Pennsylvania Department of Commerce, Pennsylvania Horse and Pony -
Survey, 1964
** Harold A, Willman, New York Equine Survey, 1964
¢t Virginia Commission of the Industry of Agriculture, The Horse

Industry, 1964
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and the 1960 farm census number, or 1.2 nillion plus_3.9 million.
A minimum probable total for 1968 is therefore 4.2 mllllon.horses.
A conservative upper limit to the total number of h?rses might bc
6.2 million, somewhat less than the 7.5 million estimate Fhat

the United States Depaxtment of Agriculture. A conservative
estimate for the horse population in 1968 thus would rangc from
4.2 million to 6.2 million. Estimates of resource use ylth horscs
are based upon these upper and lower limits. These est%mates of
the horse populations assumed for this study are shown in Table 3.
These assumptions imply an incomplete knowledge of the actual
numbers of horses in this country.

. = Table 3
Horses in the United States in 1968

- Number
Registergd horses in 19681 o 1,260 500
/ ~ : - a :
Rate of increase 1960-68 <. . + 96 percent.
Number.of Commercial reggstered o oo
horses in 19568 [ v © 428,500
E . . . ] ' \\ ? {- N . o H
Minimgm number: of non-registerad :
horges in ).968* B " 4 3,000,000
\ 3 \ fo T :
Total Rinimum number of ﬁo;ses B ~4,260,500
\ y N : . /
Maximum umber of non-registered 4 '
horses in 1968% - B : 5,009}000
Total meximum number of horses - - 6,260, 500
\ . : Ve

*Assumed for purpose of study

Source: Spindletop Research



2768

I1X. COMMERCIAL HORSE ACTIVITIES

The major part of the resources used with horses in this country
is in commercial activities; the remainder is associated with
recreation activities and pleasurec horscs. The activities clas-
sified as commercial are breeding, training, showing, racing, and
rodeoing, which comprise what could be called the horse industry.
Firms and individuals who supply and serve horscs do so for both
the commercial horse industry and for recreation horscs. The total
-resources direcctly engaged in the horse industry and in supplying
and serving all horses represcent the economic effort resulting from
horses. :

BREEDING HORSES

Commercial breeders hold the responsibility for continuing the
blood lines for the horse and pony registries. Even the smallest
breed registries have somec horse breceders who depend upon commer-
cial breeding:-for most of their livelihood. The number of these
commercial breeders in each breed registry varies from the 40,000
in quarterhorse to the dozen or less in American Albinos.
Commercial breeding is characterized by a high investment in land,
equipment, and bloodstock (horses). The total land and capital
varies according to the breed of horse. A trade-off exists be-
tween the amount of land required and the total valuc of land;
rore expensive land will support more horses per acre, so that
less total acreage is required.

The labor and equipment required will also vary, depending upon
the breed and purpose of the horse, the geographical location of
the land, and the size of the breeding operation. Information is
not available, however, that would allow precise relationships to
be established for these variables. The survey data on labor and
equipment are good enough to furnish reasonable averagcs, but the
quality of the data will not justify conclusions about whether or
not economies of scale exis:.

Source of Data

Data on land acreage, land and equipment values, employment, and
wages were obtained from a mail survey of horse farms of the five
largest breeds of horses. Both random and sclected sampling wexe
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uscd, and more than 300 questionnaires wore mailed to brecdors

in the United States. The responsce was closc to 20 percent. This
information was supplcementced by a number of personal interviews
with sclectled breeders.

Average horscs/man and wages/man ratlios were established from the
returns for each breced, and the ratios applied to the reported
nunber of cownercial horses of that brcecd. The ratios, total
employment, and total wauge bill for brecding arc shown in Table 4.

Part-time employces have been converted to full-time equivalents,
and the employwent shown is for 12 month employiment, or man-yecars
of work. Instead of being classified ac nuwber of employces, a
better description might be the number of equivalent yearly jobs
that were filled.

Average acres/horse ratios were determined and applied the same
way to get the total land used and equipment required. Table 5
shows the factors used for land and equipment, the total land
used, and thc investment for land and equipment in breeding. The
investment in commercial horses is shown in Table 6- (includes
value of animals only).

TRAINING RACE HORSES

Training thoroughbred, standardbred, and quarterhorscs for racing
is carried.on by a large number of individualistic, mobile, entre-
prencurial types. Trainers employ nearly all of the vast "back-
stretch" labor at all 135 race tracks. The trainer and his en-
tourage of stable hands and horses move from track to track with
the changing racing schedule. Trainers tend to be either local

or national, and the national trainers might be running horses at
four or rive tracks simultaneously.

The arrangement between trainers and owners is flexible, and two
types prevail: the public trainers who takes horses from almost
any owner, and the employec-trainer who trains the horses of one
or two owners of large stables. Standardbred trainers most
commonly drive in races in addition to training horses, so that
the categories of trainer and trainer-driver have been determined.

Source of Data

Questionnaires were mailed to a selected sample of 120 small,
medium, and large trainers in the United States. The response of
nearly 10 percent was too small to furnish more than reasonable

I O R T e e e
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Table 4
Employment and vWages Usced in Breeding Norses in 1909

TOTAL
RATIO YEARLY EMPLOYMUNT TOTAT, WAGHS
HORSE HORSES/MAN WAGHS/MAN (1000 mun-year) (Million Doliars)
Thoroughbs ed 6 $4000 13.2 $ 52.8
Standardbred 8 4000 5.0 20.0
Saddlehorsc* 10 4500 3.0 13.5
Tennesscce

Walking Horse* 18 4700 3.3 15.5
Appaloosa 17.5 5400 0.6 3,2
Ponics:

Pony of Amncrica,

Welsh, Connemara 18 5000 0.2 1.0
Palonino, Pinto,

Paint 18 5400 0.5 2.7
Arab 18 5000 1.6 8.0
Half Arab 18 5000 0.3 1.5
Morgan, Hackney,

Albino 18 5000 0.1 0.5
Quarter . 17.5 5400 4.9 26.5

TOTAL 32.7 $145.2

*Includes Training

Source: Spindletop Research 10
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Table S
Land, Structures, and Equipment Used in the Commercial Horse Breeding Industry in 1968

Value Total tructures & Eguipment
Number Number Of Land Value Total
Acre 7 Commercial Acres Per 0f Land Fixed value of
Per Horses Used Acre {Million Value of (Millior
Horse Horse (1000's) (1000 's) {Dollars) Dollars) (Dollars) Dollars)
Thoroughbred S 119.5 597.5 $ 1,000 $ 597.5 $ 1,500 $ 179.3
standardbred 3 75.0 225.0 700 157.5 2,500 112.5
Saddle and
Tennessee
Wwalking" 3 90.0 270.0 500 135.0 1,500 135.0
Quarter 8 86.5 692.0 400 276.8 1,000 86.5
Other 3 29.5 88.5 500 44.3 1,000 29.5
Total 1,873.0 $1,211.1 $ 542.8

Source: Spindletop Research
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Table 6
Investment in Commercial Horses in 1968+#

Number Average Value Total Valuve
Breed (1000's) (Dollars) (Million Dollars)

Thoroughbred 119.5 $6,000 $717.0
Standardbred

Racing 35.0 3,000 105.0

Breeding 40.0 2,500 100.0
Saddle

Tennessce Walking 90.0 950 85.5
Quarter

Racing 9.0 1,200 10.8

Other 77.5 700 54.3
Arab 28.0 1,000 28.0
Others 29.5 500 14.8

Total ) 428.5 $1,115.4

*Value of animals only

Source: Spindletop Resecarch
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averages for labor, wages, and investment in training. Knowledge-
able racing people have known that training is highly labor inten-
sive, and the survey confirms this general knowledge. Table 7 shows
the ratios used and the total employment wages and investment for
training.

Estimates for the number of trainers and their earnings were obtained
from several sources. Although most trainers belong to trade groups,
those organizations have very little information on the number or
earnings of full-time trainers. The Horsemen's Benevolent Protective
Association reports about 16,000 members who are trainers. The num-
ber of full-time trainers is estimated to be 10,000, and each earns
an average of $10,0C0 a year. Trainer employment is also shown in
Table 7. -

RACING HORSES

There are 154 racing associations which conduct racing programs at
135 tracks in the United States. They vary in size from $6 million
average daily bet at Aqueduct in New York, to $110,000 at the Fair,
in Billings, Montana. Associations usually operate for two to six
months and most tracks are closed the rest of the year. A number
of tracks, such as Ak-Sar-Ben, in Omaha, remain open all year for
racing and other uses.

Many track employees do not work full-time, although a sizeable
number travel the track circuit and work much of the year. Employ-
ment at tracks varies with the day of the week, and peak employment
is on Friday and saturday.

Source of Data

Labor, wage, and investment information was obtained from a mail sur-
vey of 21 race tracks in the United States. A selected sample of
three each of the small, medium, and large tracks, including harness,
thoxoughbred, and quarterhorse, provided detailed information on
wages and employment. Replies were received from 19 of the tracks.
Representative data on employment and wages by job classification
allowed averages to be determined for "representative" tracks for
each size on a race-day basis. The number of race days for each
track size, multiplied by the representative track average, were
grouped into three sizes according to average daily bet. Tables 8
and 9 show the number of tracks in each size, equivalent employment,
and wages for thoroughbred and harness tracks.* Information on track
investment, shown in Table 10, was much less complete, so that esti-
mates of average track investment are not as accurate as track
employment and wages. - ) '

oroughbred tracks include quarterhorse data

13



Table 7
Resocurces Used for Training Horses

Total Equipment Total
Yearly Yearly * Wages Horses Investment/ Equipment
Ratio Employment Wages/man (million in horse Investment
Horse Horses/man _ (thousands) (dollars) dollars) Training {dollara) (million dollars)
Thoroughbred
Training Labor 1.5 26,7 5,050 135.0 40,700 1000 40
Trainers 10.0 10,000 100.0 - - -
Standaradbred.
’ Training Labor 1.5 20.0 5,050 101.2 30,000 1000 30
[
N
Trainers 0.9 - 8.0 - - -
Quarterhorse .
Training Labor 3.5 2.5 6,250 15.7 9,000 1000 o
Total 60.1 359.7 79,000 79

Source: Spindletop Research
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Table &

Pployment and Wages at Thoroughbred Race Tracks

Nunmbor
Track of
Size Tracks
Snmall . 47
Mediwa 30
Large 23
TOTALS 100

Source: Spindletop

Employment
Number
Track of
Size Tracks
Small 20
Medium 23
Large 10
TOTALS 53
(34)*

Yearly
Employment

3,998
5,153
_6.928

16,079

Research

Table 9

Total Wages Paid
AHillion Dollars)
21.8
32.6
61.0

115.4

and Wages at Harncss Race Tracks

Yearly
Employment

(Man-Years)

1,859
2,781
903

5,543

Source: Spindletop Research

33-865 O - 69 - 9 (pt. @

15

Total Wages Paid
(Million Dollars}

*Fifty-three harness racing associations hold meetings, but
" nineteen use thoroughbred tracks.
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) Table 10
Investinent in Race Tracks in 1968
NUMBER VALUE TOTAL
oF EACH ) VALUE
TRACHS (Million Dollars) (Million Dollarc)
Thoroughbred 100 5 500
Sstandardbred 34 3 102
TOTAL 134 602

Source: Spindletop Research
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Associated racing activity is shown in Table 1ll. Most tracks
contract out their food service, and could not furnish information.
The estimates shown were based upon a limited amount of data
supplied by one of the major concessionaircs,

The numcrous other services at tracks also are furnished by out-
siders. Totalisator, film patrol, photo finish, Telautograph,
and automatic timer services are provided by dozens of firms, from
whom wage and employment data could not be obtained. Scveral
thousand employees and millions of dollars.in wages are not in-
cluded. e S
Thirty four racing comnissions operate in the 30 states that
permit pari-mutuel betting. The emploxment and wage data, were
solicited from each,and these totals also aré-shown in Taﬁlp 11.

/s A : i \
The number of jockeys and §ri;er—t ainers and tHeir éarnings\@are
estimated from dAta publighed in E%f_ﬁggﬁ'ca ‘Racing Manual arid by
the United Statés Trotting Assaciafitn.

i6én. Parnings yere based upon

mininum charged. plus winnings. qi - o quarterhoxse jockeys came
i i u rd i

from the Amcri¢an Quarterhorse ﬁs gciation. Y\ - ~ e

KRN :
‘ \

SHOWING HORSES; Vo : e c i
a L |
The number of ghows in &he Uniéé@ Statesﬁha' ﬁeen increasing alagng
with the incre;se in registerod Rorses. | Much Gf the show activity
is recreational} and most horse shaws have -low employment. Many
of the larger shows contribute to chirity, but the totdl amount
is not available. The minimum employméﬁt at nearly afdy show yill
be one or two juddes for the length of the shqw. - The larger,shows,
such as Pin Oak, irHoustdn, and Devon, in Pennsylvania, egploy
sizeable numbers of people during the show and have a full-time
staff during most of the year. Few shows are this la;ggﬁ however.
Even fewer shows own théb(\own quarters; most lease space and

P

employees from stadiums or'é:gggs. e
[N T .,,VM_,__,,,A.»—‘*'""

Snows are listed by the American Horse Association, or the breed

registry, or by both., Eastern shows are generally larger than

western shows, but there are fewer of them.

.

Source of Data

Questionnaires were sent to a selected sample of 12 eastern and 40
western small, medium, and large horse shows. In addition, per-

sonal interviews were conducted with the operators of four medium
and large eastern shows not included in the sample. The personal’

17
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Table 11
Employment and Wages Uscd in Associated Track Activities
Yecarly
Employment Wages

{Man-Years)  (Million Dollars)

Track Food Concessions 3,200 9.8
Statc Racing Commissions 1,000 9.1
Thoroughbred Jockeys¥* 1,100 23.0
Thorcughbred Jockeys' Valetst 247 1.3
Standardbred Driver--Trainers 1,900 11.4
Standardbred Trainers 884 8.8
Quarterhorse Jockeys# 1,000 0.4

Totﬁl 9,331 63.8

*Represents jockeys who made most of their income from riding.
Part of jockeys' earnings go to support agents.

tValets are paid by beth tracks and jockeys, but only the track
payments are shown here,

3$Includes part-time jockeys.

Source: Spindletop Research
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intervicws and small questionnaire respounse provided the basis for
the wage and employmant estimntes for represontative size of shows.
The nunber, employument, and wage data are given separately for
eastern and western shows in Tablcecs 12 and 13.

RODEOS

The increase in the number of rodcos has also been substantial,
following the gencral trend of increased recreation activities.
Rolcos are similar to horse shows in their great nunber and varicty.
The Rodeo Cowboys Association and the International Rodco Associ-
ation list the rodeos in which their covboy menbers are allowed

.to participate.

Each rodeco reguires a minimum number of non-stock pcople, such as
announcars, judges, clowns, ushers, and parking attendants. The
stock contractor provides the animals and the stockmen to handle
them. Rodcos vary in size from the Houston Livestock Show and
Rodeo, put on for six days in the Astrodome, to one day perfor-
mances in smail towns.

of Data

A mail survey was made of eight small and medium rodeos. Personal
interviews with several rodeo operators and stock contractors
supplemented the survey. Information from these sources provided
the basis for averages to be devcloped for two sizes of represen-
tative rodeos. The total number of rodeo days was applied to
average daily employment and wages for each of the two sizes of
rodeos. Total employment and wages are shown in Table 14.

Table 12
Employment and Wages at Eastern Horse Shows

' Number Yearly Total Yearly
of Employment wage Bill
Shows (Man-Years) J(Thousand Dollars)
Large Shows 63 140 980
Srall Shows 608 163 1,150
TOTALS 671 303 2,140

Source: Spindletop Research
19
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Table 13
Employmenl. and Wages at Western Horse Shows

Numboer Yoarly Total Yearly
of Employmont Wage RHill
Shows AMan-Years) o (Thousand Dollars),
Large Shows 1,958 370 2,643.3
Small Shows 450 6 48.6
TOITALS 2,408 n2 2,691.9

Sourca: S‘pindl ctop Research
Table 14
Employment and wWages at Rodeos
' Number Yearly Total Yearly
of Enploymont Wage Bill
Shows {Man--Years (Thousand Dellars).
Large Rodcos 108 855 7,11%7.0
Small 565 699 5,800.0
TOTALS 673 1,554 12,917.0

\

s——a

Source: Spindletop Rescarch
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IV. SUPPLIERS OF GOOLS AND SERVICES 0 HORSES

It is not practical nor necessary Lo scparate the goods and scrvices
used by conmercial horses from thosce used by recrcotion horses,
Sales Lo recrcation horses gonerate cwployment and wages, have an
effect on the econony of the nation, and thercfore should be in-
cluded as part of the total inpact from horscs.

Supplicrs of goods and scrvices to horsces are the most diverse of
the horse related actlivities examined in this study., Little infor-
mation could be obtained from the individual comwmercial service and
supply firms, who often were unable or unwilling to furnish infor-
mation.

SUPPLIES
Horses require a large variety of goods and materials for their
upkeep, but the impact has beoen shown for only four categorices of
suppliers:

¢ Employment in retail feed sales

® Employment and wages in manufacturing saddles and harness

¢ Employment and wages in manufacturing drugs

¢ Employnent and wages in manufactuving western horscemen's
clothing

Fstimates can be made for employment and wages in these categories,
and they probably represent a large part of all supplies used.

No estimates have been made for any other retail or wholesale
acitivity, nor for feed manufacturing. The employment and wages
for suppliers for these categories are shown in Table 15.

\
Data are not available on other horse products and services, such
as horseshoes, sulkies, vans and trailers, feed supplements, and
horse transportation.

Feced Retailing

The number of pcople employed and wages in retailing feed could
not be determined directly; instead, an indirect method was usecd.
It was assumed that commercial horses were fed a recommended dict

21
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|
Table 15 ?
Employment and Wages of Horsc Suppliers in 1968 I
Employment {full-time) Wages
——(Thousands) . ___. (Million Dollaxs)
High* Lowt High* Lowt
Suppliers
Feced Retailing 12.3 8.5 91.3 62.8 -
Equipment 2.8 2.1 12.8 9.5 !
JHarncss & Saddle i
Horse Medicine and :
Drugs 0.6 0.5 5.5 4.8 |
Western Clothing 0.8 0.5 2.8 1.6
Total 16.5 11.6 112.4 78.7

*Baseq on“é.z million horses
+Based on 4.2 million horscs

Source: Spindlctop Research

T
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of corn, oats, and hay, and that non-commercial horses werce fed a
much lower volume of feed. The amount of fecd going to non-
commercial horscs was bascd upon published survey data gathered
from recreation horsc owners. Sales/cuployee and wages/enploycc
ratios from fecd retailing werce taken from the 1963 Census of
Retailing, SIC 5962. Many fecd stores handle a complete line of
livestock fecds, but the assumption was made that the share of
enployces attributable to horses was directly related to the
sales volume of horse feced. Figures shown are for the two assumed
horsc populations, 4.2 million and 6.2 nillion, and show upper
and lower estimates of employment and wages.

Saddle_and Harness Equipnent

The only category horse products that is reported separately in
the Census_of Manufacturers is leather goods, saddles and harness,
SIC 3109931. The employces and wages in manufacturing saddles
and harness have been estimated using 1963 and 1967 census data.
An upper and lower estimate were made and are shown in Table 15.

Horse D.ugs _and Medicine

The volume of medicine and drugs uscd on horses was determined
direcctly from a questionnaire survey made of members of the
American Association of Equine Practitioners. The value of sales
was converted to manufacturing employees and wages using data
taken from the 1967 Census_of Manufacturers, SIC 2833. Figures
have been shown for the two horse populations {seec Table 15).

Western Clothing Manufacturing

The boom in western horse activities is reflected in the increased
sales of western clothing. The employment and wages in manufac-
turing were determined indirectly. High and low estimates of
sales were made from sales/advertising ratios in the clothing
industry, using the value of 1968 advertising in the five main
westerm magazines. Total sales figures were then converted to
employment and wages using ratios taken from the 1967 Census of
Manufacturers, SIC 232, High estimates were based on an assumed
three cents per one dollar of sales, and low estimates on five
cents per onc dollar. Resu'ts are shown in Table 15.

23
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SERVICES

Veterinary Medicine

The number of people working in equine practice was determined
from the questionnaire survey of members of the Amcrican Associ-
ation of Equine Practitioners. People who spend part of their
time treating horses were converted to full time equivalents, orv
man~ycars. The employment and wages results are shown in Table 16,

Farriers

The number of farriers and their earnings were also determined
indirectly. Owners of commercial horses shoe their horses more
often, and pay more than do the owners of recreation horses.
Estimates were made based upon the known average income and yearly
shoeing capacity of farriers for each of the two classes of horses.
The results shown are better described as average yearly farrier
demand, instead of showing the actual supply of farriers. The
upper and lower estimates shown in Table 16 are based upon the two
estimates of horse population.

Publishing

Nearly 100 horsc magazines were asked to furnish information on
their employment, wages, and circulation. Their incomplete returns
provided the basis for the estimates of total employment and wages
for publications about the horse industry, shown in Table 16.

Horse Organizations

More than 100 horse organizations were asked to supply information
on their employment and wages. The estimates shown in Table 16
are based upon the incomplete returns from these questionnaires.

\
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Table 16
Employment and Wages in Horse Scrvices in 1968

Employinent Wages
1000's (Million Dollars)
High* _Lowt High* Lowt
SERVICES

Velerinarians
and Helpers 4.7 4.2 36.0 25.0
Farriers 11.5 8.8 137.0 111.1
Publishing 0.6 0.5 3.3 2.9
Horse Organizations 0.2 0.2 1.9 1.7
Total Service 17.0 13.7 178.2 140.7

*Based on 6.2 million horses
t+Based on 4.2 million horses

Source: Spindletop Research
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V. TAX CONTRIBUTION FROM HORSES

Horse activities generate tax revenucs similar to other kinds of
commercial and recrecational activities in the nation, with one
important exception: states which permit pari-mutuel betting
share in the earnings from horsc racing. These earnings are a
sizeable contribution to most states; New York alone received
more than $155 million in 1968,

Only two types’ of tax revenue are shown in the study, land taxes
and pari-mutuel horse racing taxes. Other tax figures were
beyond the scope of this study. Racing taxes are taken from
statistics furnished by the National Association of State Racing
Commissioners. Real estate taxes were estimuted, based upon an
average of three cents per once hundred dollars of assessed value
of land, and an assessment rate of 50 percent. The results are
shown in Table 17.

Table 17
Tax Contribution from Horses in 1968

Million Dollars

Pari-Mutuel Revenue 426.9
Local Real FEstate Taxes¥* 18.9
Total 445.8

*Based on 1.97 million acres of land valued at $1.26 billion

\
Source: Spindletop Research
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VIi. RECREATION FROM HORSHS

Horscs have contributed for years to spectator recreation at racing,
but it has becen only within the last ten years that they have con-
tributed in a large way to participatory recreation. Not much
direct data are avallable to show the increcase in horsc recreation,
but indirect evidence confirms that growth has occurred in horse
recreation. The increasced number of horse magazines and their
circulation, the incrcase in number of state breecd registry orga-
nizations, the growth in the number of suppliers, and the growth

in number of smaller horse shows reflect the increcascd intcrest

in horses., In 1966, the Amcrican Quarterhorsc Association approved
1239 shows; the number rose to 1416 in 1968. Riding at stables

and in 4-H clubs has increased; trail riding is becoming a major
sport.

Attendance information on horse races is reported vearly by the
National Association of State Racing Commissions. The number of
people attending horsc races has becn fairly stable during the
last few ycars. During 1967, more than 63 million people went to
see horscs race. Table 18 shows that horse racing attracts con-
siderably more people than any of the othev popular professional
spectator sports.

The estimated value of pleasure horses is shown in Table 19,
based upon minimum and maximum numbers of horses.

Table 18
Selected Professional Recreational Activities
in the United States in 1967

Attendance
Activity (Millions)
Professional
Baseball (major league) 24.2
Professional and College
Football 43.4
Professional
Basketball . 3.1
Horse Racing 63.4

Source: Statistical Abstract of the United States 1968, pp. 207
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Table 19
Value of Recreation Horscs in the United States in 19068

Nunber of Horsest Total Valuc
Value Each {Thousands) {(Million Dollars)

Type Horse (pollars) High Low High Low
Registered* 400 832.0 832.0 332.8 332.8
Grade 100 5000.0 - 3000.C 500.0 300.0
Total 5832.0 3832.0 832.8 632.8

*Excludes 428,500 registered comi.ercial horses
tBased on upper and lower limits of 6.2 million and 4.2 million
horses

Source: Spindlctop Research
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VII. SUMMARY OF RESUIAS

Resources uscd in the horse industry in the United States in 1968
are summarized in Table 20. These estimates are necessarily con-
servative because some known activities could not be included.
The commercial sector, especially the employment and wage figures
shown, are recognized to be understated by some amount. Despite
this downward bias, the estimate of resource use prescnted here
is considered to be a sufficiently accurate representation of the
impact of horses on the economy of the country.

29
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Table 20
Summary of Findings
HORSE POPULATION
Estimate of Non-Registered Horses
Registered Horses
Commercial - 428,500
Recreational 832,000

Total Horses

LABOR USED POR HORSES

EMPLOYMENT
Breeding 32,700
Training 60,114
Racing 30,952
Horse Shows 685
Rodeos 1,554
Total 126,006
Suppliers 16,584 11,636 $112,400,000
Services 17,000 13,754 178,259,405
33,584 25,320 $290,659,405
126,006 126,006 734,348,201
159,590* 151,396+ $1,024,999,306*

LAND RESOURCES USED FOR COMMERCIAL HORSES
Acres - 1,873,000

Value of Land

*High Estimate

"Low Estimate

5,000, 000%*

1,269,500

6,260,500

WAGES

$145,200,000
359,7¢0,000
211,700,000
4,831,902

$734,348,°01

3,000,000+

1,260,500

4,260,500

$ 78,700,000
140,702,000

$219,400,000
734,342,901

$952,748,2901¢

1,211,100,000

0622



(v "¥d) ot - 69 - O 99B-5¢

1€

Table 20 (Cont'ad)
Summary of Findings
IV. CAPITAL RESOURCES USED FOR HORSE INDUSTRY
Breeding e
Training
Race Tracks
Yorses
‘Total Capital Investment
V. TOTAL INVESTMENT IN LAND AND CAPITAL

VI. REAL ESTATE AND PARI-MUTUEL TAXES

Real Estate Taxes
Pari-Mutuel Revenue

Total Taxes
VIi. RECREATIONAL

Value of Recreational Horses $832,800,000*

*High Estimate
*Low Estimate

Source: Spindletop Research

$ 542,800,000
72,000,000
602,C00,000
1,115,4090,C00

$2,33¢2,200,000

$3,550,300,000

$ 18,990,000
426,900,000

$ 445,800,000

$ 632,800,000+

1643



2792

(Whereupon, at 12:55 p.m., the committee was recessed, to reconvene
at 2:30 p.m., of the same day.)

AFTERNOON BESSION

Senator AnpersoN (presiding). Senator Smathers, will you intro-
duce your people?

Mr. SmaTHERs. Yes, sir.

Senator Anderson, the American Horse Council would like to pre-
sent a statement for the record on behalf of former Senator Thruston
Morton and myself as general counsel and ask that that be made part
of the record.

Senator AnpersoN. Without objection it will be so done.

(The document follows:)

STATEMENT OF THE AMERICAN Horsrk CouNciL, INC.
SUMMARY

1. The American Horse Council, Inc,, an organization of some 200,000 mem-
bers, consisting of most of the major horse associations in the United States is
unalterably opposed to the farm tax provisions contained In Sections 211, 212
and 213 of H.R. 13270.

2, These provisions, if enacted into law would constitute a serious threat
to much of the $12 billHon horse industry in America.

3. At stake in that industry are (a) the interests of the 187,000 young boys
and girls in 4-H horse projects (b) the well being of thousands of horse breed-
ers-farmers who have no special federal subsidies (¢) the investment of capital
in rural communities which has created many thousands of Jobs for the people
of these areas making it possible for them to stay out of our overcrowded cities
(d) the horse racing industry which returned $427 million to the 30 states where
parimutuel betting was in operation in 1968 and (e) the schools, scholarship
programs, hospitals, police and fire protection, new parks and play grounds that
these millions make possible.

4, Congress has always champloned incentives for the farmer. Since 1915
it has fought for the right of farmers to use the simplified cash method of keep-
ing books. As recently as 1962, Congress specificaily exempted livestock from
Section 1245-—the depreciation recapture rule applicable to personal property.

A. The Horse Indusiry

It is estimated that there are approximately seven million horses in America.
The industry has lived through a virtual revolution in the past 25 years, It has
now become a major factor in our economy. According to the Department of
Agriculture, horse owners spend $5 biillon a year just for items such as feed,
drugs and equipment.

Added to that are the moneys generated by breeding farms, payrolls for allied
industries such as the manufacturers of saddles, horseshoes, trailers, boots, hats,
ete. Additional millions are spent in travel costs to attend horse shows, racing,
rodeos and other horse events. The Department of Agriculture has estimated the
size of the total horse industry at $12 billion,

B. Contributions of the Horse Brceder

Alt the heart of this great industry is the breeder of horses. Without him, we
would not have witnessed a five million head increase in the horse population in
the last quarter century. And without his continuing operations in the future,
the Industry would slip back into the deteriorated condition it found itself in
during the early 1940's.

Horse breeders are often glamorously portrayed as men of great wealth—
owners of luxurious stables and miillon dollar studs.

On the contrary, the average breeder of horses—race horses, pleasure horses,
quarter horses, trotting horses, children’s ponies—this average breeder more
closely fits the mold of the average farmer. '

For in fact, the horse breeder is a farmer. The product of his work—Iike farm-
ers who till the soil and those who breed livestock—Is subject to all the vagaries
‘of weather, market fluctuations and, perhaps most importantly, the unpredicta-
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bility of his crop. One wrong decision during a four year interval can spell
disaster for him, just as it can for other breeders of livestock. There’s no sure
way of knowing in advance which of his foals are going to fall victim to disease
or injury or some late developing physical disability. In good times and bad, he
has to continue to buy feed, fence posts ana fertilizer.

The farmer who breeds horses doesn’t enjoy price supports from the Federal
Government: he doesn’t share in incentive payments such as those afforded to
the sheep industry; unlike the dairy and beef industries he has no protection
from excessive foreign imports.

The horse breeder has asked for no subsidies from the Federal Government.
And he has none. Yet, along with other farniers, he feels the pinch of the sky-
rocketing costs of farm production.

5. The problem arises today because much publicity has been focused upon
what is said to be a great “loophole” in the law. Yet the proposed remedy con-
tained in ¢he farm provisions of H.R. 13270 would raise only $5 million in 1970.
This constitutes only 3/1000 of 1% of the $154 billion in taxcs collccted by the
Federal Govarnment last ycar. Furthermorce for the past 3 years the number of
returng showing farm losscs declined at the rate of 25,000 cach year. The problem
is thus insignificant compared to the overall problem of collecting billions in
taxes and closing giant loopholes.

8. We believe the answer lies not in new legislation but in more strongly en-
forcing the present law such as Section 185 which prohibits the deduction of all
farm losses unless a farm is being operated *for profit.”

Thruston B. Morton, President, and George A Smathers, General Counsel, sub-
mit the following statement on behalf of the American Horse Council, Inc.

STATEMENT

I. INTRODUCTION

The American Horse Council is an organization of some 200,000 people who
have joined together in the common goal of promoting the interests of the
burgeoning horse industry of our nation. It was formed to define and implement
program to meet the immediate and long-range needs for the industry particularly
those concerned with medical research ; studles in regard to its economic impact
and contribution; and familiarizing the government and the general public with
the industry.

The cohesive factor in the membership of our organization is horse ownership
and a direct interest in the horse industry; our ranks cut a wide swath across
our country’s economic secale, both individual and businesses. Among the associa-
tions that have joined in forming the Council are the American Andalusian As-
sociation; the American Hackney Horse Society; American Horse Shows
Association, Inc.; American Quarter Horse Association; American Saddle Horse
Breeders Association; Appaloosa Horse Club, Inc.; Arablan Horse Club Registry
of America, Inc., Morgan Horse Club, Inc.; National Asgociation of State Racing
Commissioners; The Jockey Club; The Pinto Horse Assoclation of America, Ine.;
The United States Trotting Association; Thoroughbred Breeders of Kentucky,
Inc.; and Thoroughbred Owners and Breeders Association.

The citizen who devotes his life and money to breeding horses is making a con-
tribution to the well-being of rural America. He is providing jobs, purchasing
power and healthy recreation for our people. He is supporting the 187,000 young
boys and girls in 4~H horse projects. He has helped to transform dying rural
areas into vibrant places to live and work and raise a family.

In the last several weeks, we have heard the term ‘“‘outside capital” in farming
maligned. It has been used interchangeably with “tax gimmickry”. We need to
remember what capital invested in horse breeding, pure bred livestock operations,
and crop improvement has meant to communities where it has been invested.

Henry Matthlesson remembers. He and his father have been cattle farmers in
the Blue Ridge Mountains for the past 48 years. He has seen new capital come
on the land and make it better—better for farming and better for the people who
live and work in the valley they call home, Here is the way the former president
0of the American Hereford Assoclation described it to the Ways and Means
Committee :

“I 100k back on the origins of the farming community in which I have lived.
There are perhaps & half dozen large farms in the small valley today; this, in
place of perhaps 20 or 25 farms forty years ago. Most of that land was in the
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hands of banks in those days, and lylng unfarmed. Today, there are perhaps an
average of four to six farm families working on cach of those farms, making a
regular, secure living, and these farms are responsible for much of the prosperity
of business in the neighboring communities. Much of that valley was an overgrown
witderness, ‘farmed out,” when we came there, with none of the modern machinery
and know-how that {s available to it today. Someone put money in it forly years
ago, or it would s#{l! be marginal support. That application of capital did not
wreck that farming community or drive people out of it, it preserved the com-
munity and the people and made It better.”

C. The Horse Racing Industry

The owners and breeders of race horses are making a unique contribution to
our economy, Like all other horsemen, they enjoy no federal subsidies. On the
contrary, they are subsidizing substantial tax revenues in the 31 states where n
parimutuel betting system is in operation.

In Nlinols, for example, horse racing returned $40 million to the State treasury
In 1968. In New Jersey the figure was §$34.4 milllon; California $57.3 million; and
New York $1565.7 million.

These moneys support schools, scholarship programs, hospitals, police and fire
protection, new parks and playgrounds. They help make the commuuity a better
place to live.

Take those millions out of r state's treasury and one of the three things must
happen : Either state ad valorem taxes will have to go up: or the Federal Govern-
ment will have to incrense state aid programs; or the quality of life will suffer.

This state tax revenue is always substantially greater than the total purse
winnings of horse owners and the income to race tracks combined. In thorough-
bred racing last year, total tax revenue exceeded total purse distributions by
$160 million.

The cost of maintaining all thoroughbreds in 1068 was greater than all purse
distributions by approximately $193 million,

It is apparent then that the horse racing industry is largely subsldized by
the owners. Because of their willingness to invest in such a high risk venture,
state and local governments can do more for their people.

II. THE CONGRESS ifAS8 ALWAYS SUPPORTED FARM INCENTIVES

Historically, the Congress of the United States has always recognized these
values that farming and ranching contribute to the betterment of our soclety.

Congress has also long been aware that our oldest and lnrgest industry has not
yet found its place In the sun--that farming has not shared in the prosperity of
our economy generally. Congress has, therefore, deliberately written into the law
certain provisions which it felt were essential for the farming and ranching
industries.

For example, after capital gains provisions were added to the Code in 1942,
the Treasury Department, concerned as always only with the amount of revenue
returned to the government, tried for nine years to exclude breeding livestock
from property that would qualify for capital gains treatment,

Restrictive Rulings were issued by Treasury in 1844 and again in 1945, Not-
withstanding a 19049 Court of Appeals decision to the contrary, Treasury per-
sisted. However, the Conference Committee of the House and the Senate meeting
on the Revenue Act of 1950 directed that the Trewsury follow the Court’s ruling.

The following year, in 1951, the Congress, after deliberation, specifically ap-
plfed capital gains treatment to livestock held for 12 months or more for draft,
dairy or breeding purposes.

When the Congress amended the so-called hobby law in 1944, it recognized
that the provisions written into the original amendment ten years earlier could
“penalize bona fide business and enterprises.” The Congress excluded, therefore,
certain costs from computing the basic $50,000 loss figure, among which were
those costs that farmers have traditionally bLeen permitted to expense or
capitalige.

In 1960, Congress added soil and water conservation, nnd in 1962, land clearing,
to those costs which a farmer can expense or capitalize.

Also in 18682, when Section 1245 was added to the Code, Congress deliberately
provided that livestock would not be subject to the recovery of depreciation rules.

A, Cash Accounting

Perhaps in no other tax area has Congress demonstrated greater concern for
the farmer than in its insistence down through the years that the farmer may
use a cash method of accounting. '
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Congress has always recognized that the accrual anccounting method would
impose new and complex difficulties and significantly greater costs on the farmer
who is already besleged with an almost untenable burden of ever higher produc-
tion costs, and low prices for his product.

Congresy has, therefore, always fought for the cash method for farmers to
help him avoid the necessity of keeping elaborate books and records and the
almost impossible burdens of mnintaining inventories and properly allocating
costs,

Farmers have historically managed their farm operations on a cash basis. The
Congress has long recognized this practice ns a fact, and 54 years ago, two years
after ndopting the Sixteenth Amendment to the Constitution, which authorized
the personal income tax, approved the Treasury regulations authorizing the right
of farmers to operate their farms on a cash basis,

In fact, up until 1958 the Treasury required farmers to use cash accounting, if
they did not keep complete and precise records. Treasury Regulations further
ray that the farmer i3 among those taxpayers who are not expected to keep
detailed books of account,

The Treasury Department recognizes the difficulties that an accrual system
poses for the farmer. It has, for example, set out in the Regulations how gross
profits of a farmer are to be ascertained.! It has permitted an exception to the
general rule and allowed the farmer to inventory his animals held for draft, dairy
and breading purposes along with those held for sale? It has provided special
inventory valuation methods for farmers.®

For the past eighteen years, the Congress has steadfastly resisted numerous
attempts by Treasury Department officials to require farmers to give up the
cash method,

When Congress acted in 1951 to assure that breeding livestock could qualify
for capital gains, the following language of the Ways and Means Committee
Report wns emphatic in it insistence that Treasury not force the farmer to give
up the cash method:

“Your Committee belleves that the term ‘livestock’ should be given a broad,
rather than a narrow interpretation; and that the gains from sale of lvestock
should de computed in accordance with the method of livestock accounting used
by the taaxpayer and presently rocognized by the Burcay of Internal Revenue.”

The Senate Finance Committee was also unequivocal in laying down guidelines
it expected Treasury to follow :

“Your Committee believes that the gains from sales of livestock should be com-
puted in accordance with the mcthod of livestock accounting uscd dy the tax-
payer and presently recognized dy the Burcau of Internal Revenue.”

Following this action by the Congress, the Secretary of the Treasury sent a
letter to the then Chairman of the Senate Finance Coinmittee, Senator Walter
George of Georgla, requesting that the Congress approve legislation giving the
Department the authority to require farmers to adopt the acerual method. Senator
Get?rge and the Committee refused to accede to the Treasury request and took no
actlon.

In the President’s Tax Message to Congress in 1963, the matter was again
brought up, The Treasury Department, in its appearance before the Ways and
Means Committee that year, urged that farmers who made over $15,000 in non-
tarm income bLe required to establish an “Excess Deductions Account,” made up
of farm losses less gains. Gain from the sale of capital assets would be treated
as ordinary income to the extent of the amount in the account. The effect of this
proposal would have been most onerous to the small cash method farmers.

The Treasury was once again notably  ~uccessful in changing the long-held
position of the Congress about this mativ.. The Ways and Means Committee
refused to act.

111, THE PROBLEM TODAY

Today we find these farm tax provisions once again under attack. It is said
that some people are abusing the law-——that they are putting money into farming
as a “tax glmmick”—scavenging, so to speak, on the cash accounting method and
other provisions Congress has authorized to help the farmer.

It is being sald that this constitutes a great “loophole” in the tax laws; that

18ec, 1.61-4,

tSec. 1.61-4(b) (7).

38ec. 1.471-8. (A farmer on the cash method may not inventory; one on the accrual
method must. (8ce 1.61—4(b)).
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this so-called ‘“loophole” should be closed not by attacking the “tax gimmick
operator,” but by changing the whele system of farm accounting which Congress
has consistently fought to preserve.

At the outset, we should ask ourselves how big is this problem that some say
requires extreme remedies in order to cure? The Federal Government collected
a total of $154 billion in taxes last year. The largest estimate of revenue loss that
this particular problem involves—$145 mnillion—was made by Mr. Surrey. If we
accept his estimate. it amounts to less than 1o of 1% of the total revenue col-
lected. The spokesmen for the new Secretary of the Treasury estimate that his
proposal to solve this problem would raise $10 million in 1970. This comes to less
than Yoo of 1% of the total revenue collected. The proposal passed by the House
of Representatives would increase revenues by $5 million in 1970. This represents
Ho00 of 1% of the total revenue collected.

Furthermore, in the last three years the number of returns showing a farm loss
declined at the rate of almost 25,000 each year.

We submit, therefore, that this is really an insignificant problem when com-
pared with the overall problem of collecting billions in taxes and in closing gilant
loopholes. The Surrey proposed pointed to only 2,600 tax returns of wealthy people
as the maximum that could be involved. We say could be, because no one has ever
claimed that all of those are “tax gimmick’ operators, rather than honest, hard-
working farmers and ranchers who suffer losses in the legitimaie pursuit of
improving horse breeds or cattle breeds or crops.

A. What is the Answer?

But even if, out of three million farmers, these 2,600 were all violating the
law—the question arises as to what we are going to do to stop it. Do we change
the laws which Congress has insisted upon ior the benefit of the farmer for 54
years? Do we thus jJeopardize the already precarious position of agriculture?
Has farming reached such a level of prosperity that we should take away any
advantages it may presumably have? We don’t think so. We believe that this
Congress should and will think as have the other Congresses of the past; that
is to say that this is a minor problem that the Treasury presents; that the farmer
shoutd not be pilloried and abused ; that the law should remain as the Congresses
of the past intended it to be.

We recognize that every law the Congress writes—and particularly tax laws—
are in time circumvented and abused by a few of the astute and ill-intentioned
operators. But we don’t think, to quote the anclent aphorism, “we should burn
down the barn to catch a few rats.”” We believe that the answer lies in enforcing
the laws already on the books.

We belleve that these people who allegedly engage in farming to scavenger on
the traditional and essential farm provisions are not covered by the provisions
of the law under which they operate. Most of them would fail the “intent tests”
spelled out in Sections 1281(b) (3) and 165.* There is no doubt that the Treasury
Department can move effectively against questionable farm losses. In fact, such
losses are now being questioned by the Internal Revenue Service in 47 cases pres-
ently pending in the Tax and District Courts under Section 165,

Some of these “tax glmmick” operations are also subject to regulation as in-
vestment contracts by the Securities and Exchange Commission. The SEC has
glready asserted its authority in similar ventures involving beaver, mink and

0X.

Therefore we belleve it would be a far wiser course for the government to
move vigorously under present law against violators of those laws. To change
these laws, as proposed, would be to punish all three million farmers in America
for the wrongdoing of a few.

IV. ALTERNATIVE REMEDIES ADVANCED TO MEET THE PROBLEM

Let us examine what {8 proposed as remedies for this problem: ‘

A. The Surrey proposal would limit to $15,000 per year the amount of farm
losses that could be offset against non-farm income by any farmer who did not
adopt the accrual method and capitalize all costs which can now be expensed
or capitalized at the taxpayer’s option. :

B. The Mectcalf Bill (8. 500) also applies to any farmer who does not adopt
the accrual method and capitalize all costs which can now be expensed or

"4 Under I_Q;Il(b)(s) livestock must be held for one year for draft, dairy or breéding
purposes. It they are not held for one of tAcse tpurpoaec they do not qualify for capital
ns. Under Bection 165 a farm must be operated ‘‘for profit” in order for losses to be

uctible. '
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capitalized at the taxpayer's option., ¥Farmers who do not comply with these
conditions would lose their right to offset farm losses against non-farm income
on a dollar-for-dollar basix to the extent that non-farm income exceeded $15,000.
Thus, & farmer having a §30,000 non-farm income, could deduct no farm losses
agninst his non-farm income.

C. The Miller Bill (S. 1560) simply disallows all farm losses, except those
attributed to a casualty or research) to any farmer who does not derive at
least 34 of his total net income from farming. It applies irrespective of whether
the farmer is on the cash or accrual method.

D. The Trecasury Tax Rcform Proposals of April 22, 1969, would:

{1) Make the accrual method and capitalization of expenditures such as for
soil and water conservation, fertilizer, and land clearing costs (which ean now
be expensed or capitalized) the standard for determining farm losses which must
be included in the computation of “preferences” under the “Limit on Tax Pref-
erences” proposal. Cash method farmers would have te recompute their losses
on the accrual method and the difference would constitute “preferences.” Farm
capital gains could not offset farm losses in the determination of ‘‘preferences.”
(Under the “Limit on Tax Preferences’ proposal, a taxpayer can claim certain
exclusions and deductions now allowed in full, only to the extent that such
“preferences” do not exceed 507 of his total income. In other words, such
preferences wotld be taxable to the extent that they exceeded his income sub-
Ject to tax from all other sources.)

(2) Livestock was excluded from the depreciation recovery provisions of
Section 1245 when the law was enacted in 1962. This exception would be removed,
meaning that gain on the sale of livestock to the extent of prior depreciation
taken would be treated as ordinary income,

(8) The holding period for livestock other than race horses would be extended
from the present one year to the shorter of two years or 24 of the expected useful
life before sales could qualify for capital gains.

(4) Race horses would qualify for capital gains only if (a) “in the hands of a
breeder” they had actually been bred or (b) they were used “in the racing busi-
ness” for two or more years.

{5) Farmers on the cash method would have to establish an Excess Deductions
Account (EDA). All losses in excess of $5,000 would go into the account. The
account would be reduced by net ordinary farm income in subsequent years. The
proceeds of the sale of capital uassets would be treated as ordinary income to
the extent of the amount in the account in the year in which the sale is made;
for example, a taxpayer loses $100,000 in 1969. $93.000 goes into his EDA. In
1970 he sells off livestock which would ordinarily give him a capital gain
of $200,000. $95,000 is treated as ordinary income and the $105,000 is capital gains.

(8) Under the Hobby Law (Section 270), certain deductions are disallowed
when a taxpayer fncurs net losses in excess of £50,000 for five consecutive years.
Treasury recommended that the time period be changed to “any three of flve
consecutive years.”

E. The Housc-passed bill, scctions 211, 212 and 213 of H.R. 13270, would provide
as follows:

(1) A new hobby loss provision (Section 270) would disallow the deduction
of all legitimate expenses from any business activity carried on ‘“without a
reasonable expectation of profit.”

Heretofore, the law has always been based upon the “intent” of the taxpayer
to make a profit. Under this new provision, the IRS will be permitted to decide
whether the taxpayer’s intcntion was reasonable. This would be a dramatic de-
parture in the law and one that would cause undue hardships, uncertainty, and
necessitate costly and time-consuming litigation.

(2) An Excess Deductions Account (EDA) will be required to be established
which will cause taxpayers to report as ordinary income what would otherwise
be classified as capital gain. This change in the tax rate could be the difference
between a 25% and a 70% bracket. All taxpayers who make in excess of $50,000
in non-farm income and whose farm losses exceed $25,000 will be required to
establish an Excess Deductions Account. Losses in excess of $25,000 would be
entered in the EDA. To the extent of the amount in the EDA, capital gains from
the sale of farin assets would be treated as ordinary income. In effect, this could
increase a horseman's taxes by almost 200% under the present law.

_ (8) Depreciation claimed for livestock would be “recaptured” when the ani-
mal is sold. Thus, gain on the sale of livestock would be treated as ordinary
income rather than capital gain, to the extent of depreciation deductions pre-
viously claimed.
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(4) Llivestock would not qualify for capital gains treatment until it was
held at least one year after the animal normally would have first been used for
draft, dairy, breeding or sporting (such as horse racing) purposes.

F. The Trcasury Department proposcd to the Senate Finance Committee on
September 4, 1969 that the farm provisions of F.R. 13270 be amended as follows:

(1) That the Excess Deductions Account rules apply to any farmer whose non-
farm income exceeds $25,000 and whose farm losses exceed $15,000. In such a
case, all farm losses should be included in the E.D.A.

(2) The term ‘“profit” in the proposed new hobby loss provision should “be
specifically deflned to include not only immediate economic profit but also any
reasonably anticipated long-term increase in the value of property.”

Y. THE PROPOSED REMEDIES WILL HURT THE AVERAGE FARMER

All of these proposals fall into the following categories :
(a) threat to the cash method of accounting;
(b) limitations on the option to expense or capitalize certain costs;
(c) restrictions on Section 270, the hobby law ;
(d) limitations on non-farm income.

Let us look briefly at each of these categories,

(&) Our respouse to the attack upon the cash method farmer is that the issue
for the past 20 years has been between the techniclans down in the Treasury
Department who obviously want to increase tax revenues, and the Congress of
the United States which looks at the broad spectrum of what is best and, indeed,
what is essential for America’s three million farmers.

Congress has always put the welfare of the average farmer first in its delibera-
tions. We don't believe the sordid story of a handful of tax dodgers is going to
persuade the Congress that attacks upon the farm community and farm tra-
ditions are an appropriate response.

(b) The Surrey and Metcalf proposals provide that, in addition to giving up
the cash method, farmers may not offset farm losses against non-farm income
unless they also capitalize all costs which the Congress has heretofore permitted
the farmer the option of either capitalizing or currently deducting. These include
costs of soil and water conservation, fertilizer and land clearing.

The Treasury proposal calls these expenses “tax preferences” upon which it
would place a 50% limitation. .

Congress just added the soil and water conscrvation provision to the Code in
1964, The provision on fertilizer was added in 1960 and that with respect to
land clearing in 1962. Have conditions for the farmor improved so much in the
past seven years that these provisions are no longer needed by the farm com-
munity? It is impossible for us to believe that the Congresses of recent years
who wrote these provisions into the law for the benefit of farmers were so ili-
informed or short sighted.

(¢) The present hobby law provides that if losses in a trade or business exceed
$50,000 for five consecutive years, the individual's tax is re-computed for each
of those years and limitations are placed on the amount of loss that can be
deducted. In computing the $50,000 loss figure, certain deductions are exempted
by law. For example, in 1954, Congress excluded from hobby loss computations
those expenditures which may, at the taxpayer’s option, either be capitalized or
deducted when incurred.

The Surrey proposal called Section 270 “ineffectual.” However, a few years
2a’;:o, ‘while teaching at Harvard, Mr. Suirey posed this question about Section

0:

“ . . how can it be withdraion without affecting the genuine dbusiness activitics
of an individual with his finger in many pies, or those genuine activities carried
on dy individuals which generally show red flrures for the initial ycars hecause
of the nature of the business, such as horse breeding, fruit raising, mining or
hotel operation or may suddenly shoiw losses for several uyears due to adverse
conditions . . "

Thus Mr. Surrey pointed a finger at the heart of this problem. It takes 3 to 7
years before new citrus trees begin to bear fruit. The cycle in purebred live-
stock operations is 5 years. 'There Is a three year lapse from breeding until a
race horse is even eligible to enter a purse race. All of these investments take
time before they, hopefully, begin to show a profitable return.

s “Federal Income Taxation, Cases and Materials,”” Stanley 8. Surrey and Willlam C.
Warren, The Foundation Press, Inc,, 1053.

r
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After 25 years experience with Section 270, including at least one relaxation
of its potentially penal characteristics, we belleve that the Congress will finally
decide ogaiust tightening its restrictions. If the law were changed, as has been
proposed, it is a certainty that many taxpayers, who are making great contribu-
tions to our people ns a result of their research investments into the rural com-
munities of America, will be driven out of these areas.

(d) The proposals that limit the right to deduct farm losses against non-
farm iIncome serlously damage and restrict the operations of the long-time
genuine farmer.

In today’s farm economy, the farmer is increasingly turning to off-the-farm
supplementary income. In so doing, he is simply following the recommendation
of the Farmers Home Administration, which, through its predecessor agency,
began urging the farmer to diversify his farm operations when the agency first
opened in 1933. For the past decade, the admonition has been to diversify not
his farm but his source of income.

The success of these efforts is reflected in a recent address by Dr. M. L.
Upchurch, Administrator of the Economic Research Service, U.S.D.A.:*

“Off-farm income has become an increasing factor in the life of farm families.
In 1967, the farm population got $13 bdillion net from farming and $10.7 billion
Jrom non-farm sourccs. On the average, cach farm operator family received
$4,526 net from farming, and $4,452 from non-farm sources. Non-farm income
per farm family more than doubled between 1960 and 1967.”

If this rate of increase continues in the future, and it will probably accelerate
if tax incentives are granted for industry locating in rural areas, the non-farm
income of the average farmer will exceed $15,000 in 13 years. If the Metcalf or
Surrey proposals were adopted, the average of all three million farmers in
America would then be forced to relinquish the cash accounting method they
have been able to operate under since 1915 or be denied the right to offset farm
losses against their non-farm income.

The strange anomaly of these proposals is that if the farmer proved to be more
successful at farming than he was in his other business investments, he could
continue to deduct all his business losses against his income from the farm. We
believe that fairness and equity require that the principle should work equally in
either direction.

VI. THE QUESTION OF LAND VALUES

The Surrey proposal states that “the price of farmland (is) beyond that which
would prevail in a normal farm economy.” In effect, it says the price of farmland
is too high. Senator Metcalf acknowledged that his proposal would bring farmland
prices down “in some areas."”

We don’t believe there is any citizen, either on or off the farm, who wants the
land he presently owns to decline in value. With lower land value, the farmer
who desires to expand into contiguous acreage, will have less collateral to offer
Banks will be reluctant to loan money. The percentage of the selling price the
farmer can get on a purchase money mortgage will decline. He will need more
cash for a down payment. If he hasn’t got it, and there’s equity in his existing
holdings, he can put up the land he already owns as collateral. But with declining
values, it may not be enough, particularly if, like the average American, he
already has that homestead under mortgage. He'll find the same problem when
he wants a loan for new equipment, or operating capital.

The many farmers who have been able to sell out to land developers, pocket
an amount of money they could never have realized from farming, and move
further out into the country where they can and do buy more acreage at a
fraction of the price they sold for, have not been heard to complain of increased
land values. They can do a lot of things for their wives and children they other-
wise could not have done. They can upgrade their total standard of living. They
can be sure that thelr children get the best education.

One of the arguments used by the sponsors of these proposed changes is that
outsiders with money come in and buy up land so that locals can't buy it. Surely
there is little logic to this. The farmer who covets his neighbor's land does not
want the value of his land to diminish. Surely he should realize that as all our
people grow more affluent, have more leisure time, they will normally move back
to the farms or ranches as a second home, and of course this increases the price
of the land—his neighbor’s and his own. This movement upward of land values,
we submit, is desirable overall—surely it’s better than a downward movement.

¢ Before the Annual Agriculture Outlook Conference, February 18, 1969,
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To allege as some do that “outsiders,” ‘‘tax avoiders” drive up the price of land
and hurt the legitimate farmer, is to ignore the facts of our growing population,
our growing wealth, our growing leisure time, our growing opportunities to enjoy
the long-sought ‘“‘country life.”

VII. THE FARM COMMUNITY NEEDS8 OUTSIDE CAPITAL

Implicit in these proposed changes is the belief that outside capital which iy
good and desirable for all industries is somehow harmful to farming,

Completely overlooked are all the benefits that investment capital have meant
to the farmer, the rural community and to the American people in general.

Outside capital built American agriculture, It made new technology possible.
It has helped to produce the finest beef and the finest citrus of the world. It
seems incomprehensible to suggest that we should, all of a sudden, step our
improvements in the food and nourishment we eat—any more than we should
stop the investment of capital in the production of championship race horses
which attracted over 65 million people to watch organized racing last year
resulting in $427 million in state tax revenues to 30 states.

You can’t breed an animal and raise a mature offspring ready for the track
or the market overnight, anymore than you can plant a seedling and expect a
crop the next day. All this takes time—and money. Farm research, like research
in every other industry in America, is considered part of the overhead. It is not
expected that research will immediately return a profit. But it is essential for
the continued growth and development of the farm industry. Take the research
dollars out of the space industry and we would never have put an American on
the surface of the moon. Take research out of agriculture and the results will
have a far more direct and immediate effect upon the pocketbooks and the dinner
tables of all Americans, Take dollars away from rural communities and our rural
citizens will be forced to move, in greater numbers, into our already overcrowded
urban areas.

The Congress won't do that. As a matter of fact, it has numerous bills pending
before it today to sweeten tax incentives for industry that move into rural areas.
One of these is the Rural Job Development Act (8. 15) introduced by Senator
Pearson and co-sponsored by 35 Senators. We don't think Congress really wants to
increase incentives for all other rural industry and simultaneously decrease in-
centives for farming.

We applaud the purposes of 8.15, but does it make sense to ask the Congress to
establish new incentives for industries that move into rural communities and pro-
vide jobs, while, at the same time drive other businesses and individuals who
are now supplying jobs out of our rural communities?

Our reading of Senator Pearson’s bill leads us to belleve that the incentives it
calls for would be available to farm investors as well as investors in other rural
industry. This is as it should be.

The Congress has already created a Small Business Investment Company,
industry, to stimulate outside capital into small business. This industry has gen-
erous tax advantages which include the authority to write off certain capital losses
against ordinary income, Perhaps a Small Farm Investment Act, with equally
generous tax advantages, would portend an era of general prosperity for the
farmer, especially the family farmer, that has somehow eluded all prior efforts.

VIII. CONCLUBIONS

The farming community today is beset with many problems. With production
costs at an all-time record high and parity at only 73%, the farmer is getting
far less of a return for his efforts than he deserves for having produced the best
beef and pork and vegetables and citrus for the American family dinner table.

The farmer needs help. His industry needs stimulation. It needs innovation.
It needs research, it needs capital—it needs money. Surely this is no time to be
taking money ou# of the farm community.

Somehow, we need to extract the finest principles of other industries {hat have
made this country the free enterprise model of the world, and apply them to a new
revolution in agriculture that would truly benefit all the three million big and
little farmers in America. .

What the farmer doesn’'t need is further restrictions and encunibrances that
would enevitably diminsh his opportunities to achieve success in bis chosen
field—what he needs I8 a greater opportunity to achieve a parity with the rest
of our prosperous economy.
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We don't believe that the farmer who happens to lose money should be iden-
tified with or bear the blame or suffer the consequences of a handful of people who
are ‘‘tax gimmick operators.” .

It is they—and not the farmer-—against whom action should be taken. There
are laws on the books today to put the “tax dodger” out of business. Section 185
of the Internal Revenue Code prohibits the deduction of any losses from a farm
that is nct being operated for profit. If laws such as these were vigorously en-
forced, as they should be, we would not have to be considering ways to diminish
th(za few incentives that the farmer, thanks to an understanding Congress, enjoys
today.

Mr, SmaTHERS. As our second witness, Mr. Chairman, I would like
to call on Mr. Ed Honnen, who is the chairman of the American Horse
Council. Mr. Honnen is a most interesting person, a genuine rancher,
and farmer, and I think he has an accomplishment that nobody else
in this room can claim. He is 70 years old, a member of the Rodeo Cow-
boys Association of America, and can still go out and in 9 seconds rope
and throw down a steer.

Mr. Honnen, you just take off.

STATEMENT OF EDWARD H. HONNEN, CHAIRMAN OF THE
TRUSTEES, AMERICAN HORSE COUNCIL

Mr. HonNEN. Thank you, Geor%e.

Gentlemen, it is an honor to be here. I appreciate the courtesy. I am
a businessman from Denver, Colo., operating throughout Colorado. I
have several ventures. I merchandise heavy construction equipment.
I merchandise engines. I do some land development. I do some build-
ing construction, and I also have a horse ranch and racehorses.

All of these operations are run with the same endeavor, to make a
profit. They are all run with the same type of bookkeeping. The energy
and the effort and the business acumen that I possess is put into all of
them equally, I have no problem with most of the ventures as far as
the Internal Revenue is concerned, but I am continually challenged on
the hobby provision, on the horse racing business.

To me this seems to be discrimination because it is not applied to my

other businesses. My auditor tells me that if I have a loss in my engine
merchandising business, that I could charge it against profits of my
horse business, but I cannot charge off losses of my horse business
against profit of my er(nlgine business.
_ Icansee very little difference in this operation. Most of the challeng-
ing has been through the hobby provision of the present law. I believe
that this hobby provision might have had some justification when it
was enacted some 30 years ago, but today the horse industry is an en-
tirely different setup.

e are at least a $7 billion industry today involved in many facets
besides horse racing. The active participation of the numbers of horses
in racing is minimal compared to the total number of horses.

I raise quarter horses, and we do a little racing of those horses, but
the major part of our horses are used for utility purposes, recreation,
youth activities, rodeo events, showing of horses, and as I say, to a
minor extent, horseracing.

The U.S. Department of Agriculture alone is sponsoring through
their Extension Service 210,000 horse projects with 4-H kids.
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The American Quarter Horse Association alone has more than
1,100 youth shows, and I want to assure you that at these youth shows
and at these 4-H projects I do not think that you will find any long-
haired youth there. These are children that are gaining a wonderful
experience in life from their association with horses.

n the horse industry we are talking about a minimum of 4 to 5
million horses. We are not only a heavy impact on the economy of this
country, but we are also of great benefit to the social and the recrea-
tional welfare of our people.

To me I see no justification in crucifying an industry that is doing
as much good for the United States as it 1s.

Under the present law of the hobby provision, we have learned to
live with it. Ir my 18 years’ experience in racing horses, I have been
fortunate in being able to show a profit every 4 or 5 years, but it is still
challenged each year.

This 1s a discriminatory clause. In the present legislation as pro-
posed we have other measures in there that are of a similar discrimina-
tory nature. The EDA is a method of bookkeeping that is adopted for
people who keep their books on a cash basis that is definitely dis-
criminatory and not applicable to other business.

The tightening and more severe provisions of the hobby provision
are not applied in practice, to any other business.

Gentlemen, our business is normally a rather speculative business,
a rather risky business, because we are dealing not only with the nor-
mal economics of a business but we are dealing with genetics, we
are dealing with accidents, we are dealing with normal health catas-
trophes that we have in any animal industry, so rather than be abused,
we should be assisted.

We should have some help from the Federal Government in devel-
oping an industr{ that is doing as much for the country as this is.

If you want to kill the horse industry, adopt the provisions in House
bill 13270. If you want to bleed it to death, modify those provisions.
But if you wish to help us, leave the statutes as they are, because I am
sure that with the proper administration of the present laws, that we
can weed out the violators, the loopholes that exist today.

Thank you.

The Cuarman. Mr. Honnen, you said you would not see any long-
haired youth at one of those quarterhorse shows?

Mr. HonneN. Male youth I should have said.

The Caamrman. That is why I started to correct you. You would
have seen my daughter, because she loves horses, I bought her a $75
horse and she managed to win a fourth prize at somebody’s show with
& $75 horse. I bought a $500 horse, it darned near killed the judge kick-
ing up in the air while she was trying to handle him, and then I de-
cided why I would buy a better horse so I bought a $5,000 horse and
now she has her place covered with trophies that she won with the
better horse. But some farmer sold my daughter three horses. If it is
that farmer you are supposed to be helping, all I can say is that there
are three horses whose sales might have been in jeopardy.

I do not mind losing the money because it is fine for a younf woman
to get out and compete with other young women with horses, It is fine,
and is the cleanest sport that there isso far as I know.
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But I do not see how it is going to help farmers if we make it diffi-
cult for families to encourage their young people to buy horses and
go out and compete. Do you see how it is going to help a farm?

Mr. HonNeN. It won't.

The Cuarrman. This is supposed to tax people out of the farming
business so it will only be left for farmers. Well, 1f young people are not
able to buy the borses, then how is that going to help the farmer?

Mr. HonNeN. Itisnot going tohelp him.

The Craryman. It seems to me as though the way it stands now,
at least as far as this person is concerned, I would at least be encour-
aged to buy some horses for my children to go out and compete with.
But if we are going to fix it so that in addition to what I lost I cannot
deduct it as well, I would think that that hurts farmers, because they
will have less sale for their horses.

I think you might also find that there will be a lot of farms up
for sale, and whatever that farmer hopes to get for the farm he won’t
get because there will be nobody else except another farmer, who is
just as poor as he is, available to buy the farm from him. So I would
think when the farmer goes to sell his farm, or if he dies and the widow
has to dispose of it, that there would be no market.

There would be plenty of farms on the market looking for buyers
with no buyers to buy them.

Mr. HonNEN. If this provision goes through, my farm will be for
sale, and I doubt if T will find a buyer for it either.

The Cuamrman. That is part of the problem it seems to me.

Do you want to present your other witnesses ?

Mr. SmaTHERS. No; we will have questions of this witness, if there
are any.

The CHamman. Any further questions?

Mr. Smataers, Thank you, (iﬁr. Chairman, and thank you, Mr.
Honnen.

Our third witness is Mr. Harry Farnham, who is the president of
the National Association of State Racing Commissioners, and I might
add is the chairman of the Nebraska State Racing Commission.

Mr. Farnham, why don’t you proceed.

STATEMENT OF HARRY J. FARNHAM, PRESIDENT, NATIONAL
ASSOCIATION OF STATE RACING COMMISSIONERS

Mr. FarnaaM. Thank you, Senator.

Gentlemen, let me first apologize to you for having to speak to you
today with a very hoarse voice. I hope you will bear with me,

WJi’th me today are two other commissioners, Mr. Newton Brewer,
who is chairman of the Maryland State Racing Commission and Mr.
John Bell, who is & member of the Kentucky State Racing Commis-
;ion. They will be available for any questions that the Senators might

ave,

The National Association of State Racing Commissioners is com-
Eowd of the commissioners from 30 States in the United States that

ave parimutuel racing. This covers harness racing, thoroughbred rac-
ing, quarter horse racing—all types of horseracing.
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In each of these 30 States there are from one to nine members on
the racing commission. In iy State of Nebraska, it is a three-member
conunission, as it is in most States,

We have o membership of these Stato racing commissions of from
200 to 300 f)eo rle, and our job is to regulate horse racing, which hap-
pens to be the No. 1 spectator sport in America.

Now the reason that I bring this up, gentlemen, is I think great
significance must be placed on the fact that these racing commissioners
have unanimously, without u single dissenting voice, expressed their
opposition to the horse provisions in the legislation that is before this
committee,

I am going to be very brief and just try to emphasize three points in
connection with my formal statement that was given to you,

First, what weight should be given such a unanimous position taken
by State racing commissioners. Well, I think a great deal, because we
denl with the horse business, we deal with the matter of parimutuel
racing every day of the year.

There is no element of self-interest involved.

As you know, the vast majority of State racing commissioners are
paid nothing, They serve at the pleasure of their Governor. So I think
that when a group of men like this take a position in unanimous op-
position, that considerable weight should be given to it.

Now, secondly, just what is 1t that these racing commissioners op-
pose? What dot 1ey base their opposition on?

First of all, they feel very strongly that thoe legislation that is pend-
ing bfore you will seriously endanger the $300 million in direct pari-
mutuel taxes that go into the State treasuries of the 30 States that
have parimutuel racing.

These provisions would raise $6 million in revenue, but they would
endanger $500 million worth of revenue to the States, If the dama%g
this legislation did were to the extent of 20 percent each year, $1
million would be lost in direct tax revenue to the States, in order to
close n supposed loophole that would bring in Federal tax money of
$5 million.

Further, this revenue to the States costs less than 1 cent on the dollar
to collect.

As Governor Nunn pointed out, this is a time in which we aro at-
texnptin% to restore the Fedoral-State balance and get more moneys
back to the State. This could be a very serious blow to the resources of
these 30 States.

Secondly, this $500 million per ycar that goes to the States in pari-
mutuel taxation is but & drop in t{\e bucket compared to the taxation
that goes to the Federal (Government and the State governments and
the local subdivisions by reason of all of the activity and all of the
&x;opert.y of this several billion dollar industry. Hence the tax loss can

phenomenal, and that is what the commissioners base their oppos:-
tion on.

Now, why would this hurt {

The reason is that without the present system, there is nothing that
will encourage investment. As u matter of fact, people have indicated
their desire to leave the industry in droves, if such legislation as this

is lpassed ) ) . o
n the testimony this morning I kept hearing instances of extreme
examples of whero there had been some abuse. Someone else has said
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that if there are abuses, isolated abuses, that what is needed is a high-
powered rifle, in order to take care of these, not a shotgun that is going
to wipe out everybody in our industry. )

"This, gentlemen, summarizes the position of the National Associa-
tion of State Racing Commissioners, and on their behalf we appre-
cinte your allowing us to appear before you.

Mr. Smarners. Mr. Chairman, we have a letter here from Governor
Buford Ellington, of Tennessee, He wanted to be here in person, Orig-
inally he thought he was going to be here and so stated, but something
came up that prevented his coming, so I would like to read just a por-
tion of the letter if 1 muy.

As Governor of Tennessee, I submit this statement to you in opposition to
the farm tax law changes as proposed in H. R, 13270. If adopted, these restrictive
measures will have a stifling effect on the livestock tndustry in my state and
drastleally discourage future growth in a seginent of our agricultural economy
that is having such a positive and greatly needed impact in rural areas.

As one who was farm born and farm-reared in the rural South, 7 feel I am
qualified to give testimony on this matter, I know and appreciate the farmer’s
problems and the very real and serious threat created by the provisions of this
bill which are so harmful to his interests.

T am skipping down, ITe says:

The livestock industry In Tennessee nmounts to an annual sum in excess of
$372 milllon. The future of cattle and horse raising is bright in my State, unless
it is dQiscouraged. Growth of livestock produection has expanded the job oppor-
tunities in rural areas where jobs are most needed.

My concern as Governor of Tennessee—

And I am skipping again—

is that the proposed farm tax changes will discourage capital investment so
vital to the health and growth of the livestock industry in our State. I have
personally seen what new interest and new capital invested in capital in horse
farma can do to revive declining agricultural economics. In particular, horse
training and horse shows have opened new areas and have injected fresh capital
and a vital ingredient into our rural cconomy.

We need this income for our farmers. We need the jobs. We need the markets
created for agricultural products,

Then 1 skip again:

I urge you to abolish or to amend the discriminatory farm tax proposals con-
tained in House Resolution 13270,

Mr. Chairman, I would like to make that letter in its entirety o
part of the record.
(Gov. Buford Ellington's prepared statement follows:)

STATEMENT OF GOVERNOR BUFORD KLLINGTON OF TENNESSEE, SUBMITTED
BY THE AMERICAN IHorse CouNnoil, INcC.

A8 Governor of Tennessee, I submit this statement to you in opposition to the
farm tax lnw changes as proposed in H.R, 13270. If adopted, these restrictive
ineasures will have a stifling effect on the livestock industry in my state and
drastically discourage future growth in a segment of our agricultural economy
that is having such a positive and greatly needed impact in rural areas.

As one who was farm born and farm-reared in the rural south, I feel I am
qualified to give testimony on this matter. I know and appreciate the farmer's
problems and the very real and serlous threat created by the provisions of this
bill'which are so harmful to his interests,

The State of Tennessce has many beautiful mountain ranges, but it also has
great farmland areas. These rural areas have historieally been the home of men
and women of independent spirit, who have made the soil the source of their
llvelihood. We all want to preserve the time honored and basic occupation of
farming. We all know that the technology of this age, and the rapid changes
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in farm production have brought depression to many formerly thriving areas
of croplands. It has forced many of our citizens from the land, to seek jobs else-
where. In recent years, there has been a decided development in new uses of
this cropland, through production of horses and cattle. Livestock raising has
always been an important part of the agricultural economy of Tennessee, but it
has expanded into even greater significance in recent years. Tennessee-raised
cattle are known throughout this land, wherever quality cattie are produced.
And the famed Tennessee walking horse has become nationally popular, while
other horse breeders are finding Tennessee's attractions encoureging to horse
farming. The livestock industry in Tennessee amounts to an annual sum in
excess of $372 milllon. The future of cattle and horse raising is bright in my
state, unless it is discouraged. Growth of livestock production has expanded the
job opportunities in rural areas where jobs are most needed.

We all know the problems of the crowded cities, made worse by the flow of
the rural unskilled to the urban areas. Certainly, we should not discourage
enterprise that has a tendency to bring jobs and opportunities to those rural
residents, in their own environment.

My region of the United States, the south and mid-south, is undoubtedly more
sensitive to the effects of laws which discourage rural development because they
affect more of our area, more of our people, and more of our economy. We are
necessarily becoming 